


IS-LM Policy Effectiveness
Y = AE →

I r

Md - Ms → LM

Find the general eqbm ya
F- - -1

1) substitute r of LM into is
! Is

y*
2) solve for y*

Let k = ¥g ,
(note that k is multiplier
in the Y = AE model )

Thus
,

y = k / a-BI + Io - Ing ( ↳+47
-

Mps ) + Go]
We need to move Y to the left to solve for y* .

YTKI,¥Y=k / a - b -10+20 - 2¥16 -%) + Go ]
y&=K_ [ a - b -10+20 - Z±( Lo

-

%) + Go ]
1+44-2

This is the general eqbm Y in the IS -LM .

We can find the multipliers to determine the

policy effectiveness
. 2yd is the fiscal policy Mutt.
2 Go

and 279 is the monetary policy Mutt.
Tms



YE K_ [ a - BIT + To - Z±( Lo
-

Mg ) + Go ]
1+44-2

We use the
"

Partial
"

Derivative
,
so &¥÷

.mn

is just the

coefficient before that variable
.

2yd
-

=Kd
Go ltkz

,

= KG

The multiplier means that if

Go 9 by 1 unit → 7*9 by ka units .

II. = ,¥¥l¥ ) 't ) = km
↳ assumed to be 1

in the base year
The multiplier means that if

Ms 9 by 1 unit → 7*9 by km units
.

Note that fiscal policy will be more effective

than monetary policy only if KG > Km or

II. > aia
Tms

i¥¥ > 1%1
Lz > I

,



r

KY(
r = a -BIT 1-↳ 1-Go - -1 Y

I
,

KZ ,

I
, or
k is high , IS is flat

when Lz is high or L, is low , LM is flat.

Note that fiscal policy will be more effective

than monetary policy only if KG > Km or

Lz > I
,

Hence
, Lz > 2 , means LM is flatter

than IS
,
so we should use fiscal policy to

shift IS curve .



/
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consider the case where Lz is large . ( flat LM )

Let's see why fiscal is effective
.

When we use fiscal policy , 69

Is : Go 9 → 49

Lm : Yr → V9 a little b/c of large Lz

IS : v9 a little → Yt a little

i. e. there is a small crowding - out effect.



Consider the case where I
, is large . ( flat IS )

Let's see why Monetary is effective
.

When we use monetary policy , Ms 9
LM : Msr → rt

IS : rt → 49 a lot b/c of large 2,
i. e. large I , means investment is sensitive to r.


