
Economics II

The IS-LM Model. Fiscal and Monetary Policy
Part II



The aim of this lecture is using the IS-LM model to explain the various 
aspects of the effectiveness of fiscal and monetary policies and their 
combinations, thus demonstrating the importance of the model as a tool 
for macroeconomic analysis.

Content:

Fiscal and Monetary Policy

� Introduction – the aim of the lecture

� Fiscal policy and its effectiveness

� Monetary policy and its effectiveness

� Central bank and its targets

� Conclusion – summary, list of tasks for students



� Fiscal expansion (restriction) →  G
Goal = Real GDP growth, decrease in rate of unemployment
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Fiscal Policy and its effectiveness

0 Y

Y = γ . G∆ ∆∆ ∆∆ ∆∆ ∆
IS0

IS1

LM

Y1 Y2

E0 E2

E1

Y0

J

G
. Gα ∆α ∆α ∆α ∆

i0

i1

i
(%) 1 1 2 G0 <  IS  ∆Y  -   = Y  - Y = IS  =  α γ   ∆G ∆G  

Distance J-E2 = crowding out

effect



Fiscal policy and its effectiveness

� Slopes of IS and LM curves and the effectiveness of

macroeconomic policies

1. If the LM curve is horizontal, or h → ∞, than:

� fiscal expansion has maximal effect

� crowding out effect is zero

2. If the LM curve is vertical, or h = 0, than:

� fiscal expansion has zero effect

� crowding out effect is full

3. Variable – k:

� high rate of k lowers the effectiveness of fiscal

policy4. IS curve:

� the higher b, the lower effectiveness of fiscal policy



Fiscal policy and crowding-out effect

(„liquidity trap“)
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Fiscal policy and crowding out effect

(„classical case“)

Fiscal expansion: ΔGME (ΔA) 



Goal: to influence real GDP, employment, inflation rate and balance 

of payments

A central bank:
a) controls money supply - „M“ 

b) controls interest rate - „i“

Monetary policy influences the LM curve.

Monetary policy and its effectiveness

� Monetary expansion (restriction) →  central bank 

The effectiveness of monetary policy:

a) is the higher, the steeper the LM curve is, that is the lower the h is;

c) is higher (lower), the flatter (steeper) the IS curve is, that is the higher

(lower) the b is and the higher (lower) the is.αααα

d) is zero, when the IS curve is vertical, that is when b = 0.

b) is maximal when h = 0; when the LM curve is vertical.



Fiscal policy and crowding out effect

(„liquidity trap“)

0

i
(%)

LM

Y1

IS1IS0

E1E0i0 = i1

Y0
Y 

Fiscal policy: ΔGME (ΔA) 
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Fiscal policy and crowding out effect

(„classical case“)

Fiscal expansion: ΔGME (ΔA) 
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Keynesian transmission mechanism

(Keynes effect)

1. The increase in real money balances must lead to a change in the portfolio structure 

of the public and must be accompanied by a reduction in interest rates (yields) of 

alternative assets.

The effectiveness of monetary policy is critically dependent on the following factors:

2. Changing interest rates must be significant to lead to an increase in interest-sensitive 

components autonomous expenditures and thus aggregate demand.

3.  Increase in aggregate demand should lead to an increase in the level of equilibrium

output.
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List of tasks for students

Exercise „Fiscal and monetary policy effectiveness“

1. Analyze the dependence of the effectiveness of fiscal policy (expansion) on 
the slope of LM and IS.

2. Explain the crowding out effect of fiscal expansion in the economic situation 
of "liquidity trap" and "classical case" (also solve graphically).

3. Discuss the conditions on the objectives of monetary policy (expansion) and 
the terms of its efficiency.

4. Explain Keynesian transmission mechanism of monetary expansion.
5. Discuss the criteria for choice of the central bank, respectively application of a 

combination of fiscal and monetary policy with the help of IS-LM model.


