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CHAPTER-4

MONETARY AND FISCAL POLICIES
IN IS-LM FRAMEWORK

4.1 INTRODUCTION

&nce World War Il, government policymakers haveedrito
promote high employment without causing inflatidh.the economy
experiences a recession, policy makers have twdlvo principle sets
of tools that they can use to affect aggregate @owan activity.
Monetary policy, the control of interest rates loe tmoney supply, and

fiscal policy, the control of government spendimgl aaxes.

The adjustment policies which are used to achiewd f
employment with price stability and equilibrium ie balance of
payments. The economist most responsible for shifthe emphasis
from automatic adjustment mechanisms to adjustnpeticies was

James Meade.

The most important economic goals or objectivesations are —
1) Internal balance

2)  External balance

3) Areasonable rate of growth,

4)  An equitable distribution of income, and

5)  Adeguate protection of the environment

Internal balance refers to full employment or aerabf

unemployment of no more than, say 4-5 percent par gnd a rate of
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inflation of no more than 2 or 3 percent per y&xternal balance refers
to equilibrium in the balance of payments, In gahenations place
priority on internal over external balance, butytlaee sometimes forced
to switch their priority when faced with large apdrsistent external

imbalances.

To achieve these objectives, nations have the vimtigp policy
instruments at their disposal:
1) Expenditure - changing or demand policies
2) Expenditure - switching policies and

3) Direct controls

Expenditure — changing policies include both fismadl monetary
policies. Fiscal policy refers to changes in gowmeent expenditures,
taxes, or both. Fiscal policy is expansionary wgmment expenditures
are increased and taxes reduced. These actionsdesat expansion of
domestic production and income through a multighiercess and induce
a rise in imports. Contractionary fiscal policy eef to a reduction in
government expenditures or an increase in taxdh, dfowhich reduce

domestic production and income and induce a fatiports.

Monetary policy involves a change in the nation'sney supply
that affects domestic interest rates. Monetarycga easy if the money
supply is increased and interest rates fall. Th@duides an increase in
the level of investment and income in the natidmafigh the multiplier
process) and induces imports to rise. At the same, the reduction in
the interest rate induces, a short term capitelautor reduced inflow.

On the other hand, tight monetary policy refersatoeduction in the
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nation's money supply and a rise in the interetgt réhis discourages
investment, income and imports, and also leads gboat term capital

inflow or reduced outflow.

Expenditure switching policies refer to changeghe exchange
rate (i.e. a devaluation or revaluation). A devabra switches
expenditure from foreign to domestic commoditiesl @an be used to
correct a deficit in the nation's balance of paytmeRut it also increases
domestic production, and this induces a rise in oitg) which
neutralizes a part of the original improvement hie trade balance. A
revaluation switches expenditures from domestidai@ign products
and can be used to correct a surplus in the natisaance of payments.
This also reduces domestic production and conselguenduces a

decline in imports, which neutralizes part of tiffe& of the revaluation.

Direct controls consist of tariffs, quotas and otrestrictions on
the flow of international trade and capital. These also expenditure
switching policies, but they can be aimed at specifalance of
payments items. Direct controls in the form of prand wage controls

can also be used to stem domestic inflation whieargtolicies fail.

4.2 I1S-LM FRAMEWORK

The role of monetary variables in the Keynesian ehodhs first
pointed out by Nobel laureate John R. Hicks in 198ias been shown
by J.R. Hicks and others that with greater insighte the Keynesian
theory one finds that the changes in income causecthanges in
investment or propensity to consume in the goodketalso influence

the determination of interest in the money markée level of income
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which depends on the investment and consumptioraddrdetermines
the transaction demand for money which affects rdte of interest.
Hicks, Hansen, Lerner and Johnson have put fonsaocdmplete and
integrated model based on the Keynesian framewonkrev in the
variables such as investment, national income, ohiaterest, demand
for and supply of money are interrelated and miyguakerdependent

and can be represented by the two curves callelbthad LM curves.

