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ABSTRACT 

 

 

 

 

The purpose of this paper is to propose an alternative view of the role of the interest rate 

in price level determination and macroeconomic fluctuations. Despite the fact that 

endogenous creation of credit money has a zero-sum effect on private aggregate net 

financial wealth, the quantity theory of money remains the leading explanation of how 

money affects the economy in the long run. In the paper an alternative view of the 

transmission mechanism is developed by considering the interest rate as a discount 

variable, which affects the general price level through the present value of firm capital. 

The model provides a supply side explanation to macroeconomic fluctuations and finds 

monetary policy in terms of interest rate management to be non-neutral. Instead the 

inevitable outcome of an expansionary monetary policy is high asset values, zero lower 

bound interest rates and absent inflation. This provides a new concept of inflation 

described as ‘value pull’- or ‘discount’-inflation, and contradicts the notion of cost-push 

inflation. 

 

  



 

 

 

 

SAMMANFATTNING 

 

 

 

 

Syftet med den här studien är att presentera en alternativ syn på räntans roll i 

bestämmandet av den allmänna prisnivån och makroekonomiska svängningar. Trots att 

endogent nyskapade kreditpengar har en nollsummeeffekt på privat aggregerad finansiell 

förmögenhet är kvantitetsteorin fortfarande den ledande förklaringen av hur pengar 

påverkar ekonomin på lång sikt. I studien utvecklas en alternativ syn på 

transmissionsmekanismen genom att betrakta räntan som en diskonteringsvariabel vilken 

påverkar den allmänna prisnivån genom nuvärdet av företagens kapital. Modellen 

tillhandahåller en utbudssideförklaring till makroekonomiska svängningar, och visar att 

en penningpolitik i form av räntestyrning kommer att vara icke-neutral. I stället är det 

långsiktigt oundvikliga utfallet av en expansiv penningpolitik höga tillgångspriser, 

nollräntor och ingen inflation. Denna ansats tillhandahåller ett nytt inflationskoncept 

beskrivet som ’värde’- eller ’diskonterings’-inflation och motsäger iden om 

konstnadsdriven inflation. 
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1 INTRODUCTION 

 

 

 

 

The chapter introduces the background and motivation to the study by highlighting the 

controversy surrounding the quantity theory of money in a world of endogenous credit 

money. The absence of an exogenous increase in domestic purchasing power due to 

endogenous credit money creation begs the question of how the transmission from interest 

rates to changes in general prices occur. Thereafter the purpose, method and scope of 

the study are presented followed by an overview of previous studies and a complete 

outline of the paper. 

1.1 Background and motivation 

Monetary policy is a central tool in the authorities’ attempt to control and stabilize 

macroeconomic fluctuations. Although in recent years, despite expansionary actions of 

historical measures, many central banks struggle to get inflation running. Policy involving 

quantitative easing and negative interest rates has shown little effect on the general price 

level, while real asset values and debt measures have reached historical heights. Such a 

phenomenon including absent inflation and policy interest rates at the zero lower bound 

is usually explained by the so called ‘liquidity trap’ (e.g., Mankiw, 2015). This paper 

returns to the basis of theory surrounding price level determination and presents an 

alternative explanation to the phenomenon. 

According to Blaug et al. (1995) the quantity theory of money is the oldest surviving 

theory in economics. It is a cornerstone in almost every monetary- and macroeconomic 

model used today, and if the theory is shown to be false it would question the truth-value 

of all those ideas (Blaug et al., 1995; Moore, 1988). Proponents of the theory argue 

inflation is a monetary phenomenon where an increase in the money supply will result in 

a proportional increase in the general price level. It describes how an exogenous increase 

in the money supply causes agents who are satisfied with their existing holdings of money 

balances to spend the new money on goods and services (Blaug et al., 1995). However, 

in a credit money economy this assumption may be exposed to critique. The creation of 

credit money has a zero sum effect on private aggregate net financial wealth due to the 
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nature of credit as debt (Wray, 1990), while the creation of commodity money appears 

only on the asset side of the aggregate balance sheet (Brown, 1992). 

The exogeneity or endogeneity debate has been elemental in every historical controversy 

surrounding the quantity theory (Blaug et al., 1995). The dispute is a question of whether 

money creation occurs within the monetary system rather than being determined by an 

external force such as the central bank (Nayan et al., 2013). Endogeneity has usually been 

understood as the central bank determining the price of money, while the quantity is 

determined by demand for money at the prevailing interest rate (Bain and Howells, 2009). 

Today central banks mainly exercise monetary policy through control over short-term 

interest rates, treating money aggregates as demand determined (Bain and Howells, 

2009). Still, the quantity theory remains the leading explanation of the long run impact of 

money on the economy (Mankiw, 2015). 

It has been argued by Kaldor (1986) and Moore (1986) that much of mainstream monetary 

theory is developed based on a world of commodity money, and that the assumption 

underlying the quantity theory of an exogenous money supply is appropriate only to a 

commodity monetary system. While the exogeneity versus endogeneity debate is about 

‘who’ controls the money supply and ‘if’ the monetary authorities have the ability to 

control it, this paper argues that the relevance to price level fluctuations is about ‘how’ it 

is managed. The ‘how’ has changed over the years along with different exchange rate 

regimes. Fluctuations in the quantity of commodity money has an equal effect on private 

aggregate net financial wealth within the economy. Also exchange rate interventions or 

so called ‘helicopter money’ generate this effect. But endogenous creation of credit 

money which arise as a counterpart of debt, has a neutral effect on private aggregate 

wealth. 

The absence of an exogenous increase in domestic purchasing power due to money 

creation in a credit economy, begs the question of how the transmission from interest 

rates to changes in general prices occur. Mainstream theory presents a handful of 

transmission mechanisms, which are more or less linked to asset markets. Still, asset 

prices are not necessarily considered to affect inflation (Bain and Howells, 2009). 

This study argues that inflation enforced through interest rate management needs to be 

understood as a pure discount phenomenon, and that the investment discount rate is the 

point of gravity in price level fluctuations. By affecting the rate at which firms discount 
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future profits the central bank affects capital values within the economy. Furthermore, the 

value of firm capital determines their value-maximizing cost level and therefore 

household income. This ‘value pull’- or ‘discount’-inflation is non-neutral and dependent 

on continuous interest rate reductions. Lower discounting of future profits does not affect 

future profits, only the costs to attain those profits. The theory thus proposes an alternative 

view of how the interest rate affects the economy and stresses its relevance as a discount 

variable. 

The presented model suggests that the price level will rise as a response to reduced 

interest rates, and not as a response to low interest rates as proposed by conventional 

theory. Furthermore, the increase in income is dependent on real appreciation of capital 

values within the economy. It is thereby consistent with the macroeconomic development 

experienced in many countries after the adoption of free floating exchange rates and 

inflation targeting, consisting of gradually falling interest rates, real appreciation of asset 

values and debt measures, and absent inflation after interest rates hit the zero lower bound. 

