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The IS and the LM curves relate the two variables:

(a) Income and

(b) The rate of interest.

Income and the rate of interest are therefore determined together at the point of intersection

of these two curves, i.e., E in Fig. 24.3. The equilibrium rate of interest thus determined is

Or2 and the level of income determined is OY2. At this point income and the rate of interest

stand in relation to each other such that (1) the goods market is in equilibrium, that is, the

aggregate demand equals the level of aggregate output, and (2) the demand for money is in

equilibrium with the supply of money (i.e.,  the desired amount of money is equal to the

actual supply of money). It should be noted that LM curve has been drawn by keeping the

supply of money fixed.
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Thus, the IS-LM curve model is based on:

(1) The investment-demand function,

(2) The consumption function,

(3) The money demand function, and

(4) The quantity of money.

We see, therefore, that according to the IS-LM curve model both the real factors, namely,

saving and investment, productivity of capital and propensity to consume and save, and the

monetary factors, that is, the demand for money (liquidity preference) and supply of money

play a part in the joint determination of the rate of interest and the level of income. Any

change in these factors will cause a shift in IS or LM curve and will therefore change the

equilibrium levels of the rate of interest and income.

The IS-LM curve model explained above has succeeded in integrating the theory of money

with the theory of income determination. And by doing so, as we shall see below, it has

succeeded in synthesising the monetary and fiscal policies. Further, with the IS-LM curve

analysis, we are better able to explain the effect of changes in certain important economic



variables such as desire to save, the supply of money, investment, demand for money on the

rate of interest and level of income.

Effect of Changes in Supply of Money on the Rate of Interest and Income Level:

Let us first consider what will happen if the supply of money is increased by the action of the

Central  Bank. Given the liquidity preference schedule,  with the increase in the supply of

money,  more money will  be available  for speculative  motive at  a  given level  of income

which will cause the interest rate to fall. As a result, the LM curve will shift to the right.

Source: Internet

With this rightward shift in the LM curve, in the new equilibrium position, rate of interest

will be lower and the level of income greater than before. This is shown in Fig. 24.4 where

with a given supply of money, LM and IS curves intersect at point E.

With the increase in the supply of money, LM curve shifts to the right to the position LM’,

and with IS schedule remaining unchanged, new equilibrium is at point G corresponding to

which rate of interest  is lower and level of income greater than at  E. Now, suppose that

instead of increasing the supply of money, Central Bank of the country takes steps to reduce

the supply of money.

With the reduction in the supply of money, less money will  be available  for speculative

motive at each level of income and, as a result, the LM curve will shift to the left of E, and



the IS curve remaining un-changed, in the new equilibrium position (as shown by point T in

Fig. 24.4) the rate of interest will be higher and the level of income smaller than before.

Changes in the Desire to Save or Propensity to Consume:

Let us consider what happens to the rate of interest when desire to save or in other words,

propensity to consume changes. When people’s desire to save falls, that is, when propensity

to  consume rises,  the aggregate  demand curve will  shift  upward  and,  therefore,  level  of

national income will rise at each rate of interest.
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As a result, the IS curve will shift outward to the right. In Fig. 24.5 suppose with a certain

given fall in the desire to save (or increase in the propensity to consume), the IS curve shifts

rightward  to  the  dotted  position  IS’.  With  LM  curve  remaining  unchanged,  the  new

equilibrium position will be established at H corresponding to which rate of interest as well

as level of income will be greater than at E.

Thus, a fall in the desire to save has led to the increase in both rate of interest and level of

income. On the other hand, if the desire to save rises, that is, if the propensity to consume

falls, aggregate demand curve will shift downward which will cause the level of national

income to fall for each rate of interest and as a result the IS curve will shift to the left.



With this, and LM curve remaining unchanged, the new equilibrium position will be reached

to the left of E, say at point L (as shown in Fig. 24.5) corresponding to which both rate of

interest and level of national income will be smaller than at E.

Changes in Autonomous Investment and Government Expenditure:

Changes in autonomous investment and Government expenditure will also shift the IS curve.

If  either  there  is  increase  in  autonomous  private  investment  or  Government  steps  up its

expenditure, aggregate demand for goods will increase and this will bring about increase in

national income through the multiplier process.

This will shift IS schedule to the right, and given the LM curve, the rate of interest as well as

the level of income will rise. On the contrary, if somehow private investment expenditure

falls or the Government reduces its expenditure, the IS curve will shift to the left and, given

the LM curve, both the rate of interest and the level of income will fall.

Changes in Demand for Money or Liquidity Preference:

Changes in liquidity preference will bring about changes in the LM curve. If the liquidity

preference or demand for money of the people rises, the LM curve will shift to the left. This

is  because,  greater  demand for money, given the supply of money, will  raise the rate of

interest corresponding to each level of national income. With the leftward shift in the LM

curve, given the IS curve, the equilibrium rate of interest will rise and the level of national

income will fall.

On the contrary, if the demand for money or liquidity preference of the people falls, the LM

curve will shift to the right. This is because, given the supply of money, the rightward shift in

the money demand curve means that corresponding to each level of income there will be

lower  rate  of  interest.  With  rightward  shift  in  the  LM  curve,  given  the  IS  curve,  the

equilibrium level of rate of interest will fall and the equilibrium level of national income will

increase.

We  thus  see  that  changes  in  propensity  to  consume  (or  desire  to  save),  autonomous

investment or Government expenditure, the supply of money and the demand for money will



cause shifts in either IS or LM curve and will thereby bring about changes in the rate of

interest as well as in national income.

The integration of goods market and money market in the IS-LM curve model clearly shows

that Government can influence the economic activity or the level of national income through

monetary and fiscal measures.

Through adopting an appropriate monetary policy (i.e., changing the supply of money) the

Government  can  shift  the  LM  curve  and  through  pursuing  an  appropriate  fiscal  policy

(expenditure and taxation policy) the Government can shift the IS curve. Thus both monetary

and fiscal policies can play a useful role in regulating the level of economic activity in the

country.

Course  Outcome:  The  goal  of  this  paper  will  be  to  expose  the  students  to  the  basic

principles  of  macroeconomics.  The  emphasis  will  be  on  thinking  like  an  economist  and

course will illustrate how economic concepts can be applied to analyse real-life situations. In

this course, the students are introduced to money and interest, theories of inflation, rate of

interest, trade cycle and growth models.


