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Preface to the Second Edition

The 2008–2009 financial crisis holds implications for the subject of money that make a new edition of The Encyclopedia of Money timely. A decade has elapsed since the first edition of The Encyclopedia of Money came off the press. In that decade, the set of money-related issues and problems underwent drastic change. The last century drew to a close with the widespread perception that inflation remained public enemy number one where money was concerned. The decade of the 1970s had not only seen the United States suspend the convertibility of dollars into gold, but it had also seen rampant inflation. Keeping inflation corralled became the preoccupation of monetary authorities around the world. The proper management of fiat monetary systems as a path to price stability became the central concern of economic research.

Experience with inflation exerts subtle influences on public policy. Inflation makes it easier to resell things at higher prices than were originally paid for them. As households and businesses find it easy to sell things at a profit, they acquire greater confidence in free markets. Because government regulation is the greatest enemy of free markets, households and business are ready to do away with it. Government regulation becomes something that might hold a price below a market price, or subtract from the profits earned when assets are sold for a profit. Government regulation comes to be viewed as a relic of Depression-era economics, as something that should be safely dismantled or ignored. Deflation has the opposite effect. Under deflation, few people want to be left to the mercy of a market. Instead of seeing the market as their friend, households and businesses are more likely to view markets as the playground of clever and sometimes unscrupulous intermediaries that know how to buy cheap and sell dear. Deflation leads to the perception that government regulations are needed to protect the less informed from the better informed.

As governments around the world exalted free markets, a less conspicuous trend was also making itself felt. The worldwide average rate of inflation gradually subsided in the 1990s. It was as if the war against inflation had succeeded all too well. By the mid-1990s, Japan was reporting deflation. In 2008, U.S. monetary authorities gave free reign to monetary growth, trying to prevent a recession from evolving into a trend of deflation. If fear of deflation replaces fear of inflation, the idea of policing markets with government regulations may rise from the ashes and enjoy new prestige. The absence of inflation removes some of the fears of regulations and weakens confidence in free markets. A wave of failures in financial institutions suggests a need for stricter and more conscientious regulation.

Whether deflation develops in the United States remains to be seen. Certainly, fear of depression has led the U.S. monetary authorities to embrace Depression-era monetary policies.

In a nutshell, the focus of money-related issues shifted from the concerns associated with rising inflation to the concerns associated with shrinking inflation, and from the concerns associated with shrinking inflation to the concerns associated with deflation. This new edition of The Encyclopedia of Money addresses these new issues in transparent language.


Introduction

Money serves four basics functions in an economic system. It acts as (1) a medium of exchange, (2) a unit of measure, (3) a store of value, and (4) a standard of deferred payment.

As a medium of exchange, money must be universally accepted in exchange. It must be something always accepted in trade. In prisoner-of-war camps, cigarettes have served as a medium of exchange, and in the northern reaches of the earth, furs have circulated as a medium of exchange. Livestock and precious metals have a long history of service as mediums of exchange.

Money must also act as a unit of measure, comparable to yards, gallons, tons, cubic feet, or any other measure. British pounds sterling, U.S. dollars, Japanese yen, German marks, and French francs all serve as units of measurement. A consumer can buy 10 gallons worth of gasoline or $10 worth of gasoline. The Hudson Bay trading posts in Canada measured sales and profits in terms of beaver pelts, and Virginia colonists priced goods in terms of pounds of tobacco.

Anything meeting all of the demands placed on money must be satisfactory as a store of value. That is, it must preserve its value over a length of time. Perishable commodities rarely serve as money because wealth stored in perishable commodities is doomed to extinction. Precious metals such as gold and silver, known for resistance to corrosion and natural deterioration, are the most prized as monetary commodities and have few rivals as commodities that preserve value over time. Livestock reproduce, allowing them to preserve value over time, and even earn a form of interest. Inflation is the chief enemy of paper money because it renders the paper money useless as a store of value.

Money should also furnish society with a standard of deferred payment, enabling debtors and creditors to negotiate long-term contracts. Creditors want assurance that debtors cannot legally discharge debts with money possessing less purchasing power than the money originally borrowed. An unanticipated depreciation of the currency shortchanges creditors and gives debtors a windfall gain, arbitrarily redistributing income from creditors to debtors.

On the other hand, if money becomes unusually abundant, debtors easily find the means to repay debts, and creditors find the money repaid to them is worth less. Debtors are at risk if currency unexpectedly appreciates, increasing what debtors have to repay creditors in real terms. Unexpected currency appreciation redistributes income in favor of creditors over debtors. Because those who need to borrow money are usually worse off than those who have money to lend, an income redistribution favoring creditors is likely to cause hard feelings among those who already feel they get less than their share of income. Monetary issues are the focal point of a not-so-secret war between debtors and creditors.

Money falls within two broad categories, commodity money and fiat money. Commodity money makes use of some commodity, such as tobacco, rice, gold, or silver, that has an intrinsic value, or market value independent of any government decree sanctioning the commodity as legal tender for payment of private and public debts. Commodity monetary standards may make use of tokens or paper circulating money, but the circulating money can always be redeemed in a monetary commodity at an official rate. Under the gold standard, the United States government committed itself to selling gold for $35 per ounce. Fiat money has no intrinsic value; that is, it has no market value independent of a government decree establishing it as legal tender for private and public debts. Modern monetary systems are called inconvertible paper standards, because the fiat money issued by these systems cannot be converted into a commodity at an official rate. Fiat money has value because governments give themselves a monopoly on the privilege to issue fiat money, enabling them to limit its supply, and governments use their power to adjudicate disputes to make the money legal tender for all debts. By limiting the supply and creating a need, the government confers value on paper money that has little or no intrinsic value.

