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e Interest split it between the two asset classes. For instance, you could keep and 60% in the
P form of bonds ($60) and 40% in money ($40).

What drives this decision?

» Money's advantage is that it can be used to purchase goods and services but
it pays no interest.

» Bonds pay a positive interest rate, but cannot be used for transactions.

The $40 being kept in money is divided into further subclasses. Depending on how
you allocate your money within these subclasses, money demand will likely
increase by less than $40.
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We assume that the level of transactions is proportional to nominal income,
denoted Y.

So, money demand should be proportional to Y.

On the other hand, allocating wealth to money comes at the cost of forgone
interest on bonds. So, money demand should decrease with the interest rate.

Other factors, such as developments abroad, that might lead foreigners to
demand money are not included in our analysis

model of money demand is thus

M = Y*L((i))
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Suppose a bond promises a payment of $F one year in the future.

v

v

v

v

v

Call the current price of the bond $PB.
$F—$PB

Then, the interest rate (or rate of return) on this bond is given by i = **c7

This equation can be solved for the bond price: $PB = %

Given fixed nominal bond payments, this shows that the nominal interest rate
and the bond price are inversely related.

For example, when the central bank purchases bonds, it increases the demand
for them and tends to increase their price, which reduces the interest rate.
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the isrest Consider a bond that promises to pay $100 in one year.
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Meney Demand » What is the interest rate on the bond if its price today is $757
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Previously we considered splitting income between the two asset classes. For
instance, you could keep and 60% ($100 dollars) in the form of bonds ($60) and
40% in money ($40). Now we consider a further split of your remaining money.

»

>

Suppose you put $30 in a bank account and you keep $10 in cash.

Banks receive funds (such as your $30) from depositors (individuals and firms)
and allow their depositors to write checks against (or withdraw) their account
balances.

These checkable deposits are liabilities of banks.

On the asset side, banks hold bonds, loans (which are claims against
borrowers), and reserves of some of their deposits.
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Previously we considered splitting income between the two asset classes. For
instance, you could keep and 60% ($100 dollars) in the form of bonds ($60) and
40% in money ($40). Now we consider a further split of your remaining money.
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>

Suppose you put $30 in a bank account and you keep $10 in cash.

Banks receive funds (such as your $30) from depositors (individuals and firms)
and allow their depositors to write checks against (or withdraw) their account
balances.

These checkable deposits are liabilities of banks.

On the asset side, banks hold bonds, loans (which are claims against
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Previously we considered splitting income between the two asset classes. For
otes 04 instance, you could keep and 60% ($100 dollars) in the form of bonds ($60) and

Preliminaries 40% in money ($40). Now we consider a further split of your remaining money.
Money . .

Demand » Suppose you put $30 in a bank account and you keep $10 in cash.

ogmnine » Banks receive funds (such as your $30) from depositors (individuals and firms)

Rate: |

and allow their depositors to write checks against (or withdraw) their account
Determinin
theetlnterestg balances

Rate: Il

What Banks Do » These checkable deposits are liabilities of banks.

» On the asset side, banks hold bonds, loans (which are claims against
borrowers), and reserves of some of their deposits.

References
» Some bank reserves are held in cash and the rest in accounts at the central
bank.

» Banks hold reserves in part to protect against daily excesses of withdrawals (in
currency or check form) over deposits and in part because they are required to
do so by the central bank.
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> If we solve for it, we get:

» Notice that the denominator is less than 1 thus M? > H thus making the
term larger.

Notes 04 (Loyola-Chicago Spring 2015, Section 101)

Business Fluctuations Updated: March 10, 2015 19 / 22



Determining the Interest Rate: Il Supply and Demand for Central Bank Money

High Powered Money

Notes 04

Preliminaries

Money H =[c+0(1 - )Y L(i)

Demand

Determining
the Interest

e » Can you identify money demand (M) in the above equation?
Determining > H = [C + 9(1 — C)]Md

the Interest
Rate: Il
What Banks Do

Supply and
Demand for

Central Bank H
Money d —

M?® =
References [C + 9(1 - C) Md]

> If we solve for it, we get:

» Notice that the denominator is less than 1 thus M? > H thus making the
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» Thus, a given increase in central bank money leads to a larger increase in the
overall money supply.
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High Powered Money

Notes 04

Preliminaries

Money H =[c+0(1 - )Y L(i)

Demand

Determining
the Interest

e » Can you identify money demand (M) in the above equation?
I_;etelrminif\g | 4 H = [C + 9(1 — C)]Md
Rate: Il

> If we solve for it, we get:

What Banks Do
Supply and

Demand for
fﬂe;;:;l Bank Md _ H ~
References [C "‘ 9(1 - C)M ]

» Notice that the denominator is less than 1 thus M? > H thus making the
term larger.

» Thus, a given increase in central bank money leads to a larger increase in the
overall money supply.

> This explains why central bank money H is called High Powered Money.
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Determining Comments, questions, or concerns?
e Interes

Rate: Il

What Banks Do

Supply and
Demand for
Central Bank
Money

References

Notes 04 (Loyola-Chicago Spring 2

Section 101) Business Fluctuations

Updated: March 10, 2015 20 / 22



Determining the Interest Rate: |l Supply and Demand for Central Bank Money

References

Notes 04

Preliminaries

Money
Demand

Determining
the Interest
Rate: |

Determining
the Interest

Rate: Il Olivier Jean Blanchard and David Johnson. Macroeconomics. Prentice Hall, 6th
edition, 2011. ISBN 9780133061635.

Notes 04 (Loyola-Chicago Spring 2015, Section 101) Business Fluctuations Updated: March 10, 2015 21 /22



Supply and Demand for Central Bank Money
Uncopyright

Notes 04

Preliminaries

Money
Demand

Determining
the Interest

Rate: | This version of my notes is uncopyrighted.

Determining
the Interest

Rate: | This means I've put them in the public domain and released my copyright. Use this
content however you want: email it, share it, change it, reprint it with or without
credit.

Attribution is greatly appreciated but not required.

Notes 04 (Loyola-Chicago Spring 2015, Section 101) Business Fluctuations Updated: March 10, 2015 22 /22



	Preliminaries
	Money Demand
	Determining the Interest Rate: I
	Money Demand, Money Supply, and the Equilibrium Interest Rate
	Monetary Policy and Open Market Operations
	Money, Bonds, and Other Assets

	Determining the Interest Rate: II
	What Banks Do
	Supply and Demand for Central Bank Money