1.2 Purpose 

The purpose of this paper is to propose an alternative view of the role of the interest rate 

in price level determination and macroeconomic fluctuations. By considering the interest 

rate as a discount variable a model is developed to specify the relationship among the 

interest rate, capital values and aggregate nominal income within the economy. 

1.3 Method 

Post-Keynesian endogenous money theory is used as a point of departure to describe an 

alternative view of the properties of a modern credit money economy. Thereafter a 

theoretical model based on the Gordon Growth Model and Tobin’s q theory is developed 

to explain endogenous fluctuations in the aggregate nominal income in an economy where 

monetary policy is conducted through interest rate management only. The theory provides 

a transmission mechanism running from an exogenously determined interest rate, to 

capital values and the general price level. The model is then compared to the conventional 

view of the transmission mechanism based on Swedish conditions. 

1.4 Scope 

The discount model proposed to affect aggregate nominal income is considering the 

discount effect related to the firm and its asset values. The terms “assets” or “values” 

thereby generally refer to such which is directly dependent on future supply of goods and 
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services. Furthermore, the model does not consider the government in any other function 

than as a central bank that determine the interest rate.  

The model is set against a ‘conventional view’ on the transmission mechanism, which is 

partly derived from Swedish conditions. However, the proposed mechanism is relevant 

as a general theory explaining the long run impact of the interest rate on the economy.  

1.5 An overview of previous empirical and theoretical studies 

There are two types of approaches which are used to evaluate empirical evidence within 

economics. The structural model evidence approach uses structural models to describe 

how the economy operates, and examines the effect of money supply changes on the 

behavior of agents within the economy. The empirical evidence based on a structural 

model is only as good as the model itself. If the model fails to take relevant mechanism 

into consideration it might lead to misjudgments of the aggregate effects of monetary 

policy. (Mishkin, 2009)  

Concerning the quantity theory, the reduced-form evidence approach is used to examine 

the relationship between movements in the money supply and movements in aggregate 

nominal income (Mishkin, 2009). Several studies conducting these kinds of tests, in 

different countries during different periods, have found the quantity theory to be true, see 

e.g. Vogel (1974), Dwyer and Hafer (1999), Emerson (2006) and Whitesell (1997).  

These kinds of evidence have often been criticized by post-Keynesian economists such 

as Kaldor (1986) who claims the casualty is the reverse, running from prices to the money 

supply. Furthermore, De Grauwe and Polan (2005), using a sample of 160 countries over 

the last 30 years, find that ‘the strong link between inflation and money growth is almost 

wholly due to the presence of high- (or hyper-) inflation countries in the sample’ (p. 239). 

Instead they find money growth in low inflation countries to be inversely related to money 

velocity. This phenomenon is also a general finding made in their literature review over 

past similar studies.  

According to Bain and Howells (2009) it is not obvious that movements in asset prices 

are part of the general price level, and that they therefore will affect inflation. They argue 

asset prices and monetary policy share the characteristic of being forward looking, and 

there are mainly two reasons for the authorities to observe asset price movements. Firstly, 

the movements are likely to affect the level of aggregate demand within the economy 
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through the effect on saving, borrowing, consumption and investment. Secondly, they 

might provide useful information about future expectations of changes in income streams.  

Goodhart and Hofmann (2000) explore the predictive power of asset prices on consumer 

price inflation (CPI) by regressing changes in CPI on changes in GDP, broad money 

measures, nominal interest rates, exchange rates, and different types of asset prices. They 

find the usefulness of asset prices, in particular house prices, as an inflation-predictor to 

increase with the time horizon, and conclude that asset price movements should be given 

more weight in current models for assessing future inflation. Walentin (2014), however, 

quantifies the influence of housing collateral on the transmission mechanism and find it 

being a negligible source of the business cycle. A similar study conducted by Bjørnland 

and Jacobsen (2010) concludes that monetary policy significantly contributes to 

fluctuations in house prices. They also find house prices to be an important channel in the 

monetary transmission mechanism. 

Shiller (2007) draws attention to the current state of low interest rates and high asset 

values, criticizing the popular view that high asset prices are due to a worldwide regime 

of easy money and low interest rates. For instance, he argues the upward trend in house 

prices in the U.S. did not take off until late 1990s, when the largest downward trend in 

nominal interest rates had already passed. Shiller (2008) also argues the dramatic increase 

in house prices does not match up with economic fundamentals. The case is made by 

pointing out that real house prices have substantially increased during a period when the 

real rent has been extremely stable. Instead he suggests that the development in the 

housing market resembles a classical speculative bubble, driven by expectations of future 

appreciations.  

Elementary finance theory holds that low real interest rates lead to a low discount rate to 

determine present values, causing asset values to be high (Shiller, 2007). Furthermore, 

Tobins q theory provides a relationship between asset values and asset replacement costs. 

But the mainstream consensus is that monetary authorities should consider fluctuations 

in asset values only in so far as they have predictive content for future consumer price 

inflation (Goodhart and Hofman, 2000). Even though basic finance theory provides clear 

channels between fluctuations in interest rates, asset prices and income, this study argues 

this mechanism has been ignored in macroeconomic theory due to the notion that inflation 

is always a monetary phenomenon. 
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1.6 Outline 

Chapter 2 presents the quantity theory of money and its underlying assumption of an 

exogenous money supply. Furthermore, post-Keynesian endogenous money theory is 

presented as an alternative view on the function and properties of money in a modern 

credit economy. Chapter 3 begins with a discussion of the aggregate effects of different 

approaches to conduct monetary policy. A distinction is made between approaches in 

which an increased money supply is associated with an equal increase in domestic 

purchasing power and approaches which target interest rates. Furthermore, the chapter 

presents a theoretical model explaining the relationship between the interest rate, asset 

values and the general price level in an economy where management of interest rates is 

the sole monetary policy instrument. In chapter 4 a review of the conventional view on 

the transmission mechanism is presented. The view is then compared to the alternative 

discount approach presented in this paper. Chapter 5 summarizes the main conclusions 

from the study. 

  



 

 

7 

 

2 THEORETICAL POINTS OF DEPARTURE 

 

 

 

 

Chapter 2 introduces the theoretical background to the quantity theory of money and the 

money supply exogeneity assumption. Furthermore, the theory is set in the perspective of 

post-Keynesian endogenous money theory, which attempts to distinguish the 

characteristics of credit money from those of commodity money. While the quantity of 

credit money is variable to the public’s preference to hold liquid assets this is not the case 

for commodity money. Neither is an endogenous increase in credit money associated with 

an increase in aggregate net financial wealth. 

2.1 Credit money and the quantity theory: an overview 

The quantity theory of money states that a change in the money supply has a 

proportionally equal effect on the general price level within an economy. According to 

Blaug et al. (1995) it is the oldest surviving theory in economics, which despite its central 

role was essentially unaffected by the so called Marginal Revolution of the 1870s. The 

theory is often set forth through the equation of exchange, which relates aggregate 

nominal income to the quantity of money in the economy: 

 𝑀 × 𝑉 = 𝑃 × 𝑇 (1) 

 

where M is the money supply, V the velocity of money, and (P×T) represents the 

aggregate nominal price level through the average price (P) multiplied by the number of 

transactions (T) for newly produced goods and services during the period. Asset values 

and interest rates are not considered as important variables in long run price 

determination. Instead an increase in the money supply is suggested to be long run 

‘neutral’, meaning it only affects the nominal variables. 

