
 

  



 

The IS Curve 
 

Background 
• IS Curve  

o An increase in interest rate is equal to reduced investment and reduced output → 

since increased borrowing costs for firms/households. 

o National income identity. 

 

o Shows that the economy’s output Y can be used in one of four ways – consumption 

(Ct), investment (It), government purchases (Gt), exports minus imports 

 

o The first four share a common structure, but the investment equation is different, 

consistent with the emphasis on the short-run model. 

Consumptions and Friends 
• In the formulas above, the consumption, government purcahses, exports and imports all 

depend on the economy’s potential output Y-bar, since we think of it as being determined 

by our long term model. 

o Ac-bar is an empirical benchmark of 2/3 → since 2/3 dollars of GDP go toward 

consumption. Also has economic justification.  

o Also, government purchases, exports and imports are all assumed to be constant 

fractions of potential output, given by the above parameters. 

• In the long run, consumption ‘shocks’ are also smoothed out → related to the theory of 

permanent-income hypothesis 

Investment Equation  
• The first parameter, ai-bar, reflect how much of the long-run fraction of potential output 

goes into an investment.  

o The amount of investment depends on the gap between real interest rate R, and 

marginal product of capital, r-bar.  

o Real interest rate is the rate that firms can save or borrow. If the MPK is low relative 

to R, then firms are better off saving their retained earnings in the financial market. 

Conversely, if MPK is high relative to R, then firms will find it profitable to borrow at 

the real interest rate and invest in proceeds in capital → rise in investment.  

o B-bar is the sensivity of firm investment → small differences between interest rate 

and MPK = big changes in investment. 

o Long-run, R = MPK, as firms rent capital until MPK = interest rate. 