Two commodities, gold and silver, have been promoted as the aristocrats of commodity money. Until the 19th century, silver usually prevailed as the predominant form of commodity money, punctuated by intervals of bimetallism, which made use of both gold and silver and established a fixed ratio that set the value of each metal in terms of the other. Aside from the Byzantine period, when gold reigned supreme, the hegemony of silver lasted from the time of Alexander the Great until the 19th century.

Historically, precious metals have had a funny way of showing up and disappearing as civilizations waxed and waned. The silver mines of Laurium helped finance the golden age of Greece, and the decline of the Roman Empire coincided with the exhaustion of the silver mines in Spain and Greece. The stagnation of Western Europe during the Middle Ages may be explained by the virtual disappearance of precious metals during that era. The economic expansion of Europe that led to the eventual world dominance of European civilization in the 19th century followed the European discovery of vast precious metal deposits in the New World.

The much-vaunted gold standard, the demise of which is still mourned by a few true believers, actually represents a relatively late development in monetary history. The gold standard is a recent upstart compared to silver and bimetallic standards. Only in the 50 years preceding World War I (1914–1918) did gold become the sole standard of purchasing power, completely eclipsing the role of silver in the world’s monetary system.

The fascination with gold may be a relic of the awe that surrounded money in some primitive societies. The word “taboo” originated from the sacred character and atmosphere of mystery that surrounded primitive money in islands of the South Pacific. In the Fiji Islands, sperm whale teeth, called “tambua,” (of which “taboo” is a variant), acted as money and conferred social status on their owners. The power of a whale tooth guaranteed compliance with any request that accompanied it as a gift. On Rossel Island, some of the most valuable units of shell money could only be handled in a crouched position, and many of these units were thought to have been handed down from the beginning of time. In parts of the Philippines, women were not allowed to enter sacred storehouses where rice money was kept.

John M. Keynes, a famous British economist in the first half of the twentieth century, observed in volume two of his Treatise on Money (1930) that gold had “enveloped itself in a garment of respectability as densely respectable as was ever met with, even in the realms of sex or religion” (259). Concerning the power that a relatively small amount of gold played in the world’s monetary affairs, Keynes wrote in the same work that “[a] modern liner could convey across the Atlantic in a single voyage all the gold which has been dredged or mined in seven thousand years” (259). The world’s supply of gold has increased since Keynes wrote these words, but the supply remains small in comparison to the important role it has always played in monetary affairs. Even during Keynes’s time, monetary gold lay out of sight in the underground vaults of central banks, and gold transactions were conducted by paper notations (earmarking), rather than physically moving gold to different locations.

The strength of gold as a monetary commodity lay in the hold it commanded on the human imagination, but its weakness lay in its restricted supply, which failed to keep pace with the growth of trade. The gold standard forced the world’s economies to struggle constantly against what today would be called a tight money policy. Although fresh supplies of gold occasionally burst forth, furnishing a brief respite from tight money, the long-term trend was one of deflation owing to the limited money supplies.

The world’s trading partners severed the connection between domestic money supplies and domestic gold reserves in the 1930s, hoping that more lax monetary policies would reinflate the depression-ridden economies of that era. Under the Bretton Woods system of the post–World War II era, domestic currencies remained convertible into gold at the request of foreign central banks, but not at the request of private individuals. During the Bretton Woods era, gold reserves failed to keep pace with the need for monetary growth, and by agreement of the members of the Bretton Woods system, a form of “paper gold” was created called “standard drawing rights.” Standard drawing rights are really only entries in accounting logs, but they act as reserves of gold or foreign currencies.

Since 1971, the world’s major trading partners have been on inconvertible paper standards. The United States dollar and other major currencies became strictly fiat money, inconvertible into gold even at the request of foreign central banks.

The burst of inflation of the 1970s may have been due partially to a void in monetary discipline left by the departure from the last vestiges of the gold standard. The experience of Japan between 1999 and 2005, however, cautions against generalizations about the inevitability of inflation under a fiat monetary system. Japan posted consumer price deflation for seven consecutive years. Japan’s experience would not have been unusual if Japanese authorities had induced deflation by a restrictive monetary policy and exorbitant interest rates. Before Japan’s episode of deflation, the world’s monetary authorities had already learned how to restrict the rate of monetary growth to noninflationary levels. By the mid-1990s, inflation had subsided to insignificant levels virtually worldwide. Japan’s experience appeared unique because deflation persisted long after short-term Japanese interest rates fell to near zero levels. Japan’s deflation existed under conditions of relatively lax monetary policies.

In 2009, the United States is trying to formulate a policy in light of previous experiences with inflation and Japan’s recent experience with deflation. The outcome should reveal clues and hints that are even more interesting about the nature of money.
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ACT FOR REMEDYING THE ILL STATE OF THE COIN (ENGLAND)

In 1696, Parliament enacted the Act for Remedying the Ill State of the Coin, after one of the famous currency debates in history, which pitted those who favored return to a historical currency standard against those who favored ratifying past depreciation.