The theory holds that an exogenous change in the money supply (M) causes an equal 

change in the price (P), thereby changing the general price level. The velocity of money 

(V) is considered to be constant, or to be changing slowly over time due to advances in 

payment technologies (Bain and Howells, 2009). According to Mishkin (2009) the most 

important feature of the theory is that the demand for money is suggested to be unrelated 
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to the level of interest rates within the economy. The money supply exogeneity 

proposition was exemplified in a parable by Milton Friedman: 

“Let us suppose now that one day a helicopter flies over this community and drops an 

additional $1000 in bills from the sky, …. Let us suppose further that everyone is 

convinced that this is a unique event which will never be repeated,” (Friedman, 1969, 

pp. 4-5, quoted as in Buiter, 2015) 

By putting more money into the consumers’ pockets Friedman meant they would be spent 

on goods and services and thereby pull the general price level to increase. The process is 

often described as ‘too much money chasing too few goods’.  

Friedman’s parable has been criticized by post-Keynesian economists such as Kaldor 

(1986) who resembled the helicopter with Santa Claus. The normal method to conduct 

monetary policy is through buying and selling bills [debt securities] on the open market 

to control interest rates. The exogeneity discussion surrounding the quantity theory has 

usually been about ‘policy exogeneity’; whether the monetary authorities have the ability 

to control the money supply or not (Blaug et al., 1995). However, further ahead we will 

argue it is not the question about ‘if’ as much as about ‘how’ the money supply is 

managed. Even post-Keynesians such as Moore (1988) admit that the monetary 

authorities have some sort of influence over the supply of particular money assets. Still, 

Moore (1988) also argues credit money is not like other commodities: 

“They are created whenever central or commercial banks purchase assets and issue their 

own liabilities in exchange. This process is appropriately termed the monetarization of 

debt” (Moore, 1988, p. xii) 

Hence, the creation of credit money differs from the creation of commodity money other 

than in a control sense. While the creation of commodity money appears only on the asset 

side of the aggregate balance sheet (Brown, 1992), the creation of credit money has a zero 

sum effect on private aggregate net financial wealth due to the nature of credit as debt 

(Wray, 1990).  

2.2 Post-Keynesian endogenous money theory 

Post-Keynesian endogenous money theory differs from mainstream theory in its view on 

money creation. The mainstream explanation starts with the central bank increasing the 

monetary base through open market operations. When the commercial banks receive 

excess reserves they try to get rid of them through increased lending, creating new 
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deposits in the process etc. The growth in the money stock continues until the reserve-

deposit-ratio reaches a required or desired level as described by the money multiplier. 

(e.g., Mishkin, 2009; Mankiw, 2015) While the mainstream view proposes that reserves 

create deposits and ‘deposits allow credits’ (Lavoie, 2015, p. 187), post-Keynesians such 

as Moore (1988), Kaldor (1986), and Lavoie (2015) argue credit money is demand 

determined, and that the monetary authorities accommodate demand at the prevailing 

interest rate. Thus, commercial banks extend loans based on demand from credit-worthy 

borrowers and look for reserves later (Holmes, 1969).  

The notion of demand determination is supported by the presence of pre-negotiated credit 

lines, which makes it practically impossible for the monetary authorities to control the 

money supply directly. If sufficient reserves cannot be found when those credit lines are 

utilized, commercial banks will be pushed to the discount window, forcing the central 

bank to accommodate demand in their effort to maintain liquidity within the banking 

system (Moore, 1988). Although the idea of money supply exogeneity dies hard in 

macroeconomic textbooks, central banks today have abandoned this approach (Bain and 

Howells, 2009).  

Proponents of the accommodating approach, also called horizontalists, are known for 

drawing the credit-supply curve horizontally in interest-credit-space due to the infinite 

interest elasticity of credit money (Fontana, 2003). Following Keynes’s critique of 

loanable funds theory, Moore (1986) argues loans (and thereby investment) in a credit 

economy are not dependent on previous savings. In contrast to commodity money, credit 

money allows for loans and investment to occur prior to savings. Horizontalists thereby 

rejected the classical notion that savings create investment and that the interest rate 

equilibrates the two (Moore, 1988). However, horizontalists such as Kaldor (1986), 

Moore (1988) and Lavoie (2015) also reject Keynes’s own liquidity preference theory 

due to credit money endogeneity and its ability to automatically vary with demand. Moore 

(1988) argues credit money could be considered as quantity-constrained only at some 

theoretical maximum, when all lines of credit have been employed. This contradicts the 

view put forth by Keynes’s in his General Theory, in which he considered the money 

supply as exogenously determined.  

The horizontalists’ approach towards liquidity preference theory has been criticized by 

an opposing view within post-Keynesian theory called the structuralist approach. 
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Structuralists defend Keynes’s theory of interest in particular by stressing the liquidity 

preference of banks. (Fontana, 2003) The approach is identified by an upward sloping 

credit-supply curve (Dow, 2006) especially due to the credit-rationing behavior of banks 

in economic upturns (Dow, 1996). Dow (1996) argues borrowers who had previously 

been able to use their assets as sufficient collateral may be assessed as less credit-worthy 

due to the mood of financial institutions. Thereby the demand for credit is not always met.  

Wray (2006, p. 271, as narrated by Lavoie, 2015) call the debate the result of a 

misunderstanding. According to Lavoie (2015, pp. 186-189) the debate has petered out 

due to recent events which contradict the structuralist position. Instead he argues liquidity 

preference is reflected in the differentials between endogenous interest rates such as bank 

lending rates and the exogenous target interest rates set by central banks. 

Kaldor (1986) and Moore (1988) take the view that there can never be excess supply of 

credit money. A central question raised in endogenous money theory is how the supply 

of credit money is reconciled with the public’s willingness to hold money. Assuming that 

deposits are created as a counterpart to new bank-loans; what mechanisms are in work to 

ensure there is not excess supply of deposits? (Howells, 1995) Kaldor and Trevithick 

(1981) argued households and firms holding excess money balances would extinguish 

them through repayment of existing loans. But this principle called ‘reflux’ was 

considered to be an inadequate explanation because it assumes excess money balances is 

always held by borrowers (Dow, 2006). Kaldor (1986) also argues excess credit money 

can be extinguished through conversion into interest-bearing assets in a way which 

commodity money never could. Howells (1995) extends this view by arguing excess 

money balances will increase demand for interest-bearing non-bank liabilities and thereby 

cause relative interest rates to change. When businesses realize financing through 

corporate bonds etc. are competitive substitutes for bank lending, non-bank lending will 

increase at the expense of bank intermediation. This view makes the quantity of credit 

money an outcome of the public’s preferences to keep their savings as liquid assets, and 

the commercial banks’ ability to provide a competitive alternative to non-bank lending.1 

                                                 
1 There are other principles proposed to reconcile supply and demand of credit money such as convenience 

lending and the income multiplier. However, these approaches are not considered relevant in the context of 

this paper. For a summary, see Lavoie (1999). 
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The post-Keynesian view on inflation differs from the mainstream view due to the notion 

that excess supply of money can never occur. Not even inflations such as the ‘Great 

Inflation’ in England in the 1500s (Arestis and Howells, 2001-02), which is usually 

explained by large gold discovers, or the German hyperinflation in the 1920s (Burdekin 

and Burkett, 1992) are attributed to excess money growth. (Lavoie, 2015) Kaldor (1986) 

also questions that the so called ‘helicopter money’ from Friedman’s parable would have 

any inflationary effect.  

