a)
Monetary approach to exchange rates combines the monetary theories of price level determination and the purchasing power theories of exchange rate determination.
The equation therefore is represented as;
      S= Q P
                P*
Where, S is the exchange rate
            P is the domestic price index
           P* is the foreign price index
          Q is the exogenous real exchange rate
For any given Q, the above equation requires that exchange rate movements offset price level movements so that the rate at which goods actually exchange for each other remains unchanged.
Pegging the exchange rate can lower inflation by inducing greater policy discipline and instilling greater confidence in the currency. To the extent that the peg is credible, there is a stronger readiness to hold domestic currency, which reduces the inflationary consequences of a given expansion in the money supply.
The purpose of this system is to keep a currency's value within a narrow band. Fixed exchange rates provide greater certainty for exporters and importers. It also helps the government maintain low inflation.


b)	
[bookmark: _GoBack]If Argentina has an increased output (Y) than the one for US, where Argentina pegs her currency, then an instability occurs in the market. Increase in domestic output increases imports and thus decreasing net exports. Instability in foreign exchange rates allows room for inflation to set in and thus inflation will increase and it will not be lowered any more. Therefore, increase in domestic output results to increase in inflation.