Toward the end of the 17th century, the old hammered-silver coinage accounted for the bulk of England’s circulating coinage. The coinage was worn and clipped, some dating back to Elizabeth I, effectively reducing the silver weight relative to the face value of each coin. Freshly struck milled coins disappeared as fast as they left the mint as Gresham’s law played itself out—bad money chasing out good. The milled coins, immune from clipping, enjoyed greater silver value and were far more beautiful.

Once the government committed itself to recoinage, two schools of thought arose about the principles that should guide it. John Locke, the famous philosopher who influenced the American Revolutionaries, stood firmly in favor of maintaining the historical weight standard of English coins. Locke’s proposal required that the lost silver content of worn and clipped coins be restored in recoinage, substantially increasing the government’s costs. William Lowndes, secretary to the treasury, proposed recoinage at a lower silver content for a given face value, bringing the silver content of freshly minted coins into line with the silver content of worn, clipped coins. Wear and clipping had on average cost the coinage 20 to 25 percent of silver content. Supporting Lowndes’s proposal were numerous historical precedents for stabilizing depreciated coins at current levels. Locke described the proposal to reduce the silver content relative to face value as “a clipping done by public authority, a public crime.” Locke was also concerned that reducing the silver content enabled the government to repay debt with cheaper money.
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Woodcut illustrating the alchemical bonding of gold and silver, from Von dem grossen Stein Uhralten, Strasbourg, 1651. (Jupiterimages)

Sir Isaac Newton, another towering figure who was a player in this drama, served as warden of the mint during recoinage. Newton appears to have favored devaluation and apparently foresaw that refusing to devalue would increase the amount of silver each gold coin would buy, increasing the value of gold at home, causing gold to flow in and silver to flow out.

Parliament sided with Locke, and the Act for Remedying the Ill State of the Coin, with minor exceptions, mirrored Locke’s views. The cost of the recoinage surpassed all expectations, totaling £2.7 million, more than half of the government’s revenue. In the spirit of the Enlightenment, the government enacted a tax on windows to help pay for the recoinage. In addition to the Tower mint, several branch mints were pressed into service, and the recoinage was completed in three years.

The mechanics of the plan for calling in the old coinage caused no small amount of discontent. For a certain period of time, the government accepted at face value worn and clipped coins for the payment of taxes and government obligations. Landowners with property taxes to pay, and merchants with customs’ duties to pay, benefited from the plan, buying up worn and clipped coins at a discount and paying their taxes with them. Wage earners and the poor had less need of the money to pay taxes, and often found the soon-to-be discontinued money accepted only at a discount by shopkeepers.

The act struck a blow for upholding the sanctity of a monetary standard, even at great expense, to protect the interest of creditors, especially when government was a major debtor. Newton correctly anticipated, however, that the act would put England on the road to the gold standard. Gold flowed into England, where it could purchase silver cheaply. The silver was then sold abroad at a profit.

See also: Clipping, Great Debasement, Pound Sterling
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ADJUSTABLE-RATE MORTGAGES

An adjustable-rate mortgage (ARM) provides for varying interest rates over the life of the mortgage. It forces the borrower to shoulder some of the risks that fixed-rate loans place on the lender. Key to the rationale for ARMs is the almost one-to-one relationship between short-term interest rates and inflation rates. Over the life of a 30-year, fixed-rate mortgage, inflation ranks among the biggest enemies that a lender faces. Increases in the inflation rate reduce the real (inflation-adjusted) rate of interest that a mortgage pays to a lender. Higher inflation reduces the real purchasing power of each monthly payment while pushing up the real operating cost of a lender. If the inflation rate happens to rise above a mortgage interest rate, the lender ends up earning a negative real interest rate.

The high inflation rates of the 1970s taught lenders the damage that inflation can wreak on the interest income earned from mortgages. Lenders began demanding higher interest rates on 30-year mortgages as insurance against a wave of inflation wiping out the profits and capital of mortgage holders. Adjustable-rate mortgages developed as a way to get home buyers into houses without paying the high interest rates attached to 30-year, fixed-rate mortgages.

Under an ARM, the mortgage interest rate at any given time is linked or indexed to a short-term interest rate. Two short-term, benchmark interest rates commonly used for setting ARM interest rates are the London Interbank Offered Rate (LIBOR) and the one-year, constant maturity treasury bond rate. The interest rate on an ARM is adjusted periodically to reflect changes in a benchmark interest rate. The home buyer benefits because short-term interest rates are usually lower than long-term interest rates, since short-term rates have less inflation risk. The disadvantage to the home buyer lies in the risk that short-term interest rates go up, probably because of rising inflation or anti-inflation policies. If short-term interest rates go up, the monthly payments on ARMs go up. With ARMs, the burden of accelerated inflation is born by the borrower instead of the lender. In turn for bearing the risk of accelerated future inflation, the home buyer stands a chance getting by with lower interest rates. If inflation never drives up short-term interest rates over the life of the loan, the home buyer comes out ahead.

Adjustable-rate mortgages come in several varieties. In some mortgages, the monthly payment can change every month, depending on the benchmark interest rate. Other mortgages allow changes in monthly payments as infrequently as every five years. The time frame between rate changes is called the “adjustment period.” A mortgage with a one-year adjustment period is called a one-year ARM.

