Notes on Chapter 4
The Significance of Interest Rate

Functions of the Rate of Interest in the Economy

· Directs flow of saving into investment to promote economic growth.

· Rations available credit supply toward projects with the highest expected return.

· Brings demand for money into balance with Nation’s Money Supply--money supply is controlled or at least closely regulated by government.

· Serves as a tool for government economic policy.

Definition of Pure Risk or Risk-Free Rate of Interest

· The rate of interest is determined by supply of saving, primarily from household, and the demand for investment capital by business sector with the former assumed to be positively related to the risk-free rate. Higher rates cause households to consume less and save more in the current period.

· The rate of interest has an inverse effect on demand for investment purposes.

Major Theories of Interest Rates

· Liquidity theory-motives for holding money includes transaction motive, precautionary motive, and speculative motive.

· Segmentation theory-supply and demand for funds in both short-term and long-term establishes the interest rate in each market.

· Expectation theory-if consumers or investors expect the interest rate goes lower or higher by their behavior influence the market rate in that direction. 

The Role of Central Bank in Determination of the Interest Rate

The Loanable Funds Theory of Interest

· consumer demand + domestic business demand + government demand + foreign demand = total or aggregate demand

· domestic saving (income and wealth) + foreign lending to domestic fund market + creation of credit by domestic banking system + dishoarding of money supply (the difference between the public’s total demand for money and the money supply in the short run) = Aggregate supply of money or total money supply  

· Equilibrium Rate-- total supply = total demand 