The IS-LM model is the basic model of aggregate alinthat
incorporates the money market as well as the goodsket. It lays
particular stress on the channels through which etayg and fiscal
policy affect the economy. The IS-LM model is anstard tool of
macroeconomic that demonstrates the relationstipdan interest rates
and real output in the goods and services marketlza money market.
The intersection of the IS and LM curves is the riéal Equilibrium"

where there is simultaneous equilibrium in both kats.

4.3 EQUILIBRIUM IN A CLOSED ECONOMY

The general equilibrium model of the economy cosgsmiof the
two parts. The first part brings together the deteants of equilibrium
in the real sector or the goods market of the eaynd he second part
brings together the determinants of equilibriuntha money market or
the monetary sector of the economy. The equilibriaitine real sector is
defined in terms of the equality between the agapegsaving and
aggregate investment corresponding to that aggregat income where
aggregate saving equals the aggregate Investmeij; (Be aggregate
demand for goods just equals the aggregate sugdplyoods in the

economy, i.e. C+I=Y thus, the economy's real seistar equilibrium at
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this level of aggregate real income. The equilibriaf the economy's
money market requires equality between the totpplyuof money and
the total demand for money. The equality betweentttal supply of
and demand for money furnishes us with the equuilibrate of interest.
Thus, the monetary sector of the economy will beduailibrium at that

rate of interest corresponding to which the totamdnd for money

equals the total supply of money, i.e. wherg=Ms.

The equilibrium aggregate income corresponding tackv the
aggregate saving equals the aggregate investment, S=I, partly
depends, on the conditions in the monetary seckamilarly the

equilibrium rate of interest at which the total dexd for money and the
total supply of money are in equilibrium, i.e.g#Msg, partly depends on

the conditions in the real sector or the goods stark

4.3.1 Goods Market Equilibrium: IS Curve

The goods market includes trade in all goods andcsss that the
economy produces at a particular point in timethdé real commodity
markets are in equilibrium, the investment demaad ihternal and
external funds and the internal and external supplgaving, both in
real terms, must also be equal to each other. 8dudibrium condition
in the commodity markets may be summarized in ascl&dule. The IS
curve is the schedule of combinations of the irgerate and level of
income such that the goods market is in equilibritiimee goods market
is in equilibrium whenever the quantity of goodsl aervices demanded
equals the guantity supplied, or when injection® ithe system equal
leakages. Increases in the interest rate reducecgafg demand by

reducing investment spending. Thus, at higher esterates, the level of
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income at which the goods market is in equilibritsmlower. The IS
curve relates different equilibrium level of natedmncome with various
rates of interest. The IS curve is negatively sibpecause an increase
in the interest rate reduces planned investmenidspg and therefore

reduces aggregate demand, thus reducing the eaquiiblevel of

income.
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Figure 4.1 : IS Curve

The IS curve relates different equilibrium level§ mational
income with various rates of Interest. The goodsketas in equilibrium
whenever the quantities of goods and servicesaddad and supplied
are equal. The IS curve describes equilibrium goimt the goods
market. The combinations of aggregate output andrast rate for

which aggregate output produced equals aggregataruk
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Factors Causing a Shift in IS Curve

The IS curve shifts whenever a change in autononiac®rs
occurs that is unrelated to the interest rate. [Bheurve is shifted by
changes in autonomous spending. An increase imamtous spending,
including an increase in government purchasegssihié 1S curve out to
the right.
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Figure 4.2 : Shifted IS Curve

The IS curve will shift from ISto 1S, as a result of i) an increase
in autonomous consumer spending, ii) an increapdaimed investment
spending due to business optimism, iii) an increaseovernment
spending, iv) a decrease in taxes, or v) an iner@aset exports that is
unrelated to interest rates. These changes shflatjgregate demand

function or IS curve upward and raise equilibriuntput from Y to Y2
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4.3.2 Money Market Equilibrium : LM Curve

The LM curve shows combinations of interest rates @vels of
output such that money demand equals money supggbney is
demanded for transactions and speculative purpodss.transaction
demand for money consists of the active workingubed¢s held for the
purpose of making business payments as they beoduee The
transaction demand for money is positively relatedthe level of
national income. The speculative demand for mongses from the
desire to hold money balances instead of intefeséring securities.
However, the higher the rate of Interest, the ssnal the quantity of
money demanded for speculative or liquidity purgosecause the cost

of holding inactive money balances is greater.

