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Main assumptions of the model

• The Mundell-Fleming model is an extended version of the IS-
LM model with balance of payments.

• The ISLM model is a short run model that shows simultaneous 
equilibrium on both goods market and the money market.

• Key equations of the model:

• IS: Y = α(Ā - bi) where α = 1/1-c(1-t)

• LM: 
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The equilibrium in the model

• Curves IS and LM show the conditions that must be met in order to 

assure the equilibrium on both markets.

• The money supply increase shifts the LM to the right, decreasing the

interest rate (the usual liquidity effect).

• An increase in goverment spending or a decrease in taxes would shift

the IS curve to the right, leading to an increase in the interest rate.
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Question 1.

Using the ISLM model, please show the impact of following events on 

production, interest rate and investment:

• Implementation of a new program that offers subsidies for private 

investment (subsidies increase autonomous investment)

• A decrease in tax rate. 

Question 2. 

Show what should be done if the central bank increases money supply and we 

want to keep the interest rate constant. How would evolve production in this 

case?
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Question 3.

Imagine that, for any reason, the government wants to change the 

structure of demand by increasing investment. However at the same 

time they want to keep the production unchanged. 

What should be the mix of fiscal and monetary policy that would allow 

to achieve both goals?



Bart Rokicki

Open Economy Macroeconomics

Question 4.

Assume that parameter k = 0,5 and α = 2. Imagine that president

Canibaleck wants to organize world championship in shark fishing and

to finance the event increases government spending by $ 1 million.

How has to change real money supply so that the interest rate remains

constant (given that there is no change in parameters b and h)?


