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0. Preface
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Do you understand money? Should you buy some Bitcoin? How about gold? Silver? What causes inflation and can it be prevented? How? Can you explain the three functions that money needs to perform well? What are the three basic kinds of money and which of the kinds is cryptocurrency?

Everyone deals with money on a daily basis. Few give it much thought. But if you’re a bit fuzzy about the answers to any of the above questions, it could be hazardous to your wealth. There have been many problems with money, some of them quite disruptive. Sound money is very important to the proper functioning of a free market economy.

This short, easy-to-read book aims to clarify some confusing aspects of money. It will provide the knowledge to answer the above questions and many more. For their own good, citizens and informed voters need to be able to evaluate the validity of politician’s proposals and government policies regarding money. As a bonus, the ultimate sound currency is proposed.
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1. The Origins of Money

[image: image]


Many millennia ago, there was very little of anything that could be called economic activity among people. That is, individuals and families were pretty much isolated economic entities that had to produce for themselves substantially everything they needed: food, shelter, clothing, and so on. Just surviving was more than a full-time job; the less fit were unable to support themselves and perished or became food for wild animals. There was no need for money.

Over time, people learned that they could be more successful (achieve a higher standard of living) through peaceful cooperation. To facilitate cooperation, they began banding together in communities. It’s hard to be peaceful if everybody is stealing everybody else’s stuff, so maintaining peace required respect for the ownership of private property.

About twelve millennia ago, the advent of agriculture catalyzed a major shift away from nomadic hunting and gathering and toward more permanent farming settlements. It was then realized that some people were much better hunters than others, while other people were better at farming, building shelters, making clothes, or other tasks. Much higher overall productivity could be obtained through specialization. Not only could each person spend most of their time doing what they were best at doing, but they could also further hone their skills and knowledge as well as justify making specialized tools to further boost productivity.

With specialization came the need to exchange commodities. Suppose you specialized in farming. Presumably, you would have lots of food available to you, more than you could consume yourself. But you would lack all the other things you need. You would have to trade some of your excess food with other specialists for the things you need that they have produced. When you needed a new pair of shoes, you would reach an agreement with a cobbler to trade some food for a pair of shoes. Of course, the same applied to everyone else who would need to trade some of what they had produced for food.

Each such transaction is called a voluntary exchange. Many such trades form a barter economy where various types of goods or services are swapped for all manner of other goods or services. Now, instead of each individual or family being an isolated economic entity, there were many people interacting among each other through what is called an economy.

A barter economy surely works, but the exchanges tend to be a bit clumsy and inconvenient. Money might help.

The Three Functions of Money

In order to best facilitate exchanges, there are three functions money needs to perform well. They are:

	Provide a convenient medium of exchange: Money needs to be available whenever and wherever it is needed. In the past, that meant it was easy to carry around in any reasonable amount, but technology is now in the process of obviating that requirement. Money needs to be divisible to a fine enough level that amounts that exactly match the value of any transaction can be easily transferred. Money should be durable and difficult to duplicate or counterfeit. It would also be nice if money were difficult to steal.

	Act as a standard of value: Just as a meterstick (or a yardstick) measures distance, money should establish a measure of value. It provides an easy way to compare the values of disparate things, such as bushels of corn, pairs of shoes, houses, and cows. The scale on a meterstick is fixed and enables distances to be measured reproducibly and accurately at different places and at different times. Just as stretchy rubber would not make a good meterstick, something with a varying value calibration does not make good money. A standard that changes cannot be a good standard. Having a good measure of value enables financial tracking, calculations, and projections.

	Provide a mechanism to store value: As a farmer, you harvest your corn in the fall, but you may not need a new pair of shoes at that time. Money enables you to sell your corn when you harvest it, store its value as money, and buy shoes (as well as other things) later whenever you need them. Thus, the use of money decouples the two ends of a transaction and enables them to happen at different times and places. Money also facilitates saving and lending. Obviously, money’s ability to store value is seriously impaired to the degree that money does not act as a good standard of value.


Money that performs all three of these functions well — especially functions 2 and 3 — is known as sound money, good money, or a hard currency. When more than one form of money is circulating, people prefer to hang onto and accumulate (or save) the sound money and get rid of (spend) the bad money. This natural, logical, and easily understandable phenomenon is known as Gresham’s Law. If the bad money is bad enough, it loses value and eventually falls into disuse.