Many ARMs put a cap on the amount that a mortgage interest rate can change from one adjustment period to the next. This provision protects home buyers from large jumps in interest rates and monthly payments. Other contracts put a limit on the amount that monthly payments can increase from one adjustment period to the next. If interest rate adjustments call for a 10 percent increase in monthly payments, but the contract only allows monthly payments to go up 5 percent, then the unpaid interest will be added to the balance of the mortgage. By law, nearly all ARMs have a cap on how high interest rates can go over the life of a mortgage.

One version of the ARM allows the home buyer to pay an initial interest rate well below the benchmark interest rate used for setting an ARM interest rate. The home buyer enjoys the low interest rate, often called a teaser rate, for an initial period, such as a year. Then the interest rate is adjusted upward according to the indexing formula tied to the benchmark interest rate. If short-term interest rates happen to be rising at the same time that a homeowner is transitioning from the teaser rate to the fully indexed, benchmark rate, then the home owner may experience “payment shock.” The large increase in monthly payment may leave a home owner unable to make a house payment. The practice of offering teaser rates contributed to the severity of the subprime mortgage crisis in the United States.

See also: U.S. Financial Crisis of 2008–2009
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ALCHEMY

Alchemy was a pseudoscience that flourished during the Middle Ages. Its chief aims were the transmutation of base metals into gold and silver, and the discovery of an elixir of eternal youth. The alchemists searched in vain for the philosopher’s stone, a substance that, if properly treated, would allegedly transmute lead, iron, copper, or tin into gold or silver—but particularly gold.

Perhaps it is only coincidental that Sir Isaac Newton, the master of the London mint from 1699 to 1726 and one of the towering intellects in the history of humanity, spent years conducting experiments in alchemy, leaving behind manuscripts of 100,000 words. Between 1661 and 1692, experiments in alchemy accounted for most of Newton’s laboratory work. He experimented with alchemy while he was writing his masterpiece, Philosophiae Naturalis Principia Mathematica (Mathematical Principles for Natural Philosophy), also known as the Principia.

The origins of alchemy stretch back into the murky recesses of history. One legend suggests that Jason’s golden fleece was actually a papyrus manuscript describing the gold-producing secrets of alchemy. Probably a combination of Greek speculation, Eastern mysticism, and Egyptian technology conspired to make Alexandria, Egypt, one of the first centers of alchemical studies in the West. The Roman emperor Diocletian ordered all Egyptian texts on alchemy destroyed after crushing an Egyptian rebellion at the end of the third century. Apparently his action was taken only to punish the Egyptians. Evidence of alchemical studies in China show up as early as the second century BCE, and India also boasts of an ancient tradition of alchemy.

The Arabs inherited both the eastern and western traditions of alchemy, and made advancements in the science of chemistry while practicing alchemy. The greatest of the Islamic alchemists was the Great Geber, regarded in medieval Europe as the father of alchemy. To the Arab alchemists we owe such terms as “alcohol,” “alkali,” “borax,” and “elixir.”

The study of alchemy passed from the Arabs into Europe through Spain. In 1181 the University of Montpellier was founded in southern France. It became the birthplace of European alchemy, producing in the 13th century several of the most famous alchemists, including Albertus Magnus and Roger Bacon, the most renowned of the medieval scientists. Another famous graduate, St. Thomas Aquinas, also wrote about alchemy. Like their Arab predecessors, the European alchemists believed that all metals were constituted of varying proportions of two metals, mercury and sulfur. Much of their research centered on the quest for an elusive elementary solvent with which metals could be broken down into these two basic elements and then reconstituted in different proportions, resulting in different metals.

It was with good reason that alchemists were perceived as charlatans promising more than they could deliver, yet at the same time they were suspected of being in league with dark forces and, akin to sorcerers, using black magic and charms.

The European monarchies also suspected alchemists of fraudulent and heretical practices, but were always in a bind for money. Although fearing alchemists as potential counterfeiters, they could not resist the lure of the alchemists’ promise to convert lead and other base metals into gold. James II of Scotland is reported to have dabbled in alchemy himself. King Charles II of England inherited a bare treasury and sought a solution to his fiscal problems in the magic of alchemy. He built his own laboratory for alchemical investigations, connected to his bed chamber by a secret staircase. France also turned to alchemists to help finance wars with England, and both countries issued gold-colored currency as soldiers’ pay. In the 20th century, Adolf Hitler is reported to have sought the services of scientists engaged in alchemical studies, hoping to bolster Germany’s gold reserves.

The famous English philosopher Sir Francis Bacon, in his book Advancement of Learning (1605), may have best caught the significance of alchemy when he wrote, “Alchemy may be likened to the man who told his sons that he had buried gold in the vineyard; where they by digging found no gold but by turning up the mold about the roots of the vines procured a plentiful vintage.”

See also: Gold
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AMERICAN PENNY

The penny in the United States is a one-cent coin. Presently, the United States Mint strikes about 12 billion pennies annually, accounting for over one-half of all coins struck by the mint. If the pennies struck by the U.S. Mint since its inception were lined up edge to edge, the pennies would roughly circle the earth 137 times (www.penny.org).

