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Monetary Approach to Exchange Rates

LOOP

PPP

Money, In�ation and Exchange Rates

Long-Run Perspective

Philip R. Lane, TCD () EC4100: Exchange Rate Economics II January 2010 2 / 11



Law of One Price (LOOP)

PgUS : price of good g in US

PgEUR : price of good g in euro area

LOOP:
PgUS = E$/eP

g
EUR

De�ne relative price of good g in Europe relative to US (expressed in
a common currency)

qgEUR/US =
E$/eP

g
EUR

PgUS

LOOP:
qgEUR/US = 1
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Purchasing Power Parity (PPP)

De�ne overall price level in each country as PEUR , PUS
If LOOP holds for each good, absolute PPP obtains

PUS = E$/ePEUR

De�ne real exchange rate as ratio of European price level to US price
level (expressed in a common currency)

qEUR/US =
E$/ePEUR
PUS

Absolute PPP:
qEUR/US = 1

Implication:

E$/e =
PUS
PEUR
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Figure 14.13  Real Interest Rate Differentials, 1970–1999 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Figure 14.14  An Increase in the Growth Rate of the Money Supply in the Standard Model 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Table 14.2  Global Disinflation 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 



Monetary Regimes and Exchange Rate Regimes

Choice of policy target

Exchange rate target

πH =
∆EH/F

EH/F
+ πF

Money supply target
πH = µH � gH

In�ation target (interest rate policy)

πH = iH � r �
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Table 14.3  Exchange Rate Regimes and Nominal Anchors 
Feenstra and Taylor: International Economics, First Edition 
Copyright © 2008 by Worth Publishers 




