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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 house-
holds and businesses find it easy to sell things at a profit, they acquire greater confi-
dence in free markets. Because government regulation is the greatest enemy of free
markets, households and business are ready to do away with it. Government regula-
tion 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 mone-
tary policies.

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

xii | Preface to the Second Edition
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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 his-
tory 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 commodi-
ties 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 usu-
ally 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. Com-
modity 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 them-
selves a monopoly on the privilege to issue fiat money, enabling them to limit its sup-
ply, 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 con-
fers value on paper money that has little or no intrinsic value.

Two commodities, gold and silver, have been promoted as the aristocrats of com-
modity 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 disappear-
ing 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.
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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 atmos-
phere 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 cen-
tury, 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 rela-
tively 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 voy-
age 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 sup-
plies 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 individu-
als. 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 mone-
tary discipline left by the departure from the last vestiges of the gold standard. The
experience of Japan between 1999 and 2005, however, cautions against generaliza-
tions about the inevitability of inflation under a fiat monetary system. Japan posted
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consumer price deflation for seven consecutive years. Japan’s experience would not
have been unusual if Japanese authorities had induced deflation by a restrictive mon-
etary 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 insignif-
icant levels virtually worldwide. Japan’s experience appeared unique because defla-
tion 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 expe-
riences 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.

xvi | Introduction
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A

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 rati-
fying 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 rel-
ative 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 chas-
ing 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 philoso-
pher who influenced the American Revo-
lutionaries, stood firmly in favor of
maintaining the historical weight stan-
dard 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 con-
tent 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 con-
tent. 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.



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 fore-
saw 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 gov-
ernment’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 com-
pleted 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
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Woodcut illustrating the alchemical bonding of gold and silver, from Von dem grossen Stein
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the payment of taxes and government
obligations. Landowners with property
taxes to pay, and merchants with cus-
toms’ 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 stan-
dard. 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 prof-
its 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 inter-
est rate. The home buyer benefits
because short-term interest rates are usu-
ally 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
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short-term interest rates go up, the
monthly payments on ARMs go up. With
ARMs, the burden of accelerated infla-
tion 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 infre-
quently 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 pay-
ments, 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 tran-
sitioning 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 con-
tributed to the severity of the subprime
mortgage crisis in the United States.

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

Reference
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ALCHEMY

Alchemy was a pseudoscience that flour-
ished during the Middle Ages. Its chief
aims were the transmutation of base met-
als into gold and silver, and the discov-
ery of an elixir of eternal youth. The
alchemists searched in vain for the
philosopher’s stone, a substance that, if
properly treated, would allegedly trans-
mute 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 experi-
ments in alchemy, leaving behind manu-
scripts of 100,000 words. Between 1661
and 1692, experiments in alchemy
accounted for most of Newton’s labora-
tory work. He experimented with
alchemy while he was writing his
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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 stud-
ies in China show up as early as the sec-
ond 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, pro-
ducing 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 sor-
cerers, using black magic and charms.

The European monarchies also sus-
pected 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 investiga-
tions, 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
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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 pen-
nies 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 cur-
rency debasement. Early in the 17th cen-
tury, Spain had debased its silver coin
with copper alloy, eventually striking
coins that were virtually all copper with
face values commensurate with high sil-
ver content. The prevailing opinion in
England was that only gold and silver met
the standard of a monetary metal. A short-
age of small change among tavern keep-
ers 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 Con-
federation, 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 pro-
vide 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 circu-
lated 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 accel-
erated 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
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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 dif-
ferent 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 govern-
ment reduced the penny’s copper con-
tent 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 uncer-
tain. 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 gov-
ernments 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. Oppo-
nents 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 indus-
trialized 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 pro-
ducing 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
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with as much form and ceremony as
if it were actually of pure gold or sil-
ver; 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 coun-
terfeiting 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)

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, punctu-
ated 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 extinc-
tion 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 experienc-
ing the fastest economic development
since the beginning of the 17th century
have been those that learned to use paper
money.
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See also: Leather Money

References
Hewitt, V., ed. 1995. The Banker’s Art.
Polo, Marco. 1958. Travels of Marco Polo.

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 repre-
sents a sharp departure from the confi-
dentiality and secretiveness that was
once thought to be a necessary part of
monetary policy and open market opera-
tions. 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 mar-
ket by purchasing U.S. government
bonds, and can tighten this market by
selling U.S. government securities. Buy-
ing U.S. government securities injects
additional funds into the banking sys-
tem, 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 Com-
mittee (FOMC) formulates the policy
for open market operations.

Until 1994, the Federal Reserve kept
directives involving open market opera-
tions 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 suc-
cessfully defended itself against an
inquiry filed under the Freedom of Infor-
mation Act to obtain copies of the min-
utes of FOMC meetings without the
45-day delay. Federal Reserve cited an
“announcement effect” that might lead to
volatility and uncertainty in financial mar-
kets, 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 com-
mercial 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 mat-
ters. It was an experiment in clearly com-
municating policy decisions to financial
markets, and using public announcements
as a method of communication. The
experiment had none of the dire conse-
quences that the Federal Reserve cited in
its 1976 defense against a Freedom of
Information inquiry. The practice of publi-
cally announcing policy decisions and tar-
gets 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 deval-
uation and debt default that rocked inter-
national 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 devo-
tees 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 estab-
lished 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 infla-
tion subsided to low single-digit levels,
output grew at a fast clip, and the econ-
omy 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 pro-
duced by Argentina’s major trading part-
ners. Cheaper imports allowed Argentina
to live beyond its means, while its
exports were over-priced in foreign mar-
kets. To restore balance, Argentina
needed to either devalue its currency as
its trading partners had done, or undergo
domestic deflation. Argentina did experi-
ence some deflation, which is a charac-
teristic 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 financ-
ing. 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 gov-
ernment proceeded to pile up foreign
debt. In December 2001, the government
of Argentina defaulted on its public debt.

After more than three years of reces-
sion, in January 2002, the Argentine
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government, running out of credit, deval-
ued 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.

Devaluating the peso reduced the cost
of Argentine exports in the world econ-
omy, making it possible for Argentina to
earn foreign exchange and recover from
deep recession. Foreign exchange is nec-
essary 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 sur-
pluses. 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 confi-
dence 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
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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 Com-
pany, 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 busi-
ness. 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 ulti-
mate security for the bank’s notes.

The Ayr Bank burst on the scene when
the Scottish economy was in a contrac-
tion and many observers felt that a short-
age 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 dis-
counted 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 mar-
ket. 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 prob-
ably due more to mismanagement than
to faults in the land bank principle. The
bank may have actually spurred the eco-
nomic 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 gener-
ous 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 transac-
tions 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 offi-
cial 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 bal-
ance 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 out-
flow 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 trans-
ferred 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 cap-
ital 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, dol-
lars flow out, just as when U.S. citizens
purchase a Toyota. When foreign
investors purchase financial or nonfinan-
cial investments in the domestic econ-
omy, 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 cap-
ital 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 bal-
ance of trade, and an outflow of dollars. In
turn, Japan invests significantly in the
United States, building factories, and pur-
chasing 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 adjust-
ments 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 out-
flow will build up reserves of the domes-
tic 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 cur-
rency 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 for-
eign 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 ori-
gin 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 curren-
cies and arranged payment in foreign
trade transactions. The Bank of Amster-
dam 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 credi-
tors combined and began using govern-
ment 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.
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Central banks are bankers’ banks, and
these banks trace their history from the
Bank of England. These banks buy gov-
ernment 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 capital-
ist societies act as financial intermedi-
aries, 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 with-
draw 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 with-
drawals, 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 with-
draw deposits out of fear.

When a bank fails, the bank’s cus-
tomers, 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 cau-
tion, generously granting loans and pro-
pelling the economy into an inflationary
boom. Government regulation strives to
protect bank depositors from bank fail-
ures and to encourage banks to become a
stabilizing force in the economy.

See also: Bank of Amsterdam, Bank of England,
Bank of Venice, Central Bank, Depository
Institution Deregulation and Monetary Con-
trol Act of 1980, Goldsmith Bankers,
Glass–Steagall Banking Act, Medici Bank,
Swiss Banks, Wildcat Banks, World Bank
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BANK CHARTER ACT OF
1833 (ENGLAND)

With passage of the Bank Charter Act of
1833, Parliament renewed the Bank of
England’s charter until 1855. The act
also included provisions that
strengthened the bank as the prime note-
issuing institution in England, an impor-
tant step toward giving a single
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institution a monopoly on the privilege
of issuing bank notes (paper money).

In 1832, Parliament formed a com-
mittee of inquiry to look at various
issues from all sides, including the Bank
of England’s monopoly on joint-stock
banking within 65 miles of London. The
law forbade incorporated banks with
more than six shareholders from engag-
ing in London’s banking business. Other
joint-stock banks wanted to enter the
London market, and existing law seemed
to suggest that other banks were free to
set up business in London as along as
they did not issue bank notes. The Bank
of England hotly contested this view-
point, and Parliament made timely use of
the expiration of the Bank of England’s
charter to review the matter.

One outcome of the inquiry was a
recommendation that did not make it
into the law, but nevertheless repre-
sented an important principle. Horsely
Palmer, governor of the bank, formu-
lated the principle that all demand
deposits and bank notes, that is “all lia-
bilities to pay on demand,” should be
backed by gold reserves equaling one-
third of such liabilities. The remaining
two-thirds could be invested in securi-
ties. The gold reserves were necessary
to ensure the convertibility of bank
notes and other bank liabilities. Parlia-
ment failed to act on Palmer’s recom-
mendation, but the quantification of a
reserve policy remained an important
issue in banking.

One provision of the act stated “that
any Body Politic . . . consisting of more
than six persons may carry on the Trade
of Business of Banking in London, or
within sixty five miles thereof provided
they did not issue notes.” The forbidden
notes were notes payable on demand or
within less than six months. Other banks

could open for business in London, but
the Bank of England held a monopoly on
the privilege of issuing bank notes.

The act also made Bank of England
notes for more than £5 legal tender in
England and Wales but not in Scotland
and Ireland. These notes were legal ten-
der everywhere except at the Bank of
England. This provision enabled country
banks to hold Bank of England notes as
reserves in lieu of gold, reducing the
drain on gold reserves in times of con-
traction, and centralizing gold reserves
in the vault of the Bank of England.

Another important provision lifted the
5 percent usury ceiling on bills of
exchange payable within three months.
This provision was the beginning of the
famed “bank rate” that became a power-
ful policy instrument for the Bank of
England. If gold began to flow out,
threatening England’s gold reserves, the
bank raised the bank rate, attracting
funds from abroad and ending the out-
flow.

With the Bank of England’s growing
power came responsibility for public dis-
closure of activities. The act required the
Bank of England to begin sending
weekly statistics on notes issues and bul-
lion reserves to the treasury, and monthly
summaries were to be published in the
London Gazette.

