


Money, Banking, & the Economy


Instructor: Mark Tomass


Handout # 13











The Demand for Money  





The Determinants of the Demand for Money: People have two motives for holding money:





1.	The Transactions and Precautionary Demand for Money:  The amount of money that individuals and businesses desire in order to purchase goods and services on regular basis in addition to money which they keep aside for unforeseen emergencies.





	The main determinants of transactions and precautionary demand for money is income: the higher the level of income, the higher the transactions and precautionary demand for money.  A determinant of secondary importance is the opportunity cost of holding money as represented by the rate of interest on financial assets.





	People are usually paid by their employer once a month.  Let us assume that they receive their pay at the beginning of the month and spend it during the month.  Therefore, at the end of the month, they have nothing left.  If their salary is $6,000, they have 6,000 the first day, 5,800 the second day, and zero at the end of the month.  The average transactions balance is then the average of money holding during the month, which in our case $3,000.





	If they were paid twice a month, half of their salary at the beginning of the month and the second half in the middle of the month, the average balance would be only half of the previous one, $1,500.  People have to hold money before they can spend them.  Therefore, the higher the expenditures, the higher is the desire to hold money.





	It is not always wise to hold a large amount of money because the opportunity cost of holding money has to be taken into account.  Money held at home not only doesn't grow, but losses value by the rate of infltion, while deposits at the bank earn interest.  Therefore, even if a person is paid once a month, it might be good for him or her to deposit half of the sum for half of the month at a bank and withdraw it in the middle of the month.  Thus, lowering the average transactions balance.  The higher the opportunity cost of holding money, the lower is the desire to hold money.  The demand function for transactions balances is therefore a positive function of expenditures and a negative function of the opportunity cost.





2.	The Asset Demand for Money:  The amount of money that people desire to hold as an alternative to purchasing bonds.





	The asset motive induces people to hold the money as a store of value.  Two factors need to be considered when deciding how much money to hold as an asset:





1. the liquidity of the asset: how quickly it can be changed into notes, and


2. its yield: how much interest it brings.  





	Furthermore, with high bond prices and low interest rates, people generally prefer to hold more money and fewer bonds, and vice versa.  When bond prices are low, people purchase them in order to sell them at higher expected prices and experience capital gain.





	When saving for holidays or for buying a new car, liquidity is less important than yield because the purchase is planned for a longer time.  





The amount of money people hold as an asset is called asset balance.  As with the transactions, we can express the demand for asset balances as a positive function of desired wealth and a negative function of the opportunity cost.  The total average money balance is the sum of the transaction (including precautionary) and asset balance:





average money balance = average transactions balance + asset balance.





	The total quantity of money demanded is shown by the demand function for money, which is the plain sum of the demand function for transactions balances and the demand function for asset balances:
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where E is expenditure, W is wealth, oc is opportunity cost and ft and fa are the demand sub-functions.





	But, there is a limit on the total demand for money balances for the whole economy: it can not exceed the total stock of money available in the economy.  Therefore, if M is the total stock of money, the demand for money must equal to the stock of money:
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The Velocity of Money


	One can also look at the speed at which money flow through the economy to determine the demand for money.  Velocity is the ratio between the total expenditures (spending, nominal GDP, or nominal income) and the quantity of money existing: 
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	Given that in efficient markets, the demand for money must equal to the stock of money, with the stock of money held constant, if people decide to hold more money, the speed of circulation of money through the economy (velocity) will decrease, and vice versa.  Therefore, there is a strong relationship between the demand for money and velocity.  An decrease in velocity requires a decrease in expenditures, thus it is accompanied by equivalent increase in the demand for money and vice versa.





Money, prices, and interest rates in the long-run:  


The Quantity Theory of Money is an economic theory that depicts the relationship between the money supply and the price level, taking into account the level of real output and velocity.  It hypothesizes the following relationship:





MV = PQ





where:	M =	the Money Supply (Currency + Demand Deposits)


		V = 	Velocity: the number of times in a year that a dollar is 		used to purchase goods and services in a period of time


		P = 	the Price Level


		Q = 	Real output produced in a year


		PQ = Total spending (which is financed by MV)





If we assume V and Q to be constant , then an increase in the money supply will lead to an increase in the price level.  This is, therefore, a theory of inflation, whereby variations of Nominal GNP (PQ) are explained by variations in M.  Indeed, the total purchase of goods and services in an economy is equal to the total sum of money, multiplied by the number of times on average unit of currency buys a commodity during that period of time.  We also know that total expenditures are equal to the quantity purchased, multiplied by the price level (PÊ*ÊQÊ=ÊE).





	If the quantity of money increases, what will change in the economy in the long run?  To answer this question, we have to examine the behavior of each individual: if prices increase by 100 % and the individual's salary increases by the same amount, the individual has no reason to stop buying one good versus another, or to buy less.  Nothing will change, except prices will be doubled.  We call this process inflation.  During an inflationary period, nominal prices increase but real price (what the money buys) stays the same.





	Thus we assume, that if the quantity of money in the economy increases, P will increase proportionally, but not Q or V.





	One price in the economy is however very important Ñ the price of money.  Assume a bank issues a loan for a year, and during the year the quantity of money doubles and prices in the economy increase by 100 %.  The real value of the money, that the bank lent a year ago, is only 50 % of its former value.  The real value of money decreases at the same rate at which prices increase, by the inflation rate.





	To express it mathematically: the nominal yield on a loan l at an interest rate i is 1 + i.  If the inflation rate is f, the real value of money goes down at 1 / (1 + f).  Thus the real yield on a loan is given by
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