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7.2: Some Preliminaries

1. Recognize how casual uses of the term money differ from the more formal definition used in the money market model.
2. Learn how to interpret the equilibrium interest rate in a world in which there are many different interest rates applied and

different types of loans and deposits.

There are several sources of confusion that can affect complete understanding of this basic model.

The first source of confusion concerns the use of the term “money.” In casual conversation, money is sometimes used more
narrowly and sometimes more broadly than the formal definition. For example, someone might say, “I want to be a doctor so I will
make a lot of money.” In this case, the person is really referring to income, not money, per se. Since income is typically paid using
money, the everyday substitution of the term money for income does make sense, but it can lead to confusion in interpreting the
forthcoming model. In general, people use the term money whenever they want to refer to a country’s coin and currency and
anything these items are used for in payment. However, our formal definition of money also includes items that are not coin and
currency. Checking account deposits are an example of a type of money included in the formal definition but not more casually
thought of as money. Thus pay attention to the definition and description below and be sure to recognize that one’s common
conception of money may or may not overlap precisely with the formal definition.

A second source of confusion involves our usage of the term interest rate. The model that will be developed will derive an
equilibrium interest rate for the economy. However, everyone knows that there are many interest rates in the economy, and each of
these rates is different. There are different rates for your checking and savings account, different rates on a car loan and mortgage,
different rates on credit cards and government bonds. Thus it is typical to wonder what interest rate we are talking about when we
describe the equilibrium interest rate.

It is important to note that financial institutions make money (here I really should say “make a profit”) by lending to one group at a
higher rate than it borrows. In other words, financial institutions accept deposits from one group of people (savers) and lend it to
another group of people (borrowers.) If they charge a higher interest rate on their loans than they do on deposits, the bank will
make a profit.

This implies that, in general, interest rates on deposits to financial institutions are lower than interest rates on their loans. When we
talk about the equilibrium interest rate in the forthcoming model, it will mostly apply to the interest rates on deposits rather than
loans. However, we also have a small problem in interpretation since different deposits have different interest rates. Thus which
interest rate are we really talking about?

The best way to interpret the equilibrium interest rate in the model is as a kind of average interest rate on deposits. At the end of
this chapter, we will discuss economic changes that lead to an increase or decrease in the equilibrium interest rate. We should take
these changes to mean several things. First, that average interest rates on deposits will rise. Now, some of these rates may rise and a
few may fall, but there will be pressure for the average to increase. Second, since banks may be expected to maintain their rate of
profit (if possible) when average deposit interest rates do increase, average interest rates on loans will also increase. Again, some
loan rates may rise and some fall, but the market pressure will tend to push them upward.

The implication is that when the equilibrium interest rate changes we should expect most interest rates to move in the same
direction. Thus the equilibrium interest rate really is referring to an average interest rate across the entire economy, for deposits and
for loans.

The term money is used causally in a different ways than we define it in the model: here money is defined as total value of
coin and currency in circulation and checking account deposits at a point in time.
The equilibrium interest rate in the money market model should be interpreted as an average interest rate across the entire
economy, for deposits and for loans.
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1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and you must respond
with the question. For example, if the answer is “a tax on imports,” then the correct question is “What is a tariff?”

Of higher, lower, or the same, this is how average interest rates on bank deposits compare with average interest rates on
bank loans.
The term used to describe the amount of money a person earns as wages.
When a person is asked how much money he has, he typically doesn’t think to include the current balance in this type of
bank deposit.

2. Since there are many different interest rates on many types of loans and deposits, how do we interpret the equilibrium
interest rate in the model?
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