The condition for monetary equilibrium is that tdemand for
money is equal to the supply of money. The supdlymoney is
assumed by some monetary theorists to be exoggndesdirmined by
the central bank. When the money market is in dguwim, the demand
for money and the supply of money are equal to edlcbr and may be
shown as an LM schedule. This LM schedule relatéerent rates of
interest and different levels of national incomeewhthe demand and

supply of money are in equilibrium.

The LM curve is positively sloped. Given the fixadoney
supply, an increase in the level of income, whimtreases the quantity
of money demanded, has to be accompanied by aeawerin the
interest rate. This reduces the quantity of moreyahded and there by

maintains money market equilibrium.
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Figure 4.3 : LM Curve

The LM curve relates the level of income with thgerof interest
which is determined by money market equilibriumresponding to
different levels of demand for money. The money kearis in
equilibrium whenever the quantity of money demanfigdransactions
and speculative purposes is equal to the givenlg@bmoney. The LM
curve describes the equilibrium points in the marce money- the
combinations of aggregate output and interest fate which the

guantity of money demanded equals the quantityaiey supplied.

Factors Causing a Shift in LM Curve
The LM curve is shifted by changes in the moneypsupAn
increase in the money supply shifts the LM curvéh right. Only two

factors can cause the LM curve to shift. Autonomochesnges in money
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demand and changes in the money supply. The LMecshifts to the
left if there is an increase in the money demantttion which raises
the quantity of money demanded at the given intenage and income
level. On the other hand, the LM curve shifts te tight if there is a
decrease in the money demand function which loweesamount of

money demanded at given levels of interest rate.
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Figure 4.4 : Shifted LM Curve to the Right

The LM curve shifts to the right from LMo LM, when the
money supply increases because, at any given ¢té\ajgregate output

i.e. Y!, the equilibrium interest rate falls (Pt. A td)A

The LM curve shifts to the left if the stock of neynsupply is

reduced.
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Figure 4.5 : Shifted LM Curve to the Left

The LM curve shifts to the left from LMto LM, when money
demand increases because, at any given level oégajg output i.e. ¥

the equilibrium interest rate rises (Pt. A t) A

Thus, the LM curve- which summarizes all the cambons of Y

and | that are consistent with money market equulib.

4.3.3 Equilibrium in the Goods and Money Markets

The IS and LM schedules summarize the conditioas hlave to
be satisfied in order for the goods and money ntarkespectively, to
be in equilibrium. For simultaneous equilibrium,teirest rates and
income levels have to be such that both the goai&ehand the money

market are in equilibrium.
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Figure 4.6 : Equilibrium in the IS and LM Curves

This condition is satisfied at point E. The eduilim interest
rate is thereforegland the equilibrium level of income isy,Ygiven the
exogenous variables, in particular, the real mosagply and fiscal
policy. At point E, both the goods market and thensy market are in

equilibrium.

