
LECTURE 2: MONETARY AND FISCAL POLICIES

1. MONETARY POLICY

The Central Bank (CB) controls Ms (or the interest rate)

Changes in Ms by the CB are called “monetary policy” changes

When CB increases Ms:

(a) Ms

P �
Md

P (LM shifts out)

(b) Interest rate falls because the opportunity cost of holding money falls

(c) Investment and net exports increase, which raises output through the multiplier

(d) The final effect on net exports is ambiguous (since higher income also means higher imports)

(see Figure 7.7)



2. FISCAL POLICIES

Changes in government spending, taxes, and transfers are examples of fiscal policies

When the Gov’t increases G:

(a) Income increases (multiplier)

(b) As income increases, Md increases

(c) For a given Ms, the interest rate needs to increase to bring back money mkt. to equilibrium

(d) Investment falls, as the interest rate increases

(e) Net exports also fall, as income and the interest rate increase

(f) The negative effect on income, as a result of lower I and X, is called “crowding out”

(see Figure 7.7)

3. MONETARY AND FISCAL POLICIES

Suppose that the government reduces G

Simultaneously, let’s assume that the CB increases Ms in order to prevent output from falling

Graphically: the IS will shift “in” and the LM will shift “out”

(a) This policy mix will tend to reduce R: Lower G means lower income, and lower Md. As Md

falls, R falls to bring money mkt back into equilibrium. Moreover, when the CB increases Ms the
interest rate will fall again.

(b) The effect on output is however ambiguous: Lower G means lower income (multiplier). But



higher Ms means lower interest rate, higher investment and higher income. Which effect dominates
depends on the size of the changes in G and Ms. It will also depend on the parameters of the model
(d, n, h, b, ...)

4. THE RELATIVE EFFECTIVENESS OF FISCAL AND MONETARY POLICIES

Among others, the coefficients d, n, h, which capture the response of I, X, and Md to changes in
R, determine the relative effectiveness of Monetary and Fiscal Policies

4.1 WHEN IS FISCAL POLICY WEAK?

(a) When investment and net exports are very sensitive to changes in R (high d and n)

(b) When money demand is not very responsive to changes in R (low h)

(c) And, in general, when the slope of the IS curve (in absolute value) is relatively small
(1-b(1-t)�m)/(d�n)

(see Figure 7.9)

(Note that the reverse will be true –i.e. strong fiscal policy– for the opposite values of the
parameters above mentioned.)

4.2 WHEN IS MONETARY POLICY WEAK?

(a) If sensitivity of investment and net exports to changes in R is small (low d and n)

(b) When money demand is very responsive to changes in R (high h)

(see Figure 7.8)



MONETARY POLICY EXAMPLE

Expansionary monetary policy when h is low

1. The CB raises Ms

2. Ms
�Md

3. Opportunity cost of money falls (R falls)

4. Since h is low, a large fall in R will be necessary to re-establish equilibrium in the money mkt.

5. A large fall in R means a large increase in I and X, hence, output will increase by a relative
large amount



FISCAL POLICY EXAMPLE

Expansionary fiscal policy when h is low

1. Government increases G �� output increases

2. Md will increase (since Y increased)

3. Given Ms, the opportunity cost of holding money will increase (R increases)

4. With a low h, a large increase in R will be necessary to bring the money mkt into equilibrium

5. A large increase in R, means a large crowding out of I and X

6. Therefore, the final increase in Y will be relative small

5. THE AGGREGATE DEMAND CURVE (AD)

Definition: How much people will demand at a given level of prices. Alternatively, the AD are
the combinations of prices and output for which spending balance occurs (IS), and money market is
in equilibrium (LM).

(see Figure 7.10)

Derivation of AD: The AD are combinations of prices and output where the IS and LM curves
intersect.

(see Figure 7.11)

Shifts in the AD: The AD will shift out if

(a) if Ms increases or

      (b) if G increases (T falls)
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