A Dynamic Model of Aggregate Demand and Aggregate Supply: 
Building the IS-LM model 
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IS Curve

-
LM curve

-
IS-LM Equilibrium

-
IS Curve

Y = C + S + T

Y = C + I + G

C + I + G = C + S + T

I + G = S + T  condition for IS

C = a + b(Y) = a + b (Y-T)

S = -a + (1-b) (Y-T)

I = I0 – i1r

G = T = fixed and determined by policymakers

I + G = S + T  

I0 – i1r + G = -a + (1-b) (Y-T) + T

I0 – i1r + G = -a + Y- bY – T + bT + T

I0 – i1r + G = -a + Y- bY + bT 

Y- bY = I0 – i1r + G + a - bT

Y(1 - b) = a + I0 – i1r + G - bT

Y = [1/(1 – b)] [a + I0 – i1r + G – bT]

Holding other variables constant

(r =  - (1- b) < 0
(Y          i1
( the slope of IS curve is negative
-
LM Curve

Ms = Md = c0 + c1Y - c2r

c2r = c0 + c1Y - Ms
r = c0 +  c1Y - Ms
      c2     c2     c2 
(r =  c1  > 0
(Y     c2

-
Factors that shift IS curve

Y = [1/(1 – b)] [a + I0 – i1r + G – bT]

-
(G

-
Holding other variables fixed


(Y =      1      > 0
(G     (1 – b)

-
IS curve shifts to the right

-
(T


-
Holding other variables fixed


(Y =     -1      < 0
(T     (1 – b)

-
IS curve shifts to the left

-
Factors that shift LM curve

r = c0 +  c1Y - Ms
      c2     c2     c2 
-
(M


-
Holding other variables fixed


(r =    - Ms  < 0
(Ms       c2
-
LM curve shifts to the right/downward
-
IS-LM Equilibrium

Y = [1/(1 – b)] [a + I0 – i1r + G – bT]   


[1]

r = c0 +  c1Y - Ms 





[2]
      c2     c2     c2 
Substitute r from [2] into [1]
Y = [1/(1 – b)] [a + I0 – i1 [(c0/c2) +  (c1/c2)Y – (1/c2)Ms] + G – bT]   

Y + [(i1/(1 – b))(c1/c2)]Y  = [1/(1 – b)] [a + I0 + G – bT – i1 [(c0/c2) – (Ms/c2)]]   
Y + [(i1/(1 – b))(c1/c2)]Y  = [1/(1 – b)] [a + I0 + G – bT – i1 [(c0/c2) – (Ms/c2)]]   
Y [1+ [(i1/(1 – b))(c1/c2)]  = [1/(1 – b)] [a + I0 + G – bT – i1 [(c0/c2) – (Ms/c2)]]   
Y =             [1/(1 – b)]          [a + I0 + G – bT – i1 [(c0/c2) – (Ms/c2)]]   
       [1+ [(i1/(1 – b))(c1/c2)]  

Ye =             1               [a + I0 + G – bT + (i1/c2) (Ms - c0)]   
       (1 – b)+i1(c1/c2)  


Similar procedure

re =            1               [((1-b)/c2) (c0 – Ms) + (c1/c2)(a + I0 + G – bT)]  
                   (1 – b)+i1(c1/c2)  
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