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The Keynesian IS-LM model remains a foundational framework for understanding macroeconomic
fluctuations and policy impacts. It provides insightful analysis into how various shocks influence key
economic variables, especially output in the short run. In this article, we explore the short-run
effects of different shocks on output within the context of the IS-LM model, illustrating how changes
in the economy’s components translate into fluctuations in national income and output.

---

Understanding the IS-LM Model: A Brief Overview

Before analyzing the effects of shocks, it’s essential to grasp the core elements of the IS-LM model:

The IS Curve
- Represents equilibrium in the goods market.
- Shows combinations of interest rates and output where investment equals savings.
- Downward sloping: higher interest rates reduce investment, decreasing output.

The LM Curve
- Represents equilibrium in the money market.
- Shows combinations of interest rates and output where money demand equals money supply.
- Upward sloping: higher output increases money demand, raising interest rates unless the money
supply adjusts.

The intersection of the IS and LM curves determines the short-run equilibrium level of output and
interest rate.

---

Types of Shocks and Their Short-run Effects on Output

Various shocks can impact the economy, shifting either the IS curve, the LM curve, or both. The
primary shocks analyzed within the Keynesian IS-LM framework include:



- Fiscal policy shocks (government spending or taxation)
- Monetary policy shocks (changes in money supply)
- Autonomous changes in consumption or investment
- External shocks (such as exports or import prices)
- Expectations shocks (changes in consumer or investor confidence)

Each type of shock affects the position of the IS and/or LM curves, influencing the short-term level of
output.

---

1. Fiscal Policy Shock: Increase in Government Spending

Mechanism:
An increase in government spending (G) shifts the IS curve to the right because it directly raises
aggregate demand.

Short-run Effect on Output:
- The rightward shift causes a new equilibrium with higher output and interest rates.
- The magnitude depends on the multiplier effect and the responsiveness of investment and
consumption.

Graphical Illustration:
- Original IS and LM curves intersect at point E1.
- After the fiscal expansion, IS shifts rightward to IS'.
- New equilibrium at E2 features higher output (Y2 > Y1) and higher interest rates.

Implication:
In the short run, increased government expenditure boosts output significantly, although the rise in
interest rates may crowd out some private investment.

---

2. Fiscal Policy Shock: Increase in Taxes

Mechanism:
Higher taxes reduce disposable income, decreasing consumption. This shifts the IS curve to the left.

Short-run Effect on Output:
- The leftward shift results in lower output and interest rates.
- The reduction in aggregate demand diminishes economic activity temporarily.

Graphical Illustration:
- Original equilibrium at E1.
- After tax increase, IS shifts leftward to IS'.
- New equilibrium at E2 with lower output (Y2 < Y1).



Implication:
Tax hikes contract economic activity in the short run, reducing output, but may help control inflation
or fiscal deficits.

---

3. Monetary Policy Shock: Increase in Money Supply

Mechanism:
An increase in the money supply shifts the LM curve downward/rightward, indicating more liquidity
at each interest rate level.

Short-run Effect on Output:
- The LM shift leads to a lower interest rate and higher output.
- This stimulates investment and consumption due to cheaper borrowing costs.

Graphical Illustration:
- Initial equilibrium at E1.
- LM shifts rightward to LM'.
- New equilibrium at E2 with higher output (Y2 > Y1).

Implication:
Expansionary monetary policy can temporarily boost output, but potential inflationary pressures may
emerge if the economy overheats.

---

4. Monetary Policy Shock: Decrease in Money Supply

Mechanism:
A reduction in the money supply shifts the LM curve upward/leftward, indicating less liquidity.

Short-run Effect on Output:
- The shift causes interest rates to rise and output to fall.
- Higher interest rates discourage investment and consumption.

Graphical Illustration:
- Initial equilibrium at E1.
- LM shifts leftward to LM'.
- Equilibrium moves to E2 with lower output (Y2 < Y1).

Implication:
Contractionary monetary policy reduces output temporarily, helping to control inflation but risking
recession if overly restrictive.

---



5. External Shock: Increase in Export Demand

Mechanism:
An increase in exports raises aggregate demand, shifting the IS curve to the right.