Historically, the penny was a copper coin. Copper coinage came slowly to the English-speaking countries, perhaps because of its long association with currency debasement. Early in the 17th century, Spain had debased its silver coin with copper alloy, eventually striking coins that were virtually all copper with face values commensurate with high silver content. The prevailing opinion in England was that only gold and silver met the standard of a monetary metal. A shortage of small change among tavern keepers and tradesmen, however, prompted the introduction of private tokens. To meet the need for small change, the English government in 1613 first struck copper coins. Great Britain struck the first copper pennies for home use in 1797.

In 1681 New Jersey sanctioned as legal tender copper coins called Patrick’s pence, after the Irishman who brought the coins to the colonies. In 1722 the British government authorized William Wood to mint pennies and halfpence for Ireland and the colonies. These pennies were a mixture of copper, tin, and zinc, and had a touch of silver. Under the Articles of Confederation, several states established mints that turned out copper coins. The Coinage Act of 1792 established the cent and the half-cent and set the weight of the cent at 264 grains of copper. The act made no provision for the actual coinage of copper, and the legal tender provisions of the act failed to mention copper coins. Congress soon amended the act to provide for the purchase of copper and for necessary arrangements for the coinage of copper cents and half-cents. Congress also began to think of the copper coinage as a fiduciary issue, and authorized the president to substantially reduce the copper weight of the cent and half-cent.

Congress also banned the circulation of foreign copper coins, a restriction that did not apply for foreign gold and silver coins. The Spanish silver dollar circulated as clearly legal tender currency while the legal tender status of the copper cents and half-cents remained in doubt. After President Washington reduced the copper content of the cent to 168 grains, the coinage of cents and half-cents accelerated as a profit-making venture.

In 1857, Congress substantially increased the seigniorage on the copper coins. It abolished the half-cent and reduced the weight of the one-cent coin to 72 grains with 88 percent copper and 12 percent nickel. In 1864, Congress again changed the composition of the cent, raising the copper content to 95 percent with the remaining 5 percent zinc. Congress also made the one-cent coin legal tender.

In 1909, to mark the 100th year since his birth, Abraham Lincoln became the first historical figure to adorn a United States coin. Fifty years later, an image of the Lincoln Memorial appeared on the reverse side, and today both sides of the penny commemorate Abraham Lincoln. In 2009, the U.S. Mint will issue four different one-cent coins to commemorate the 200th anniversary of President Lincoln’s birth and the 100th anniversary of the production of the Lincoln cent.

Rising copper prices in the 1970s caused a shortage of pennies, then worth more as copper than as money. Pennies were melted down for copper, and to keep pennies in circulation the government reduced the penny’s copper content to 2.5 percent, the remaining 97.5 percent was composed of zinc.

In the first decade of the new century, the penny’s future stands somewhat uncertain. Inflated price levels may have made the penny coin obsolete, but proposals to discontinue the penny have not met with widespread approval. State and local governments claim the penny plays a needed role in the collection of sales taxes applied at percentage rates. Consumer groups claim abolishing the penny will mean that prices will be rounded up a nickel instead of a penny, leading to higher prices. Opponents of the penny cite its insignificant purchasing power, and the time and resources that households and businesses put into managing pennies. In 2001 and 2006, bills came up in Congress to stop production of the penny, but the bills failed to pass. The U.S. Mint contends that coinage of the penny is profitable to the government, and other large major industrialized countries, including Great Britain, Canada, Japan, Germany, France, and Italy, have kept the penny, or penny equivalents, in production. Australia and New Zealand have removed their penny equivalent from circulation.

See also: Coinage Act of 1792, Copper
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ANCIENT CHINESE PAPER MONEY

In the second book of The Travels of Marco Polo, Chapter 18 is entitled: “Of the Kind of Paper Money Issued by the Grand Khan, and Made to Pass Current throughout His Dominions.” In this chapter, Marco Polo, who lived in China from 1275 to 1292, described the paper money system as follows:

In this city of Kanbulu is the mint of the grand khan, who may truly be said to possess the secret of the alchemist, as he has the art of producing money by the following process. He causes the bark to be stripped from those mulberry-tree the leaves of which are used for feeding silk-worms, and takes from it that thin inner rind, which lies between the coarser bark and the wood of the tree. This being steeped, and afterwards pounded in a mortar, until reduced to a pulp, is made into paper, resembling (in substance) that which is manufactured from cotton, but quite black. When ready for use, he has it cut into pieces of money of different sizes, nearly square, but somewhat longer than they are wide. . . . The coinage of this paper money is authenticated with as much form and ceremony as if it were actually of pure gold or silver; for to each note a number of officers, specially appointed, not only subscribe their names, but affix their signets also; and when this has been regularly done by the whole of them, the principal officer, deputed by his majesty, having dipped into vermilion the royal seal committed to his custody, stamps with it the piece of paper, so that the form of the seal tinged with the vermilion remains impressed upon it, by which it receives full authenticity as current money, and the act of counterfeiting it is punished as a capital offense. . . . nor dares any person, at the peril of his life, refuse to accept it in payment. When any persons happen to be possessed of paper money which from long use has become damaged, they carry it to the mint, where, upon the payment of only three percent, they may receive fresh notes in exchange. Should any be desirous of procuring gold or silver for the purposes of manufacture, such as of drinking-cups, girdles, or other articles wrought of these metals, they in like manner apply at the mint, and for their paper obtain the bullion they require. (Polo, 1958, 153–155)
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Banknote from Kublai Khan’s first issue of banknotes, 1260–1287. (The Bridgeman Art Library)

Marco Polo’s account of the paper money system in China may have been a bit optimistic. China had been issuing paper money since 910 CE and had already suffered at least one round of hyperinflation before Marco Polo’s visit. Around 1020, inflation and currency depreciation became such a problem that the authorities resorted to perfuming the paper money to make it more attractive. China seemed to have experienced phases of reformed currencies, punctuated with bouts of inflation. By 1448, the Ming note was worth only 3 percent of its face value, and no further references to paper money are found after 1455.

