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Three theories on interest rate determination.

1. Fisher’s Theory

Market interest rates =  real interest rate + inflatione 

2. Liquidity Preference Theory

A money demand curve and a money supply curve that is vertical. Money supply is controlled by the Fed. 

3. Loanable Funds Theory

There is a demand curve for loanable funds (who demands loans?).

There is a supply curve for loanable funds (who supply funds to banks etc.?).

Why is the demand for loanable funds downward sloping?

Money and Banking Questions 

In other words, why is it that when interest rates rise the demand for loanable funds falls.

Consumers perspective?

Business perspective?

Government perspective?

Foreign perspective?

Why is the supply of loanable funds upward sloping, but less sensitive to interest rate changes?

Why would consumers supply loanable funds if interest rates rise?

The opportunity cost of holding money, as opposed to putting it in the bank, rises. The opportunity cost of spending increases.

What about producers?

An increase in interest rates, as previously mentioned lowers the incentive to borrow. If there is less borrowing, there is mostly like more saving.

What about the government?

Generally speaking, an increase in interest rates will not inspire the government to save.

What about foreigners?

An increase in American rates will cause money to flow to US banks, or stop the outward flow of money from the US. We must assume the value of the dollar is held constant, or expected to appreciate.
What are some of the shift factors of supply and demand?

Shift factors in the Demand for loanable funds

Wealth 

Expected Rate of Return

Risk 

Liquidity

Shift factors in the supply of loanable funds

Expected Profitability

Expected Inflation

Government Activity

How would an increase in the money supply impact interest rates using each of the three theories?

1. Fisher’s Theory

Market interest rates =  real interest rate + inflatione 

2. Using the loanable funds theory. The real cost of borrowing falls. If inflation rises the borrower can pay back the lender with cheaper dollars. At the current interest rate the demander of loanable funds (borrower) is likely to want to borrow money. The borrowers wealth increases. Demand shifts right. Lenders realize that they are being paid back with cheaper dollars so they are less willing to supply their money. Brazil is a good example.

3. Liquidity Preference Theory

Using liquidity preference theory, the change in the money supply is exogenous. The money supply is controlled by the Fed. Therefore, any increase will result in a rightward shift of the Money Supply curve, which will cause interest rates to decrease.   

What happens to interest rates when? There are multiple ways to answer these questions. Make sure you support your answer with economic theory.
1. Money supply decreases

2. prices of automobiles fall

3. tax rates decrease


4. European market becomes unstable

5. corporate profits decrease

6. interest rates are expected to rise

7. inflation is expected to rise

8. government incurs large deficits

9.   economic slowdown


10. foreign interest rates rise

11. value of the dollar falls