The Act of 1833 was important in the
history of money because it made Bank
of England notes legal tender during
peace time, it effectively made the Bank
of England the custodian of England’s
gold reserves, and it gave the Bank of
England the bank rate with which to con-
trol the inflow and outflow of gold. It laid
in place principles fundamental to the
operation of England’s 19th-century gold
standard, a standard that ruled the mone-
tary world by the end of the century.
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See also: Bank Charter Act of 1844, Bank of
England, Central Bank
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BANK CHARTER ACT OF
1844 (ENGLAND)

The English Bank Charter Act of 1844
represents an important step in the evo-
lution of the Bank of England as a cen-
tral bank with a monopoly on the
issuance of bank notes (paper money),
one of the defining characteristics of a
central bank. Today all modern
economies have central banks with a
monopoly on the issuance of bank notes,
the Federal Reserve System in the
United States being a good example. In
the early 1800s a multitude of commer-
cial banks issued their own bank notes in
England, France, the United States, and
other countries.

Sir Robert Peel, who was prime min-
ister when Parliament passed the Bank
Charter Act of 1844, shared with the
famous economist David Ricardo the
view that the issuance of currency should
be a government monopoly with the
profits accruing to the government. Peel
considered establishing a new system of
currency, with a board independent of
government but responsible to Parlia-
ment, charged with the issue of paper,
convertible into gold, and valid as legal
tender. In reality, Peel chose a more
moderate course that made use of exist-
ing institutions. Important provisions in
the Bank Charter Act are paraphrased as
follows:

1. The note issuing department of the
Bank of England became separate
and distinct from other depart-
ments. The bank removed it to a
different building.

2. The Bank of England was required
to hold gold bullion equal in value
to the volume of its bank notes
issued in excess of £14 million.
The government debt secured most
of the first £14 million.

3. The Bank of England was required
to stand ready to redeem its bank
notes into gold at the rate of £3
17/9 (3 pounds, 17 shillings, and 9
pence) per ounce of gold.

4. The creation of new banks with the
privilege to issue bank notes was
prohibited.

5. Banks currently issuing bank notes
continued to issue notes as long as
their total notes in circulation
never exceeded their average for
the 12 weeks preceding April 27,
1844.

6. If a bank became insolvent, it lost
the right to issue bank notes.

7. If a bank stopped issuing notes for
any reason, it could never again put
notes into circulation.

8. If two or more banks combined and
ended up with more than six part-
ners, the new bank could not issue
bank notes.

9. The Bank of England was allowed
to issue new bank notes backed by
securities up to two-thirds of the
value of discontinued country bank
notes.

The act had the desired effect. The
issuance of bank notes gradually became
the exclusive privilege of the Bank of
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England, which by World War I had made
its monopoly complete. By monopolizing
the issuance of paper money, the Bank of
England was able to limit the money sup-
ply, helping to maintain its value, which is
equivalent to avoiding inflation. The act
helped bring stable prices, but its restric-
tions on the issuance of bank notes ham-
pered the Bank of England’s ability to act
as a lender of last resort.

The government was forced to suspend
the convertibility of Bank of England notes
into gold during major financial crises. The
financial crises of 1847, 1857, and 1866 all
saw suspensions of convertibility.

The Bank of France has enjoyed a
monopoly on the issuance of bank notes
since 1848, and the Federal Reserve
System, established in 1914, has always
had a monopoly on the issuance of bank
notes. With the demise of the gold stan-
dard in the 1930s, the practice of main-
taining the convertibility of bank notes
into gold disappeared, giving central

banks more freedom to inject liquidity
into a financial system during a crisis.

See also: Bank Charter Act of 1833, Bank of
England, Central Bank
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BANK CLEARINGHOUSES
(UNITED STATES)

In the United States, bank clearinghouses
partially fulfilled the functions of a cen-
tral bank before the establishment of the
Federal Reserve System. Bank clearing-
houses facilitated interbank settlement of
accounts, a necessary part of check clear-
ing processes. Also, during financial
crises, when currency and coin were
scarce, bank clearinghouses issued cer-
tificates representing claims on bank
assets. These certificates replaced cash in
the interbank settlement of accounts and
infused additional liquidity into the bank-
ing system, allowing banks to survive the
outflow of currency and coin typical of
financial crises. On rare occasions these
certificates circulated as currency.

New York City banks established the
first clearinghouse in 1853. Two years
later, the concept spread to Boston, and
soon all the nation’s largest cities had
bank clearinghouses. The New York
clearinghouse remained the most impor-
tant because of New York’s (Wall
Street’s) strategic role as the financial
nerve center of the United States.

Under a bank clearinghouse system,
an individual bank, Bank A, presents all
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its claims against other banks (deposited
checks written on other banks) to the
clearinghouse each day. The clearing-
house credits Bank A’s clearinghouse
account accordingly. All other banks that
have received deposits of checks written
on Bank A will take these checks to the
clearinghouse also, and Bank A will find
its clearinghouse account debited to pay
for these checks. Whatever discrepancy
exists between debits and credits is set-
tled with cash. The clearinghouse system
substantially reduces the amount of cash
that changes hands in the check clearing
process.

Banks operate on the principle that,
despite daily withdrawals and new
deposits, the average level of deposits
at a bank remains steady during normal
business conditions, and therefore
banks can keep the vast proportion (80
to 95 percent) of customer deposits
loaned out. Banks keep reserves, such
as vault cash, for those periods of time
when withdrawals exceed new
deposits. Sound banks, however, often
fell prey to their own success by loan-
ing out too much of depositors’ money
and coming up short of reserves to
redeem deposits during a financial cri-
sis. Bank clearinghouses help banks
resist the temptation to overextend
loans by forcing banks to speedily
honor checks written on their accounts.
Also, the New York clearinghouse
required weekly reports from associ-
ated banks showing customer deposits,
assets, and reserves.

The New York clearinghouse issued
certificates against bank assets to substi-
tute for cash in interbank settlements dur-
ing financial crises when accelerated
withdrawals of deposits often left banks
without cash reserves. The clearinghouse
issued certificates against a bank’s assets

when a bank put up 100 percent collateral
either in bonds, or short-term commercial
loans rated at 75 percent of face value. In
a financial crisis, a bank experiencing a
drain on reserves could use certificates to
settle with the clearinghouse. The use of
clearinghouse certificates was not legally
sanctioned until 1908, but certificates
helped ease the strain in every financial
crisis from 1873 until 1914. The clear-
inghouse was essentially serving as a
lender of last resort, one of the important
functions of a central bank.

Although clearinghouses were
strictly private organizations, acting on
private rather than public initiatives,
they met some of the regulatory needs of
the banking system before the United
States turned to central banking in 1914
with the establishment of the Federal
Reserve System.

See also: Central Bank, Federal Reserve Sys-
tem, National Bank Act of 1864
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BANK FOR
INTERNATIONAL
SETTLEMENTS

The Bank for International Settlements
(BIS) acts as a bank for central banks,
holding deposits of and providing a
broad array of services to central banks.
It accepts deposits in currencies and
gold, mostly from central banks. By June
1994, 100 central banks kept deposits at
the BIS (Siegman, 1994). Central banks
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can borrow from the BIS. Money market
investments account for a large share of
BIS assets.

The BIS has also grown into an
important forum for facilitating interna-
tional monetary cooperation, consulta-
tion, and exchange of information
between central banks. The BIS con-
ducts research on monetary, economic,
and financial issues and serves as agent
or trustee for international financial set-
tlements. The bank is headquartered in
Basel, Switzerland.

The BIS was established in 1930 to
handle the coordination of Germany’s
World War I reparation payments. The
term “settlements” came from the role
of war reparations in its original mis-
sion. Aside from the temporary issue of
war reparations, the bank’s primary
objective from the beginning lay in
promoting cooperation among central
banks and providing added facilities for
international financial operations.

At its inception, the central banks in
Europe and the United States were
invited to purchase a share of the total
capital subscription of BIS. The United
States elected not to subscribe to its
share, and the Bank of France and the
National Bank of Belgium purchased
only a portion of the issues representing
their share. J.P. Morgan and Company,
the First National Bank of New York,
and the First National Bank of Chicago
purchased the U.S. part of the capital
subscription. Private investors also pur-
chased shares originally intended for
the Bank of France and the National
Bank of Belgium. In 2008, central
banks owned 100 percent of BIS stock
(www.bis.org).

The United States was slow to rec-
ognize BIS as a necessary and useful
part of the international monetary

order. The United States abstained
from participating in the BIS capital
subscription on the grounds that German
war reparations was strictly a European
issue. During World War II, the United
States government supported proposals
to liquidate the BIS. After the war, the
United States played a large role in cre-
ating two new international financial
institutions, the International Monetary
Fund and the World Bank. The United
States had no interest in a financial
institution that could be a potential
rival to these new organizations. After
the BIS played a positive role in the
implementation of the Marshall Plan,
the United States began to accept the
BIS as a legitimate institution in the
new international monetary system. It
was not until 1994 that the Federal
Reserve System became a member cen-
tral bank of the BIS and accepted posi-
tions on the board of directors. Both the
chair of the board of governors of the
Federal Reserve System and the presi-
dent of the New York Federal Reserve
sit on the board of directors.

Fifty-five central banks from around
the world are now member banks of the
BIS (www.bis.org). Central bank offi-
cials hold monthly meetings in Basel
hosted by the BIS. Coordinated interest
rate cuts by several central banks have
occurred within a few days of these
meetings.

See also: Central Bank
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BANKING ACTS OF 1826
(ENGLAND)

The Banking Acts of 1826 banned the
issuance of bank notes of less than £5 and
ended the Bank of England’s 100-year
monopoly on joint-stock banking. On
March 22, 1826, the act put an end to notes
of less than £5 and required the redemption
of the smaller notes by April 5, 1829.
Apparently the number of people hanged
for the capital offense of forging notes,
even small ones, was one thing that moved
Parliament to act. Scotland, where £1 notes
were highly popular, was exempted from
the act. Before the act passed Parliament,
the eminent author Sir Walter Scott had
written letters to the Edinburgh Weekly
Journal that ridiculed the abolition of
small notes in Scotland. Another promi-
nent Scot, Adam Smith, in the Wealth of
Nations, had argued against the issuance of
small notes in 1776, observing:

Where the issuing of bank notes for
such very small sums is allowed and
commonly practiced, many mean
people are both enabled and encour-
aged to become bankers. A person
whose promissory note for five
pounds, or even for twenty shillings,
would be rejected by everybody,
will get it to be received without
scruple when it is issued for so small
a sum as sixpence. But the frequent
bankruptcies to which such beggarly
bankers must be liable may occasion
a very considerable inconveniency,
and sometimes a very great calamity
to many poor people who had
received their notes in payment.
(Smith, 1952, 139)

Arguments in favor of small notes cited
the conservation of precious metal

reserves when precious metal was no
longer needed as a circulating medium.
Scotland continued to circulate £1
notes throughout the 19th century,
while Britain relied on the gold sover-
eign coin to circulate as the £1 piece.
Subsidiary silver coinage gradually
replaced the role played by the small
notes.

