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Abstract

This study applies the theory of credit money as extensively as possible to demonstrate how the financial
system under capitalism — particularly under a managed currency regime — functions as a mechanism for
money supply. Because the banking system is the main source of currency within the financial system, it
becomes the focus of this study.

Under specie circulation and convertibility, currency supply also involves the new supply of specie, but it is
predominantly through credit creation by banks and the central bank. In a managed currency regime, credit
creation is the sole supply method. Banks supply deposit money by lending their debt obligations. However,
there are two limitations to the circulation of deposit money : (1) the lack of interchangeability among banks’
deposit money and (2) the inevitable withdrawal of some deposits because of the demand for cash. Central
bank deposits create a social payment and settlement system that links various banks. It also provides reserves
that guarantee the supply of central bank notes as cash. With the central bank’s support, deposit money and
central bank notes collectively form the money stock and intermediate commodity circulation. Central bank
deposits and notes, which underpin the banking systems operations, constitute the monetary base. Thus, the
financial system functions as a money supply system through a dual system of banks and the central bank.
Moreover, the money supply system saves physical commodity money (specie), effectively removing it from
circulation.

The financial system supplies deposit money according to commodity circulation needs. If the circulation
of commodities expands, bank lending increases relative to repayments. Conversely, if the circulation of
commodities contracts, repayments increase relative to lending. Central bank notes are merely transformed
deposit money. Therefore, the financial system’s money supply is endogenous according to Marx’s “Law of
money circulation.” The price increases caused by this endogenous money supply are temporary or real
increases, not nominal increases indicative of monetary inflation.

Applying the theory of credit money allows for a deep understanding of the financial system ; however, this
application encounters a limitation. Under a managed currency regime, the central bank are not required to
hold a payment reserves ; instead, it must interact with the fiscal system to stabilize the currency value.
Therefore, in order to elucidate the entire money supply system, we have to move on to the relationship between
the monetary system and the fiscal system, as well as between the central bank and the central government.
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