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1. The Mundell–Fleming model takes the world interest rate r* as an exogenous variable. When the world interest
rate rises, what would happen to aggregate income, the exchange rate, and the trade balance under both floating
and fixed exchange rates?

(a) Under fixed exchange rate
IS-LM-BP
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(b) Under Floating exchange rate
IS-LM-BP
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2. A small open economy with a floating exchange rate is in recession with balanced trade. If policymakers want
to reach full employment while maintaining balanced trade, what combination of monetary and fiscal policy should
they choose?
IS-LM-BP
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