While mainstream inflation is an excess demand phenomenon post-Keynesians argue it 

is a wage-price spiral. Due to a conflict over income distribution between capital and 

labor, wages will increase and drive businesses to raise the prices. (Lavoie, 2015) Moore 

(1988) argues cost-push inflation is caused by wages growing more rapidly than the 

average labor productivity, causing bank credit and credit money to grow more rapidly 

than real output. Hence, the causal relationship between money and prices is the reverse, 

transmitting from costs and prices to the money supply.  

2.3 Final comments 

Advocates of post-Keynesian endogenous money theory tries to distinguish the 

characteristics of credit money from those of commodity money, under which they argue 

the quantity theory has its origin. The quantity of credit money is basically considered an 

outcome of public preference closely related to businesses demand for working capital. 

Furthermore, an endogenous increase in credit money is not associated with an increase 

in private aggregate net financial wealth, which is the case for commodity money.  

The quantity theory is a general price theory which does not consider interest rates and 

asset values as relevant factors in price level determination. However, mainstream theory 

presents several monetary transmission mechanisms where asset values in different ways 

play a role for the efficiency of monetary policy. The next chapter starts with a discussion 

of the different approaches to expand economic activity, and presents a discount model 

through which the interest rate, as a discount variable, is found to affect the general price 

level. 
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3 A DISCOUNT APPROACH TO MACROECONOMIC FLUCTUATIONS 

 

 

 

 

The chapter starts with a discussion about the effects of different approaches to money 

supply management. A distinction is made between approaches in which an increase is 

associated with an equal increase in domestic purchasing power and approaches which 

target the interest rates. Furthermore, a model is formally developed to derive the 

endogenous fluctuations in aggregate nominal income, related to changes in the interest 

rate as a discount variable. The model is based on the Gordon Growth Model and Tobin’s 

q theory. 

The exogeneity debate surrounding the quantity theory has been about policy exogeneity; 

whether the monetary authorities have the ambition and ability to control the money 

supply or not. However, different approaches to manage the money supply have different 

effects on the purchasing power within the economy. The question of ‘how’ the money 

supply is managed should thereby be of relevance when assessing the explanatory power 

of the quantity theory. Expansionary exchange rate interventions, so called ‘helicopter 

money’, or an increase of commodity money, have a direct equal effect on domestic 

purchasing power despite changes in the supply of goods and services, or interest rates. 

Money creation during such circumstances should be of central importance in price level 

fluctuations.  

Endogenous creation of credit money, however, does not create value; it only transfers it 

from the borrower to the depositor. A person who chooses to consume or invest using 

credit commits to an obligation to supply more than he demands in future periods. 

Simultaneously someone else can demand more than he supplies during the same period 

of time. The positive effect of credit money creation is thereby neutralized by the 

obligation of repayment that it imposes on the borrower. A sudden increase in the quantity 

of credit money, either through new loans or increased bank intermediation, does not 

mean the aggregate expectation of demand in future periods has increased more than the 

expectation of supply.  
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While expansionary interest rate management, such as a reduced repurchase rate or open 

market operations has a positive effect on the value of certain financial assets, such an 

effect is dependent on continuously low interest rates. In understanding how aggregate 

nominal income is endogenously affected by interest rate management, this study argues 

it is crucial to understand the interest rate as a discount variable. Elementary financial 

theory provides a link between the interest rate, capital values and capital replacement 

costs. While the value of firms and their capital is determined by the investment discount 

rate, this value is also what determines the firms’ value-maximizing cost level. As the 

interest rate decreases and capital values appreciate firms will increase replacement costs 

in their effort to maximize value. By discounting future profits at a lower discount rate 

household income can increase through the higher costs undertaken by the firms. 

However, the households’ income from firm profits remain unchanged in this discount 

equation, which makes aggregate nominal income inelastic to fluctuations in capital 

values.  

3.1 Introduction to the alternative transmission model 

The quantity theory of money provides a relationship between the money supply and 

aggregate nominal income. In a credit money economy, where an endogenous increase in 

the supply of money is unassociated with an increase in private wealth, there must be 

other factors which determine fluctuations in general prices. The model which will further 

be developed provides an understanding of the relationship between the interest rate, 

capital values and aggregate nominal income. By considering the interest rate as a 

discount variable to determine the present value of future profits, it will become evident 

that the interest rate affects labor costs and general prices through its effect on capital 

values within the economy. Therefore, the term ‘value pull’-, or ‘discount’-inflation 

should be appropriate. 

Elementary finance theory holds that low interest rates make agents discount future 

expected investment profits at a low discount rate. Thereby the level of the interest rate 

affects capital values within an economy. Tobins q theory also provides a relationship 

between the value of an asset and the costs agents are willing to pay to replace the asset. 

By combining these theories, we have a channel through which the interest rate as a 

discount variable affects aggregate nominal income. This mechanism has likely been 

ignored within macro- and monetary-economics due to the notion that inflation is always 

a monetary phenomenon.  
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The following model explains fluctuations in the general price level without concerning 

the money supply at all. Instead we use the interest rate as the exogenous variable 

controlled by monetary authorities to explain changes in economic activity. The money 

supply is considered an aggregate portfolio choice resulting from liquidity preference 

among the public and banks. The public’s savings are held either directly as firm equity 

or firm debt, or as monetarized firm debt through the intermediation of the banking system 

(i.e. deposits). This means changes in the money supply do not affect private aggregate 

net financial wealth. Money creation through increased lending or increased bank 

intermediation only changes the form in which the public holds its savings.  

The first part of the model consists of a basic presentation and extension of the Gordon 

Growth Model (GGM). GGM is conventionally used to find the value of a stock based on 

future expected dividends and the required rate of return (e.g. Mishkin, 2009). However, 

in the following model it is used to provide an understanding of how the central bank’s 

interest rate management affects the investment discount rate and thereby capital values 

within the economy. In a low-interest environment, agents will use a lower discount rate 

to discount future expected investment profits because the alternative investment 

opportunity and lending rates are low. An expansionary policy interest rate will thus affect 

capital values within the economy positively. 