Paper money lost its charm in China owing to inflation, leading to its extinction as a form of state-sponsored money in China until the 20th century. When the Western world saw a renaissance of paper money toward the end of the 17th century, inflation again reared itself as a rock of danger for any paper-money system. Despite the inflation dangers of paper money, however, the societies experiencing the fastest economic development since the beginning of the 17th century have been those that learned to use paper money.

See also: Leather Money
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ANNOUNCEMENT EFFECT

Central banks publically announce intentions of maintaining a key policy interest rate at a certain level called the “target rate.” The practice of announcing targets is relatively recent, and represents a sharp departure from the confidentiality and secretiveness that was once thought to be a necessary part of monetary policy and open market operations. The “announcement effect” refers to a central bank’s ability to control a key interest rate merely by announcing its intentions.

In the United States, the key policy interest rate targeted by the central bank is the federal funds rate, and the central bank is the Federal Reserve System. The federal funds rate is the interest rate at which commercial banks can borrow funds from each other overnight. The federal funds rate reflects the market tightness for these funds. The Federal Reserve can ease tightness in this market by purchasing U.S. government bonds, and can tighten this market by selling U.S. government securities. Buying U.S. government securities injects additional funds into the banking system, allowing banks to increase lending and enlarge the money supply in the process. Central bank purchases and sales of government securities are called “open market operations.” In the Federal Reserve System, a policy-making group called the Federal Open Market Committee (FOMC) formulates the policy for open market operations.

Until 1994, the Federal Reserve kept directives involving open market operations a secret until 45 days after an FOMC meeting, keeping current financial market participants unaware of the Federal Reserve’s policy stance at a given point in time. In 1976, the Federal Reserve successfully defended itself against an inquiry filed under the Freedom of Information Act to obtain copies of the minutes of FOMC meetings without the 45-day delay. Federal Reserve cited an “announcement effect” that might lead to volatility and uncertainty in financial markets, and maintained that secrecy was a necessary part of monetary policy.

On 4 February 1994, the FOMC, amidst a two-day meeting, announced that it planned to apply slight pressure to commercial bank reserve positions, and that short-term interest rates could be expected to rise, breaking the Federal Reserve’s long stance policy of secrecy in these matters. It was an experiment in clearly communicating policy decisions to financial markets, and using public announcements as a method of communication. The experiment had none of the dire consequences that the Federal Reserve cited in its 1976 defense against a Freedom of Information inquiry. The practice of publically announcing policy decisions and targets became a standard part of central banking in the United States and in numerous other countries. What became known as the “announcement effect” enabled central banks to control a targeted interest rate with fewer interventions in the open market. It gave central banks the ability to control a targeted interest rate merely by announcing its intentions and taking little or no immediate action.

See also: Federal Open Market Committee, Open Market Operations
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ARGENTINE CURRENCY AND DEBT CRISIS

Between 2001 and 2002, Argentina underwent an episode of currency devaluation and debt default that rocked international financial markets and offered fresh evidence of the varied economic trends that can lead to crises. The Argentine crisis has been the topic of wide discussion, partly because it was born of circumstances not normally regarded as fertile ground for currency crises. In the 1990s, Argentina boasted of one of Latin America’s fastest growing economies and one of its staunches devotees to the gospel of free market reform. Part of the credit for economic prosperity seemed to lie with a successful monetary reform that ended the hyperinflation of the 1980s. This monetary reform established a currency board that fixed the value of the Argentine peso at one peso to a U.S. dollar. One Argentine peso, exchangeable into dollars at any time, equaled one U.S. dollar. Argentine inflation subsided to low single-digit levels, output grew at a fast clip, and the economy seemed resilient to external shocks.

The genesis of the crisis goes back to 1998 when many of Argentina’s trading partners saw their currencies depreciate, perhaps because of fallout to the East Asian Crisis and the retreat of foreign capital. The strong demand for U.S. financial assets keep the U.S. dollar strong, which kept all currencies pegged to the dollar, including the Argentine peso, strong. The strong Argentine peso meant that Argentine exports went at higher prices in foreign markets, while Argentine imports saw falling prices. In summery, Argentina-produced goods grew costlier compared to goods produced by Argentina’s major trading partners. Cheaper imports allowed Argentina to live beyond its means, while its exports were over-priced in foreign markets. To restore balance, Argentina needed to either devalue its currency as its trading partners had done, or undergo domestic deflation. Argentina did experience some deflation, which is a characteristic that distinguishes the Argentine crises from other crises. More often these types of crises occur after government deficits, financed by monetary growth, lead to inflation.