The First Money

People have tried to use a wide variety of physical things as money. Early attempts were prehistoric, therefore, unknown. It appears that various weights of barley may have been about the first thing to be widely used as money over a substantial period of time, but silver coins also appeared quite early. The shekel was a unit of weight (about 10 grams or a third of an ounce) and small silver coins of that weight were a very early currency. Other things were valued in terms of shekels or fractions of a shekel.

Later, but still several hundred years BCE, both gold and silver coins came into more common use and have demonstrated considerable staying power ever since. Different weights of precious metals perform the above three functions of money quite well, and they are still used today. These types of money are called commodity money because a designated commodity that itself has intrinsic value is used as money.

For improved convenience, representative money eventually came into use. A commodity (e.g., gold or silver) was deposited with a dealer or a bank for safekeeping. Receipts were issued for which the commodity could later be reclaimed or withdrawn. The receipts, frequently called bank notes, were used as currency (primarily for larger amounts) in parallel with circulating coins to handle smaller amounts. Although the receipts or bank notes themselves had little or no intrinsic value, any holder was guaranteed to be able to convert them to something that did have value at any time upon the request of the bearer. It was far easier to carry bank notes around than large amounts of heavy precious metals.

The immutable laws of economics dictate that the value of any and every commodity in an economy is always set by the availability (supply) of the commodity relative to the demand for it. There have been many foolish attempts to force the value (price) of various commodities to some desired amount, but those who attempt to defeat the laws of economics inevitably lose.

Of course, it is possible that the supply and/or demand for a commodity (therefore its price), especially one traded in small volumes, could be manipulated. Someone could offer for sale large amounts of a commodity at an artificially low price or buy large amounts at an artificially high price. Obviously, either would be to the disadvantage of the manipulator and could not long continue before the manipulator’s resources were depleted. Scurrilous promulgation of misinformation, either to increase or decrease demand, might be more cost-effective, but such lies become evident fairly quickly. Thus, any manipulation, if successful at all, is bound to be short-lived, so any advantage to be reaped from manipulation needs to be nailed down quickly.

However, since the supply of and demand for anything can validly change over time, it is entirely possible, even probable, that the value of any given commodity will change over time. Thus, commodity money has the disadvantage that the value of everything is measured relative to the value of the chosen commodity, which is not always constant. To the degree that a commodity’s value relative to other commodities is not constant, that commodity’s ability to act as a standard of value and a store of value is necessarily impaired.

Gold has performed the three functions of money fairly well over a remarkably long period of time. An important reason for this is that gold is durable and its supply is fairly inelastic. More gold cannot be created without significant cost and effort. Another reason is that despite some short-term fluctuation, the value of gold relative to everything else has remained surprisingly constant over the long term. Of course, there is no guarantee that this will always continue to be true in the future.

Commodity money does have one very big advantage: it has a substantial intrinsic value that is never zero. Representative money also has this advantage, although there is some added risk that the dealer or other depository may not actually still have the commodity that was supposed to be in safekeeping when someone shows up to reclaim it.

Fiat Currency

Soon after the end of the first millennium CE, the “innovation” of fiat money burst onto the scene. Like representative money, fiat money consists of bills or tokens that have substantially zero intrinsic value (or the intrinsic value is far below the face value). But unlike representative money, fiat money does not represent anything at all. There is no guarantee that it can be redeemed for any amount of anything of value. Its value is simply decreed by law or fiat.

Suppose you made up some paper bills in your basement with a “1” or “One” and a nice headshot of yourself printed on them. You then declare that each of your bills is worth one ounce of silver. Now you boogie on down to the store and exchange some of your fiat bills for groceries and clothing. That is all there is to a fiat currency. The only difference is that it is normally a government that prints the currency and decrees its value, not an individual. Unless the individual happens to be the dictator of record, they will not be able to use force to back up their decree or fiat.

The first fiat currency was attempted approximately a thousand years ago by the Song Dynasty in China. Paper bills were issued and decreed to be exchangeable for certain amounts of gold, silver, or silk. However, no way was provided to actually redeem the bills for these commodities or anything else of intrinsic value. This realization, combined with the printing of many bills, caused people to lose confidence in the currency. The government attempted to force the use of the currency by insisting that taxes be partially paid with the bills, but nevertheless, rampant inflation (loss of perceived and functional value) completely killed the currency.

In view of the abject failure of the first fiat
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