The act of May 26, 1826, ended the
Bank of England’s monopoly on joint-
stock banking. In addition to giving the
Bank of England a monopoly on joint-
stock banking, an act of 1707 had prohib-
ited banking partnerships with more than
six members from engaging in the bank-
ing business. Small-scale partnerships
dominated English banking in the coun-
tryside, while the Bank of England
enjoyed a preeminent position within a
radius of 65 miles around London. Joint-
stock banks were organized as modern
corporations, affording the owners (stock-
holders) the protection of limited liability.
Unlike corporations, partnership banks, in
the event of bankruptcy, exposed all the
personal assets of partners to the demands
of creditors. Scotland had pioneered the
proliferation of joint-stock banking, but
England had tended to reserve to the
Bank of England the exclusive privilege
of joint-stock banking.

The act of 1826 preserved the Bank of
England’s monopoly on joint-stock
banking within a 65-mile radius of the
center of London, but outside the Lon-
don area it authorized the establishment
of note-issuing banking corporations
with an unlimited number of partners. To
compensate for its loss of privilege, the
Bank of England was authorized to set
up branches anywhere in England or
Wales. The Bank of England promptly
opened branches in major cities, and for
a while England flirted with the Scottish
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system of banking that emphasized com-
petition between note-issuing incorpo-
rated banks. The Banking Act of 1833,
however, made the Bank of England’s
notes legal tender, and the Bank Charter
Act of 1844 marked a sharp shift toward
a policy of concentrating note-issuing
authority with the Bank of England.

See also: Bank of England, Free Banking, Scot-
tish Banking Act of 1765
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BANKING AND
CURRENCY CRISIS 

OF ECUADOR

In 1999 and early 2000, Ecuador experi-
enced a banking and currency crisis that
led to the dollarization of Ecuador’s
economy. In 1999, Ecuador defaulted on
$13.6 billion in foreign debt (Wall Street
Journal, March 31, 2000). A banking cri-
sis drove the government to take control
of 70 percent of the country’s banking
sector and to freeze deposits. By March
2000, 41.3 percent of the banking sys-
tem’s loans were nonperforming. It is
estimated that within little more than a
year’s time Ecuador’s per capital gross
domestic product (GDP), measured in
dollars, fell by 41 percent. Between
December 1998 and March 2000,
Ecuador’s currency, the sucre, lost 
74 percent of its value against the dollar
(Wall Street Journal, March 31, 2000).
The political sphere mirrored the chaos in
the economic sphere. When Gustavo

Noboa ascended to the presidency in Jan-
uary 2000, he became the sixth president
in six years. In 1997, Ecuador’s Congress
forced out President Abdala Bucaram
after deeming him mentally unfit.

Ecuador owed the beginnings of its
economic problems to a 1995 border war
with Peru, the El Niño weather phenom-
enon, and weak commodity prices. Crit-
ics laid much of the blame at the feet of
an incompetent finance ministry and cen-
tral bank. In 1999, Ecuador’s central
bank fueled the crisis by extending loans
to shaky banks. A contributing factor
may have been an overall climate of cor-
ruption. A survey of international
investors ranked Ecuador among the
world’s worst performers when it came to
“rule of law.” Compiled in 1999 by Polit-
ical Risk Services, based in Syracuse,
New York, the survey covered issues such
as quality of bureaucracy, political cor-
ruption, probability of government repu-
diation of debts or expropriation of
property. Germany’s Transparency Inter-
national put Ecuador at 82 out of 
99 countries rated for corruption 
(Wall Street Journal, March 31, 2000).

Low oil prices diminished foreign
exchange earnings and tax revenue. By
1999, government borrowing ran about 
7 percent of GDP, and the current
account deficit about 9.6 percent of GDP.
Inflation stood at 43 percent in 1998
(Economist, March 6, 1999). In 1999,
inflation climbed further to 60.7 percent
(BusinessWeek, January 24, 2000.).
Ecuador’s congress rebuffed proposals
to raise taxes. Discontent festered from
all sides. Teachers went on strike for a
month, angry over pay freezes, and elec-
tricity workers suspended maintenance
to protest cuts in severance pay.

In January 2000, Ecuador’s currency
within a week plunged 20 percent
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against the U.S. dollar. Thousands of
Ecuadorians took to the streets in
protest, prompting President Jamil
Mahuad to call a state of emergency. It
was the fourth time in a year that the
government had sent heavily armed riot
police to the streets. Since the govern-
ment had let the sucre float in February
1999, it steadily lost value against the
dollar. On January 10, 2000, it traded at
24,750 sucres to the dollar (Wall Street
Journal, January 11, 2000).

President Mahuad met the currency
crisis with a plan for complete dollariza-
tion of Ecuador’s economy. A new law,
the Trolley-Buss Law, stated that all paper
sucre would be exchanged for dollars at a
rate of 25,000 sucre per dollar. U.S.
dollars displaced the Ecuadorian currency
as the circulating currency except for
small denomination coinage, which
would still circulate in the form of sucre.

Dollarization was a bold and unex-
pected policy move. President Mahuad
did not survive the crisis, but his succes-
sor, President Gustavo Noboa, enjoyed a
longer tenure as economic stability
returned to Ecuador. Rising oil prices
along with dollarization put an end to the
crisis. By 2001, Ecuador saw inflation
rates in single-digit territory, and GDP
growth among the fastest in Latin Amer-
ica (Economist, September 15, 2001).

See also: Dollarization
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BANKING CRISES

Banking crises involve exhaustion of all
or nearly all of the capital held in the
banking system and usually include a
panicky run on bank deposits. As infla-
tion rates worldwide began to subside
in the 1990s, another form of financial
disruption began to occur with rising
frequency and severity—the banking
crisis. In particular, Latin America,
which had tamed several episodes of
runaway inflation in the 1980s, saw an
outbreak of banking crises. Although
Latin America and the Caribbean seems
to have borne a disproportionate share
of banking crises for countries of simi-
lar stages of development, other parts of
the world have also seen banking crises.
Between 1994 and 2003, banking crises
occurred in 30 different countries, aver-
aged a length of 3.7 years, and cost the
afflicted countries about 17 percent of
gross domestic product (GDP)
(Carstens, Hardy, Pazarbasioglu, 2004).
Of the 30 banking crises, 23 occurred in
what are called emerging market coun-
tries, which are considered less devel-
oped than the developed countries. The
remaining seven banking crises
occurred in the developed countries.
Banking crises often occur in concur-
rence with currency crises, but not
always. Of the 30 banking crises, 19
coincided with currency crises. Included

in the 30 banking crises are crises in
Argentina (1995, 2001), Bolivia (1994),
Brazil (1994), Columbia (1999),
Dominican Republic (2003), Ecuador
(1996, 1998), Haiti (1994), Jamaica
(1995), Mexico (1994), Nicaragua
(2000), Paraguay (1995), Uruguay
(2001), and Venezuela (1994).

Some of the country-specific risk
factors associated with a high incidence
of banking crises include low savings
rates, very limited long-term financial
relationships, excessive reliance on
external financing, high interest rate
spreads, dollarization, and a public
sector burdened with heavy debt. The
country risk factors are much more
combustible when deeper problems
exist with trust in the financial system.
A history of substantially negative real
interest rates, real currency deprecia-
tions, weak accounting and creditor
rights, disincentives to save, and freez-
ing and unfreezing bank accounts,
undercut trust in the financial system,
making fertile ground for sparking a
banking crises. When these conditions
exist, deposit withdrawals quickly
induce a credit contraction, starving
firms of working capital and invest-
ment, sending the economy and the
banking sector deeper into crisis. Usu-
ally a combination of bad banking prac-
tices and bad macroeconomic policies
trigger the crises. A sharp fall in the
demand for a key export can cause
domestic currency to lose value, imme-
diately enlarging the real amount of for-
eign debt. If banks have borrowed
foreign capital, currency depreciation
can render them insolvent.

The crises can be contagious to other
countries linked by geography or trade.
Uruguay’s banking crisis of 2001 partly
reflected the banking crisis in Argentina,
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which caused Argentines to start a mass
withdrawal of cash from their Uruguay
bank accounts. Contagious and spillover
effects of a banking crisis in one country
may operate through a mere reassess-
ment of expectations on the part of for-
eign investors, darkening investor
outlooks in other countries at similar
stages of development and with similar
industries.

In Latin America, banking crises have
often been preceded by a boom in credit
to consumers and businesses; wholesale
liberalization without a politically inde-
pendent, effective regulatory framework
for banking; and high bank holdings of
sovereign government debt.

See also: Banking and Currency Crisis of
Ecuador, Troubled Asset Relief Program
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BANKING SCHOOL

Between 1819 and 1844, England was
the battleground of one of the most
important monetary controversies in his-
tory: the debate between the banking
school and the currency school. The
resumption of specie payments follow-
ing the Napoleonic Wars had not spared
England the trauma of periodic financial
crises. Financial crises in 1825, 1833,
and 1839 became thought-provoking
grist for the monetary debating mill.

The currency school found the answer
to England’s financial turbulence in

tighter linkages between domestic
money supplies (defined as gold specie
and paper money) and domestic gold
supplies that varied with the import and
export of gold.

The banking school saw domestic
money supplies as a much more passive
player in the drama of economic boom
and crisis, and argued that the currency
school’s definition of money supplies
was narrow and unrealistic. To the bank-
ing school a more workable definition of
domestic money supplies would, in addi-
tion to specie and paper money, include
bank deposits and bills of exchange.
Banks supplied these forms of money to
meet the needs of trade. Part of the think-
ing of the banking school hinged on the
“law of reflux,” stating that every bank
note or deposit issued on a loan was can-
celed when the loan was repaid. The
“law of reflux,” was akin to the “real
bills doctrine,” of a similar vintage.

The banking school felt it was unreal-
istic to attribute a close linkage between
prices (inflation) and money supplies as
narrowly conceived by the currency
school, given the obvious importance of
other types of money. The banking
school further doubted if circulating
domestic money supplies, even if totally
metallic, would fluctuate in step with
international gold flows as the currency
school predicted. Rather than altering
circulating money supplies, international
gold flows might only lead to hoarding
and dishoarding gold, especially within
the banking community.

