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Completing the Image of Pure Capitalism by Adding Money:
The Theory of the Effects of Credit Expansion
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Mises used chapters 15 and 16 of his treatise Human Action (1966 – HA) to present the image of
direct exchange. Then he introduced his theory of money and credit in chapter 17. He followed this
with two chapters on time and interest. Then he completed his image of the indirect exchange
economy with his chapter 20, in which he showed the effects of credit expansion. This corresponds
to the step-by-step procedure that the economist must use in order to reach a position where he can
evaluate intervention arguments that promote money supply increases and credit expansion. In the
process, the essay presents Mises’s newest theorems on the effects of credit expansion, which replace
the theorems in his 1912 book.

The essay is divided into two parts. The first part describes the market for money balances and
presents the theorems of the effects of a change in the demand for and supply of money balances.
Part Two deals specifically with credit expansion.

1. THE MARKET FOR MONEY BALANCES

The individualist economists produced theorems to elucidate pure capitalism under direct
exchange. Mises sought to incorporate money-related changes into these theorems in part 2 of his
1912 book. The aim of this part is to present the theorems required to show the effects of a change
in the demand for and supply of money. The most significant of these theorems is that of the effects
of an increase in supply. An increase in the money supply tends to raise prices in general. The
theorem of the effects of an increase paves the way toward a theory of credit expansion, which is
presented in Part Two.
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The Decision to Hold Money Balances
The key to adding money is to assume, realistically, that holding money balances yields potential

utility at each time. In a money economy, a person aims to acquire money in order to buy goods in
the nearer or more distant future. For the more distant future goods, she aims to acquire money in
order to save it. She may save it (1) by lending it out, (2) by purchasing capital goods, or (3) by
holding it in the form of balances either privately or at a depository institution.

The actor plans to receive money at various future times. During the present, time t = 0, she
receives a particular amount. Planning to buy goods and to save at times t + a, t + b,...t + n; she
decides to hold money balances during period t + a in accord with her plans. Everyone who receives
money during the present time and who does not plan to spend it today is a money holder for the day.
And everyone who has received money in the past and who had not spent it but who plans to spend
in the future holds money balances in accord with their plans.

The money a person receives may be greater or less than she planned to receive. If it differs from
what she planned, ceteris paribus, she will want to revise her plans. In the meantime, she has
balances that are greater or less than what she planned for.

Plans to spend that were made in the past may change. An individuals who planned to hold m
amount of balances today may decide that she wants to hold m + x or m - x.

The Supply of and Demand for Money Balances
The money supply refers to the quantity of money

balances that are being held during some period of
time. Another way to define the money supply is to say
that it is the money in circulation during that time.
Since every piece of money in circulation must be held,
the money supply always equals the amount of money balances that people hold. Each distinguish-
able piece of money is owned and held by someone.

An individual’s demand for money balances during
a period of time refers to the amount of money that she
wants to hold during that period. As already pointed
out, this amount may be less or greater than her actual
money holdings. If it differs from actual holdings, the
economist says that he has, respectively, an excess or
insufficiency of money balances. A person who has an
excess of money balances wants to spend more and
save more. Conversely, a person who has an insuffi-
ciency wants to spend less and save less than she had
planned.

Effects of an Excess of Money Balances on Money’s Purchasing Power
Suppose that all money holders in an economy except one are currently holding exactly the

amount of money balances that they want to hold. One money holder has an excess of money
balances. He wants to increase his spending or saving. When he does this, he transfers the money
to some other money holders. Since they already have just the amount that they want, the economist

Money supply: the amount of money
balances that are being held during a pe-
riod of time.

Individual’s demand for money: the
amount of money balances that an individ-
ual wants to hold during a given period.
Excess of an individual’s money bal-
ances: a situation in which the individual
demands fewer money balances than she
actually holds.
Insufficiency of an individual’s money
balances: a situation in which the individ-
ual demands more money balances than
she actually holds.
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deduces that the others will now have excess money balances. Assuming that their plans had not
changed and that other things have not changed, they will act in the same way as the first. They will
increase their spending on consumer goods, their saving, or both. The increased spending and saving
by the second set of consumers has an effect similar to that of the first consumer. A third set of
consumers will now have excess balances. And so on.

Thus, many people will ultimately increase their spending and saving. Due to scarcity, the
entrepreneur role is compelled by the profit motive to raise the prices of consumer goods and factors
of production. Prices in general rise; the purchasing power of money falls.

If the one person in this example has an insufficiency of money balances, individuals as a group
will spend and save less, ceteris paribus. Prices in general fall; the purchasing power of money rises.
One might call this the theorem of the effects of a difference between the money balances that people
actually hold and the money balances that they want to hold on the purchasing power of money.