Government’s budget deficits were modest, but were large enough to force a growing reliance on foreign debt financing. A small financial sector may share the blame for a dependence on foreign capital to finance both private sector and public sector spending. The vulnerability of the system arose from the large share of loans and mortgages denominated in dollars while the income generated to service these debts came in the form of pesos. Once deflationary forces surfaced, output shrank, unemployment spiked, government deficits rose, and the government proceeded to pile up foreign debt. In December 2001, the government of Argentina defaulted on its public debt.

After more than three years of recession, in January 2002, the Argentine government, running out of credit, devalued the peso relative to the dollar. At the time, 70 percent of all Argentine bank deposits and 79 percent of all loans were denominated in dollars (Economist, March 8, 2003). To avoid throwing many debtors into bankruptcy, the loans were redenominated into pesos at a rate of one peso per dollar, and the bank deposits were redenominated into pesos at the rate of 1.4 pesos per dollar. (Economist, March 8, 2003). The peso deposits quickly dropped in value as the peso plummeted to about four pesos per dollar. The action de-dollarized the Argentine economy.
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Hundreds of Argentines fearing hyper-inflation line up to buy dollars at exchange houses in Buenos Aires on March 21, 2002. Argentina defaulted on its debt obligations in late December and devalued its currency in January. (AP Photo/Daniel Luna)

Devaluating the peso reduced the cost of Argentine exports in the world economy, making it possible for Argentina to earn foreign exchange and recover from deep recession. Foreign exchange is necessary to repay foreign debts.

By 2005, the Argentine economy exhibited a strong expansion, helped in part by a worldwide commodity boom, and the government reported budget surpluses. The government offered the holders of defaulted bonds new bonds in a choice of four different currencies. The value of the new bonds equaled about 30 percent of the value of the defaulted bonds (Economist, January 15, 2005). Creditors fumed at the rough treatment and predicted that Argentina would meet with difficulty trying to regain the confidence of foreign investors.

See also: Currency Crises, Foreign Debt Crises
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ASSIGNATS

See: Hyperinflation during the French Revolution

AUTOMATIC TRANSFER SERVICE (ATS)

See: Monetary Aggregates

AYR BANK

The Ayr Bank was a Scottish bank of the late 18th century that caused one of the most famous banking debacles in European history. In part the bank owes its notoriety to Adam Smith, who, in the Wealth of Nations, devoted a good bit of space to describing its story.

The Ayr Bank, more accurately called the firm of Douglas, Heron, and Company, came into being in November 1769. It was founded along the lines of the land bank schemes suggested by John Law, but unlike Law’s schemes, it was a purely private initiative without official backing. As a copartnership, rather than an incorporated business, its owners were fully liable for all the debts of the business. Its founders were landowners of the first order, one of whom, the Duke of Buccleuch, had accompanied Adam Smith on a tour of Europe and had the benefit of the famous economist’s advice. Land owned by the founders was the ultimate security for the bank’s notes.

The Ayr Bank burst on the scene when the Scottish economy was in a contraction and many observers felt that a shortage of circulating money acted as a drag on the Scottish economy. According to Smith, writing in the Wealth of Nations:

This bank was more liberal than any other had ever been, both in granting cash discounts, and in discounting bills of exchange. With regard to the latter, it seems to have made scarce any distinction between real and circulating bills, but to have discounted all equally. It was the avowed principle of this bank to advance, upon any real security, the whole capital which was to be employed in those improvements of which returns are the most slow and distant, such as the improvements to land. (Smith, 1952, 135)

The liberal lending policy of the bank led to a rapid expansion of bank notes, greater than what the bank’s resources could support. The Ayr Bank expansion of credit found its way into speculation in real estate and the London stock market. Bank notes were redeemed with bills of exchange drawn on London banks in amounts that exceeded the bank’s London resources. In 1772, a London-Scottish banking house with close connections with the Ayr Bank failed, and the Ayr Bank’s house of cards collapsed. Scotland’s public banks refused to grant credits to the failing bank. The bank was liquidated, and the income from the land was pledged to the redemption of outstanding bank notes. The founders of the bank lost everything, some of whom were apparently unaware that their liability was unlimited.

The failure of the Ayr Bank was probably due more to mismanagement than to faults in the land bank principle. The bank may have actually spurred the economic development of Scotland, but its failure weakened public confidence in land-banking schemes, leaving gold and silver as the most acceptable security for bank notes. The bank’s history shows how easily an expansion of bank notes leads to a speculative bubble that ends in collapse. History has continued to repeat itself, with Tokyo being the last scene of a speculative bubble fed by overly generous credit policy.

See also: Bank of Scotland, Free Banking, Land Bank System, Scottish Banking Act of 1765
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BALANCE OF PAYMENTS

The balance of payments for a country summarizes all the international transactions that involve either an outflow or an inflow of money. It is composed of three major elements: (1) the current account, (2) the capital account, and (3) the official reserves transactions account. The official reserves transactions account reflects the official transactions between central banks that must occur when the combined balance of the current and capital accounts is in either the deficit or surplus column.

Transactions that lead to an outflow of money are registered as a debit in the balance of payments, and are entered with a negative sign. Transactions that lead to an inflow of money are registered as a credit, and are entered with a plus sign. Imports of foreign goods cause an outflow of money, entering with a negative sign in the balance of payments. Exports of domestic goods to foreign buyers lead to an inflow of money, registering as a credit with a plus sign. The balance of trade is total exports minus total imports.