At the time of the debate between the
banking school and the currency school,
hundreds of banks issued their own bank
notes. The banking school essentially
defended the status quo, arguing that reg-
ulating the issuance of bank notes should
be left to the wisdom of commercial
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bankers, subject to the requirement of
convertibility. Left to their own discre-
tion, the bankers would provide an elastic
currency able to expand and contract to
meet the needs of trade.

The Bank Charter Act of 1844 largely
followed the recommendations of the
currency school, especially in laying
groundwork for monopolization of bank
note issues by the Bank of England.
Nevertheless, consistent with the think-
ing of the banking school, the act gave
the Bank of England some discretion to
expand and contract bank notes inde-
pendently of gold flows.

See also: Currency School, Inconvertible Paper
Standard, Real Bills Doctrine
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BANK OF AMSTERDAM

The Bank of Amsterdam, established in
1609, rose to become a major hub of
world monetary affairs in the 17th and
18th centuries. As a so-called bank of
deposit, the Bank of Amsterdam hardly
resembled anything we now call a bank.
It rarely even made loans, with the
exception of loans to Dutch municipali-
ties and to the Dutch East India Com-
pany. The bank held deposits of major
currencies and facilitated payment in
foreign trade transactions.

The models for the Bank of Amster-
dam were banks in the small Italian city-
states of Venice and Genoa, where the
circulating money consisted of a medley
of currencies issued by home govern-
ments and neighboring states. Currency
that flowed into these areas from trading

partners was often clipped and worn,
creating uncertainty about the value of
foreign bills of exchange paid in these
currencies. To remove this uncertainty,
these small city-states required that for-
eign bills of exchange above a certain
amount be paid in transfers between
accounts in a bank rather than in domes-
tic currency. Special banks enjoying full
government backing were established to
handle these transactions.

Before 1609, the prevalence of worn
and clipped coins had depreciated the
value of Amsterdam’s currency by 9 per-
cent below the value of currency fresh
from the mint. With Amsterdam’s mer-
chants running short of good money to
pay bills of exchange, the government
created the Bank of Amsterdam as a
means of providing a currency of uni-
form value. The bank was a bank of
deposit, accepting deposits of currencies
at face value, foreign or domestic, worn,
clipped, or freshly minted. Depositors
paid a small recoinage and management
fee deducted from each deposit. The bal-
ance on a depositor’s account constituted
a form of money called “money of
account” or “bank money,” and it never
suffered any kind of debasement. Its
value remained the same as if it were
fresh from the mint. Along with the
establishment of the bank came the legal
requirement that foreign bills of
exchange drawn on Amsterdam, equal to
or greater than 600 guilders, be drawn
for payment in bank money.

The Bank of Amsterdam also took
deposits of bullion, giving each customer
a receipt valued in bank money for a
deposit of bullion, and crediting the cus-
tomer’s account of bank money in an
amount equal to the value of the bullion
deposit. The receipt entitled the cus-
tomer to buy back the bullion with bank
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money at the price stated on the receipt.
The customer paid a modest fee to the
bank for storage of the bullion, and if the
customer defaulted on the storage fee,
the bank took possession of the bullion
and sold it as part of the bank’s profit.
The bank money was much more con-
venient to handle than bullion and just as
good in the eyes of European bankers.
Vast deposits of coin and bullion made
the Bank of Amsterdam an important
holder of the reserves of the European
monetary system, putting the bank in a
position to play a regulatory role.

Because the Bank of Amsterdam was
not a lending institution, it stored all the
currency and bullion deposited with it in
readiness to redeem its outstanding bank
money. Bank money was superior to cur-
rency, and merchants were willing to pay
a premium for it, enabling the bank to
earn income by selling its bank money at
a premium.

In the 1780s, wartime difficulties
forced the bank to underwrite loans to
merchants in difficulty, and the bank saw
its reserves drop substantially relative to
the deposits of bank money owed to the
public. The public turned cautious, and
when the French invaded in 1795, cau-
tion turned to panic. Unable to redeem
all the deposits of coins and bullion, the
bank closed down. In 1802, a forced loan
allowed the bank to reopen its doors, but
it was not successful; in 1820, the Bank
of Amsterdam was liquidated.

See also: Bank of Deposit, Bank of Venice,
Bills of Exchange, House of St. George
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BANK OF DEPOSIT

From the 15th through the 18th cen-
turies, banks of deposit flourished in
European cities with heavy traffic in
international trade. Banks of deposit
accepted deposits of domestic and for-
eign currency and held them as 100 per-
cent reserves, as opposed to using the
deposits to finance loans. This policy of
retaining possession of the deposits
maximized the safety of depositors’
money. Records of each merchant’s
deposits were kept in account books,
and funds were shifted from one depos-
itor’s account to another’s account with-
out coinage leaving the bank. These
deposits constituted so-called bank
money, which is a form of money that
changes ownership by bookkeeping
entries, without any coinage or receipts
changing hands. This bank money
became the principle circulating
medium in commercial transactions.

When Italian banks of deposit first
emerged in the 14th century, they
required the payer and the payee to
appear in person to transfer money in the
bank’s account books from one account
to another. Later, it became possible for
the payer and payee to meet elsewhere if
a notary was present. In 1494, Fra Luca
Pacioli, a Renaissance mathematician
and friend of Leonardo da Vinci, pub-
lished a book famous for including the
first written treatment of double-entry
bookkeeping. In the tract on double-
entry bookkeeping, he gave the following
description of banks of deposits:
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It is common practice to deal
directly with a transfer bank,
where you can deposit your money
for greater security or for the pur-
pose of making your daily pay-
ments to Piero, Giovanni, and
Maratino through the bank,
because the registration of the
transferred claim is as authoritative
as a notarial instrument since it is
backed by the government . . .
Now suppose you are a banker . . .
performing a transfer: If your cred-
itor, without withdrawing cash,
orders payment to another party, in
your journal you debit that deposi-
tor and credit the assignee. Thus
you make a transfer from one cred-
itor to another, while you yourself
remain debtor. Here you function
as an intermediary, a witness and
agent of the parties and you justly
receive a commission. (Lane &
Mueller, 1997, 5)

Adam Smith, in a famous digression in
the Wealth of Nations (1776), described
the class of banks called “banks of
deposit.” He identified the banks of
Venice, Genoa, Amsterdam, Hamburg,
and Nuremberg as institutions founded as
banks of deposit. According to Smith, the
currency of small states was made up
almost exclusively of the coinage of
neighboring states, leaving a small state
virtually no control over the quality of its
circulating medium. These foreign cur-
rencies, becoming worn and clipped,
traded at a discount in foreign exchange
markets, acting as a hindrance to mer-
chants in the small states. Because small
states could not reform domestic curren-
cies, which was mostly foreign, they
established public deposit banks as a sub-
stitute. Banks of deposit accepted

deposits of all currency, new and worn,
and exacted a discount of perhaps 5 percent
for currency depreciation from wear and
tear. The government of the state guaran-
teed the value of the bank deposits. These
deposits, which changed ownership only
by means of bookkeeping entries in the
bank, represented a uniform quality and,
for that reason, often traded at a premium
over metallic coinage. According to
Smith, the premium on the bank money of
the Bank of Hamburg was 14 percent over
the clipped, worn, and otherwise dimin-
ished currency that poured in from sur-
rounding states.

Aside from the state’s commitment
to maintain its integrity, bank money
had several advantages over metallic
currencies of varying consistencies.
According to Smith in his Wealth of
Nations:

Bank money, over and above its
intrinsic superiority to currency, and
the additional value which this
demand necessarily gives it, has
likewise some other advantages. It is
secure from fire, robbery, and other
accidents; the city of Amsterdam is
bound for it; it can be paid away by
a simple transfer, without the trouble
of counting, or the risk of transport-
ing it from one place to another.
(Smith, 1952, 205)

Perhaps the growth of paper money
during the Napoleonic era put an end to
banks of deposit. Unlike coins, paper
money could not be debased by “clip-
ping” bits off of it. Thus, the problem of
coins  with varying degrees of wear and
tear was no longer an issue after the
advent of paper money. The Bank of
Hamburg inherited the precious metal
trade from the Bank of Amsterdam and
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remained active in that trade until 1814,
when the Bank of Hamburg was con-
verted into the Netherlands Bank, a
different type of institution.

See also: Bank of Amsterdam, Bank of Venice,
House of St. George

References
Kindleberger, Charles P. 1984. A Financial

History of Western Europe.
Lane, Frederic C., and Reinhold C. Mueller.

1997. Money and Banking in Medieval
and Renaissance Venice.

BANK OF ENGLAND

The Bank of England is the central bank
of the United Kingdom. It acts as the
government’s bank, regulates the money
stock growth rate and the availability of
credit, and serves as a banker’s bank for
commercial banks, making loans and

holding deposits. Like all central banks,
it holds the exclusive privilege to issue
bank notes (paper money). Sometimes
referred to as the Old Lady of Thread-
needle Street, the Bank of England sits at
the center of the London financial center.

The English Parliament granted the
Bank of England a corporate charter in
1694 when England was waging a costly
war with France. The government
needed money, and the Bank of England
began as a plan to help raise funds for the
government. Parliament imposed a tax
on shipping tonnage, and earmarked the
proceeds to go to such persons as should
voluntarily advance money to the gov-
ernment.

The government planned to borrow
£1.2 million at a moderate 8 percent
interest. To attract funds on the scale
needed at that interest rate, Parliament
granted the subscribers to the loan the
privilege of pooling their funds and
incorporating themselves under the
name of the Governor and Company of
the Bank of England. The debate in
Parliament over this act raised quite a
howl, including predictions that the
bank would encourage fraud, gam-
bling, and the corruption of national
morals.

Initially, Parliament granted the Bank
of England a charter for 10 years. This
charter authorized the bank to trade in
gold, silver, and bills of exchange, and to
issue bank notes equal in amount to its
capital. It prohibited the bank from sell-
ing merchandise, excepting what had
been held as security for unpaid loans.
The charter put the management of the
Bank of England in the hands of a gov-
ernor, deputy governor, and 24 directors,
elected yearly by the stockholders.

Parliament continued to renew the
bank’s charter, usually in return for loans
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to the government, often at lower interest
rates. Parliament renewed the bank’s
charter in 1709 and added a provision
that no other joint-stock company with
more than six partners could issue bank
notes, a provision that eventually gave
the Bank of England a dominant position
in the issuance of bank notes. In 1751,
the bank took over the administration of
the national debt, and by 1780 the bank
had a virtual monopoly on the issuance
of bank notes in London. The Bank of
England began to wear the aspect of a
central bank as smaller banks began the
practice of keeping funds on deposit
with it.

