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11.2  Setting Up the Economy
To develop a  long-  run model of economic growth, we constructed a simple econ-
omy and analyzed how that economy behaved. The result was a model that we 
could use to shed light on important economic questions. In the coming chapters, 
we will do the same thing for the  short-  run model.

The IS curve is a key building block of the  short-  run model. We will develop it 
as if it were its own “mini model.” The equation that serves as the foundation for 
the IS curve is the national income identity that we first encountered in Chapter 2:
 Yt = Ct + It + Gt + EXt − IMt . (11.2)
This equation shows that the economy’s output Yt can be used in one of four ways: as 
consumption Ct , for investment It , for government purchases Gt , or for net exports 
EXt − IMt . Although this is the traditional way of writing the equation, you 
might find it easier to understand in the form Yt + IMt = Ct + It + Gt + EXt . 
In this version, the left side is total resources available to the economy (production 
plus imports), and the right side is total uses (consumption, investment, govern-
ment purchases, selling the goods to foreigners in the form of exports).

At this point, we have one equation and six unknowns: Yt , Ct , It , Gt , EXt , and 
IMt . The next five equations explain how each of the uses of output is determined, 
and it’s helpful to see them as a group:
 Ct =  ac Yt  (11.3)
 Gt =  ag Yt  (11.4)
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FIGURE 11.1The IS curve captures 
the fact that high inter-
est rates reduce output 
in the short run. This 
occurs because high 
interest rates make 
borrowing expensive for 
firms and households, 
reducing their demand 
for new investment. The 
reduction in demand 
leads to a decline in 
output in the economy 
as a whole.