Thus, the IS- LM curve model is based on : i) Tineestment —
demand function, ii) the consumption function, tife money demand
function, and iv) the quantity of money. Therefoescording to the
IS-LM curve model both the real factors, namelyiisgand investment,
productivity of capital and propensity to consumal ssave, and the
monetary factors, that is, the demand for money sugply of money
play a part in the joint determination of the rafanterest and the level

of income.
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The interest rate and level of output are joirdltermined by
simultaneous equilibrium of the goods and moneyketar This occurs

at the point of intersection of the IS and LM clwgve

Fiscal policy has its initial impact in the goodsanket, and
monetary policy has its initial impact mainly inetlassets markets. But
because the goods and assets markets are clossigoimected, both
monetary and fiscal policies have effects on bbéhlével of output and
interest rates. Expansionary monetary policy makied_M curve to the
right, raising income and lowering interest rat@sntractionary monetary
policy moves the LM curve to the left, lowering ame and raising
interest rates. Expansionary fiscal policy movesi&curve to the right,
raising both income and interest rates. Contraatpnfiscal policy

moves the IS curve to the left, lowering both ineoamd interest rates.

4.3.4 Using the IS- LM Model to Analyze Fiscal Paly

We can use the IS- LM model to look at the impakctiscal
policy: Government decisions on taxation and spapdEconomists
refer to increase in government purchases or cotstaxes as
expansionary fiscal policy. Cuts in government pases and increases

in taxes are referred to as contractionary fisoétp.

An increase in government purchases or a cut iastaixcreases
expenditure on goods and services, which in turaresses the
production of goods and services. This is refledted shift out of the

IS curve.
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Figure 4.7 : 1S-LM Model to Analyze Fiscal Policy

Consider the impact of expansionary fiscal poliajtially the
economy is in equilibrium at an interest rate pahd an output level of
Yo. This implies that spending on goods and serviegsals the
production of goods and services while the demamdnfoney equals

the supply of money.

Consider the impact of contractionary fiscal polieie know that
this would decrease expenditure on goods and ssnand therefore
shift the IS curve in. The decrease in governmemctmses decreases
expenditure on goods and service, which in turmeseses the production
of goods and services. This is reflected in a shifdf the IS curve. At
the original interest rate butput is now much lower and as a result the
demand for money is also less than the money supgjyilibrium can
only be restored if there is a decrease in theastaate. So we end up

at a pointi.e.dand Y..
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4.3.5 Using the IS-LM Model to Analyze Monetary Plicy

Monetary policy affects the economy, first, by affeg the
interest rate and then by affecting aggregate ddmamn increase in the
money supply reduces the interest rate, increasesstment spending

and aggregate demand, and thus increases equiiloutput.

An expansionary monetary policy, i.e., it increasles money
supply, we showed that this would cause the LM euor shift to the

right. This causes GDP to rise and interest ratéslitin the economy.

Ezxpansionaty Contractionary
Monetary policy Monetary policy

Fate of
Interest I
]

I

Lewel of

Theotne

Figure 4.8 : IS-LM Model to Analyze Monetary Policy

Intuitively, expansionary monetary policy has aipes impact
on Y because the increase in money supply cautseshrates to fall in
order to restore money market equilibrium on thedgomarket side, the
lower interest rates result in increased investngg@nding which in

turn increases Y.
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The opposite would be true for contractionary ntanepolicy.
The decrease in money supply causes interest t@tase in order to
restore money market equilibrium on the goods niaslde, the higher
interest rates result in decreased investment spgndvhich in turn

lowers Y.

The question of the monetary- fiscal policy mixsas because
expansionary monetary policy reduces the inteegstwhile expansionary
fiscal policy increases the interest rate. Accagtyinexpansionary fiscal
policy increases output while reducing the level iovestment,
expansionary monetary policy increases output. Gowents have to
choose the mix in accordance with their objectiegseconomic growth,
or increasing consumption, or from the view poihtheir beliefs about

the desirable size of the government.

4.4 EQUILIBRIUM IN AN OPEN ECONOMY
The new tool of analysis take the form of BP curB®. curve,
showing equilibrium in the balance of payments. rEbherm capital is

now assumed to be responsive to internationalesteate differentials.