Originally conceived to raise money
to fight a war, the bank underwent a
particularly innovative period of devel-
opment during the wars with revolu-
tionary France and Napoleon. Over the
protests of the bank’s directors, the
bank was forced to accommodate the
financing needs of the government for
unlimited amounts. The bank began
issuing notes in much smaller denomi-
nations, and in 1797 the bank, with
approval from Parliament, suspended
the convertibility of its bank notes into
specie. Government borrowing had
weakened the bank’s reserve position,
and bank note holders were making a
run on the bank. Although they were
now inconvertible, the value of Bank
of England bank notes stood up well
because the government accepted them
at par value in all payments and, in
1812, made them legal tender. Country
banks began to hold Bank of England
notes as reserves for their own bank
notes.

After resuming convertibility of its
bank notes into specie in 1821, the Bank
of England saw its bank notes grow in
acceptability relative to gold. The

country banks found the notes just as
useful as gold for managing cash drain,
and began to look to the Bank of Eng-
land as a place to borrow funds in a liq-
uidity crisis. In 1833, the British
government again declared Bank of
England notes legal tender for sums
above £5 so long as the notes remained
convertible. As Bank of England notes
replaced gold as the circulating medium,
the bank became the major holder of
gold reserves.

At first the Bank of England resisted
the pressure to become a lender of last
resort in financial crises, still seeing
itself as a bank competing with other
banks, rather than a source of succor to
competing banks in a financial crisis.
The bank discovered, however, that
adjusting its bank rate of interest to
compete with other banks destabilized
markets. After the crash of 1847, the
bank began accepting its role as a lender
of last resort and using adjustments in
its bank rate of interest to stabilize
money markets.

The years preceding World War I
saw the Bank of England become the
custodian of the gold standard, and
develop methods of using the bank rate
of interest and open market operations
to regulate interest rates, and the inflow
and outflow of gold. During World War
I the government outlawed the export of
gold, and after the war the bank became
a strong voice favoring restoration of
the gold standard, notwithstanding the
high interest rates required to prevent
an outflow of gold reserves. The high
interest rates needed to maintain the
gold standard were out of step with the
needs of the time, and in 1931 Parlia-
ment passed the Gold Standard
(Amendment) Act, suspending the gold
standard. The bank was never quite the
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same after the loss of the gold standard,
and the government gave the bank very
little guidance as to what policies to fol-
low after the suspension.

During the years between the two
world wars, the Bank of England’s poli-
cies came under closer scrutiny and drew
more criticism. In particular, the Macmillan
Committee in Parliament inquired into
the full range of activities of the bank and
criticized it for not being more commit-
ted to the methods of monetary manage-
ment by central banks—perhaps because
of the bank’s loyalty to the outmoded
gold standard.

The success of the government-
directed war economy led a new Labor
government in Parliament to embark on
a program of nationalization of major
industries after World War II. Contro-
versy over the policies of the Bank of
England before the war made it an obvi-
ous target. It was nationalized in 1946
and brought under the authority of the
Exchequer, or British treasury. With
elected officials exerting much more
influence over monetary policy, the Bank
of England lost some of its reputation for
financial probity. During the inflation-

ridden 1970s, Britain suffered much
higher inflation rates than Japan, the
United States, and West Germany. Dur-
ing the 1980s, tight monetary policies
brought down inflation, and by the late
1990s there was talk of again privatizing
the Bank of England.

The Bank of England is represented
on the General Council of the European
Central Bank, but so far the United
Kingdom has opted not to participate in
the introduction of the euro, the all-
European currency. The euro replaced
the German mark, the French franc, and
the currencies of other participating
European countries.

See also: Bank Charter Act of 1833, Bank
Charter Act of 1844, Bank of France, Bank-
ing Acts of 1826, Central Bank, Federal
Reserve System, Pound Sterling
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BANK OF FRANCE

Before the establishment of the European
Central Bank, the Bank of France was the
central bank in France. It compared to the
Bank of England or the Federal Reserve
System in the United States, and was
responsible for regulating the money
stock, interest rates, and credit conditions
in France.

When Napoleon assumed the reins of
power in 1799, he knew the French gov-
ernment had lost all credibility as a bor-
rower, a factor that had helped spark the
French Revolution. His government
needed to raise money, but selling gov-
ernment bonds was not a practicable
means to do so as there was no market for
discredited government debt at the time.
In 1800, Napoleon created the Bank of
France to help with this problem. It was
initially capitalized at 30 million livres.
Three years later livres were replaced by
the new currency, francs, making the
capitalization 30 million francs. Openly
calling the new institution a bank was
itself a bold move. After the disaster of
John Law’s bank in 1720, the very term
“bank” had fallen into disrepute in
France and disappeared from the names
of French financial institutions.

The financial capital for the Bank of
France came partly from the capital of
the Caisse des Comptes Courants, a Paris
discount bank issuing bank notes (paper
money) that dissolved and merged into
the new institution. Other capital for the
bank was raised from public subscrip-
tions, and an additional sum came from
the government. The Bank of France was
organized as a corporation, the stock-
holders of which elected a governing
committee.

In 1803, the government granted the
Bank of France the exclusive privilege to

issue bank notes in Paris. The other main
note-issuing bank in Paris, the Caisse
d’Escompte du Commerce, had been
merged unwillingly with the Bank of
France in 1802. Other note-issuing
banks in Paris were required to withdraw
their bank notes before a certain date.
Any new note-issuing banks in the
provinces had to have the approval of the
government.

From the beginning, Napoleon
wanted the Bank of France to purchase
government bonds at the lowest possible
interest rates and pay for the bonds with
bank notes. In 1804, the bank caved to
government pressure and issued too
many bank notes amid rumors that
Napoleon had shipped the metallic
reserves to Germany for military
purposes. A crisis forced the bank to
partially suspend convertibility of its
bank notes into specie, and the notes
depreciated 10 to 15 percent, while the
bank—rather than the government—
took the blame for the crisis.

In 1806, the governance of the bank
underwent a major overhaul. A government-
appointed governor and two deputy gov-
ernors replaced the committee elected by
the stockholders. Another partial suspen-
sion of convertibility came in 1814.

Napoleon emphasized low interest
rates as a means of softening the blow of
his continental blockade. He pressured
the bank to keep its discount rate (central
bank interest rate to borrowers) in the 4
to 5 percent range, a practice the bank
continued until the mid-19th century. He
also encouraged the bank to act as a
lender of last resort.

The Bank of France took advantage
of its authorization to set up branch
banks in the provinces. However, these
branch banks were unsuccessful at first,
even in places where they had regional
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monopolies on the issuance of bank
notes. A few private banks opening in
the provinces were also unprofitable at
first, mainly because of strict govern-
ment regulation. However, by 1840 pri-
vate banks began to be a threat in the
provinces. After 1840 the government
refused to grant charters for new private
banks with authority to issue bank
notes. Between 1841 and 1848, the
Bank of France opened 15 branch banks
in the provinces.

In the political crises of 1848, the
French government counted on the Bank
of France for financial support. The pub-
lic, remembering the worthless assig-
nats of the Revolution, began to convert
bank notes into specie and hoard it. The
government responding by declaring
Bank of France bank notes legal tender
throughout the nation, and putting a
limit on the number of bank notes the
Bank of France could issue. The Bank
of France now achieved a clear advan-
tage over the private provincial banks,
whose bank notes were only legal tender
in their respective regions. The private
provincial banks then merged with the
Bank of France, and the Bank of France
acquired a nationwide monopoly on the
issuance of bank notes.

The Bank of France kept its discount
rate fairly constant until the 1850s,
when it began the practice of adjusting
its discount rate to regulate the flow of
specie. An increase in the discount rate
could halt a specie outflow. In 1857, the
bank became exempt from the usury
law setting a 6 percent ceiling on inter-
est rates.

By 1900 the Bank of France had an
office in 411 French towns, and had as
many as 120 full branches, substantially
more than the eight branches that the
Bank of England had in Britain. The

Bank of France played a much greater
role in the French money and banking
system than the comparable Bank of
England played in the British system.
The tight control that the Bank of
France held over the development of
banking in France may have inhibited
French economic growth in the 19th
century. During World War I and World
War II, the French government relied
heavily on the Bank of France to buy
government bonds with the issuance of
bank notes as a measure of war finance.
Bank notes increased 400 percent
between 1940 and 1945, but controls
suppressed inflation until 1944. The
government nationalized the Bank of
France in 1945. Inflation grew to acute
levels in the 1950s.

On August 4, 1993, the Bank of
France won its independence from polit-
ical authorities in a piece of landmark
legislation. With its newly won independ-
ence came a renewed commitment to
price stability as its top priority regard-
less of domestic political pressures.

In 1998, the Bank of France joined
the European System of Central Banks,
which on January 1, 1999, assumed
responsibility for implementing a single
monetary policy for all member states
of the European Monetary Union. The
governor of the Bank of France sits on
the Governing Council of the European
Central Bank and the Bank of France
shares in the implementation of mone-
tary policy. Monetary policy in the
European system is determined by the
Governing Council of the European
Central Bank.

See also: Bank of England, Central Bank,
Deutsche Bundesbank, Federal Reserve
System, First Bank of the United States,
Monetary Law of 1803, Second Bank of the
United States
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BANK OF JAPAN

Japan was the first non-Western country
to intentionally transform its economy
into a developed capitalist system. In
1882, the Japanese government estab-
lished the Bank of Japan on the European
model of central banks. This was three
decades before the United States created
the Federal Reserve System and occurred
at a time when feudalism was still a fresh
memory in Japan.

After the Meiji Restoration in 1868,
the government launched Japan on an
intensive program of Westernized eco-
nomic development. The new govern-
ment found gold, silver, and copper
coins circulating alongside paper money
issued by feudal lords and merchants.
Like previous revolutionary govern-
ments, including the Continental Con-
gress of the United States, the Meiji
Restoration government turned to the
issuance of inconvertible paper money to
finance government spending. Inconvert-
ible paper money is paper money not
convertible into any type of precious
metal. In 1877, the government issued
another round of inconvertible paper
money to suppress a rebellion. This
touched off an inflationary surge from
1877 to 1881.

The Japanese government learned
from European and U.S. models. In
1872, Japan adopted a system of national
banks patterned after the national bank-
ing system in the United States. Like
their counterparts in the United States,

these banks held government bonds as
collateral for bank notes. The govern-
ment’s inconvertible paper currency was
redeemable in government bonds, but the
system broke down after the government
allowed national banks to issue incon-
vertible bank notes in the late 1870s.

In 1881, the Japanese minister of
finance visited Europe to study central
banking systems. The National Bank of
Belgium had been created in 1850 and
appeared to the Japanese as the most
advanced institution of its type. The
United States had no central bank, and
the Bank of England had evolved over
nearly two centuries without a written
constitution.

The Bank of Japan Act of 1882 pro-
vided for the establishment of the Bank
of Japan. The bank was organized as a
private joint-stock company. The gov-
ernment furnished half of the capital.
Government officials not only appointed
the governor of the bank and other bank
officers, but also supervised the policies
and administration of the bank. The bank
held a monopoly on the issuance of bank
notes, and served as a lender of last
resort to other banks.

