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1. A liquidity market model

• Supply of liquidity: direct / indirect

• Supply of liquidity function

• Demand for liquidity: direct / indirect

• Demand for liquidity function

• Market equilibrium

• Comparative statics
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This is a
demand‐side
explanation of
a rise in the
interest rate:
more liquidity

wanted.

Equilibrium effects of a demand shift to the right
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L

This is a
supply‐side

explanation of
a rise in the
interest rate:
less liquidity
available.

Equilibrium effects of a supply shift to the right
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The effect on  is 
certain (a reduction)
but the effect on 
is ambiguous. The
precise effect on 
depends on the
magnitude of the

shifts.

Equilibrium effects of  to the left  to the left
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Now the effect on  is 
ambiguous but the
effect on  is certain:

an increase.

Equilibrium effects of  to the left  to the right
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2. Real interest rate

• Numerical example

• Fisher equation

• Fisher effect
  

• Lucas paradox
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RG Hubbard, AP O’Brien, M Rafferty (2012): Macroeconomics, p. 204



23 16 March 2015

Frederic S Mishkin (2011): Macroeconomics. Theory and practice, p. 40
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http://www.mckinsey.com/insights/economic_
studies/qe_and_ultra_low_interest_rates_

distributional_effects_and_risks
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A rise in the inflation
rate boosts the demand
for liquidity, as more
money is needed to
buy the same goods.

 The rise in the
inflation rate also
induces lenders to
ask more for a loan.



The Fisher effect
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3. The exchange rate

• Definition: relative price between two currencies

• Direct and indirect quotation

• Appreciation / depreciation

• Characteristics of the currency market: largest and
most liquid market in the world
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