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The U.S. Economy: 1929-1999
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United States: 1968-1999
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. %‘-.Solving for the interest rate:

{"/ V7 ¥ i= l(kY - Z)

The relationship (11a) is the LM curve.
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Next we ask the same questions about the properties of the LM schedule that
we asked about the IS curve.
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Interest rate
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Y, Y 0 M/P L
Incoms, output Real balances

(@) (b)

DERIVATION OF THE LM CURVE. The right-hand panel shows the _ _
money market. The supply of real balances is the vertical line M/P.
The nominal money supply M is fixed by the Fed, and the price
level P is assumed given. Demand for money curves Lyand L,
corresponds to different jevels of income. When the income level is
Y, L, applies, and the equilibrium interest rate is i;. This gives point
E, on the LM schedule in part (a). At income level Y, greater than
Y,, the equilibrium interest rate is i yielding point E; on the LM
curve.
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Interest rate

The Position of the LM Curve
ATy
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AN INCREASE IN THE SUPPLY OF MONEY FROM ‘M TO M SHIFTS THE LM
CURVE TO THE RIGHT. An increase in the stock of real balances shifts
the supply schedule in the right panel from M/P to M'[P. At the
initial income level Y;, the equilibrium interest rate in the money
market falls to i. In the left panel we show point E; as one point on
the new LM schedule, corresponding to the higher money stock.
Thus an increase in the real money stock shifts the LM schedule
down and to the right.
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b Changes in the Equilibrium Levels of Income and the

M Interest Rate = o
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q EFFECTS OF AN INCREASE IN AUTONOMOUS SPENDNG ON INCOME AND

THE INTEREST RATE. An increase in autonomous spending shifts the
IS schedule out and to the right. Inaame increases, and the
equilibrium income level rises. The increase in income is less than is
given by the simple multiplier as. This is because interest rates
increase and dampen investment spending.
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