The Bank of Japan was set up to serve
as the fiscal agent of the government, to
stabilize seasonal and regional fluctua-
tions in the flow of funds, to finance
international trade, and to hold specie
reserves. The Japanese treasury exerted
strong influence on the operations of the
bank. In 1897, Japan went on the gold
standard, making the bank notes of the
Bank of Japan fully convertible into gold.

In 1868, precious metal specie
accounted for 75 percent of the money
supply. By 1881, that percentage had
decreased to 20 percent. Bank deposits
accounted for 7 percent of the money
supply when the Bank of Japan was
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formed. By 1914, this percentage had
grown to 44 percent. Japan’s economy
became highly monetized, complete
with bank notes and bank deposits.

In June 1997, the Japanese Diet
enacted new legislation, the Bank of Japan
Law, which provided that the autonomy of
the Bank of Japan be respected. In 1998,
the Bank of Japan began a major reorgan-
ization aiming at streamlining operations
and reducing unnecessary holdings, such
as surplus real estate.

The process that led to the formation
of the Bank of Japan reveals something
of the method that lies behind the
Japanese economic miracle. Today,
Japanese commercial banks are among
the largest in the world.

See also: Bank of England, Central Bank, Bank
of France, Federal Reserve System, Yen
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BANK OF SCOTLAND

The Bank of Scotland claims the honor
of being the first incorporated bank
owned exclusively by private sharehold-
ers and devoted exclusively to the busi-
ness of meeting the banking needs of the
private sector. The Scottish Parliament
chartered the Bank of Scotland in 1695,
and it remains the only surviving institu-
tion created by that body. The life of the
Scottish Parliament came to a close in
1707 when England and Scotland
merged.

In 1695, the larger continental states
of France, Prussia, and Austria depended
solely on private bankers, such as the
famous Fugger family of bankers who

held sway in the 15th and 16th centuries.
These countries remained strangers to
public banks. Italy, Holland, England,
and Sweden had founded public banks,
but they all had strong connections to
governments. The Bank of Amsterdam
was founded in 1609, the Bank of Sweden
in 1656, and the Bank of England in
1694. The Bank of England was closest
in character to the Bank of Scotland, but
Parliament chartered it mainly to raise
money for the government. Some of the
Italian public banks were little more than
societies of government creditors. The
Bank of Scotland was expressly forbid-
den in its charter to make loans to the
monarchy.

The Bank of Scotland began as a pure
corporation, entailing limited liability for
its shareholders and the same standing as
an individual in the eyes of the law. The
Scottish Parliament gave the Bank of
Scotland a monopoly for its first 21 years
and made its dividends free from taxation
for that period. Anyone could purchase
stock in the bank, including foreigners.
Edinburgh was headquarters for the bank,
but branch offices were opened in Glas-
gow, Aberdeen, Dundee, and Montrose.

Over the protest of the Bank of Scot-
land, the British Parliament in 1727
chartered a second public bank in Scot-
land, the Royal Bank of Scotland.
Intense rivalry existed between these
two banks from the outset. By 1745,
Scotland had a highly developed bank-
ing system, and notes of these banks
were an important means of payment. In
1746, a third public bank, the British
Linen Company, received a charter.

By 1730, the Bank of Scotland on
three separate occasions had suspended
payment on its bank notes. In that year,
its directors approved the insertion of the
so-called optional clause on its bank
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notes. The optional clause committed the
bank to either redeeming its bank notes
on demand or suspending redemption for
six months, paying a specified interest
rate during the interval of suspension.
The British Parliament banned the
optional clause in the Scottish Banking
Act of 1765.

The Act of 1765 also opened up
Scotland to “free banking,” rendering it
easier to organize banks that issue
notes. Under Scotland’s system of free
banking, the Bank of Scotland took the
lead in policing the issuance of bank
notes by the smaller, provincial banks.
In 1776, Adam Smith heaped high
praise on the Scottish banking system,
writing that “the business of the country
is almost entirely carried on by means
of the paper of those different banking
companies. . . . Silver very seldom
appears . . . and gold still seldomer.”

In the 19th century, Parliament
began to concentrate the note-issuing
authority in the hands of the Bank of
England. In 1833, the Bank of
England’s notes became legal tender in
England, a status not enjoyed by other
bank notes. In 1844, Parliament
restricted the further issuance of bank
notes by any other bank than the Bank
of England. As the Bank of England
assumed the role of Britain’s central
bank, the Bank of Scotland lost its
position of leadership in Scottish bank-
ing. Mergers between Scottish banks in
the 19th and 20th centuries periodically
rearranged the rankings of Scottish
banks in terms of size, but the Bank of
Scotland has remained one of the
largest banks in Scotland. A 1989
survey by the Economist found the
Bank of Scotland to be the bank most
admired by its peer bankers.
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See also: Bank of England, Royal Bank of
Scotland, Scottish Banking Act of 1765
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BANK OF SPAIN

See: Spanish Inconvertible Paper Standard

BANK OF VENICE

The history of the Bank of Venice
reveals something of the forces that led
to the evolution of central banks. In
1171, the government of the Republic
of Venice extracted forced loans of
specie from wealthy citizens. The gov-
ernment kept a record book that
showed the amounts it owed individual
citizens, but otherwise issued no bonds,
promissory notes (IOUs), certificates of
indebtedness, or other proof of indebt-
edness. The government’s creditors
received 4 percent interest per year, but
the government did not pay down the
principal on the loans. The citizens of
Venice began exchanging ownership of
these government obligations to trans-
act business, turning these government
obligations into a circulating medium
of exchange like any other form of
money. Money transactions settled by
entries in books were much more con-
venient than coined money transac-
tions, particularly when large amounts
were involved. The citizens of Venice
soon voluntarily deposited specie with
the “bank” in return for book entry
deposits that could be transferred to
other depositors in any amount.

In 1587, the Venetian government
established the Bank of Venice as the
Banco del Piazza del Rialto. As early as
1374 a committee of scholars had pro-
posed the formal organization of a public
bank, but no action was taken for over two
centuries. By the late 1500s, other Italian
cities had already established public
banks, costing Venice claims of priority in
the history of banking. The credit for the
first beginnings of modern banking prac-
tices, however, belongs to Venice.

The Venetian practice of banking on
the security of government loans survived
into the modern period. Today in the
United States, the Federal Reserve System
issues Federal Reserve Notes and deposits
at Federal Reserve Banks, holding govern-
ment bonds as securities against these
notes and deposit liabilities.

See also: Bank of Amsterdam, Bank of
Deposit, House of St. George, Medici Bank,
Venetian Ducat
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BANK RATE

See: Bank Charter Act of 1833, Gold Standard

BANK RESTRICTION ACT
OF 1797 (ENGLAND)

The Bank Restriction Act of 1797
began England’s first experience with
inconvertible paper currency—that is,
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paper currency that was not convertible
into precious metal at an official rate.
From 1797 until 1821, roughly coincid-
ing with the Napoleonic Wars, the
Bank of England suspended payments,
meaning that bank notes were no
longer redeemable in specie or cash.
During this era, England managed a
system of inconvertible paper currency
that met the needs of trade without
triggering a destructive episode of
hyperinflation.

Prior to the suspension of payments,
banks in England, Ireland, and Scotland
issued bank notes that circulated as paper
money, and these banks stood ready to
redeem bank notes into gold and silver
specie, assuring the acceptability of bank
notes in trade. Beginning in 1793, banks
had difficulty maintaining sufficient
specie reserves to satisfy all requests for
redemption of bank notes. Heavy govern-
ment borrowing, coupled with subsidies
to foreign allies and military expendi-
tures, caused a major outflow of gold,
draining the gold reserves of the Bank of
England. The memory was still fresh of
the financial debacle that followed John
Law’s attempt to multiply without limit
the paper money in France in 1720.
Rumors of a French invasion of Ireland
sparked a run on banks, further drawing
down gold reserves at the Bank of
England. The Privy Council at an emer-
gency meeting on February 26, 1797,
decided that the Bank of England should
suspend payments, and on May 3, 1797,
Parliament confirmed the action with
enactment of the Bank Restriction Act.
The suspension of payments, advanced
as a temporary measure, was continually
renewed, lasting six years after the end of
the Napoleonic War in 1815. It domi-
nated discussions of monetary issues in
Parliament for 24 years.

Measures of inflation during the sus-
pension of payments period were not
available because the science of index
numbers was still in its infancy. The val-
ues of gold and foreign currencies,
priced in British pounds, were the main
indicators that gauged the value of the
paper pound. The Irish pound dropped
significantly on foreign exchange mar-
kets in 1801, sparking serious discus-
sion. In 1809, the other monetary shoe
fell when the British pound dropped sig-
nificantly on the Hamburg foreign
exchange market. The House of Com-
mons appointed a committee, the Select
Committee on the High Price of Gold
Bullion, to investigate the monetary situ-
ation and report to Parliament. The
report of this committee, the Bullion
Report, fastened the blame on excessive
issue of bank notes and recommended
the return to convertibility within two
years. Thomas Malthus and David
Ricardo, famous economists of the time,
supported the Bullion Report, whereas
most businessmen and bankers, particu-
larly officials of the Bank of England,
defended the suspension policy, arguing
that banking policy had no effect on for-
eign exchange rates. In hindsight, the
Bullion Report represented sound mone-
tary economics, surprisingly advanced
for its time, but the exigencies of war
forced England to remain on an incon-
vertible paper standard. The issues were
summed up with the saying that the
bankers turned out to be bad economists,
and the economists bad politicians.

Two factors seemed to have spared
England the ravages of a paper money
system out of control. First, England
had a developed capital market for
long-term financing of government
debt. Second, Parliament enacted an
income tax that became effective in
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1799. The government’s use of taxation
and long-term borrowing lifted much of
the pressure on the monetary system to
pay for the war printing by bank notes.

When the war ended in 1815, contrary
to expectations, the Bank of England still
faced a drain on its gold reserves, and Par-
liament postponed the resumption of cash
payments. In 1819, Parliament passed the
Resumption of Cash Payments Act, call-
ing for the resumption of payments by
1823. The Bank of England’s reserve
position improved faster than expected,
and full convertibility into gold was
restored in May 1821. The Resumption of
Cash Payments Act also put England
squarely on the gold standard, which
England had been moving toward during
the 18th century.

See also: Bank of England, Inconvertible Paper
Standard, Liverpool Act of 1816, Pound
Sterling
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BARBADOS ACT OF 1706

In 1706, the colonial assembly of
Barbados, an English colony, enacted
legislation that led to one of the more
unusual monetary experiments in history,
creating a fiat domestic currency that was
virtually legal tender. The legislation
sparked a strong protest from merchants,
slave traders, and other English traders,
the creditors in the economy of Barbados.
The British Board of Trade acted to force
the redemption of the paper money, but
the episode reveals the secret war between

debtors and creditors that often surfaces
when monetary institutions are evolving.