The Quantity Theory of Money
The theorem of excess money balances is the basis

for theorems about the effects of a change in the money
supply that are based on consumer utility. The first of
these theorems is the quantity theory of money, which
tells the sequence of events that result in a final state of
rest in which the purchasing power of money is lower.
Before Mises, the quantity theory of money was merely
an expression of a regularity that had been observed in
market interaction. It referred to a set of empirical
observations. Today, also, modern professional econo-
mists often mean the same thing. Mises provided the
consumer utility foundation. The theory can be stated in the following way. Beginning with a state
of rest, an increase (decrease) in the money supply, causes an excess (insufficiency) of money
balances. As the consumers adjust by purchasing more consumer goods and by saving, ceteris
paribus, they cause the purchasing power of money to fall (rise).1

Mises assumed in his initial presentation of the quantity theory of money that the increased
consumer spending and saving that occur is not accompanied by an increase in the factors of
production or technological advance. He assumed that the items and actions that could be employed
as factors are the same in the initial state of rest, in the final state of rest, and during the period of
adjustment. If the increase in money supply was accompanied by an increase in the physical
productivity of the factors of production, the change in spending and saving might be offset by
changes caused by the technological advance.

The quantity theory of money with a
consumer utility foundation: Beginning
with a state of rest, a change in the money
supply, other things equal, causes and
excess (or insufficiency) of money bal-
ances.  As more (less) spending and saving
occur, the entrepreneur role takes actions
that reduce (increase) the purchasing
power of money.

1This theorem must be distinguished from a theorem about the origin of money. A theorem about the
origin of money is not an economic theorem. It is a theorem about why people choose one item over another
as a medium of exchange. A theorem about the origin of money answers the question of why an item has
purchasing power in the first place, as opposed to the question of what causes a change in purchasing power
of the item that is already being used in exchange.
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2. CREDIT EXPANSION

Credit expansion becomes possible when financial
institutions provide transferable deposit services. In a
monetary system that is not controlled by the govern-
ment, depository institutions can add to the money
supply by introducing transferrable deposits that are not
backed by the “deposited money.” A depository institu-
tion accepts a money deposit of cash from a customer.
In return, it promises the customer that he can redeem
the deposit, on demand, in the form of the cash that he
deposited.

A modern depository institution also promises to
transfer the legal right to withdraw the cash to a person to whom the depositor designates. Thus if
a depositor uses a debit card, for example, to pay for a shirt, the depository institution that issued the
card must transfer the promise of redemption from the initial depositor to the seller.

So long as each depository institution holds all of its cash deposits in reserve – i.e., so long as they
do not allow any of the deposits to “leak” into circulation – their existence does not add to the money
supply. The institutions merely perform the function of paying bills that the individuals themselves
would have performed in the absence of the institutions by paying in cash or they provide the service
of storing cash. Instead of money consisting entirely of deposited money, the substitution of deposit
balances for cash causes it to consist at least partly of transferable deposits. However, if a depository
institution promises to transfer more than it receives in deposits, it creates money. The new money
is in the form of a person’s transferable deposits that are not backed by the cash he deposited.2 Mises
called the additional money “credit money.” He called the act of creating credit money in this way
“credit expansion.”3

Three Channels of Effects
Credit expansion affects market interaction by influencing entrepreneur actions. It does this

through three distinct channels. First, by causing an excess supply of money balances, it causes
entrepreneurs to raise the prices of consumer goods and, correspondingly, to reduce the purchasing
power of money. The theory of the effects of credit expansion on the purchasing power of money
is a special variation of the quantity theory of money that assumes the presence of depository
institutions that have the power to create money in the form of credit deposits which function as
money. Second, it affects the distribution of income and wealth and, by so doing, changes consumer
demands for goods. This, in turn, alters the final state of rest quantities of goods that are demanded
and supplied. The entrepreneurs cause a tendency toward a different final state of rest than before

Depository Institution: a business firm that
provides transferable deposit services.
accepts a money deposit of cash from a
customer. In return, it promises the cus-
tomer that he can redeem the deposit, on
demand, in the form of the cash that he
deposited or that he can transfer ownership
of the deposit to another person whom he
designates.

2For this situation to exist, depositors must have confidence that the deposited money will be transferred
on demand. Such confidence may arise from repeated dealings. It may disappear if the financial institution
fails to transfer deposits as it promised.