4.4.1 Balance of Payments Equilibrium : BP Curve

The BP curve shows the various combinations ofésterates (1)
and national income (YY) at which the nation's bedaaf payments is in
equilibrium at a given exchange rate. The balanceayments is in
equilibrium when a trade deficit is matched by ajua net capital
inflow, a trade surplus is matched by an equalcagital outflow, or a
zero trade balance is associated with a zero retnational capital

flow.
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Figure 4.9 : BP Curve

The BP curve is positively inclined because higihates of
interest lead to greater capital inflows and m@sbhalanced with higher
levels of national income and imports for the bataf payments to

remain in equilibrium.

4.4.2 Equilibrium in the Goods Market, in the Money Market, and
in the Balance of Payments
The IS, LM and BP curves show the various combamestiof
interest rates and national income at which thedgaoarket, the money
market, and the nation's balance of payments, ctispl are in

equilibrium.
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Figure 4.10 : Equilibrium in the I1S-LM-BP Curves

The IS curve is negatively inclined because loraézs of interest
are associated with higher incomes for the queastitf goods and
services demanded and supplied to remain equal. LNhecurve is
positively inclined because higher incomes mustabsociated with
higher interest rates for the total quantity of mplemanded to remain
equal to the given supply of money. The BP curvals® positively
inclined because higher incomes require highesrafanterest for the
nation to remain in balance- of -payments equilibri The only point at
which the nation is simultaneously in equilibriumthe goods market,
in the money market and in the balance of payngat point E, where

the IS, LM and BP curves cross.

However, a point such as E, where the nation isiléameously in
equilibrium in all three markets, is a conveniemartsng point to

examine how the nation, by the appropriate comlmnabf fiscal and
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monetary policies, can reach the full employmentelleof national

income while keeping the exchange rate fixed.

4.5 FISCAL AND MONETARY POLICIES FOR INTERNAL
AND EXTERNAL BALANCE WITH FIXED EXCHANGE
RATES
Firstly, we examine the effect of fiscal policy te IS curve and

the effect of monetary policy on the LM curve, ahdn we show how

fiscal and monetary policies can be used to reatdrnal and external

balance.

4.5.1 Fiscal and Monetary Policies from External Blance and

Unemployment

An expansionary fiscal policy in the form of an rease in
government expenditures or a reduction in taxefissthe IS curve to
the right so that at each rate of interest the goathrket is in
equilibrium at a higher level of national incomen @e other hand, a
contractionary fiscal policy shifts the IS curve tioe left. An easy
monetary policy in the form of an increase in tlagion’s money supply
shifts the LM curve to the right, indicating thdtemach rate of interest
the level of national income must be higher to absbe increase in the
money supply. On the other hand, a tight monetalicy reduces the
nation’s money supply and shifts the LM curve te kft. Monetary and
fiscal policies will not directly affect the BP &, and since we are
here assuming that the exchange rate is fixed Bthecurve remains

unchanged.
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Figure 4.11 : Fiscal and Monetary Policies from
External Balance and Unemployment

Expansionary fiscal policy shifts the IS curve te tright, and
tight monetary policy shifts the LM curve to thdtldut they leave the
BP curve unchanged as long as the exchange rigptdixed. Starting
from point E with domestic unemployment and extetpalance, the
nation can reach the full employment level of nadioincome of
Y«=1500 with external balance by pursuing the exmarasy fiscal
policy that shifts the IS curve to the right td Ehd the tight monetary
policy that shifts the LM curve to the left to 'Mvhile holding the
exchange rate fixed. All three markets are in dguiim at point F,
where curves Sand LM cross on the unchanged BP curve. Thus, two

conflicting policies (an expansionary fiscal poliagd a tight monetary
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policy) are required for this nation to reach intdrand external balance

simultaneously.