Short-run Effect on Output:
- Similar to fiscal expansion: higher output and interest rates.
- External demand acts as a stimulus to the domestic economy.

Graphical Illustration:
- Original equilibrium at E1.
- IS shifts rightward to IS'.
- New equilibrium at E2 with elevated output.

Implication:
External demand surges can temporarily boost domestic output, especially in open economies.

---

Summary Table of Shock Effects on Output

| Shock Type | Direction of IS/LM Shift | Short-run Effect on Output | Effect on Interest Rates | Key
Notes |
|------------------------------------------|--------------------------|----------------------------|-------------------------------------|--------------
------------------------------------------|
| Increase in Government Spending | IS rightward | Increase | Increase | Stimulates economy, may
cause crowding out |
| Increase in Taxes | IS leftward | Decrease | Possible decrease | Contractionary fiscal policy |
| Increase in Money Supply | LM rightward | Increase | Decrease | Expansionary monetary policy |
| Decrease in Money Supply | LM leftward | Decrease | Increase | Tight monetary policy |
| Increase in Export Demand | IS rightward | Increase | Possible increase | External demand boost |

---

Conclusion

The Keynesian IS-LM model provides a clear framework to analyze the short-run effects of various
shocks on output. Fiscal policy shocks, such as increased government spending, tend to stimulate
output in the short run, accompanied by higher interest rates. Conversely, tax increases tend to
contract output temporarily. Monetary policy interventions primarily influence output through
changes in the money supply, with expansionary policies boosting output and contractionary policies
reducing it. External shocks like increased export demand can also significantly influence output,
reflecting the interconnectedness of open economies.

Understanding these dynamics is crucial for policymakers aiming to stabilize the economy, manage
inflation, and promote growth. The IS-LM model remains a vital tool in macroeconomic analysis,



offering insights into the short-term trade-offs and impacts of policy decisions and external events.

---

Note: The actual effects depend on the specific magnitudes of shocks, the responsiveness of
investment and consumption, and the economy’s initial position. In real-world scenarios, multiple
shocks may occur simultaneously, complicating the analysis further.

Frequently Asked Questions

According to the Keynesian IS-LM model, what is the short-
run effect of an increase in government spending on output?
An increase in government spending shifts the IS curve to the right, leading to a higher level of
output in the short run as aggregate demand rises.

How does a decrease in consumer confidence affect output in
the short run according to the IS-LM model?
A decline in consumer confidence reduces consumption, shifting the IS curve to the left, which
results in a decrease in output in the short run.

What is the short-run impact on output of an increase in the
money supply in the IS-LM framework?
An increase in the money supply shifts the LM curve downward/rightward, lowering interest rates
and increasing investment, thereby raising output in the short run.

According to the IS-LM model, what happens to output in the
short run if there is a rise in taxes?
A rise in taxes reduces disposable income, decreasing consumption and shifting the IS curve to the
left, which causes a reduction in output in the short run.

In the context of the IS-LM model, what is the short-run effect
of a negative supply shock on output?
While primarily a supply-side shock, a negative supply shock can decrease output by raising costs
and reducing aggregate supply, which, in the IS-LM framework, may also depress demand and
output temporarily.

How does an increase in exports influence output in the short



run according to the Keynesian IS-LM model?
An increase in exports boosts aggregate demand, shifting the IS curve to the right, which results in
higher output in the short run.

Additional Resources
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The Keynesian IS-LM model remains a foundational framework in macroeconomics for analyzing
short-run economic fluctuations. It provides a simplified yet powerful way to understand how various
shocks influence overall economic activity, especially output. When assessing the impact of different
shocks on the economy, the IS-LM model emphasizes the interaction between the goods market
(represented by the IS curve) and the money market (represented by the LM curve). This article
delves into the specific short-run effects of various shocks within the Keynesian IS-LM framework,
focusing on their impact on output. We will explore different types of shocks—such as fiscal policy
shocks, monetary policy shocks, demand shocks, and supply shocks—and analyze their immediate
effects on output, supported by theoretical insights and practical implications.

