5.4 Demand for Money, Demand for Liquidity

Reasons for holding Money
» Transaction Demand for Money (Md,)

» Precautionary Demand for Money (M)

» Speculative Demand for Money (M9.)



5.4 Demand for Money, Demand for Liquidity

Money Demand Function
Md = Mdt+ Mdp+ |\/|dS

MAd=F(r, Y, ...... )
) (1)



5.4 Demand for Money, Demand for Liquidity

Suppose there are only two assets: Money and Bond
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Relationship between
price of bond and interest rate

Face value = 100 Baht Maturity date = 20 years
Coupon rate = 5% Coupon payment =5 Baht per year

When issuing bond suppose bond price = 100 Baht
Nominal interest rate in the market = 5%

If in the second year, nominal interest rate increases to 7%

Q: If you want to sell bond in the second year can you sell at
the price of 100 Baht?

A: No, you must sell at a lower price, otherwise no one want
to buy your bond

Negative relationship between Price of Bond and Interest Rate



Relationship between
price of bond and interest rate

Face value = 100 Baht Maturity date = 20 years
Coupon rate = 5% Coupon payment =5 Baht per year

When issuing bond suppose bond price = 100 Baht
Nominal interest rate in the market = 5%

If in the second year, nominal interest rate decreases to 3%

Q: If you want to sell bond in the second year will you sell at
the price of 100 Baht?

A: No, you can sell at a higher price and other people still
want to buy your bond

Negative relationship between Price of Bond and Interest Rate



Move along Md curve
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Shift In Md
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5.5 Equilibrium in Money Market

r VE Money supply = Money demand

Ms = M9 =) Equil™money = Mg

Equil™interest rate = I'c




Equilibrium in Money Market

eatr, = I <rg = MI>Ms =) Excess Demand

for Money
People sell
bond to hold == Bond price[ =) Interest ratel
money

4

Md | until M9 = Ms



Equilibrium in Money Market
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5.6 Changes In equilibrium money market
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Financial Market

» Definition: a market that facilitates the transfer of money
from the economic unit with saving to economic units needed
money for investment

» Types of Financial Market

Money market: short-term borrowing and lending
(promissory note) with original maturities of one year or shorter
time frames, such as money deposit in the bank, corporate
bond, treasury bills (treasury notes) with maturities less than 1

year

Capital Market: long-term borrowing and lending
(promissory note) with original maturities of one year or longer
time frames, such as money deposit in the bank, corporate
bond, treasury bond with maturities more than 1 year



Debt market

/

Capital
market

Security market

= Primary Market

deals with the issuance of new securities

® Secondary Market

the financial market where previously
Issued securities and financial instruments
such as stock and bonds are bought and
sold



