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Monetary Approach to Exchange Rates

LOOP
PPP

Money, Inflation and Exchange Rates

Long-Run Perspective
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Law of One Price (LOOP)

P{ : price of good g in US

PZ g price of good g in euro area
LOOP:

g _ g
PUS - E$/€PEUR

@ Define relative price of good g in Europe relative to US (expressed in
a common currency)

g _ E$/€P§UR
9evr/us = T pE
Us
e LOOP:
g _
dEur/us = 1
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Purchasing Power Parity (PPP)

Define overall price level in each country as Pgyr, Pus
If LOOP holds for each good, absolute PPP obtains

Pus = Eg/€PEur

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

Absolute PPP:

Implication:

_ Eg5/ePeur
GEUR/US = — 5
uUs
qeur/us =1
Pus
Eg/e =
s/ 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
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Figure 14.14 An Increase in the Growth Rate of the Money Supply in the Standard Model
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Annual Inflation Rate (%)

1980- 1985~ 1990- 1995- 2000-
1984 1989 1994 1999 2004
World 14.1 15.5 30.4 8.4 3.9
Advanced
economies 8.7 3.9 3.8 2.0 1.8
Emerging markets
and developing
countries 31.4 48.0 53.2 13.1 5.6

Table 14.2 Global Disinflation
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Monetary Regimes and Exchange Rate Regimes

Choice of policy target

Exchange rate target

AE,
iy = —F g
En/r

@ Money supply target
TH = Uy — 8H

Inflation target (interest rate policy)

nH:iH—r*
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Compatible Exchange Rate Regimes

Countries
. Without a Freely
T fN Anch
ype of Nominal Anchor Currency of Pegs/ Falling (rapid

Their Own Bands/Crawls  Managed Floating Freely Floating  depreciation)

Exchange rate target v v v

Money supply target v v

Inflation target (plus interest rate policy) v v

None v v

Table 14.3 Exchange Rate Regimes and Nominal Anchors
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