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Outline
• Recap: IS-LM equations

Recap Sol tion• Recap: Solution
• Graphical derivation of IS, LM curves
• What determines policy efficacy?
• Current events: Liquidity TrapCurrent events: Liquidity Trap



Recap: Real SideRecap: Real Side



Recap: Financial SideRecap: Financial Side



Recap: IS-LM equationsRecap: IS LM equations



Graphical Depiction



Solving for Equilibrium (I)



GraphicalGraphical
Derivation:
IS CurveIS Curve 





The “Multiplier”p
• A “multiplier” is a parameter which 

i th h i i bl fsummarizes the change in one variable for 
a one unit change in another (typically 

) i bl H th d lexogenous) variable. Hence, as the model 
changes, the “multiplier” for fiscal policy 
hchanges.



Solving for Multipliers, in general



Graphical Depiction of Fiscal Policy



Monetary Policy

• Notice this is a new “multiplier”: the 
change in real GDP for a one unitchange in real GDP for a one unit 
change in the price-deflated money stock 
(or “real money stock” for short)(or real money stock  for short).

• Critical to understand how monetary 
li kpolicy works.



Graphical Depiction of Monetary Policy



What Determines Policy Efficacy?y y
• Sometimes fiscal policy is relatively 

ff ti ti t li ieffective, sometimes monetary policy is 
relatively effective.

• There are (at least) two ways of thinking 
about this problem; both are aids to 
thinking about the economics.

• The first is algebraic.g
• The second is graphical.



Fiscal (LM steep vs. flat)



Fiscal (IS steep vs. flat)( p )



Monetary (LM flat vs. steep)Monetary (LM flat vs. steep)



Monetary (IS steep vs. flat)



Monetary Policy in a Liquidity Trap



Monetary Policy in a Liquidity Trap