4.5.2 Fiscal and Monetary Policies from External Digcit and
Unemployment
The same general policy mix is required for theamato achieve
internal and external balance starting from a doonli of internal
unemployment and external deficit, where expansiotigcal policy

and tight monetary policy are required.
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Figure 4.12 : Fiscal and Monetary Policies from
External Deficit and Unemployment

IS and LM curves intersect at point i the BP cure does not.
That is, the domestic economy is in equilibriunt=&t.0% and ¥=1000,

but the nation faces a deficit in its balance ofrpants because pt. E is
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to the right of point B on the BP curve. That isteenal balance requires
the level of national income. Starting from point &ith domestic
unemployment and external deficit, the nation caach the full
employment level of national income of ¥1500 with external balance
by pursuing the expansionary fiscal policy thaftshihe IS curve to the
right to IS and the tight monetary policy that shifts the Lihee to the
left to LM* while keeping the exchange rate fixed. All thregrkets are
then in equiburium at point F, where curves #®&d LM cross on the
unchanged BP curve at 1=9.0% and 1500, because of the original
external deficit, the nation now requires a higimterest rate to reach

external and internal balance.

4.5.3 Fiscal and Monetary Policies with Elastic Catal Flows

We have seen that a country with domestic unempdoyrand an
external deficit can achieve both internal and mek balance
simultaneously with the appropriate expansionasgdi policy and tight
monetary policy. Tight monetary policy was requiady because the
BP curve was steeper than the LM curve and wadddda the left of
the LM curve at the full-employment level of na@mncome (¥). This
implies that international capital flows are notryweresponsive to
changes in international interest differentialshwithe elimination of all
or most controls on international capital flows agoindustrial

countries today, however the BP curve is likelyp¢omuch flatter.



Monetary and Fiscal Policies in IS-LM Framework 86

£.0

Eate of
Interest =0

0 TE=1000 Tpotsmn X
Mational Income

Figure 4.13 : Fiscal and Monetary Policies with Elatic Capital Flows

Starting from point E with domestic omoyment and external
deficit, the nation can reach the full-employmewel of national income
of Y =1500 with external balance by pursuing the exmeragy fiscal
policy that shifts the 1S curve to the right td' hd the easy monetary
policy that shifts the LM curve to the right to LMwhile keeping the
exchange rate fixed. All three markets are theedqunilibrium at pt F,
where curves Sand LM cross on the unchanged BP curve at I= 6.0%
and Yz =1500. Since international capital flows are nowcm more
elastic than the interest rate needs only to rnem fI=5.0% to 1=6.0%
thus, facing domestic unemployment and an extetdaftit, the nation
will require an expansionary fiscal policy but ghti or easy monetary
policy to achieve both internal and external batandepending on
whether the BP curve is to the left or to the righthe LM curve at the
full employment level of national income (i.e. dagag on how

responsive capital flows are to interest rate chiféials).



Monetary and Fiscal Policies in IS-LM Framework 87

4.5.4 Fiscal and Monetary Policies with Perfect Catal Mobility

The initial equilibrium condition where all threearkets are
simultaneously in equilibrium at point E, but witrerfect capital
mobility (so that the BP curve is now horizontalle5% prevailing on
the world market) This means that a small nationtmarow or lend any
desired amount at 5% This condition was particyleglevant for small
western European nations as a result of the hightatamarket
integration that took place during the 1980's af80is through the
Euro currency market. In this extreme case, a snadibn can reach the
full employment level of national income with edloiium in its balance
of payments by the appropriate fiscal policy anthait any monetary
policy. Indeed, in this world of perfect capital midy and fixed

exchange rates, monetary policy would be entiiaebffective.
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Figure 4.14 : Fiscal and Monetary Policies with Pdect Capital Mobility
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Starting from Pt. E with domestic unemployment amdernal
balance, and perfect capital mobility and a fixeehange rate, the
nation can reach the full employment level of nadioincome of
Y =1500 with the expansionary fiscal policy thatftshihe IS curve to
the right to 1S and with the LM curve shifting to the right to LM
because of capital inflows that the nation is ueabl neutralize. If the
nation attempted to sterilize, or neutralize théedafof these capital
outflows on its money supply, it would soon exhaaitof its foreign
exchange reserves, and the capital outflows woaltdtimue until the
nation's money supply had been reduced to thenadigiosition given

by the LM curve.

