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LECTURE NOTES 

Chapter 7: The Keynesian System (III): Policy Effects in the IS-LM Model 

 Remember: 

o     
     

 

  
 
  

  
  

o     
      ̅  

 
 
   

 
  

1. Factors That Affect Equilibrium Income and the Interest Rate 

 Monetary Influences: Shifts in the LM Schedule 

o Assume an increase from    to    [money supply shock] 

 The excess of money supply results in buying bonds 

 Buying bonds produces a fall in interest rates 

 Therefore investment increases and so does Y 

 The opposite effect for a decrease in money supply 

o Assume a change in liquidity preference rises from   
  to   

  [money demand shock] 

 An increase in liquidity preference (  ) means individuals sell bonds to buy money 

 The selling of bonds makes the price (of bonds) fall and the interest rates rise 

 The rise in interest rates reduces investment and so Y falls 

 The opposite effect for an increase in liquidity preference 
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 Real Influences: Shifts in the IS Schedule 

o Assume an increase in government spending from    to    

 The increase in government spending increases income 

 The increase in income increases the demand for bonds (i.e. by the government to 

finance (     )    [the marginal deficit] [Figure 7-2] 

 Two effects: 

 1) The increase in income increases the demand for money due to more 

transactions. Then bonds are sold, price of bonds fall and interest rates rise. 

The increase in interest rates reduces investment and therefore offsets the 

effect on Y 

 2) The government sells bonds to finance the marginal deficit. The price of 

bond fall. The interest rate rises. Investment falls and therefore offsets the 

effect on Y 

o Assume a decline in investment from    to    [Figure 7-4] 

 Income decreases and so does consumption 

 The demand for money for transaction decreases 

 Money is sold to buy bonds 

 The price of bonds rise and interest rates fall 

 Investment increases offsetting the effect on Y 

o Assume an increase taxes from    to    [Figure 7-3] 

 Disposable income (  ) falls and so does consumption 

 Then money demand for transactions decline 

 Then money is sold to buy bonds 

 The price of bonds increase and the interest rate falls 

 Investment increases offsetting the fall in r 
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 Monetary and Fiscal policy to avoid the offset effect of interest rates 

o Reduce taxes 

o Increase money supply 

o Interest rates do not change and so investment remains unaffected 
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2. The Relative Effectiveness of Monetary Policy and Fiscal Policy 

 Policy Effectiveness and the Slope of the IS Schedule 

o The slope of the IS depends on the Investment/interest rate elasticity: 
  

 
  

 

 
  

  

 

 
 

o The higher the elasticity the flatter the IS schedule 

o The higher the interest rate elasticity, the larger the effect of monetary policy (shifts in LM). If the 

IS schedule is completely inelastic then monetary policy has no effect at all [Figure 7-6] 

o The higher the interest rate elasticity, the smaller the effect of fiscal policy (shifts in IS). If the IS 

schedule is completely inelastic, then the IS-LM model then fiscal policy produces the result than 

the Keynesian cross (simple Keynesian model) [Figure 7-7] 
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 Policy Effectiveness and the Slope of the LM Schedule 

o The slope of the IS depends on the money demand/interest rate elasticity: 

   

  

  

 

 
   

  

 

  
 

o The higher the elasticity the flatter the LM schedule 

o The higher the interest rate elasticity, the larger the effect of fiscal policy (shifts in IS). If LM is 

completely inelastic, then fiscal policy has no effect at all [Figure 7-8] 

o The higher the interest rate elasticity, the smaller the effect of monetary policy (shifts in LM). If 

the LM is completely inelastic, then the result of monetary policy is the same than the Keynesian 

cross (simple Keynesian model) [Figure 7-9] 

o The vertical LM is referred as classical in reference to the classical model 

 In the classical model interest rates do not affect the demand for money (money 

demand is completely inelastic to interest rates) 

 Summary 
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