Lecture Fourteen: Policy Effectiveness in the IS-LM Model

{Policy Effectiveness, Slope of IS, Slope of LM, Liquidity Trap}

Neo-Keynesian AD IV
5
Policy Effectiveness
1.
The effectiveness of a policy action refers to the size of the effect of a given change in a policy instrument on income.

2.
The effectiveness of fiscal and monetary policy depends on the slopes of the IS and LM curves.


i.
A steep IS results in relatively ineffective monetary policy and relatively effective fiscal policy.


ii.
A flat IS results in relatively effective monetary policy and relatively ineffective fiscal policy.

iii.
A steep LM results in results in relatively effective monetary policy and relatively ineffective fiscal policy.
iv.
A flat LM results in results in relatively ineffective monetary policy and relatively effective fiscal policy.

3.
We consider the effectiveness on monetary policy ((M) and fiscal policy ((T and (G) on income ((Y) separately for flat and steep IS and LM curves.


i.
to measure the effectiveness of fiscal policy, we consider changes in government spending and compare the difference between the horizontal shift in the IS curve {(G[1/(1-b)]} and the change in income.


ii.
to measure the effectiveness of monetary policy, we consider changes in money supply and compare the difference between the horizontal shift in the LM curve {(M(1/c1)} and the change in income.

20
Policy and Slope of IS

1.
The slope of the IS curve depends on the interest elasticity of investment demand.


i.
if investment demand is highly interest-elastic, then the IS curve is flat.


ii.
if investment demand is interest-inelastic, then the IS curve is steep.

2.
Monetary Policy and Slope of IS: Consider an increase in money supply from M0 to M1.

i.
The LM curve will shirt right with a horizontal distance of (M(1/c1).

ii.
Consdier first a steep IS curve (that is, investment demand is interest inelastic).  In this case, monetary policy is relatively ineffective.

iii.
Next, consider a flat IS curve (that is, investment demand is highly interest elastic).  In this case, monetary policy is relatively effective.

iv.
Since monetary policy affects income by lowering the interest rate to stimulate investment demand, if investment demand is little affected by the interest rate, monetary policy will be ineffective.

3.
Fiscal Policy and Slope of IS: Consider an increase in government spending from G0 to G1.

i.
The IS curve will shift right with a horizontal distance of 

(G(1/1-b).

ii.
Consdier first a steep IS curve (that is, investment demand is interest inelastic).  In this case, fiscal policy is relatively effective.

iii.
Next, consider a flat IS curve (that is, investment demand is highly interest elastic).  In this case, fiscal policy is relatively ineffective.

iv.
This results follows from the fact that the less investment responds to the interest rate, the less “crowding out” occurs due to government spending increases.

v.
Since the expansionary government spending acts to increase income it also increases the transactions demand for money which requires the interest rate to rise in order to maintain equilibrium in the money market.

vi.
If interest elasticity of investment is high, then the increase in the interest rate cause a lot of investment to be “crowded out”, whereas, if the interest elasticity of investment is low, then there is little “crowding out” and fiscal policy is more effective.

20
Policy and Slope of LM

1.
The slope of the LM curve depends on the interest elasticity of money demand.


i.
if money demand is highly interest-elastic, then the LM curve is flat.


ii.
if investment demand is interest-inelastic, then the IS curve is steep.

2.
Monetary Policy and Slope of LM: Consider an increase in money supply from M0 to M1.

i.
The LM curve will shirt right with a horizontal distance of (M(1/c1).

ii.
Consdier first a steep LM curve (that is, money demand is interest inelastic).  In this case, monetary policy is relatively effective.

iii.
Next, consider a flat LM curve (that is, money demand is highly interest elastic).  In this case, monetary policy is relatively ineffective.

iv.
Monetary policy affects income by lowering the interest rate to stimulate investment demand. 

v.
If money demand is little affected by the interest rate, then an increase in money supply will cause a substantial decrease in the interest rate and a substantial increase in investment.

vi.
Likewise, if money demand is much affected by the interest rate, then an increase in money supply will cause a small decrease in the interest rate and a small increase in investment. (Liquidity Trap)
3.
Fiscal Policy and Slope of LM: Consider an increase in government spending from G0 to G1.

i.
The IS curve will shirt right with a horizontal distance of 

(G(1/1-b).

ii.
Consdier first a steep LM curve (that is, investment demand is interest inelastic).  In this case, fiscal policy is relatively ineffective.

iii.
Next, consider a flat LM curve (that is, investment demand is highly interest elastic).  In this case, fiscal policy is relatively effective.

iv.
This results follows from the fact that the less money responds to the interest rate, the more the interest rate must rise to equilibrate the money market when the transaction demand for money is increased by the expansionary policy and the more “crowding out” occurs.

v.
Since the expansionary government spending acts to increase income it also increases the transactions demand for money which requires the interest rate to rise in order to maintain equilibrium in the money market.

vi.
If interest elasticity of money demand is high, then the increase in the interest rate is small and little investment is “crowded out”, whereas, if the interest elasticity of money demand is low, then the increase in the interest rate is high and there is much “crowding out” and fiscal policy is less effective.



