The second part presents a relationship between capital values and income generated from 

the firms to the households. This is shown through Tobins q theory, which provides a 

description of the relationship between capital values and the capital replacement costs 

(e.g., Mishkin, 2009). In equilibrium the cost to replace capital must equal the value 

replaced. If capital values increase due to a lower discount rate, the firms spending will 

increase in their effort to maximize value. Tobins q is thereby used to substitute the 

conventional assumption of the profit maximizing firm, and instead assume the firm 

strives to maximize its value.  

The combination of GGM and Tobins q provides a description of the relationship between 

the interest rate and aggregate nominal income. The model, however, shows a relationship 

between the variables that is non-neutral. On the contrary, changes in the general price 

level through interest rate management is dependent on real changes in capital values. 

Expansionary monetary policy in terms of reduced interest rates are thus dependent on 

continues reductions to uphold a price level growth. Therefore, the model explains the 
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last decades’ macroeconomic development involving gradually falling interest rates and 

increasing asset values, followed by absent inflation when policy interest rates reach the 

zero lower bound.  

3.2 Formal presentation of the transmission model 

The model divides the economy into firms and households, where the households own 

the firms, and in turn purchase or rent everything they consume during the period. The 

households receive income in terms of profits and wages from the firms. The costs firms 

are willing to pay for labor is determined by the nominal depreciation of capital value 

during the period in question. Income effects due to output growth is thereby excluded. 

The model does not make any distinction between an investment and operational 

expenses. The difference is a question of accounting and it is irrelevant in the context. 

Furthermore, every firm is assumed to have the same asset longevity and thereby the same 

rate of value deterioration. This assumption is necessary to exclude relative value- and 

income-effects due to interest rate fluctuations. 

We will start by denoting the value of the firms using future expected profits and the 

discount rate. Thereafter we will specify the relationship between a firm’s capital value 

and its value-maximizing cost level. Lastly we will put the pieces into a model, which 

denotes the households aggregate nominal income related to the capital values within the 

economy. 

3.2.1 How the interest rate affects capital values 

The model takes its basis in the Gordon Growth Model (GGM) which is used to determine 

the present capital value (𝐶𝑉0) of the firm and its total assets, by discounting the future 

expected profits (π𝑒) for period t at discount rate (DR): 

 
𝐶𝑉0 =

π𝑡
𝑒

𝐷𝑅𝑡
 (2) 

 

The profit of concern is the expected remains after all expenditures excluding financing 

such as interest rate payments and dividends. Thereby the 𝐶𝑉0-term represents the total 

value of the firm’s assets, and not only the value of its equity. Furthermore, the discount 

rate can be divided into expected specific risk (𝑅𝑒), expected alternative risk-free 

investment opportunity for equity, or interest rate payments for debt (𝑖𝑒), and expected 

future output growth (g𝑒), where the growth rate is subtracted and assumed to be infinite 
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in accordance with GGM. The denominators represent the expected return on alternative 

investment opportunities for the total value of the firm’s capital. 

 
𝐶𝑉0 =

π𝑡
𝑒

𝑅𝑒 + 𝑖𝑒 −  g𝑒
 (3) 

 

Equation (3) illustrates how management of interest rates by monetary authorities’ affects 

the investment discount rate and thereby capital values within the economy. Lower risk-

free interest rates on alternative investment opportunities such as bonds, or actual 

borrowing costs for debt financing, cause a decrease in the denominator and an increase 

in capital value. The capital value term can also be divided into equity (E) plus debt (D) 

to emphasize that it is the profit that maintains the value of these security contracts held 

by the public, either directly as firm equity and firm debt or indirectly as monetarized 

firm debt (deposits) through the banking system. A fall in profits or a rise in the discount 

rate will reduce the capital value. If this reduction cannot be covered by the firm’s equity 

it will affect the value of underlying credit contracts, and ultimately the money supply 

through liquidation within the banking system.  

To understand how prices of the firm’s output is related to the capital value we start by 

substituting the profit term in equation (2) for expected revenue (Re𝑒) less expected 

production costs (C𝑒) for period t.  

 
𝐶𝑉0 =

𝑅𝑒𝑡
𝑒 −  𝐶𝑡

𝑒

𝐷𝑅𝑡
 (4) 

 

This model specification of costs differs from conventional microeconomic terminology 

in which costs usually refer to economic costs, and where the firm profit maximizes where 

marginal costs equal marginal revenue (Perloff, 2009). Costs in this model exclude all 

financial costs, which allow us to discount the profit and thereby receive the total value 

of the firm’s assets (𝐶𝑉0) based on expected prices and costs, and alternative investment 

opportunities. The 𝐶𝑉0-term also represents the firm’s demand function. Thus, the capital 

value of the firm determines how high its level of costs will be when it strives to maximize 

its value. To understand this demand function we will look closeer at Tobins q theory. 



 

 

17 

 

3.2.2 How capital values affect the value-maximizing cost level 

According to Tobins’s q theory there is a long run equilibrium in the capital market where 

the capital value equals the reproduction cost of capital (Tobin, 1969), which also can be 

expressed as follows: 

 
𝑇q =

𝛿𝑡𝐶𝑉0

𝐶𝑡
𝑒 = 1 (5) 

 

Where Tq is the ratio between the depreciation of capital value during period t (𝛿𝑡𝐶𝑉0) 

and the expected capital replacement costs (𝐶𝑡
𝑒). Thus, 𝛿 denotes the percentage of the 

capital value which is deteriorated or consumed during the period dependent on the asset 

longevity.  

According to the conventional view capital spending will increase when Tq is larger than 

1 because costs of reproduction is less than the value reproduced (e.g., Mishkin, 2009). 

Furthermore, if Tq is less than 1, capital spending will decrease due to the unprofitability 

in additional investment. We can thereby substitute the assumption of the profit 

maximizing firm, and in accordance with neoclassical theory (Gordon, 1962) assume that 

the firm strive to maximize its value. This is done at the quantity where the expected costs 

𝐶𝑡
𝑒 equals expected depreciation of capital value 𝛿𝑡𝐶𝑉0 (see Figure 1 and equation 6).  

 𝐶𝑡
𝑒 = 𝛿𝑡𝐶𝑉0 (6) 

 

In the firm’s effort to maximize value it will make sure to always end up at the line where 

𝛿𝑡𝐶𝑉0 equals 𝐶𝑡
𝑒. If the expected costs at the moment is less than the expected depreciation 

during the same period, the firms will strive to increase the quantity produced, until costs 

are pushed to equal depreciation, and vice versa. The monetary authorities’ management 

of interest rates thereby affects the unit cost that firms are willing to pay to replace the 

value consumed during the period.  
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At a microeconomic level changes in discount rates among different firms will determine 

who is able do demand resources over others. If the discount rate for firm A decreases 

due to lower specific risk, the firm will increase the quantity and marginal costs until the 

value-maximizing condition is met. Furthermore, in firm A’s effort to maximize value it 

will simultaneously increase expected costs for firm B and push the competing firm to a 

lower value maximizing quantity. Therefore, the increase in one firm’s capital value 

equals a decrease in another firm’s value. Equally, if one firm increases demand for 

production factors, another firm will decrease their demand due to higher expected costs 

and lower capital value. This interrelation of value and costs among firms can be 

summarized with the notion that one firm’s capital value is a negative function of another 

firm’s expected revenue.  

