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         Lecture 4    Behavior of   Interest Rate 

• The Demand of  Assets 
– The Theory of  Portfolio Choice 

• Supply and Demand in the Bond Market 
• Changes in Equilibrium Interest Rates 
• Supply and Demand in the Market for Money 

– The liquidity preference framework 
• Changes in Equilibrium Interest Rates in the Market for Money 
• Does a Higher Money Growth Always Lower Interest Rates? 



                 Determinants of  Asset Demand 

• Wealth: the total resources owned by the individual, including all 
assets 

• Expected Return: the return expected over the next period on one 
asset relative to alternative assets 

• Risk: the degree of  uncertainty associated with the return on one 
asset relative to alternative assets 

• Liquidity: the ease and speed with which an asset can be turned 
into cash relative to alternative assets 



                      Theory of  Portfolio Choice 

Holding all other factors constant: 
1. The quantity demanded of  an asset is positively related to wealth (income 

effect) 

2. The quantity demanded of  an asset is positively related to its expected 
return relative to alternative assets (substitution effect) 

3. The quantity demanded of  an asset is negatively related to the risk of  its 
returns relative to alternative assets (risk preference) 

4. The quantity demanded of  an asset is positively related to its liquidity 
relative to alternative assets (liquidity preference) 



                      Theory of  Portfolio Choice 



     Supply and Demand in the Bond Market 



     Supply and Demand in the Bond Market 



                  Shifts in the Demand for Bonds 

• Wealth: in an expansion with growing wealth, the demand curve 
for bonds shifts to the right   

• Expected Interest Rates: higher expected interest rates in the 
future lower the expected return for long-term bonds, shifting 
the demand curve to the left 

• Expected Inflation: an increase in the expected rate of  inflations 
lowers the expected return for bonds, causing the demand curve 
to shift to the left 

• Risk: an increase in the riskiness of  bonds causes the demand 
curve to shift to the left 

• Liquidity: increased liquidity of  bonds results in the demand 
curve shifting right 



                  Shifts in the Demand for Bonds 



                  Shifts in the Supply for Bonds 

• Expected profitability of  investment 
opportunities: in an expansion, the supply curve 
shifts to the right 

• Expected inflation: an increase in expected inflation 
shifts the supply curve for bonds to the right 

• Government budget: increased budget deficits shift 
the supply curve to the right 



                  Shifts in the Supply for Bonds 

• Expected profitability of  investment 
opportunities: in an expansion, the supply curve 
shifts to the right 

• Expected inflation: an increase in expected inflation 
shifts the supply curve for bonds to the right 

• Government budget: increased budget deficits shift 
the supply curve to the right 



                  Shifts in the Supply for Bonds 



                     Expected Inflation and Interest Rate, Data 



  Expected Inflation and Interest Rate,  Model 



  Business Expansion and Interest Rate,   Data 



  Business Expansion and Interest Rate,   Model 



  Supply and Demand in the Market for Money: The 
Liquidity Preference Framework 

Keynesian model that determines the equilibrium interest rate
in terms of the supply of and demand for money.  

There are two main categories of assets that people use to store
their wealth: money and bo
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Total wealth in the economy = B  M  = B + M

Rearranging:  B - B  = M  - M
If the market for money is in equilibrium (M  = M ),
then the bond market is also in equilibrium (B  = B ).

+



           Supply and Demand in the Market for Money 

As the interest rate 
increases: 

• The opportunity 
cost of  holding 
money increases 

• The relative 
expected return of  
money decreases 

Therefore the demand 
curve for money is 
downward sloping. 



 Shifts of  Supply and Demand in the Market for Money 

 Shifts in the demand for money: 

• Income Effect: a higher level of  income causes the demand for 
money at each interest rate to increase and the demand curve to shift to 
the right 

• Price-Level Effect: a rise in the price level causes the demand for 
money at each interest rate to increase and the demand curve to shift to 
the right 

 Shifts in the supply of  money: 

• An increase in the money supply engineered by the Federal Reserve will 
shift the supply curve for money to the right (monetary expansion) 

 



 Shifts of  Supply and Demand in the Market for Money 



                                           Money and Interest Rates 

 Liquidity effect: increase in the money supply will lower interest rates:  
 Income Effect: increasing money supply expands the economy , and raises 

national income and wealth,  which raises the interest rates (bond market and 
liquidity preference framework) 

 Price Level Effect: increasing money supply raises the over all price,  
which raises the interest rates (liquidity preference framework) 

• Price-level effect remains even after prices have stopped rising.  
 

 Expected Inflation Effect: increasing money supply leads people to 
expect a higher price level in the future,  which raises the interest rates(bond 
market framework) 

• Expected-inflation effect persists only as long as the price level 
continues to rise. 
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