Sir Bevill Granville, the lieutenant-
governor at the time, favored a party of
debt-ridden planters in the colonial
assembly. With Granville’s patronage,
the planter party, controlling leadership
positions in the assembly, successfully
sponsored the legislation, which passed
in the lower house by a vote of ten to
nine. The planters clothed their proposal
in arguments citing the shortage of coin
as a contributing factor to the declining
state of trade. To assure the successful
execution of the plan, the assembly
adopted the Triennial Act, which
extended its own life for three years.

This proposal to create a locally
issued paper money allowed each planter
to receive “bills of credit” equaling in
value to one-fourth the planter’s estate.
The institution issuing these bills was a
bank, and the bank manager was called
the holder. Among other duties, the
holder had sole responsibility for
appraising the estates of the planters, one
of the many objections of the creditors.
The legislation called for the acceptance
of the bills at face value in all domestic
transactions, and required creditors to
forfeit half of a debt for refusing to
accept the bills in payment. Planters had
to redeem the bills in one year, or renew
them. Renewed bills remained in circula-
tion. When the planters who first drew
the bills failed to redeem them or were
unable to pay the interest and renew
them, they faced something like a fore-
closure sale on that part of their property
pledged as security for the bills.

The major flaw of the bills in the eyes
of the creditors was that they paid no
interest to their holders. The planters paid
5 percent interest on the bills, which went
to the bank to cover the administrative
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cost of issuing, redeeming, and renewing
the bills. The merchants and traders who
received the bills in payment earned no
interest while they held them, a factor
that assured the rapid depreciation of the
bills in value.

The Royal African Company, a slave-
trading company, was among the major crit-
ics of the law, and vigorously objected, with
other merchants and traders, to the British
Board of Trade. The British government
recalled Granville, and sent as a replace-
ment Mitford Crowe, an individual in good
standing with the merchants. The British
government ordered Barbados to redeem
the bills held by creditors involuntarily.
Meanwhile leadership in the assembly lost
confidence in the new bills, and, failing to
persuade the assembly to take action, dis-
solved it, calling for new elections. The new
election became a battleground for a clash
between creditors and debtors, and the cred-
itors came out on top. The new assembly
passed the Relief Act of 1707, which forced
planters to redeem their paper bills in
one year or face foreclosure auctions.

The experience of colonial Barbados
illustrates the difficulty of developing a
fiat money standard acceptable to
creditors, who bear the burden when
money loses its value. Perhaps there is a
lesson in the fact that the same New
World that flooded the Old World with
an influx of precious metals, was also
inventive in coming up with new variants
of paper money.

See also: Land Bank System, Sugar Standard
of West Indies
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BARTER

Barter is a rude form of exchange, based
on directly swapping goods for goods
without the intermediary of money.
Exchange becomes more important as
individuals specialize in the production
of goods and services. Money consider-
ably facilitates exchange because every-
one accepts it in trade. In a money
economy, individuals devoting all their
energies and skills to the production of
one commodity, such as cattle, can trade
cows for money, and use money to buy
groceries, televisions, automobiles, and
so on. In an economic system based on
barter, a cattle rancher must find some-
one who wants to trade cows for every-
thing else he or she may want to acquire.
To buy a television, the cattle rancher
would have to find someone with more
televisions than he or she needs for per-
sonal use, and who is in need of a cow.
The cattle rancher, having more cows
than needed for personal use, will trade
a cow for a television. Economists call
this conglomeration of circumstances a
double coincidence of wants.

Barter exchange is necessarily time
consuming and inefficient. It is hard to
imagine someone working in a propeller
shop, making propellers for airplanes,
receiving pay in a bundle of propellers,
and then trading propellers for every-
thing they need. Money simplifies
exchange and results in a constant ratio
in the exchange rate between propellers,
and say, televisions.

Historically, barter exchange precedes
the use of money, but it has experienced
resurgence at times. During the Middle
Ages, metallic coinage became scarce in
Europe, and barter exchange began to
play a larger role. Serfs paid manor lords
in certain hours of labor, and a noble
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would make payment in military service.
In the American colonies, barter flour-
ished because of a shortage of metallic
currency. During the 1970s in the United
States, barter again grew in popularity as
a means of avoiding income taxes. Indi-
viduals with goods to sell, or services to
be rendered, formed bartering organiza-
tions, with lists of goods that could be
bartered.

In the 1990s, an antiquated system of
barter appeared in Russia just at the time
that Western observers expected the
emergence of a market economy. Some
estimates suggest that as high as 70 per-
cent of the transactions in Russia involve
barter. City taxes may be paid in the form
of clothes for policemen. Farmers bring
food to factories in exchange for sheet
metal, paint, and other useful items, and
the factories pay workers in the food sup-
plied by the farmers. Workers may be
paid in kind: Workers at a timber factory
received a bundle of plywood on payday.

About 50 percent of industrial sales take
the form of barter. A cannery trades its
finished product, 12-ounce cans of meat,
for livestock to slaughter, aluminum to
make the cans, canning machinery,
electricity, and cardboard boxes suitable
for shipping canned meat.

In a country such as Russia, barter
emerges only after a complete break-
down of the currency. Companies must
arrange deals involving several other
companies to pay their own suppliers.
They must find out what goods their sup-
pliers will accept in payment, then set
out to trade what they have to some other
company that will accept these goods in
order to get what their suppliers need.
All kinds of imbalances develop. A
police department might receive a large
shipment of woolen socks but no new
shoes.

Despite the obvious advantages of
money exchange over barter exchange,
metallic coinage, the most acceptable
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money are more efficient and produc-
tive, eclipsing economies based on
barter exchange.

See also: Commodity Monetary Standard,
Spartan Iron Currency
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BEER STANDARD OF
MARXIST ANGOLA

During the late 1980s, imported beer
became a medium of exchange on the
black market in Angola. By that time, the
economy of Marxist Angola was begin-
ning to break under the strain of a 13-
year war against rebels supported by the
United States and South Africa. Inflation
from wartime finance left the official cur-
rency of Angola, the kwanza, trading on
the black market for 2,000 kwanzas per
dollar, compared to the official rate of 30
kwanzas per dollar. As goods disap-
peared from the shelves of the state-oper-
ated stores, a black market arose right in
the middle of the garbage dump of
Luanda, the capital of Angola. At the
black market, consumers purchased all
kinds of goods with imported beer. The
depreciating kwanzas were pegged to the
price of beer.

Initially, the government tried to
squelch the black market, which contin-

medium of exchange, was not freely
embraced by ancient societies. Com-
plaints against money were perhaps best
expressed by the Chinese scholar Gong
Yu (ca. 45 BCE), who favored the aboli-
tion of coinage. He wrote:

Since the appearance of the uruzhu
coins over seventy years ago, many
people have been guilty of illicit
coining. The rich hoard housefuls
of coins, and yet are never satis-
fied. The people are restless. The
merchants seek profit. Though you
give land to the poor, they must
still sell cheaply to the merchant.
They become poorer and poorer,
then become bandits. The reason?
It is the deepening of the secondary
occupations and the coveting of
money. That is why evil cannot be
banned. It arises entirely from
money. (Williams, 1997, 155)

Ancient Chinese scholars were not
alone in voicing skepticism about
money. The New Testament has the now
often-repeated refrain that the “love of
money is the root of all evil.” The
ancient Spartans legislated that only
huge round metal discs could serve as
money, hoping to discourage the accu-
mulation and carrying of large sums of
money. Metallic coinage was often
blamed for the vices associated with the
large seaport cities.

Despite reservations about money
use, economies based upon money
exchange rather than barter exchange
support a much higher level of special-
ization among individuals, businesses,
and regions, and this specialization fos-
ters productivity. Greater specialization
requires greater exchange, and money
facilitates exchange. Economies using
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The debasement of Angola’s currency
amidst civil war sounded a very familiar
note in history. Hyperinflation attended
the War of Independence of the Ameri-
can colonies, one example of many that
could be cited. The adoption of imported
beer as a medium of exchange appeared,
however, to have no precedent, and
seemed a bit comical. It may have been a
reaction to the tendency of socialist
economies to emphasize austerity in the
production of consumer goods, even in
peacetime. The free market that rose up
from the ash heap of Angola’s Marxist
economy adopted as a monetary stan-
dard a symbol of Western variety and
luxury in consumer goods—imported
beer.

See also: Commodity Monetary Standard,
Liquor Money
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BELGIAN FRANC

See: Belgian Monetary Reform: 1944–1945

BELGIAN MONETARY
REFORM: 1944–1945

The Belgian monetary reform,
although not radical, was among the
most thorough in post–World War II
Europe. Numerous European countries,
freshly liberated from Germany, found
themselves awash in currency that had
been spent lavishly to pay soldiers and
finance military expenditures. Mone-
tary reform aimed at soaking up a flood

ued to grow as the state-owned industry
ground to a halt. The state economists
began to visit the black market to get
ideas for Angola’s economy, which
caught the same distemper as the other
socialist economies of that era. The gov-
ernment learned to tolerate the black
market as it sought to decentralize its
own bureaucratic economy, which was
suffering shortages of raw material and
manpower arising from the war effort.
Government officials turned to studying
the black market as a crash course in
capitalism. Soon, the policemen at the
black market were there only for crowd
control. The black market had a name,
the Roque Santeiro, the title of a popular
Brazilian soap opera played in Angola, a
former Portuguese colony.

Consumers acquired imported beer in
one of two ways. If they had dollars, they
went to one of the government-owned
hard currency stores and bought a case
of imported beer—Heineken, Beck’s, or
Stella Artois—for $12. Only the middle
classes, however, were likely to have
dollars, which they acquired from for-
eign travel. Workers often got on the
beer standard through their employers,
who often paid them partially in coupons
that they could spend in company-owned
stores. These stores were owned by the
multinational corporations that had
employees in Angola. Workers could go
to one of these stores, buy a case of
imported beer, take it to the black mar-
ket, sell it for 30,000 kwanzas, and then
fill their grocery list by shopping at the
black market or even buy a plane ticket
to Lisbon. The plane ticket cost about
two cases of imported beer. The black
marketeer would break up the case of
beer and sell it for about 2,000 kwanzas
per can, turning a nice profit of 12,000
kwanzas.
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Noncollaborators paid war-profiteering
taxes up to 80 percent.

The immediate result of these actions
was the reduction of note circulation
from 300 billion Belgian francs to 
57.4 billion. By December 1944, the
Belgian money stock had grown to 
75 billion, and it grew rapidly in the fol-
lowing year as British and U.S. troops
used Belgium as a base.

