The Theory Of Money And Credit 1

The Theory Of
Money And Credit

The Theory
Of Money
And Credit

INTRODUCTION:
THE BEDROCK OF
MONETARY
ECONOMICS

Downloaded from

everybodystreet.com
by Sellers & Albert

The theory of money
and credit stands as
one of the most
enduring and
influential frameworks
in economic thought. It
seeks to answer
fundamental questions:
What is money? Where
does its value come
from? How does the
expansion of credit
affect the economy?
For students, investors,
policymakers, and
anyone curious about
the forces that shape

our financial world,
grasping this theory is
essential. It goes
beyond simple
definitions to explore
the intricate

relationship between
the supply of money,
the extension of credit,
and the real economy
of production and
consumption.

While many classical
economists touched on
these themes, the
modern formulation of
the theory is most
closely associated with
Ludwig von Mises, a
leading figure of the
Austrian School of
Economics. His 1912
work The Theory of
Money and Credit
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integrated monetary
theory with the
subjective theory of
value, creating a
powerful lens through
which to analyze
economic booms,
busts, and the role of
banking. This article
will walk through the
core concepts of the
theory, explain its
historical roots, and
highlight its relevance
for understanding
current economic
challenges such as
inflation, interest rates,
and financial
instability.

THE ORIGIN AND
NATURE OF MONEY

From
Barter to

Indirect
Exchange

The theory begins with
the evolution of
money. A common
misconception is that
money was invented
by governments or a
social contract.
Instead, the theory
argues that money
emerged

spontaneously from
the market. In a barter
economy, individuals
faced the “double
coincidence of
wants”—you had to
find someone who
wanted what you had
and had what you

wanted. This was
inefficient. Over time,
traders began to
accept a more

marketable good (e.qg.,
cattle, gold, silver) not
for direct consumption,
but to use in future
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exchanges. Thus, a
medium of exchange
was born.

This process, known as
regression theorem
(also developed by
Mises), explains that
the value of money
today is rooted in its
value as a commodity
yesterday. By tracing
money’s purchasing
power back through
time, the theory
grounds modern fiat
currencies in a long
chain of exchange.
Even for money that is
no longer backed by a
commodity (like the US
dollar after 1971), its
value is supported by
the public’'s memory of
its historical role and
the expectation that
others will accept it.

Functions

of Money

The theory of money
and credit identifies
three essential
functions of money:

e Medium of
exchange: The
primary role,
facilitating trade.

e Unit of
account: A
common
measure for
pricing goods
and services.

e Store of value:
A way to
preserve
purchasing
power over time.

While all are important,
the theory emphasizes
the medium of
exchange function as
the defining
characteristic. If an
object cannot be used
in exchange, it is not
money, no matter how



useful it may be
otherwise.

CREDIT, BANKING,
AND THE
CREATION OF
FIDUCIARY MEDIA

What Is
Credit?

Credit, in its simplest
form, is a loan of
present goods in
exchange for a promise
of future repayment.
The theory of money
and credit examines
how credit interacts
with the supply of
money. When a bank
lends out money that it
holds in deposits, it
creates what Mises
called fiduciary
media—claims to
money that are not
fully backed by
reserves. This is the
heart of fractional-
reserve banking.

A key insight is that
banks do not merely
intermediate existing
savings; they can
generate new money-
like instruments
(demand deposits) that
function as money
substitutes. This
expansion of credit,
when unsupported by
real savings, leads to
what Austrian
economists call an
artificial boom.

The
Loanable
Funds
Market
and
Interest
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Rates

The theory of money
and credit integrates
the role of interest
rates. In a free market
without central bank
intervention, the
interest rate s
determined by the time
preferences of
individuals—how much
they value present
consumption over
future consumption.
Savings (low time
preference) make
funds available for
lending, which lowers
the interest rate. High
time preference (desire
to consume now)
drives interest rates
up.

However, when central
banks or fractional-
reserve banking
expand credit, they
push interest rates
below the natural rate
that would reflect

genuine time
preferences. This
misalignment is a

crucial cause of the
business cycle, as we
will see next.

