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FIGURE 4-14

'DISEQUILIBRIUM AND DYNAMICS IN THE
GOODS AND MONEY MARKETS
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DISEQUMLIBRIUM AND DYNAMICS IN THE GOODS AND MONEY MARKETS.
income and interest rates adjust to the disequilibrium in goeds
markets and assets markets. Specifically, interest rates fall when
fheve is an excess supply of money and rise when there is an
engess demand. Income rises when aggregate demand for goods
exceeds output and falls when aggregate demand is less tham
output. The systerm conmverges aver time to the equilibriuem at E
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A FQRMAL TREALMENT OF T ISLIGMODEL. o m—— Sne. &Lﬁﬁ
/ Our_exposition_so far has been. verbal and graphical. We aow round off the analysis

with- a-more formal tmeatmment of the IS-LM model. L‘b ““ 'n.

Equitibrium Income and the Interest Rate

Tae intersection of the IS and LM schedules determines equilibrium income and the
_equilibrium interest rate. We now derive expressions for these equilibtium values by
nsing the equations of the IS and LM schedules. Recali from earlier in the chapter:

q IS schedule: ¥ = agfA — b 6)

and the equation. describing, money market equikibriun as

: . _ ., M .
| — 154 scheduie; §= h(k}( ?) (11a)
' mmwrsecﬁmafmnﬂamﬁmgchcdwhe&mmeﬁagﬁmm;sponmma

situation in which both the IS and L} equations Imold—the same imtesest ratc and
income levels assnreequﬂibriuminmnﬁegmdbandﬁﬁmwy maket. In terms
of the equations, this means we can sobstitute the imtesest mate fom the LM equation
(11a) into the IS equation 6):

r=ofr-Her-7)]

Coll]acﬁirsg terms and: solwing for the equilibrium level of income, we obtain

; . ¥ 4

)

Yy =y + 12‘——4 | . (12) |

onE(12 K&Vs&%ﬁ‘avﬁéemﬁbﬁmm! of imcomne
on two exdgenous. Variables:-u o, spendtng, 4, including fiecal policy

 parameters (I, G, FR); and’ e réal friohe - Bquilibriufi- icome:is-bigher \

where y = tah8l -5 Kesg/H) Ak

the higher the level of autcriomiousiFerdig; AT R iR Merstock o realalances.

The eyuilibriam: sotc of intérest;. io,-is ”‘oh!ﬁiifgd’f_ bﬁ}j‘_si,zﬁ‘gfifﬁ_tf{fgzﬂ%e,-'cquﬂiﬁﬁﬁm
income level, Yy, from eguation (l"Z‘)‘intb‘thb"equati‘dn:Gﬁ_thbfmZ’scﬁ"eque‘ Cﬁl‘b):
. . _

== vA -
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L M
F (13

T e

-Equation (13) shows that the equilibrivem interest rate depends on the: parametersiof

fiscal policy captured in the multiplice amd the term. A and on the-real motey  stock:

A higher real money stock implies a Jower equilibrinem interest rate: ageE
For policy questions we are mferested: in e prec'i‘s'e-'relatiﬁnib*c'ﬁ#é‘éh:;ct?é‘ﬁ’g’é'é .

in fiscal policy or changes in the real money stock and the resulting changessin” ‘

equilibrium income. Monetary and fiscal policy mulripliérfﬁﬁﬁﬂ?tﬁéf’téfémiﬁf%iﬁ e

mation, ) ettt
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The Fiscal Policy Mukiiplier

The fiscal policy mwltiplier shows how mmuch an increase in. govermment spending
changes the equilibeinm tevel of income, holding the real money supply constant.
Examine equation (12) and consider the effect of an increase in government spending
on income. The increase i government spending, AG, is a change in autonomous

spending, so that AA = AG. The effect of the.change in G is given by

v = (14
]. + kacg

A>,.£>
Q<
t
2

The expression vy i3 the fiscal or government speaxting multiplier once interest rate
adjestment is taken. into. account. Consider how this multiplier, -y, differs from the
sienpler expression. o thatrapplied. under constant interest rates. Inspection shows that
¥ 38 less than op since: 1/(1 + keghfh), is o fraction. This represents the dampening
effiect of increased:interest.rates associated with a fiscal expansion in the IS-LM model.

Wie: note: that: the: expression i equation (14) is almost zero if h is very small
and will be: equal: to g if A apptoaches infinity. This corresponds, respectively. to
ventical: and: harizontal: LM schedules. Similarly, a large value of either b or k serves
ter teduce: the: effect of govermment spending on income. Why? A high value of £
implies-a-large- increase ¥n money demand as income rises and hence a large increase
i interest rates required o maintain money market equilibrium. In combination with
a-high. b, this implies a large reduction in private aggregate demand.

Tilie: MEonveitionny Palicy Multiplier
Thermeretary pelfcy mwitiplier shows how much an increase in the real money sapply
mcreases, the: aquilifrmme: evel of income, keeping fiscal policy unchanged, Using
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