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Two Explanations on how Changes in the Money Supply Affect Real Output, Employment and the Price Level 





1. The Cost of Capital Channel:


Monetary variables affect real variables through changes in the rate of interest.  The change in the money supply alters the rate of interest (a rate of interest usually approximated by the low-term government bond rate) so as to equate the demand for money with the supply.  The change in the rate of interest affects investment and possibly consumption; the change in aggregate demand, in turn, has a multiple effect on equilibrium income (remember the multiplier effect).  Thus, the rate of interest is viewed as a measure of the cost of capital, as the indicator of the stance of monetary policy, and as a key linkage variable between the real and financial sector.





This approach uses the rate of interest of long-term bonds as the representative rate on all types of earning assets.  This inherently assumes that equities, government bonds and private debt are all perfect substitutes for one another.  As a result, this analysis considers only substitution between money and bonds important (since money is considered as a fund which can be either lent or held as an asset) but ignores the substitution between money and real assets or real expenditures.








2.  The Money-Asset Channel:


Changes in the money supply are a primary determinant of changes in total spending and should thereby be given major emphasis in economic stabilization programs.  Therefore, movements in the quantity of money are the most reliable measure of the thrust of monetary policies.





Consider an open market purchase of government bills by the Federal Reserve Bank.  The immediate consequence of this operation is that wealth owners are willing to hold more money relative to other assets because of their adjustment to the fact that the bill rates have been reduced.





r =Pf / Pm





Where, r is the bill rate, Pf is the face value of the bill, and Pm is the market value of the bill.  Therefore, when Pm increases because of the increase in the demand for bills by the Federal Reserve, r decreases.  Now, wealth owners will convert money into real and financial assets.  This will tend to raise the prices of real assets and reduce interest rates further.  Therefore, the initial impact of the open market operation is not on income at all but on the price level (the prices of existing assets).  This substitution effect is subsequently transmitted to the real sector, and only at this stage are the levels of income and employment affected.  But how?





When wealth owners demand more stocks (real assets), the market price of these stocks increases.  A positive discrepancy between their market price and their cost of production provides an incentive to expand production of these capital goods.  Suppose that the existing plant and equipment of a corporation doubled at a cost of $1 million, but its stocks are valued in the stock market at $2 million.  This margin between market valuation and the cost of reproducing the existing capital goods will stimulate investments in these goods.  The corporation will issue more stocks at its production value and sell them at the higher market value.  Accordingly, the stock market plays a significant role in influencing economic activity, and indeed, changes in the Dow Jones Industrial Averages give some measure of the stance of monetary policy.
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