Understanding Money and Inflation II

Aggregate production possibilities (summarized in the production function, the demand for labor, and the return on investment), consumers' preferences (summarized by their willingness to work and save), and government policies (spending and taxes) combine to influence the values of output. Those that include: employment, wages, and the rate of interest. All of these variables are known as "real": the relevant wage rate was the ratio of the wage measured in dollars to the price of goods measured in dollars and the relevant interest rate measured the rate of return adjusted for changes in the purchasing power of money. The theory has had nothing to say about "nominal" or "money" prices P, wages W, and interest I.

Determination of nominal variables, specifically the price level is the rate of change, the inflation rate, and the nominal interest rate. The idea is that inflation is associated with high rates of money growth. This theory exhibits a strong separation between real and nominal variables, since we have already described how real variables are determined with no mention of the price level or inflation rate. This is an example of a classical theory. The Keynesian theory does not have this feature, and economists differ about whether it is a humiliation, power, or both.

Almost all money in circulation depends on someone being in debt with a bank. In America banks no longer print their own bills because now this process depends on the creation of debt through commercial banks. Banks are required by law to publish a complete financial statement at least once a year.


The government does not begin printing presses when it fails to collect them in taxes for paying its bills. It receives extra money it needs by borrowing primarily from commercial banks. The banking system of the United States is one big bank with each individual bank being part of this vast system; so money taken out of one bank shows up its deposits in another bank. Individual banks are limited in the amount of new money that they can create by the size of their reserve requirements; however, for the banking system as a whole there is no limit. New loans and new investments create new deposits, which make it possible to create more money. Bills and coins get into circulation by the normal operations of the banking system. 

The Bureau of Printing and Engraving does the actual printing. The money created by the banks disappears when the loans are repaid. It disappears as a book keeping entry in the exact reverse process in which it was created. Kenneth Lee Russell from Sam Houston State University, states, “Credit Unions are a savings type of bank and in a sense do not help the money supply. The greenback in 1800’s is when money was created with no bonds to back it up.” Russell adds that, “When the government borrows from commercial banks, new deposits are created and the money supply is increased.

 Interest is paid to the commercial banks. When the government borrows from individual’s savings institutions, the money supply is not increased and interest is paid to those that have saved their money. When government borrows form commercial bank they can create unlimited amount of money; and this is how inflation occurs. When you borrow from the commercial bank you are expanding the money supply by the amount borrowed, but the interest that is paid back to the bank does not.

 Right when the loan is paid back the money in circulation is then decreased.” When money supply and production increase together the economy prospers the relationship between production and supply, and the changes that they make in our Economy. But when there is an increase of the money supply but not in the production of goods and services, prices rise and we experience inflation. When money growth is too slow we experience recession or depression; as a result, people stop borrowing and the money supply is decreased. When permanent money supply outpaces production prices eventually become equal. 