A balance of trade deficit causes a net outflow of money, and a surplus causes a net inflow of money. Income earned from foreign investments, money transferred between citizens of different countries, can also influence the balance of payments. When these types of flows are figured into the balance of trade, the outcome is the balance on current account.

Capital flows between countries show up in the balance of payments on the capital account. When domestic investors purchase financial or nonfinancial assets in foreign countries, capital flows out, and money also flows out, registering with a negative sign on the balance of payments. When U.S. citizens purchase stock on the Tokyo stock exchange, dollars flow out, just as when U.S. citizens purchase a Toyota. When foreign investors purchase financial or nonfinancial investments in the domestic economy, capital flows in, and money flows in, registering as a positive sign in the balance of payments. The sale of U.S. government bonds to Japanese investors causes dollars to flow into the United States. If a domestic seller exports goods abroad on credit, the sale of goods is entered as a plus sign in the balance of payments, and the grant of credit is a capital outflow, entered with a negative sign.

Capital flows often offset imbalances in the balance of trade, as can be observed in the bilateral relationship between the United States and Japan. U.S. exports to Japan fall well short of U.S. imports from Japan, contributing to a deficit on the balance of trade, and an outflow of dollars. In turn, Japan invests significantly in the United States, building factories, and purchasing real estate and U.S. government bonds. Japan earns dollars by selling goods in the United States, and invests those dollars back in the United States, causing dollars to flow out on the current account and flow in on the capital account.

If the outflow of money exceeds the inflow of money, the central banks must settle accounts by compensating adjustments in holdings of gold, foreign exchange, or other reserve assets. An excess of money outflow over money inflow will draw down the reserves of the domestic central bank, whereas an excess of money inflow over money outflow will build up reserves of the domestic central bank. An excess in the outflow of money leaves foreigners with a claim on domestic resources; excess in the inflow of money has the opposite effect.

Persistent deficits or surpluses on the combined current and capital accounts cause changes in the value of domestic currency in foreign exchange markets. A deficit causes supplies of domestic currency to build up in foreign exchange markets, and the domestic currency will lose value. As the currency loses value, imports become more expensive, and exports become cheaper in foreign markets. Together these forces will remove the deficit. A surplus causes domestic currency to gain value in foreign exchange markets, making imports cheaper and exports more expensive in foreign markets. These forces act to remove the surplus.

See also: Foreign Exchange Markets, Gold-Specie-Flow Mechanism
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BANCO DEL PIAZZA DEL RIALTO, IL

See: Bank of Venice

BANK

The term “bank” apparently owes its origin to the bank (or bench) used by the moneychangers during the Middle Ages. Historically, some banks were called banks of deposit, and mainly held deposits of foreign and domestic currencies and arranged payment in foreign trade transactions. The Bank of Amsterdam was a bank of deposit.

Other banks created deposits that acted as a circulating medium of money in a society. One of the earliest banks in this category, the Bank of Venice, was formed when a group of the government’s creditors combined and began using government debt as a means of payment in trade. The famous merchant bankers, such as the Rothschilds, acted largely as brokers marketing government and corporate securities to wealthy patrons.

Central banks are bankers’ banks, and these banks trace their history from the Bank of England. These banks buy government debt, have a monopoly on the issuance of paper money, and often act as a lender of last resort to commercial banks. In current times, the term “bank” refers to a commercial bank.

Commercial banks in modern capitalist societies act as financial intermediaries, raising funds from depositors and lending the same funds to borrowers. The depositors’ claims against the bank, their deposits, are liquid, meaning banks are expected to redeem deposits on demand, instantly. Banks’ claims against their borrowers are much less liquid, giving borrowers a much longer span of time to repay money owed banks. Because a bank cannot immediately reclaim money lent to borrowers, it may face bankruptcy if all its depositors simultaneously withdraw all their money. Protecting banks and bank customers from bank failures of this sort is the aim of much government banking regulation.

The principle of fractional reserve banking lies at the heart of the modern commercial banking system. During a given period of time a bank will receive fresh deposits while existing deposits are withdrawn. Normally the fresh deposits and the withdrawn deposits cancel each other out. Despite daily deposits and withdrawals, a bank maintains an average level of deposits that represents funds the bank can largely keep loaned out. For safety, banks hold back a certain fraction of deposits, called “reserves” (thus fractional reserve banking) to cover themselves over periods of time when withdrawn deposits exceed fresh deposits. Because these reserves earn no interest, banks are tempted to cut the margin of reserves a bit thin. If adequate, these reserves enable a bank to weather a crisis of confidence when masses of people suddenly withdraw deposits out of fear.

When a bank fails, the bank’s customers, the depositors, suffer as much or more than the bank’s owners. This makes the banking industry an excellent candidate for government regulation. Bank lending policy can also aggravate the business cycle. During an economic downswing, banks can become overly cautious, restricting the availability of loans and sending the economy into a steeper downward spiral. On the upswing, however, banks lose their caution, generously granting loans and propelling the economy into an inflationary boom. Government regulation strives to protect bank depositors from bank failures and to encourage banks to become a stabilizing force in the economy.

See also: Bank of Amsterdam, Bank of England, Bank
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