Brigham Young University Department of Economics
Economics 459 - International Monetary Theory
Deriving the Equilibrium Approach to Exchange Rates

Start with our definition of the real exchange rate, g =eP */ P, and solve for the nominal rate:
e=qP/P*

Use domestic and foreign money market equilibria, M /P = L(i,Y), solve for price levels and
substitute to get:
M L(i*Y%*)
e=0q————
M* L(i,Y)

Suppose the money demand function is log-linear, InL = —ai+blInY , then we can rewrite this as:

e= q%/\(i —i*,YTj, where InA =a(i—i*)+biIn(Y */Y);a,b>0

Use the Fisher equations, i = E{r}+ E{x}, to get:

e= Q%A[ E{r}+ E{z}- (E{r*}+ E{”*})'gj

Use real interest rate parity, r —r*=0+ p, to get:
*

e= q%A( E{o}+ E{r}- E{xr*}+ pYTj where Jis the percentage growth of g.

Use the quantity theory of money to get E{z} = E{g,,}— E{9,}
M y *
o=y A B0+ B0, - Bl - (B9, - B0, D+ 0.

Finally assume that the real exchange rate depends on relative levels of GDP, g =q(Y */Y) and
that we can approximate this function with a log-linear version, Inq=—c(InY *-InY);c > 0.
This gives 6 =—c(g,. —0y) .

Taking logs and substituting for In q and o gives:
Ine=Ing+InM —-InM *+InA

Ine=—c(InY *=InY)+InM —InM *+a(i —i*) +b(InY *—InY)
Ine=—c(InY *~InY)+InM —InM *+a(-c(g,. — gy )
+E{gy}-E{9,}-E{gu }+ E{9,}+ p) +b(InY *—InY)
Ine=(b-c)(InY *~InY)+InM —InM *+a[(1-c)(E{9,.}—E{9,}) + E{9\ }—E{gu }+ ]

Ine=(b-c)InY*—(b-c)InY +InM —InM *
+a(l-c)E{gy.}-a(l-c)E{g, }+aE{g, } -aE{gy } +ap