However, following a macroeconomic change in a discount variable, such as the central 

bank’s management of the interest rate, all firms can find a higher value-maximizing cost 

level. And since macro-level quantities are fixed, the firms will push costs until the 

maximizing condition is met. To derive how such a process will affect the general price 

level we will start by denoting the price level in terms of cash-flow brought upon the 

𝜹𝒕𝑪𝑽𝟎 ( 𝛑𝒕
𝒆, 𝑫𝑹𝒕) 

𝑪𝒕
𝒆 

𝜹𝒕𝑪𝑽𝟏 𝜹𝒕𝑪𝑽𝟐 

𝑪𝟏 

𝑪𝟐 

Figure 1.  

An increase in capital value (𝐶𝑉0) due to a decrease in the discount rate (𝐷𝑅𝑡) will 

increase the value maximizing costs level during the period equally. 

𝟒𝟓○ 

Tq = 1 
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public from the firms. As we will see, changes in the investment discount rate only affect 

the wage part of a household’s income, while the profit part remains constant. Therefore, 

the model relationship between fluctuations in the firms’ aggregate cost level and 

aggregate nominal income is not proportional. Fluctuations in income is inelastic to 

changes in capital values. 

3.2.3 How the interest rate affects aggregate income through capital values 

So far we have seen that increased capital values due to lower discount rates will increase 

the firms’ value-maximizing cost levels. Now we will extend the model to understand 

how the interest rate, through its effect on capital values, affects aggregate nominal 

income.  

We can choose to focus on income from two perspectives. Either from the perspective of 

the household, which receives income in terms of firm profits plus firm costs (wages). Or 

from the perspective of the firms, which receive revenue from the output sold. Here we 

will focus on the households, and assume a steady state in which their income will equal 

spending. Hence, the households’ income will determine the general price level. 

Resources at the households’ disposal every period consist of the profits made by the 

firms in the previous period (𝜋 𝑡−1) plus the costs undertaken by the firms during the 

current period (𝐶𝑡
𝑒). The profits are supplied to the households either through dividends 

to equity-holders or through interest payments to firm debt- or deposit-holders. Thus 

aggregate household income, denoted (𝑌𝑡
𝑒), consists of the sum of all profits from the 

previous period (𝜋 𝑡−1) plus the sum of all costs during the current period (𝐶𝑡
𝑒): 

 
𝑌𝑡

𝑒 =  ∑ 𝜋 𝑡−1,𝑖

𝑛

𝑖=1

+  ∑ 𝐶𝑡,𝑖
𝑒

𝑛

𝑖=1

 (7) 

where i goes from firm 1-n. 

Hence, on the right hand side we have the cash-flows leaving the firms, and on the left 

hand side the sum of income received by the households. According to Tobins q theory, 

equilibrium costs is where 𝐶𝑡
𝑒 equals 𝛿𝑡𝐶𝑉0. We can thereby substitute the cost term for 

the depreciation of capital value according to equation (8): 

 
𝑌𝑡

𝑒 =  ∑ 𝜋 𝑡−1,𝑖

𝑛

𝑖=1

+   ∑ 𝛿𝑡,𝑖𝐶𝑉0,𝑖

𝑛

𝑖=1

 (8) 
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Now we have a model describing the relationship between capital values (𝐶𝑉0) and 

aggregate nominal income (𝑌𝑡
𝑒). Furthermore, the 𝐶𝑉0-term is sensitive to changes in the 

interest rate. As the interest rate decreases and capital values appreciate, the value-

maximizing cost level follow. To further clarify the role and limitation of the interest rate 

in price level fluctuations we can substitute the 𝐶𝑉0-term for equation (3), including 

expected profits and discount variables: 

 
𝑌𝑡

𝑒 =  ∑ 𝜋 𝑡−1,𝑖

𝑛

𝑖=1

+   ∑ 𝛿𝑡,𝑖

π𝑡,𝑖
𝑒

𝑅𝑖
𝑒 + 𝑖𝑒 −  g𝑖

𝑒

𝑛

𝑖=1

 (9) 

 

A reduced interest rate (i) managed by the monetary authorities thus has a limited effect 

on the discount rate, and thereby also a limited effect on capital values and the general 

price level. The model is summarized in Figure 2.  

 

σ 𝜹𝒕𝑪𝑽𝟎,𝒊
𝒏
𝒊=𝟏  ( 𝛑𝒕

𝒆, 𝑫𝑹𝒕 ↓)  

𝒀𝒕
𝒆, 𝑪𝒕

𝒆, 𝝅𝒕−𝟏
𝒆  

𝜹𝒕𝑪𝑽𝟏 𝜹𝒕𝑪𝑽𝟐 

𝒀𝒕
𝒆,𝟏

 

𝒀𝒕
𝒆,𝟐

 

Figure 2.  

An increase in capital value (𝐶𝑉0) due to a decrease in the discount rate (DR) will 

increase the firms’ value-maximizing cost level (𝐶𝑡
𝑒). As costs increase, total income 

(𝑌𝑡
𝑒) will increase less percentage wise. Thus, the income elasticity due to changes in 

capital values and costs is less than 1, making monetary policy non-neutral. The 

disproportional effect of interest rate management will lead to real fluctuations in 

capital values, where a reduced interest rate causes real appreciations of capital 

value. 

𝟒𝟓○ 

Tq = 1 

𝒀𝒕
𝒆 =  ∑ 𝝅 𝒕−𝟏,𝒊

𝒏

𝒊=𝟏

+   ∑ 𝑪𝒕,𝒊
𝒆

𝒏

𝒊=𝟏
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The horizontal axis denotes the depreciation of capital value where the 𝐶𝑉0-term is a 

function of expected profits and the discount rate, and the 𝛿𝑡-term is a constant denoting 

the percentage of capital depreciation during period t. As the discount rate decreases, the 

𝐶𝑉0-term will increase. The blue (solid) line represents disposable income received by 

the households during the period, which equals the sum of 𝜋 𝑡−1 plus 𝐶𝑡
𝑒. When the capital 

value, and thereby the firms value-maximizing cost level increases, so does income. The 

process can be summarized as follow: 

 𝑖 ↓ = 𝐷𝑅 ↓ →  𝐶𝑉0 ↑ →  𝐶𝑡
𝑒 ↑ →  𝑌𝑡

𝑒 ↑ (10) 

 

However, income does not increase proportionally to capital value because the profit is a 

part of income. Lower discounting of future expected profits increases income through 

higher replacement costs, but income through profits remain unchanged. Thereby 

monetary policy in terms of interest rate management is not neutral in the long run. 