---

Understanding the IS-LM Model in the Short Run

Before examining shocks, it is essential to understand the core components of the IS-LM model:

- IS Curve: Represents equilibrium in the goods market, where investment equals saving. It shows
combinations of interest rates and output where the goods market is in equilibrium.
- LM Curve: Represents equilibrium in the money market, where money demand equals money
supply. It illustrates combinations of interest rates and output where the money market clears.

In the short run, prices are often assumed sticky, which allows variations in output and interest rates
without immediate changes in the price level. Shocks to either the goods or money markets can
cause shifts in the IS or LM curves, leading to changes in output and interest rates.

---

Types of Shocks and Their Impact on Output

The short-run effects of shocks depend on which component of the economy they influence. The
primary shocks considered include fiscal policy shocks, monetary policy shocks, demand shocks, and
supply shocks. Each has distinct pathways within the IS-LM framework.



Fiscal Policy Shocks

Fiscal policy shocks involve changes in government spending or taxation, directly affecting
aggregate demand.

Impact on Output in the Short Run:

- An increase in government spending shifts the IS curve to the right.
- A decrease in taxes also shifts the IS curve to the right by increasing disposable income and
consumption.

Theoretical Explanation:

- When the IS curve shifts rightward, at the initial interest rate, there is excess demand for goods,
prompting an increase in output.
- The new equilibrium features higher output and higher interest rates, assuming the LM curve
remains unchanged.

Features and Effects:

- Pros:
- Can stimulate economic activity quickly.
- Useful during recessions to boost output.
- Cons:
- May lead to higher interest rates, crowding out private investment.
- Can increase budget deficits and public debt.

Summary of Short-Run Effect:

> Fiscal expansion (higher government spending or lower taxes) leads to an increase in output in
the short run, primarily through increased aggregate demand.

---

Monetary Policy Shocks

Monetary policy shocks involve changes in the money supply or interest rate targets set by the
central bank.

Impact on Output in the Short Run:

- An increase in the money supply shifts the LM curve to the right.
- Conversely, a decrease in money supply shifts the LM curve to the left.

Theoretical Explanation:

- When the LM curve shifts rightward due to an increase in money supply, at the initial interest rate,
there is excess liquidity.



- This results in a fall in interest rates, which encourages investment and consumption, thereby
increasing output.

Features and Effects:

- Pros:
- Can be used to lower interest rates quickly.
- Stimulates investment and consumption, boosting output.
- Cons:
- If overused, can lead to inflation.
- Effectiveness depends on the liquidity preference and expectations.

Summary of Short-Run Effect:

> An expansionary monetary policy (increase in money supply) causes the LM curve to shift right,
leading to lower interest rates and an increase in output in the short run.

---

Demand Shocks

Demand shocks are sudden changes in aggregate demand unrelated to fiscal or monetary policy,
such as changes in consumer confidence, investment sentiment, or external demand.

Impact on Output in the Short Run:

- An upward demand shock shifts the IS curve rightward.
- A negative demand shock shifts the IS curve leftward.

Theoretical Explanation:

- An increase in demand shifts the IS curve right, increasing output and interest rates.
- A decrease shifts it left, reducing output and interest rates.

Features and Effects:

- Pros:
- Explains short-term fluctuations in output and employment.
- Cons:
- Can lead to volatility and uncertainty.
- May require policy responses to stabilize.

Summary of Short-Run Effect:

> Positive demand shocks increase output by shifting the IS curve rightward; negative shocks
decrease output.

---



Supply Shocks

Supply shocks involve changes in production costs or productivity, affecting the supply side rather
than demand.

Impact on Output in the Short Run:

- In the Keynesian IS-LM framework, supply shocks are often modeled as shifts in the aggregate
supply curve, but their effects can be approximated as shifts in the IS or LM curves depending on
the context.

Theoretical Explanation:

- A positive supply shock (e.g., technological improvement) tends to increase potential output and
can shift the IS or LM curves depending on whether it affects demand or liquidity.
- A negative supply shock (e.g., rising oil prices) increases costs, reducing output and shifting the
curves accordingly.

Features and Effects:

- Pros:
- Technological improvements can permanently increase output.
- Cons:
- Negative shocks can cause stagflation—stagnant growth with inflation.

