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Plan for today

Monetary and Fiscal Policy in the IS/ M
Model
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Shift in the LM Curve from M<1

Interest Interest
Rate, i Rate, i

Mé (Ya)

M, /P M, /P

Aggregate Output, Y Quantity of Real Money
Balances, M/P

(a) Shift of the LM curve (b) Effect on the market for money when
aggregate output is constant at Y,

1. M 1. atgiven Y,, i in panel (b) and (a) = LM shifts to the right
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Shift in the LM Curve from M1

Interest Interest
Rate, i Rate, i

MS( Ya)
MY Yy)

M /P
Aggregate Output, Y Quantity of Real Money
Balances, M/P

(a) Shift in the LM curve (b) Effect on the market for money when
aggregate output is constant at Y,

1. M9 at given ¥,, /1 in panel (b) and (a) = LM shifts to the left
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Response to an Increase in M

Interest Rate, §

1. M1 /4, LM shifts
right = ¥ T/l

IS,

Aggregate Output, Y
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Response to Expansionary Fiscal Policy

Interest Rate, i

1. 6%or Tl Y1,
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Summary:
Factors

that Shift
ISand IM
Curves

03.08.2005

EIIEEED Table 1 Effec

Autonomets.
Change
Factor in Factor Reason

Consumer 1

expenditure C 15 shifts right

Invesment | IT=rdr=
15 shifis right

Government Gt=Yer=
speniing G 15 shils right

Tr=Cl=ve]=
15 shifis lefy

Net expons NX NET=2 YT =
15 shifts right

Money supply M* MT=il=
LM shifis nght

Maoney demand M* MAT = (T =
LM shifis left

Mot Only incerascs (1 kn the [actonn are shown. The clfect of decreases in the factars would b the
eppaite ol these incicmed in the “Resposre” collamn
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Effectiveness
of Monetary
and Fiscal

Polic

crowding out)

. Panel (b): M1, VI so M1, LM

shifts right = /4 y 1

Conclusion: Less interest sensitive
is M7 more effective is monetary
policy relative to fiscal policy
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Aggregate Qutput, ¥

. M%isunrelated to i= i, M7= M
*at same Y= LM vertical
. Panel (a): 671, IS shifts right = /
T, ¥stays same (complete

Aggregate Output, Y
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expansionary
fiscal policy

(b) Response to
expansionary
monetary policy




M vs. / Targets with Unstable IS

Interest
Rate, i

1. IS unstable:
fluctuates from IS' Money Supply Target, LM*
to IS'"'

2./target at *: Y
fluctuates from ¥;'
to ¥

3. Mtarget, (M= i
LM*: Y fluctuates
from ¥,' to "'

4. Y fluctuation is less
with M target

Conclusion: If IS
curve is more
unstable than (M

curve, M target is
preferred Aggregate Output, Y
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M vs. / Targets. Unstable LM

1. LM unstable:
fluctuates from LM’
to M

2./target at ~: Y= ¥*

3.Mtarget: Y
fluctuates from ¥,
TV

4. ¥ fluctuation is less
with /target

Conclusion: If LM curve

is more unstable than

IS curve, /target is

preferred
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IS/ M Model in the Long Run

Interest LM, Interest
Rate, i Rate, i

Aggregate Output, Y Aggregate Output, Y
(a) Response to a rise in the money supply M (b) Response to a rise in government spending G

Panel (a)

1. T, LMright to LM,, go to point 2, /1o iy, Yto ¥,

2.Because Y, > ¥, PT, M/PL, LMback to LM,, go back to point 1

Panel (b)

1. 67, ISright to IS,, go to point 2 where /= ;,and ¥= Y,

2.Because Y, > ¥, PT, M/PL, LM left to LM,, go to point 2, /= i, and ¥ = ¥,
- —
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Deriving AD Curve

Interest Price
Rate, i Level, P

! I

Y Y
Aggregate Output, Y Aggregate Output, Y

o<

(a) ISLM diagram (b) Aggregate demand curve

PT, M/PL, IMshiftsin, Y
Points 1, 2, 3
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Shift in AD from Shift in IS

Price Interest
Level, P Rate, i

Aggregate Output, Y Aggregate Output, ¥

{a) Shift in AD (b) Shift in IS

At given P, IS shifts right: ¥ T in panel (b) = AD shifts right in panel (a)
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Shift in AD from Shift in IM

Interest
Rate, i

Aggregate Output, Y Aggregate Output, Y

(a) Shift in AD {b) Shift in LM

At given P, LM shifts right: ¥ T in panel (b) = AD shifts right in panel (a)
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Next Lecture

Next lecture ISLM model
Your preparation: read [M] Ch 25
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Summary of Today

Have a Nice Night
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