Instead a reduced interest rate leads to real appreciations in capital values, which in turn 

pulls the general price level to increase. This ‘value pull’- inflation can go on for as long 

as the interest rate can decrease. Suppose the interest rate is 5 percent at 𝛿𝑡𝐶𝑉1 and 

reduced to 0 percent so that the depreciation of capital value increases to 𝛿𝑡𝐶𝑉2. As the 

capital values are maximized at the zero lower bound interest rate the expansionary effects 

of interest rate management are exhausted. Contrary to conventional belief the model 

suggests aggregate income responds to a reduced interest rate and determines the relative 

price between final consumption and asset values.  

3.3 Implications 

The above model provides a supply side explanation to price level fluctuations, meaning 

that aggregate income and demand are determined by the willingness to produce and 

supply. It departures from the post-Keynesian view on credit money and supports the 

notion that credit aggregates are related to businesses demand for working capital, rather 

than related to aggregate income as suggested by the quantity theory. The quantity of 

credit money should thereby, as asset values, fluctuate more than aggregate nominal 

income. 

The notion that aggregate nominal income is determined by capital value contradicts the 

post-Keynesian theory of cost-push inflation of two reasons. Firstly, the expectation of 

increased costs would cause capital values to fall and discourage investment because the 
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alternative investment opportunity to collect interest is better. It would simply create 

unemployment and reduced aggregate income rather than increased wages. Secondly, 

actual costs are ultimately a transfer of value from one agent to another. If wage payments 

increase despite a prior increase in the value of a firm’s capital, it will only result in a 

reallocation of resources from the equity owner to the laborer. The reallocation might 

affect relative demand and relative prices, but will not increase aggregate values. The 

aggregate increase in purchasing power equals the value produced no matter what the 

costs of production are. 

The model also provides an alternative explanation to the phenomenon of zero lower 

bound interest rates along with absent inflation, often referred to as a “liquidity trap”. The 

liquidity trap is derived from the IS-LM model and consider the money supply as 

exogenously determined. Furthermore, it relates the quantity of money to aggregate 

income (e.g., Mankiw, 2015), instead of recognizing it as an aggregate portfolio choice.  
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4 THE TRANSMISSION MECHANISM REVISITED: THE CASE OF 

SWEDISH MONETARY POLICY 

 

 

 

 

The chapter starts with a summary of the conventional view on the transmission 

mechanism. The view is then critically analyzed from the perspective of the discount 

approach developed in this paper. Furthermore, the consequences of the discount 

approach are discussed. 

4.1 The Swedish transmission mechanism 

Hopkins et al. (2009), hereafter ‘the authors’, present their view on the transmission 

mechanism through which monetary policy affects the Swedish economy. Their view will 

further represent the ‘conventional view’ of the mechanism and will later be compared to 

the alternative view presented in this study.  

The authors consider monetary policy as long run ‘neutral’, meaning it only determines 

the rate of inflation. The paper focuses on monetary policy through management of short 

term interest rates and its effect on the economy through market interest rates. The 

transmission mechanism is categorized in four channels namely the interest rate-, 

exchange rate-, credit- and the cost-channel. Furthermore, the paper discusses the 

importance of public expectations and its implications for monetary policy.  

Changes in the Swedish central bank’s (Riksbanken) repurchase rate have an initial 

impact on the interbank interest rates at which commercial banks extend short-term 

lending among each other. The authors argue market participants choose between lending 

to banks or the government, which transmits the interbank rates to government bonds. 

Changes in the banks’ funding costs further transmit to their lending rates towards firms 

and households. Expectations about future changes in short-term interest rates will be 

positively reflected in the market for long-term interest rates to attain equilibrium among 

interest rates with different term structures. Following is a review of the channels through 

which the interest rates are considered to affect the economy as a whole.  

The interest rate channel suggests that changes in short term interest rates will affect real 

interest rates within the economy. Due to sticky prices an increase in nominal interest 

rates will lead to an increase in real interest rates. In turn, higher real rates affect the 
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public’s willingness to save more and borrow less, and thereby push consumption on to 

the future. Furthermore, increased costs of borrowing will induce firms to push 

investment on the future. The aggregate effect of increased real interest rates will be lower 

demand for goods and services, which transmits to less production and demand for labor 

and capital. Gradually the effect will transfer to lower costs and output prices. 

The credit channel suggests that increased interest rates affect the discount rate used to 

determine present values of future cash-flows such as stock-dividends. It is also 

considered to affect demand for real assets such as housing. As the value of real and 

financial assets depends on the interest rate, credit-rationing of commercial banks 

increases as collateral values decrease. Thereby the effect might be shown in lending rates 

increasing more than other interest rates, or through higher collateral requirements to get 

a loan. As present values fall commercial banks might also consider buying stocks and 

bonds as more profitable than to extend loans to firms and households with lower 

expected future incomes. The overall effect of lower asset values and credit-rationing 

banks is less consumption and investment.  

The exchange rate channel suggests an increase in the interest rate to affect the exchange 

rate positively because higher domestic interest rates makes it more favorable to buy 

domestic rather than foreign financial assets. In equilibrium the return on domestic and 

foreign assets must be equal, which entails that an increase in domestic interest rates must 

be compensated by an expected decrease in the future exchange rate. Thus, theoretically 

an increase in domestic interest rates initially causes the exchange rate to strengthen, to 

gradually weaken as the interest rates go back to normal. Considering sticky domestic 

prices, the stronger nominal exchange rate will also result in a stronger real exchange rate, 

favoring demand for imports at the expense of domestic demand.  

The cost-channel works in the opposite direction from the other channels. It suggests that 

firms will transfer increased financial costs incurred by increased interest rates directly to 

output prices. However, this channel is normally proposed to be dominated by the 

traditional channels working in the other direction. 

In the paper the authors stress the importance of public expectations for the effectiveness 

of monetary policy. Many of the proposed channels, such as the interest rate- and the 

exchange rate-channel, are dependent on the businesses expectations of sticky prices. 

Furthermore, investment and consumption decisions are based on expectations of future 
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interest rate levels. Therefore, forecasts of future interest rates, CPI- and GDP-growth is 

an important tool to the Swedish central bank in their effort to manage public 

expectations. 

4.2 A comparative analysis 

The view presented in this study, hereafter referred to as the ‘discount approach’, attempts 

to describe the transmission mechanism from interest rates to general prices in a credit 

economy closed from outside trade. The exchange rate is thereby not treated as an 

important factor in macroeconomic fluctuations in the long run.  

The conventional view of the transmission mechanism has its origin in mainstream 

monetary theory with the quantity theory of money as a fundamental pillar. A key 

difference between the quantity theory and the discount approach is that the latter suggests 

that the interest rate and asset values are leading variables in macroeconomic fluctuations 

while consumer prices and the quantity of money follow. The quantity theory puts forth 

a relationship between the money stock and aggregate income while the discount 

approach provides a relationship between the capital stock and aggregate income. It also 

distinguishes between the different aggregate effects due to various types of money 

supply fluctuations. While the quantity theory suggests new money will affect the price 

level, the discount approach assumes credit money is a portfolio choice closely related to 

businesses demand for working capital.  