Thus, with fixed exchange rates, monetary policgasnpletely
ineffective if international capital flows are highelastic, as they are
likely to be, for many small industrial nationstoday’s world of highly

integrated capital markets.

4.6 FISCAL AND MONETARY POLICIES FOR INTERNAL
AND EXTERNAL BALANCE WITH FLEXIBLE
EXCHANGE RATES
We utilize the IS —LM- BP model to examine how mni# and

external balance can be reached simultaneously mdhetary policy

under a flexible exchange rates.

4.6.1 The IS-LM-BP Model with Flexible Exchange Ras and
Imperfect Capital Mobility
Under a flexible exchange rate system the nati@n'sency

depreciates and the BP curve shifts to the rightth& same time, the
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depreciation improves the nation's trade balanod, so the IS curve
shifts to the right. The depreciation will alsonease domestic prices and

the transaction demand for money and shift the tive to the left.

With flexible exchange rates, the nation could reaternal and
external balance by using only monetary or fiscalicy. Using
monetary policy will have a greater effect on ietrrates in the nation
and thus on its rate of growth. With perfectly @asternational capital
flows and flexible exchange rates, monetary pol&effective while

fiscal policy is completely ineffective.
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Figure 4.15 : The IS-LM-BP Model with Imperfect Captal Mobility

Starting from pt. E, where all three markets arequilibrium
with an external balance and domestic unemploynteatnation could
use easy monetary policy to shift the LM curvehe tight to LM so as

to cross the IS curve at point U is to the rightref BP curve, the nation
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has an external deficit. With flexible exchangeesatthe nation's
currency depreciates and this causes the BP aadri@s to shift to the
right and the LM curve to the left until curves BFS" and LM" cross at

a point such as E, with g¥=1400. The process can be repeated with
additional doses of easy monetary policy untiltfee markets are in
equilibrium at ¥ =1500.

However, that in either case when a nation staits an easy
monetary policy rather than with an expansionasgdi policy, it ends

up with a lower interest rate, which is a stimuioidong run growth.

4.6.2 The I1S- LM- BP Model with Flexible Exchange Rtes and
Perfect Capital Mobility
With flexible exchange rates and perfect capitabitity, fiscal

policy is completely ineffective at influencing tHevel of national

income.
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Figure 4.16 : The IS-LM-BP Model with Perfect Capital Mobility
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Starting from point E with domestic unemploymentl axternal
balance, and perfectly elastic capital flows amxifile exchange rates,
the nation can reach the full employment level ational income of
Y =1500 with the easy monetary policy that shifes M curve to the
right to LM".This causes the IS curve to shift to the righSo(because
the tendency of the currency to depreciate imprdtesnations trade
balance) and the LMcurve part of the way to LM" (because of the
reduction in the real money supply resulting frohe tincrease in
domestic prices). The final equilibrium is at poftwhere the 15and
LM" curves cross on the BP curve at ¥ 1500. Now the nation

achieves internal and external balance with mowpqtalicy.

Thus, with perfect capital mobility, monetary pglics effective
and fiscal policy ineffective with flexible exchamgates, while fiscal
policy is effective and monetary policy ineffectiwath fixed exchange
rates. The I1S-LM-BP model has been the "work hoise&conomic
policy formulation for open economies during thestpfmur decades. In
particular, the LM curve is based on the stock ohey, while the BP
curve is based on the flow of capital, mixing stacid flows is never a
good idea. In this context, the model assumes dhase in domestic
interest rates will lead to a continuous capitdloin from abroad to
finance the nation's balance of payments deficite Tapital inflow,
however, is likely to be of a once and for all tygred to come to an end
after investors have readjusted their portfolidtofeing the increase in

the domestic interest rate.
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Monetary policy induces short- term internationapital flows.
The nation should use fiscal policy to achieve nmi balance and
monetary policy to achieve external balance. Thikcp mix, however,
is relevant only in the short run. In the long remfernal balance may

require a change in the exchange rate.
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