Summary of Short-Run Effect:

> Negative supply shocks tend to decrease output in the short run, while positive supply shocks can
increase it, depending on the specific transmission mechanisms.

---

Summary Table of Shock Effects on Output

| Shock Type | Direction of Shift | Short-Run Effect on Output | Key Characteristics |
|--------------------------|---------------------|----------------------------|--------------------------------------------------------|
| Fiscal Expansion | IS curve rightward| Increase | Stimulates demand; may raise interest rates |
| Monetary Expansion | LM curve rightward| Increase | Lowers interest rates; boosts investment and
consumption |
| Demand Shock (positive) | IS curve rightward| Increase | Driven by confidence, external demand |
| Demand Shock (negative) | IS curve leftward | Decrease | Decline in confidence, external demand
reduction |
| Negative Supply Shock | Shifts supply curve left | Decrease | Higher costs reduce output;
stagflation risk |
| Positive Supply Shock | Shifts supply curve right| Increase | Increased productivity enhances
output |

---



Conclusion

In the short run, the Keynesian IS-LM model provides a clear framework to understand how different
shocks influence output. Generally, shocks that shift the IS curve to the right—such as fiscal
expansion or positive demand shocks—lead to higher output, albeit sometimes at the cost of higher
interest rates. Conversely, shocks that shift the LM curve to the right, like expansionary monetary
policy, also tend to increase output by lowering interest rates and stimulating investment.

Supply shocks, while primarily affecting the supply side, can influence output depending on their
nature. Negative supply shocks tend to decrease output, potentially leading to stagflation, while
positive supply shocks increase output and economic efficiency.

Understanding these dynamics is crucial for policymakers aiming to stabilize the economy. The
short-run effects captured by the IS-LM model underscore the importance of timely and targeted
policy responses to manage economic fluctuations effectively. While the model simplifies many real-
world complexities, it remains a vital tool for analyzing fundamental short-term macroeconomic
interactions.

In summary, within the Keynesian IS-LM framework, the short-run impact of shocks on output
hinges on the direction and nature of the shifts in the IS and LM curves. Policymakers must carefully
consider these effects when designing interventions to promote stable and sustainable economic
growth.

According To The Keynesian Is Lm Model What Is The Short
Run Effect Of Of The Following Shock On Output

According To The Keynesian Is Lm Model What Is The Short Run Effect Of Of The Following Shock
On Output

Related Articles
Which Programming Language Is Used Within Html Documents To Trigger Interactive
Features? Group Of Answer
Use The Given Acceleration Function And Initial Conditions To Find The Velocity Vector V(t),
And Position
35) Refer To Figure 10.3.2, Which Itiustrates The Short-ran Average And Margiral Cont
Curver. The Marginal

Back to Home

https://sip.evo9x.com/ma39/according-to-the-keynesian-is-lm-model-what-is-the-short-run-effect-of-of-the-following-shock-on-output.pdf
https://sip.evo9x.com/ma39/according-to-the-keynesian-is-lm-model-what-is-the-short-run-effect-of-of-the-following-shock-on-output.pdf
https://sip.evo9x.com/ma39/which-programming-language-is-used-within-html-documents-to-trigger-interactive-features-group-of-answer.pdf
https://sip.evo9x.com/ma39/which-programming-language-is-used-within-html-documents-to-trigger-interactive-features-group-of-answer.pdf
https://sip.evo9x.com/ma39/use-the-given-acceleration-function-and-initial-conditions-to-find-the-velocity-vector-v-t-and-position.pdf
https://sip.evo9x.com/ma39/use-the-given-acceleration-function-and-initial-conditions-to-find-the-velocity-vector-v-t-and-position.pdf
https://sip.evo9x.com/ma39/35-refer-to-figure-10-3-2-which-itiustrates-the-short-ran-average-and-margiral-cont-curver-the-marginal.pdf
https://sip.evo9x.com/ma39/35-refer-to-figure-10-3-2-which-itiustrates-the-short-ran-average-and-margiral-cont-curver-the-marginal.pdf
https://sip.evo9x.com

