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1) Explain why BP is an upward sloping curve. Should the slope of BP be steeper or 

flatter under the income inelastic demand for imports? 

 

BP is the curve that represents the equilibrium where balance of payment is 

equal to zero. To understand why BP is an upward sloping curve, consider the 

initial situation where we attain an equilibrium in the balance of payment . 

If the interest rate rise above the equilibrium level, capital account will 

improving.  Given the fixed level of income, the balance of payments will be 

positive. To ensure that the BOP remains zero as before, the level of income 

can rise, so that domestic can import more, and offset the positive BOPs with 

a deterioration in the current account.  

 

The sensitivity of the imports demand to income matters to the slope of the 

BP curve. Note first that an economy with higher degree of import sensitivity 

will imply a sharp deterioration in current account under the increase income. 

Under the increase in the interest rate, income needs to rise along so that the 

BOP would remain under equilibrium.  ( The intuition is explained above . )  If 

demand for import is highly sensitive, an increase in income required must be 

small; otherwise we might have negative BOP if the increase in income were 

to be rising equally in both cases. Therefore, the slope of BP should be flat if 

import demand is highly sensitive . 

 

  

http://www.econ.tu.ac.th/?action=news-detail&newsid=1121&menu=35&pgmenu=133&lang=en&css=style


2) How does the increase in world GDP affect the three curves developed under the 

IS-LM-BP model?  

 

Suppose we analyze the question under a perfect capital environment, i.e. a flat 

BP curve.  The effect of an increase in world GDP depends on the choice of 

exchange rate regime. 

If the exchange rate is fixed, the effect of an increase in world GDP will be 

strong. The increase in world GDP will generally cause IS to shift right; country 

can export more of the product, leading to an increase total spending. Market 

interest rate will rise. The level of interest rate will remain above the level of 

interest rate required to balance the BOP; this leads to the BOP surplus. Under 

the fixed exchange rate regime with a surplus in BOP, central bank intervene 

the foreign exchange market and absorb the excess amount of USD dollar. The 

action leads to the rise in the level of money supply, causing the lower interest 

rate. The lower interest rate further simulates the expansionary effect of world 

GDP.  The effect of world GDP shocks is then very strong under the fixed 

exchange rate.   

On the other hand, if the exchange rate is flexible, the effect would be 

ineffective. Similar to the above analysis, an increase in global GDP will cause 

a surplus in the balance of payment.  Contrast to the fixed exchange rate 

system, the surplus in the balance of payments can be eliminated through the 

adjustment of exchange rate. With more demand of Thai baht, Thai baht will 

appreciate.  An appreciation in Thai baht will undo the effect because Thai 

products are getting more expensive .  Export will start to decline, and the 

original effect of global economic expansion will be fully offset; this can be 

captured by the shift of IS curve back to the original one . 

  



3) The IS-LM-BP model defines six regions, each corresponding to disequilibrium 
in the money market, goods market and/or the balance of payments. Identify and 
describe each of these when capital is perfectly mobile, and when capital is 
perfectly immobile. 
 

 

Solution 
 

Perfect capital mobility 

 

 

 



 

 

Perfectly immobile  

 

  



4) Using the Mundell-Fleming model (IS-LM-BP under perfect capital mobility) 

what will be the effects of the following 

4.1) A boom in stock market prices with fixed exchange rates 

Solution 
 

 

  



4.2) An increase in ATM charges with floating exchange rates 

Solution 
 

 

 

 

  



4.3) A reduction in money supply with fixed rates 

Solution 
 

 

  



4.4) A reduction in government spending with floating exchange rates 

Solution 
 

 
  



5) In a floating exchange rate regime- to what extent does the effectiveness of 
fiscal policy depend on the degree of capital mobility? 
(Hint: Analyze the effect of fiscal policy under two extreme cases: (i) when BP is 
vertical and (ii) when BP is a horizontal one.)  
 
Solution 

 

 
 



 

 

 
 

 

 