THE AUSTRIAN
BUSINESS CYCLE
THEORY (ABCT)

Booms,
Busts,
and
Malinvest
ment

One of the most
powerful applications
of the theory of money
and credit is the
Austrian business
cycle theory. It
explains how credit
expansion—especially
when fueled by central
bank policy—triggers a




boom that eventually These projects
turns into a bust. Here would not be
is the process: profitable at the
higher interest
1. Credit

expansion: The
central bank (or
a fractional-
reserve banking
system) injects
new money into
the economy,
often by
purchasing
government
bonds or
lowering reserve
requirements.

. Artificial low
interest rates:
This new money
pushes interest
rates down,
making
borrowing cheap.
Businesses see
cheap credit as a
signal to invest
in long-term
projects (capital
goods, real
estate, factories).

3. Malinvestment:

rate that reflects
true savings.
Resources are
misallocated into
industries that
cannot be
sustained
without
continued cheap
credit.

4, Boom turns to
bust: As the
credit expansion
slows or stops,
interest rates
rise. Projects
become
unprofitable.
Businesses fail,
workers are laid
off, and the
economy enters
a recession.

The crucial point is that
the bust is not a
random event; it is the
inevitable correction of
the malinvestments
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created during the
artificial boom. The
theory of money and
credit thus provides a
clear warning against
excessive monetary
expansion.

Monetary
Inflation
vS. Price
Inflation

The theory also makes
a vital distinction
between monetary
inflation (an increase
in the supply of money
and credit) and price
inflation (a rise in the
general price level).
Not all monetary
inflation leads
immediately to higher
consumer prices; it
may inflate  asset
bubbles (stocks, real
estate) before affecting

everyday goods. This
explains why central
banks can create large
amounts of money
without necessarily
causing
hyperinflation—until
the velocity of money
picks up.

CRITIQUES AND
MODERN
RELEVANCE

Common
Criticisms
of the
Theory

While the theory of
money and credit is
highly regarded in
Austrian circles,
mainstream

economists often offer
critiques. Some argue
that it places too much
emphasis on the




“natural rate” of
interest and that
central banks can fine-
tune economies
without causing cycles.
Others point to the
difficulty of
distinguishing between
genuine savings and
credit expansion in real
time. Nevertheless, the
2008 global financial
crisis—driven by a
housing bubble fueled
by cheap
credit—renewed
interest in Austrian
explanations.

Relevanc
ein
Today'’s
Digital

and
Crypto
Age

The theory also informs
debates about
cryptocurrencies,
stablecoins, and
decentralized finance
(DeFi). Bitcoin, for
example, resembles
commodity money in
its supply cap, and its
proponents often
reference Austrian
economics to argue
that sound money
should not be inflatable
at will. However,
cryptocurrencies face
issues of volatility,
scalability, and
adoption, which the
regression theorem
can help analyze: can a
purely digital currency
gain acceptance as a
medium of exchange
without a past as a
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commodity?

Furthermore, the
modern phenomenon
of quantitative
easing—large-scale
central bank purchases
of assets—is a direct
application of credit
expansion. The theory
of money and credit
predicts that such
policies distort capital
markets, widen income
inequality (by inflating
asset prices), and
eventually require
painful corrections. So
while the terminology
may change, the core
insights remain
remarkably relevant.

CONCLUSION: WHY
THIS THEORY
MATTERS

The theory of money
and credit is far more
than an academic
curiosity. It provides a
rigorous framework for
understanding how

monetary systems
operate, how credit
cycles affect

employment and
production, and why
unsustainable booms
lead to painful busts.
By tracing money’s
origins back to the
market and
highlighting the
dangers of credit
expansion detached
from real savings, the
theory offers timeless

lessons for
policymakers,
investors, and

everyday citizens. As
we navigate a world of
central bank digital
currencies, global debt
levels, and persistent
inflation, the ideas of
Mises and the Austrian
School offer a Vvital
compass. Whether you
agree with every
conclusion or not,
engaging with the
theory of money and
credit is essential for
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anyone seeking to economic forces that
understand the shape our lives.
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