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A DISEQUILIBRIUM IS-LM MODEL
— A Fixprice Approach —

<€ Summary >
Hiroshi Kawamura

In this article, we construct a short-run disequilibrium IS-LM (IS-BB)
model using a fixprice method and analyze the ‘dynamic’ stability
characteristics of equilibria. In chapter 3 this approach is compared to
the normal practice of using an IS-LM model. ‘

To do this, we, first, clarify the objective functions to be maximized
and relevant constraints in a general equilibrium framework. Of particular
interests are the quantity constraints which characterize disequilibrium
models. Related problems are solved by application of the dual decision
hypothesis. It asserts that an agent determines his effective demand or
supply for the ith good by incorporating into his maximization program
his budget constraint as well as all the quantity constraints he faces
except the constraint against the ith good. Applying this to the cutput
and the bond markets, we obtain a constrained IS curve and a con-
strained BB curve. We show that within this framework the IS and BB
curves cannot be drawn smoothly because of the so-called spillover
effects between the markets.

The next task is to examine the stability characteristics of this model
under the assumption that the level of the output and the interest rate
responds to discrepancies between the effective demands for and supplies
of output and bonds respectively. This model is dynamic in the sense
that adjustment is not instantaneous and thus time enters into the model.
In this model it can be shown that the probability that an economy
converges to an underemployment equilibrium increases in comparison
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with the normal equilibrium I1S-LM model. The cause of this phenom-
enon is, hereagain, the quantity constraints and the related spillover
effects. One implication of this analysis is that when quantity constraints
are binding there is a role for active government policy.



