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At the microeconomic level, an impact of exchange-rate volatility on the intercountry relative prices of similar commodities has been extensively documented.
Many studies find that deviations from the law of one price are highly correlated
with nominal exchange-rate changes.3 Engel (1993) compares U.S. with Canadian
consumer price data for a large variety of goods including fuel, men's clothing,
and apples. In more than 2,000 pairwise comparisons, Engel finds that with only
a few exceptions, the relative prices of similar goods across the United States and
Canada are more volatile than the relative prices of dissimilar goods within either
country. These findings are reinforced in Engel and Rogers (1995), who extend the
comparisons to 23 American and Canadian cities. Even after controlling for distance between two cities, they find an enormous "border effect" on volatility.4 For
example, the volatility of relative prices for very similar consumer goods appears
to be much greater between closely neighboring American and Canadian city pairs
such as Buffalo and Toronto or Seattle and Vancouver, than between cities such as
New York and Los Angeles, which lie on opposite sides of the North American
continent but within the same country.
This evidence motivates a look at a classic sticky-price extension of the flexibleprice monetary model of Chapter 8.

A

issue remains controversial. We will argue in section 9.3.3 that the choice of exchange-rate regime had
dramatic consequences for the international transmission o f the Great Depression of the 1930s.
3. See, lor example. lsard (1977) and Giovannini (1988).
4. For surveys of evidence on deviations from the law of one price, see Froot and Rogoff (1995) and

Rogoff ( 1996).
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9.2 The Mundell-Fleming-Dombus@ Model
Since the early l96Os, the dominant policy paradigm for studying openeconomy
monetarv and fiscal -policy
- issues has been the Keynesian framework developed by
Mundell(1963, 1964) and Fleming (1962). This section presents a variant of Dombusch's (1976) famous perfect-foresight extension of the Mundell-Fleming model.
As we have already noted, Dornbusch's model has important deficiencies, including its inability to deal adequately with current-account and fiscal-policy dynamics
or.
fundamentally, with welfare issues. Nevertheless, the model remains so
-.
, more
-.influential as to warrant discussion in any serious treatment of international monetary theory. Nothing here is essential for understanding the more complete models
of Chapter 10. The Dornburh setup will, however, help the reader frame many of
the basic questions in intemational monetary economics and give perspective on
some of the newer developments in the area.
.
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A Small-Open-Economy Model with Sticky Prices and Endogeyous Output
- - - - - ....

type monetary models we discussed in Chapter 8. A small counm faces an exogenous world (foreign-currency) interest rate i*. which is assumed constant. With
open capital markets and perfect foresight, uncovered interest parity must hold:

