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Start with our definition of the real exchange rate, PePq /*≡ , and solve for the nominal rate: 
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Use domestic and foreign money market equilibria, ),(/ YiLPM = , solve for price levels and 
substitute to get: 
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Suppose the money demand function is log-linear, YbaiL lnln +−= , then we can rewrite this as: 
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Use the Fisher equations, }{}{ πErEi += , to get: 
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Use real interest rate parity, ρδ +=− *rr , to get: 
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ρππδ , where δ is the percentage growth of q. 

 
Use the quantity theory of money to get }{}{}{ YM gEgEE −=π  
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Finally assume that the real exchange rate depends on relative levels of GDP, )/*( YYqq =  and 
that we can approximate this function with a log-linear version, 0);ln*(lnln ≥−−= cYYcq .  
This gives )( * YY ggc −−=δ . 
 
Taking logs and substituting for ln q and δ gives: 
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