3A government may also produce credit money (HA: 412-3). When economists write that the government
can finance its activities by printing money, this is what they have in mind.
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the credit expansion. Third, it disrupts entrepreneurial calculation. To the extent that the credit
expansion is a surprise, it leads to malinvestment. If the credit expansion proceeds in a particular
way, the entrepreneurial errors cause what Austrian economists have called a trade cycle. The aim
of this part is to describe these three channels through which credit expansion influences the market
phenomena. I discuss each in turn.

Credit Expansion Reduces the Purchasing Power of Money
So long as sellers of products and the savers of money accept the unbacked transferable deposits

in exchange as the equivalent of cash, credit expansion adds to the money supply. Ceteris paribus,
credit expansion causes prices in general to rise and the purchasing power of money to fall.

Today, depository institutions are highly regulated. Whether they expand credit after they receive
new deposits depends for the most part on whether the government’s central bank permits it.
Accordingly, it is broadly true that government agents control credit expansion in today’s capitalist
economies. Through this control, the government can cause the money supply to increase or
decrease. When one says today that credit expansion causes a fall in the purchasing power of money,
she has in mind a fall in purchasing power that is caused, ceteris paribus, by a government-induced
increase in the money supply.

Effects on Final State of Rest Market Phenomena
Credit expansion also introduces changes in the consumer demands for particular goods. It does

this through its effects on the distribution of income and wealth. The following scenario describes
how this occurs. 

Depository institutions introduce new credit money by making loans to particular individuals.
Suppose that a depository institution lends to entrepreneurs. The entrepreneurs borrow in order to
finance additional production projects. The borrowers tend to gain because they can profit from
carrying out projects that otherwise would have been considered unprofitable. The owners of the
factors that are specialized in helping to carry out the entrepreneurs’ projects also tend to gain.
Eventually, these gains will dissipate due to the fall in the purchasing power of money. However,
their incomes and wealth increase before the purchasing power of money falls. Others, who are
farther up the supply chains also tend to gain.

Still other entrepreneurs and factor suppliers tend to lose. The losers specialize in producing other
products. They tend to lose because their incomes and wealth do not rise at first. The purchasing
power of their money falls before they are in a position to earn enough to offset the loss. The
demands for all goods tend to rise over time due to the general increase in money incomes. However,
the distribution of wealth and income is different. As a result, the credit expansion causes a tendency
toward a final state of rest that is different from what it would have been in the absence of the credit
expansion.4 The entrepreneurs tend to cause a different set of-of-rest real market phenomena than
would have existed in the absence of the change. The final state of rest quantities of goods and
factors, are different. So is the final rate of interest. Money wages are higher due to the increase in
money supply.

4The concept of the “final state of rest” is part of the only method of analyzing the effects of a change in
action independently of the other factors that could also cause effects. This method is discussed in Part Four
of my essay “The Imaginary Constructions of Economics.”

http://www.nomadpress.com/gunning/subjecti/workpape/austcomm/The%20Imaginary%20Constructions%20of%20Economics.pdf
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The reasoning is similar regarding changes in the
demands to hold money. Although individual prefer-
ences may not change, the demands faced by the
entrepreneurs do change as a consequence of the
changes in the distribution of income and wealth.5 This
idea may be expressed by saying that in a changing
economy, “money is not neutral.”6

Effects on Entrepreneur Calculation
One of the tasks of the entrepreneur role as a speculator is to predict future prices. Whether an

entrepreneur regards a project that was undertaken in the past is profitable depends, in part, on
whether the selling price of the product is as high as she predicted it would be. In addition, because
the incentive to act entrepreneurially depends on the purchasing power of the profit income, it also
depends on purchasing power. If the purchasing power of money falls during the period required for
production and sale, a project that would have been regarded as profitable may come to be regarded
as unprofitable. The entrepreneur who financed it will judge that he erred. The law of consumer
sovereignty will not operate during the period of credit expansion.
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Money is not neutral: the proposition that
increases or decreases in the money supply
change demands for goods and money
balances because it changes the distribu-
tion of income and wealth.

5Thus Mises writes that changes

in the money relation, i.e., in the relation of the demand for and the supply of money, effect the exchange ratio between money
on the one hand and the vendible commodities on the other hand. These changes do not affect at the same time and to the same
extent the prices of the various commodities and services. They consequently affect the wealth of the various members of
society in a different way (HA: 419).

The money relation refers to what Mises calls “the ratio between the demand for and the supply of [money
balances]” (HA: 538, see below).

6It is theoretically possible to conceive of an increase in the money supply that would not affect the
distribution of income and wealth. However, the assumptions required for such a situation to exist are so
unrealistic that this notion can be rejected as irrelevant.
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