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a. Trade-weighted average. 
b. Quarterly average of monthly data, adjusted for sweep accounts. 
SOURCES: Board of Governors of the Federal Reserve System; and International Monetary Fund, International Financial Statistics. 

ivioney. inflation. ztncl exchange 
rates :ire ;ill 1inl.recl. I I L I ~  the connec- 
tions are relatively complicatecl. In- 
fl:ttion occurs when a nation's cen- 
trztl lxmk attempts to supply a 
greater qc~antity of' Inone); than the 
17~1blic desires to hold. Rising prices 
Ilelp l>alance tlie ztruo~int of money 
clernariclecl ancl s~ippliecl. 

Conventional money measures 
like &I1 ancl >I2 sho\v only the stocl< 
of money that rcs~llts f'rom this eclui- 
lilxating process. Consecl~~ently. the 

near-term connection hetween small 
fl~ictclations in money measures ancl 
prices clepencls on whether. the 011- 
servecl changes in the money stocl< 
reflect growth in money clemancl 
holciirlg supply fisecl, o r  : I I  expan- 
sion of the money supply Iiolcling 
dem:tncl fisecl. 

A country that creates an  e x e s -  
si1.e amount of money will experi- 
ence inflation, hut Ilow its exckinge 
late responcls depencls on  the infla- 
tion mtes of other nations. Countries 

wit11 re1:itively high inflation I.:ite,s 
experience currency clepreci:~tions. 
Hence. the el'fcct of i t  nation's 
money creation on its eschange rate 
depends on 110th money clemancl at 
home ;mcl the relati1.e growth of 
money scipply anel clemancl ahroacl. 

)Ill of these ktctors help cxplain 
xvhy econo~nists hztve trou1,le clevel- 
oping sirnple monetiiry rnodels of 
exchange rates. Genemlly. these 
moclels perform \vorsc than :t s i~nple 
projection o f  toclay's exchange rate. 
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