The conventional view of the transmission mechanism and the discount approach differ 

in the way through which the interest rate is assumed to affect the economy. While the 

discount approach stresses the interest rate as a discount variable only, the conventional 

view assumes the interest rate affects the economy through different channels. In the 

perspective of the discount approach, these different channels at times appear 

contradictory.  

A distinctive difference is that Hopkins et al. (2009) consider the real interest rate as an 

autonomous variable to affect savings, investment and consumption. On the other hand, 

the discount approach considers the interest rate as an alternative investment opportunity 

when discounting future profits. The present value of the profits is then what determines 

value-maximizing cost level and aggregate nominal income. 

A crucial difference between the views is the long run neutrality assumption. While 

conventional theory considers monetary policy to be neutral in the long run, the discount 
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approach provides a long run relationship where real appreciations of capital values are 

what causes the price level to rise. The conventional view suggests the interest rate, 

among other variables, determines the rate of growth of the price level, while the discount 

approach suggests it is one of the discount variables which determine the price level.  

4.2.1 Interest rate channel 

In the discount approach the real interest rate is not an important variable to determine 

savings and investment. Instead it focuses on alternative returns and asset values as the 

principle factor in decision making. The willingness to invest is determined by the value 

of capital, and as new value is produced savings are created. These savings are then held 

by the public either as firm equity, firm debt, or monetarized firm debt. The discount 

approach thus enhances the post-Keynesian view that investment creates savings, and not 

vice versa.  

It might be a question of definition whether firms, as suggested by the Hopkins et al. 

(2009), ‘push’ investment on the future. The term implies investment which is planned is 

not conducted due to real changes in the interest rate. The discount approach would 

suggest it is the firms’ willingness to pay which changes. In case wages and other prices 

are sticky it will affect the physical quantity of investment demanded. However, the 

reason for absent investment is the discrepancy between the value-maximizing cost level 

and the actual cost level, and not the real rate of interest. 

4.2.2 Credit channel 

The credit channel highlights the interest rate’s effect on present values and the 

commercial banks’ view on collateral requirement when granting credit and setting the 

lending interest rate. Although, in the perspective of the discount approach, the view on 

cause and effect is somewhat inconsistent. Once again the authors separate the interest 

rate, which is a discount variable, from the capital values which are derived from the 

discount rate. It is unclear whether they consider the interest rate to determine capital 

values, or capital values to determine the interest rate.  

In the discount approach a present value must be determined based on discount variables 

relevant to the specific asset in question. If the cost of capital, for example lending rates, 

increase, then the present value of the asset in question must decrease. The two are part 

of the same phenomenon seen from different perspectives and not appropriate for separate 

analysis.  
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The discount approach presents a clear cause and effect, where the cost of capital, being 

the discount variables, determines the capital value. Thereafter, the capital value 

determines the value-maximizing cost level, and hence the nominal income produced to 

the households. 

4.2.3 Cost channel 

The cost channel violates the microeconomic assumptions of the price-taking and value 

maximizing firm. It also suggests prices move in the opposite direction of capital values. 

The assumption of the firm as a price taker is based on the notion that a firm on its own 

cannot set a price above the market price without losing value. If it could do so it is 

rational to assume it also would. In the firm’s effort to maximize value it will always set 

the price which achieves this goal. The assumption of Hopkins et al. (2009) that the firm 

can increase the price and thus increase the firm’s income to cover more costs, thereby 

assumes that the firm was not value maximizing before the interest rate changed.  

The discount approach suggests an increase in the interest rate causes capital values and 

the firms value-maximizing cost level to decrease. The initial effect of falling capital 

values is the effect on the firm’s equity. Even though the expected profits to the equity-

holder is eaten up by higher interest payments the total cost of capital remains unchanged. 

Instead the value of the capital changes, and initially the value of equity-capital.  

4.3 Consequences 

The discount approach can be used to explain much of the macroeconomic development 

seen the past decades. Since the breakdown of Bretton Woods in the 1970s many of the 

countries concerned have one after another gone from fixed and managed to floating 

exchange rate regimes. As expansions of the money supply is no longer associated with 

an equal increase in domestic purchasing power economic activity is managed through 

the interest rate. These countries have experienced gradually reduced interest rates to be 

able to uphold a price level growth. According to the discount approach this growth has 

been dependent on real increases in asset values. Inflation has then stagnated when asset 

values are maximized at the zero lower bound interest rate.  

The observation of non-neutral discount-inflation causes a problem for monetary 

authorities in their effort to control and stabilize macroeconomic fluctuations. The 

discount approach suggests interest rate management cannot create continuous economic 

expansion. Thereby the inevitable long run outcome of expansive monetary policy and 
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inflation targeting is zero lower bound interest rates, high asset values and absent 

inflation. Assuming the level of the interest rate is of importance to efficient resource 

allocation and long run productivity growth it is more relevant to conduct interest rate 

targeting instead of the current, and long run impossible, inflation targeting.  

In the current macroeconomic state, the discount approach suggests it is not possible for 

central banks to raise interest rates without reversing the expansionary effects created by 

previous interest rate reductions. An increase would cause real depreciations of asset 

values and general deflation. Historical observations indicate such price corrections are 

not carried out in a controlled manner. Instead falling prices along with sticky wages 

would cause reduced real investment and higher unemployment. 

The alternative way to expand the economy and reach a long run ‘normal’ relationship 

among interest rate, asset values and general prices is to use a policy which exogenously 

increases purchasing power within the domestic economy, non-dependent of the level of 

the interest rate. Under current floating exchange rate regime, such policies include 

exchange rate interventions or so called ‘helicopter-money’. In a fixed exchange rate 

regime such policy would include a currency devaluation. 
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5 CONCLUSIONS 

 

 

 

 

The purpose of this paper was to propose an alternative view of the role of the interest 

rate in price level determination and macroeconomic fluctuations. In doing so the quantity 

theory of money has been questioned as a viable theory to explain long run fluctuations 

in the general price level. The main argument is that endogenous creation of credit money 

does not create value; it only transfers it. On the other hand, expansionary exchange rate 

interventions, so called ‘helicopter money’ or an increase of commodity money 

simultaneously increases purchasing power within the domestic economy despite an 

increased supply of goods and services or changes in the interest rate. 

The discount approach presented in this paper emphasizes the interest rate as a discount 

variable. It suggests aggregate nominal income increases due to a reduced interest rate, 

and not due to a low interest rate as suggested by conventional theory. It therefore also 

rejects the notion that monetary policy in terms of interest rate management is neutral. 

Instead, the long run outcome which is inevitable of expansionary monetary policy is high 

asset values, zero lower bound interest rates and absent inflation. 

The notion of capital value as the determinant of aggregate nominal income contradicts 

the post-Keynesian theory of cost-push inflation. Although increased costs undertaken by 

a firm reallocates resources from one agent to another, and hence shift relative demand 

based on preferences of its holder, it does not increase aggregate values. The aggregate 

increase in purchasing power equals the value produced no matter what the costs of 

production are. 
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