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Lecture 9: Monetary Inter-temporal Model

Jonathan Chiu

(A) What is money?

(1) Medium of Exchange

- accepted in exchange for goods

- money can buy goods, goods can buy money, but goods cannot buy goods

(2) Store of value

- trade current consumption for future consumption

(3) Unit of account

- all trades are denominated in terms of money

(B) Distinguishing features of money

- portable

- storable

- low cost of verification

- standardized

- divisible

(C) Measuring Money Supply

Money = Currency + Transactions Deposits at Banks

(1) M0 = Monetary Base = Outside Money = High Powered Money 

· money outside of the banking system

· e.g. currency

(2) M1 = M0 + accounts directly used in transactions

· e.g. checking accounts

(3) M2 = M1 + additional assets not directly used in transactions, but easily converted into M1

· e.g. small denomination time deposits, retail money market mutual fund

(4) M3 = M2 + assets that can be converted into M1 fairly easily, but with greater effort than M2

· e.g. large denomination time deposits

(D) Fisher Relation
(1) Nominal rate of return (1+R) : rate of return in terms of money

· invest $1 today ( get $(1+R) tomorrow

P  :  current price of goods

P’ :  future price of goods

i   :  Inflation rate =  

(2) Real rate of return (1+r) : rate of return in terms of goods

· sell 1 unit of goods today for $______ ( invest $______ today

( get $_________ tomorrow (  buy ___________ goods tomorrow

· 1+r =  ______________  =  ______________     [Fisher Relation]
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Example: R = 5%, i = 3%

