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CHAPTER 11 » MONETARY AND FISCAL POUCY 247

THE CLASSICAL CASE
The polar opposite of the horizontal LM curve—which implies that monetary policy
cannot affect the level of income—is the vertical LM curve. The LM curve is vertical
2 Q when the demand for money is entirely unresponsive to the interest rate.
P" L‘ Recall from Chapter 10 [equation (7)] that the LM curve is described by

=kY — hi 0

||

If h is zero, then corresponding to a given real money supply, M/P, there ic a unique
level of income, which implies that the LM curve is vertical at that level of fuseinc.
(Sneak a look ahead at Figure 11-6.)

The vertical LM curve is called the classical case. Rewriting equation (1), with /1
set equal to zero and with P moved to the right-hand side, we obtain

M= kP XY @

We see that the classical case implies that nominal GDP, P X ¥, depends only on the
quantity of money. This is the classical quantitv theory of money, which argues that tvhe
level of nominal income is determined solely by the quantity of money. The quantity
theory was originally motivated by the belief that people would hold money in a quan-
tity proportional to total transactions, P X Y, irrespective of the interest rate. As we
will see in Chapter 15, money does respond to the interest rate; nonetheless, the quan-
tity theory remains useful for expositonal purposes—and a sophisticated version of |
the quantity theory is still espoused by monetarists. |

When the LM curve is vertical, a given change in the quantity of money has a
maximal effect on the level of income. Check this by moving a vertical LM curve to
the right and comparing the resultant change in income with the change produced by
a similar horizontal shift of a nonvertical LM curve.

By drawing a vertical LM curve, you can also see that shifts in the IS curve do
not affect the level of income when the LM curve is vertical. Thus, when the LM curve
is vertical, monetary policy has a maximal effect on the level of income, and fiscal pol-
icy has no effect on income. The vertical LM curve, implying the comparative effec-
tiveness of monetary over fiscal policy, is sometimes associated with the view that “only
money matters” for the determination of output. Since the LM curve is vertical only
when the demand for money does not depend on the interest rate, the interest sensi-
tivity of the demand for money turns out to be an important issue in determining the

effectiveness of alternative policies. The evidence, to be reviewed in Chapter 15, is that
the interest rate does affect the demand for money.
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