
Consumption & Investment 
Mundell-Fleming IS Function (short run model) 

● IS Function: AD = Ād + A(i) + cdY + NX0(ɛ) 
○ Where: NX0 = X0 - M0 is net exports sensitive to the real exchange rate; cd = c - 

ct - m is the marginal propensity to spend on domestic output; Ād is autonomous 
domestic demand and A(i) is interest-sensitive domestic demand 

● Given equilibrium is Y= AD then:  
○ Y = Ād + A(i) + cdY + NX0(ɛ) 

● Recalling that ɛ = EP/P* and given the price level does not change in the SR: Δɛ = ΔE. 
For simplicity, assume P = P* so that ɛ = EP/P* = E 

○  
Marshall-Lerner (M-L) Condition 

● An implicit assumption of the Mundell-Fleming model is that a depreciation 
(appreciation) in the nominal exchange rate (E) leads to an increase (decrease) net 
exports in the short run. This assumption relies on the ML condition operating in the 
short run 

● M-L Condition: the sum of the price elasticity of demand for exports (change in 
exchange rate leads to increased demand for exports internationally) and the price 
elasticity of demand for imports (depreciation of exchange rate means imports are more 
expensive, measures reduction in demand for import in response to higher relative price) 
is greater than one 

○  
○ In order for trade balance to improve relative to depreciation of exchange rate, 

sum of elasticities has to be greater than one. When exchange rate depreciates, 
exports become more attractive (increase) and imports become more expensive 
(decrease). These both act towards improving the trade balance. But if the sum 
of their elasticities is lower than 1, for a given reduction in exchange rate (relative 
price), they both proportionately change by a small amount that isn’t enough to 
better the TB. 

● Given M-L condition entails product (and factor) substitution the assumption that it 
operates in the SR is rather heroic - assumes underutilisation. But this assumption is 
typically made in open economy macroeconomics. 

Mundell-Fleming IS-LM Model: Flexible Exchange Rate 
● IS-Function: Y = Ād + A(i) + cdY + NX0(ɛ) 
● LM-Function: M/P = YL (i) 

○ Where i = icT +  recalling icT is the target cash rate for liquid funds set by the CB 
and  is the given risk premia on a longer term financial asset (i.e. 5 yr bond) 

● Since the exchange rate is determined by portfolio capital flows, it is evident that 
monetary policy (by affecting the interest rate), has (1) a direct effect on domestic 



expenditure in the economy, given by A(i) 2) an indirect effect through the exchange 
rate on net exports NX0(ɛ) 

 


