Study sheet for ECO 385

1. Starting with the curves 
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 derive the IS curve.

2.  Assume an IS curve and consider a point on the curve at 
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. Using the savings and investment spending curves (see above), show how a change in 
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 will shift the IS curve.

3. Consider a point above the IS curve.  Explain what adjustments will take place in the product market (the market for goods and services).  Explain why these should occur in the product market. 

4. Consider the Keynesian money demand function.  Given Keynes assumption about individuals demand for money, derive the money demand curve. Explain how individuals will react to changes in interest rates. 

5. Using the Keynesian money demand function and money supply, derive the LM curve. 

6. Consider a point above the LM curve.  Explain what sort of adjustments will occur in the money market. 

7. Demonstrate how a change in the money supply will affect the LM curve. 

8. Consider a changes in 
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will affect the economy in an IS-LM  framework.  You should be able to draw the appropriate graphs (this goes for the above items as well), as well as provide verbal descriptions of what will happen and why.   

9. Consider the effectiveness of fiscal and monetary policy if the LM curve is vertical.  If the LM curve is horizontal.  Also the stability of the economy in these situations.  Do the same for the IS curve.

10. What sort of LM curve will result from an interest rate elastic money demand curve.  Show.  What sort of LM curve will result from an interest rate inelastic money demand curve.
8.   Consider the following model for the demand for money 
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Consider two cases, one where money demand is interest rate elastic and the other where money demand is interest rate inelastic.  What will be relative magnitude of 
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 be in the two cases (i.e. which one will have the largest value for 
[image: image7.wmf]r

M

? Why?)

9. Suppose that expectations are adaptive.  Explain why this leads to a model with instability and why the government might have a role in preventing or correcting that instability.  Note this will be caused if price expectations are less that the actual price level.
10. Given the LM curve that results from an interest rate inelastic money demand curve, explain why the monetarists conclude that (a) the economy should be relatively stable with respect to changes in autonomous consumption and investment; (b) that the economy should be affected by changes in the money supply; (c) that inappropriate monetary policy is responsible for instability in the economy; (d) that fiscal policy will not be able to stabilize the economy; and (e) that the monetary authority (the FED) should not be given discretion in the control of monetary policy, rather the FED should be made to follow a rule.

11.  What is the Phillips curve?  Be able to give a Keynesian explanation of this curve.  How is the curve used today in setting macroeconomic policy.
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