
Big Idea of the Day--Interest Rates and Inflation

I. Interest Rates and Inflation

     A. The nominal interest rate and real interest rate differ:


1. The real interest rate is determined by investment demand and saving supply in the global capital market. The real interest rate adjusts to make the quantity of investment equal the quantity of saving.


2. The nominal interest rate is determined by the demand for money and the supply of money in each nation’s money market. The nominal interest rate adjusts to make the quantity of money demanded equal to the quantity supplied.

     B. The key relationship is that the nominal interest rate equals the real interest rate plus the expected inflation rate.

     C. Both U.S. and international data support the view that higher inflation leads to higher nominal interest rates.

