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The slope of IS&LM and its implication on policy effectiveness
This note discusses; 1) the determinants of the slope of IS and LM curves; 2) the implications of different degree of slope of IS and LM on the effectiveness of fiscal and monetary policy
1) The determinants of the slope of IS and LM curves

The determinants of the slope of IS curve

To know what determines the slope of the IS curve, we can use the algebra employed in finding the equilibrium in goods market. 





























From the algebra, we can observe that;
· The higher interest elasticity of investment, the flatter is the IS curve
· The higher the MPC, the higher investment multiplier, and the flatter is the IS curve 
· Vice versa of the above statements. 

The determinants of the slope of LM curve

Recall the equilibrium in money market;





We know from the diagram that the rise in (real) income will shift the money demand to the right, resulting in the increase in equilibrium (real) interest rate. From this we can derive the LM curve. 






Now, suppose that the change in money demand is very sensitive to the change in income. That means the shift in money demand will be large, and the change in interest rate will also be large. 







From the above explanation, we can conclude that;
· The higher sensitivity of money demand to the change in income, the steeper is the LM curve.  

2) The implications of different slope on policy effectiveness
The slope of the IS curve has an important implication on the effectiveness of monetary policy. This can be observed from the following graph;








We can observe that; when the IS curve is steeper, monetary policy is less effective in raising the national output. And when the IS curve is flatter, monetary policy becomes more effective. 
 
In the same way that the slope of the IS curve has implication on the effectiveness of monetary policy, the slope of LM curve also have implication on the effectiveness of the fiscal policy. This is shown in the graph below; 








We can observe that, the flatter is the LM curve, the more effective fiscal policy will be. 
In sum, the choice of using monetary or fiscal policy can be influenced by the slope of the IS-LM curve. When one of them is flat, it is effective to use the policy that shift another curve. 

Review topics
1) Goods market equilibrium
2) Money market
· Money supply
· Definitions of money (M1, M2,…)
· How the bank system create money
· Central bank’s tools to control money supply
· Money demand
· Components of money demand
· Transaction
· Speculation
· Precautionary
· The determination of equilibrium interest rate
3) The interactions between goods and money market
· The implications of linkages between goods and money markets on the effect of policy
· Crowding out effect (from the change in interest rate)
· Offsetting move in interest rate
· Policy mix 
4) IS-LM
· Derivation of IS-LM
· Slopes of IS-LM
· Applying IS-LM to analyses fiscal and monetary policy
· Policy effectiveness
5) AD-AS
· Derivation of AD, and the shift in AD
· SR-AS 
· Rationale for the shape, and the shift in AS
· Different portions of SR-AS
· LRAS
· Equilibrium between AD-AS (both SR and LR)
· Inflationary and recessionary gaps
· Application of AD-AS to analyze inflation
· Application of AD-AS to analyze policy (both in SR and LR)
· Crowding out effect (from the change in price)
6) International trade
· Free-trade VS protection
· Balance of Payment (BOP)
· Current account and capital account
· The determination of exchange rate
· Demand for a currency and its determinants
· Supply of currency and its determinants
· Determination of equilibrium exchange rate 
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