Belgium’s gold holdings had been
moved to France for safe keeping,
which, however, did not prevent the
Germans from capturing them. The
Belgian government sued the French
government in U.S. courts, charging
French negligence in securing Bel-
gium’s gold. The U.S. courts ruled in
favor of Belgium and awarded Belgium
compensation out of French gold
reserves held in the United States.
Later, all gold that the Germans confis-
cated from allied governments was
recovered, allowing France to recoup
its payment to Belgium.

With heavy British and U.S. expendi-
tures in Belgium, coupled with the
recovery of its gold reserves, Belgium
emerged from the war with an abun-
dance of monetary reserves, sufficient to
support a stable currency.

See also: Deutsche Mark, French Franc, Swiss
Franc
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BILLON

See: Byzantine Debasement

of currency was common in the liber-
ated countries, including France and
Italy, in an effort to avoid the hyperin-
flation debacles that followed World
War I.

The Belgian government-in-exile
returned to Brussels in September 1944
with plans in hand to reform the Belgium
currency. In the course of the war, the
Belgian money supply had climbed 
250 percent without commensurate
increases in price levels, creating a situa-
tion ripe for a round of runaway inflation.
Bank notes were up 350 percent and
bank account money was up 125 percent.
Either the money stock needed to
decrease rapidly, or prices would soar.

Few European countries thought in
terms of returning to prewar exchange
rate parities, and Belgium was no excep-
tion. Before the war, the Belgian franc
had traded at 145 francs to the pound
sterling and 30 francs to the U.S. dollar.
The postwar Belgian authorities aimed
to maintain an exchange rate of 
176.6 francs to the pound sterling and
43.70 francs to the U.S. dollar.

The Belgian government had new cur-
rency printed in England. In October
1944, all Belgian notes over 100 francs
were frozen. In five days a census of cir-
culating cash was completed, and the
process of distributing the new currency
began. Each family could exchange
2,000 of the old francs for the new francs
on a one-to-one basis. More exchange
took place, up to certain limits, to replace
old francs in notes, bank accounts, and
post office accounts. Up to 60 percent of
these funds were blocked, unavailable for
conversion into new francs. These
blocked funds could be used for certain
purposes, such as special taxes, including
war-profiteering taxes, which ran as high
as 100 percent for German collaborators.
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paid. Although this process seems com-
plicated, it substantially reduced the
transportation of precious metals. In our
example, a Venetian merchant bought
goods from Flanders, and a Flemish
merchant bought goods from Venice,
without any foreign currency leaving
Venice or Flanders.

Bills of exchange gave cover to
bankers evading usury laws by hiding
interest charges in exchange rate adjust-
ments that governed foreign exchange
transactions. A Florentine bank could
advance a sum to an Italian merchant and
receive a bill of exchange payable at a
future date to an agent of the Florentine
bank in a foreign market. When the bill
of exchange matured, the Florentine
agent in the foreign market would draw
another bill of exchange on the Italian
merchant, payable at a date in the future
at the Florentine bank that drew the first
bill of exchange on the Italian merchant.
The Italian merchant would be borrowing
the use of money for the time it took for
these transactions to be completed, and
the interest would be embedded in the
fees for handling the bills of exchange.
Bills of exchange drawn only to grant
credit were called dry bills of exchange.

Credit transactions involving bills of
exchange are difficult to untangle, even
challenging the talents of Adam Smith,
who cited the difficulty of the subject of
bills of exchange as credit instruments in
the Wealth of Nations:

The practice of drawing and redraw-
ing is so well known to all men of
business that it may perhaps be
thought unnecessary to give an
account of it. But as this book may
come into the hands of many people
who are not men of business, and as
the effects of this practice are not

BILLS OF EXCHANGE

Bills of exchange developed during the
Middle Ages as a means of transferring
funds and making payments over long
distances without physically moving
bulky quantities of precious metals. In the
hands of 13th-century Italian merchants,
bankers, and foreign exchange dealers,
the bill of exchange evolved into a power-
ful financial tool, accommodating short-
term credit transactions as well as
facilitating foreign exchange transactions.

The invention of the bill of exchange
greatly facilitated foreign trade. The
mechanics of this can be seen in the
following example: Assume that a
merchant in Flanders sold goods to a
Venetian merchant and accepted in
payment a bill of exchange drawn on the
Venetian merchant promising to pay an
agent of the Flemish merchant in Venice
at a certain date in the future and in a
certain currency. The bill of exchange
allowed the Venetian merchant to accept
delivery on the goods from Flanders,
sell them, and take the proceeds to
redeem the bill of exchange in Venice,
probably in Venetian currency.

Bills of exchange were also instru-
ments for foreign exchange transactions.
Merchants in Italy and major trading
centers in Europe bought bills of
exchange payable at future dates, in
other places, and different currencies. In
the example above, the Flemish mer-
chant could sell the bill of exchange to
an exchange dealer for currency of his
own choosing. In turn, the exchange
dealer could sell the bill of exchange to
a Flemish merchant engaged in buying
goods in Venice. When the bill came due
for payment in Venice, the Flemish mer-
chant would use it to buy goods in
Venice where the bill of exchange was



perhaps generally understood even
by men of business themselves, I
shall endeavor to explain it as dis-
tinctly as I can. (Smith, 1952, 133)

Smith goes on to describe a process
by which bills of exchange are drawn
and then redrawn with interest charges
added, turning the bill of exchange into a
form of long-term credit.

Bills of exchange circulated as money
substitutes, partially playing the role of
paper money, and economizing on the
need to move specie between countries.
When London became the financial cen-
ter of world during the 18th century, bills
of exchange became less important as
credit instruments. Uninfluenced by
church doctrines toward usury, the
London financial markets developed
financial instruments that clearly stated
what interest rate was paid.

See also: Medici Bank
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BIMETALLISM

Under a bimetallic standard, a unit of
money, such as a dollar, is defined in
terms of two metals, usually gold and sil-
ver. The United States started out on a
bimetallic standard that defined a dollar
as equal to either 371.25 grains of silver
or 24.75 grains of gold, fixing the relative
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Bill of exchange from Lyons, France, 16th century. (Photo12/The Image Works)



value of silver to gold at 15 to 1. Bimetal-
lic monetary standards date to the ancient
world, and after the 12th century, they are
well documented in European history.
The use of two metals instead of one
appeared as a reasonable means of sup-
plementing money supplies.

A bimetallic monetary standard owes
its complexity to the relationship
between the price of metals fixed at a
mint and the freely fluctuating market
price of metals. A bimetallic system
functions smoothly in the rare instance
in which the market price and the mint
price remain equal.

The true nature of a bimetallic stan-
dard is best examined when mint prices
and market prices vary. If the mint ratio
of silver to gold is 15 to 1, and the free
market ratio is 16 to 1, citizens have an
incentive to take silver to the mint for
coinage, convert the silver coins into
gold coins, and exchange the gold coins
for a larger amount of silver on the free
market. According to the theory of
bimetallism, the actions of the mint in
buying silver will lift the value of silver
in the free market, reducing from 
16 units to 15 units the amount of silver
equal to a unit of gold in the free market.
In 19th-century Genoa and Florence, a
bimetallic system appeared to work
according to the theory that market
prices will gravitate toward mint prices.

Subsequent experience suggested
that bimetallic systems do not work as
the bimetallic theory suggested.
Between 1792 and 1834 in the United
States, the mint ratio of silver to gold
was 15 to 1, while the free market ratio
was 15.5 to 1. This discrepancy between
mint prices and market prices led to the
disappearance of gold from circulation,
because no one had an incentive to take
gold to the mint for coinage. Valued in

silver, gold was worth more on the open
market than at the mint. When Congress
tried to remedy the situation by boosting
the mint ratio to 16 to 1, above the free
market ratio of 15.5 to 1, gold replaced
silver as circulating money. Gold rather
than silver was taken to the mint for
coinage, and the United States began
moving toward a gold standard. Under a
bimetallic system, experience taught
that the metal overvalued at the mint,
compared to the free market, tended to
drive the other metal out of circulation
as predicted by Gresham’s Law.

The last half of the 19th century saw a
vigorous rivalry develop between bimet-
allism and the gold standard. The United
States and France were the strongest sup-
porters of bimetallism, and the United
Kingdom championed the cause of the
gold standard. The difficulties of keeping
mint prices and market prices in line
were a severe drawback to bimetallic
standards, and the major trading partners
of the world turned to the gold standard
toward the end of the century.

See also: Coinage Act of 1792, Crime of ‘73,
Free Silver Movement, Gresham’s Law,
Latin Monetary Union, Monetary Law of
1803, Symmetallism
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BISECTED PAPER MONEY

Cutting notes into two or more pieces has
seemed the answer to monetary and finan-
cial difficulties in more than one situation.
Immediately following World War II, the
government of Finland, strapped for
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resources, bisected notes in denomina-
tions of 500, 1000, and 5,000 markkaa.
The left halves of the notes continued to
circulate at a half of the original face
value, without any type of government
overstamp, and the right halves became a
forced loan to the government.

Greece implemented a similar expedi-
ent on two occasions. In 1915, the 
100-drachma note was cut into a 
75-drachmai and 25-drachmai note,
mainly to meet a shortage of small
change. In 1925, the Greek government
bisected notes as a means of raising a
forced loan. Similar to the Finnish
episode, the Greek government bisected
circulating notes, letting one half of each
note circulate at a half of its original face
value and holding the other half as a loan
certificate. These bisected notes also cir-
culated without a government overstamp
or overprint signifying their new value.

In 1944, Colombia faced a shortage of
small change because people were hoard-
ing coins to sell to tourists at inflated
prices and to convert into buttons. The
Banco de la Republica de Columbia
withdrew 1-peso notes dated 1942 and
1943, bisected the notes, overprinted
each half note as now equal to a half
peso, and recirculated the half pesos.

Toward the close of World War I, offi-
cials of the Ottoman Empire cut 1-livre
banknotes into quarters, each equaling
one-quarter of a livre. New denomina-
tions and signatures were overprinted on
each note. The one-quarter livre notes
were apparently needed to meet the need
for small change.

With the onset of World War I,
Australia faced difficulty shipping cur-
rency to the 740 or so Fanning Islands.
Virtually everyone on the islands was in
the employ of Fanning Island Plantation
Limited, a company engaged in 

exporting coconuts. The local manager
of the plantation, with the aid of the U.S.
military, arranged to have £1 “plantation
notes” printed in Hawaii and delivered to
the islands. At the end of the war, Aus-
tralian currency again circulated on the
island, and most of the plantation notes
were withdrawn, but some were bisected
and used as movie tickets. The left half
bore a 1-shilling mark and the right half
bore a 2-shilling mark, reflecting the cost
of attending movies on the islands.

The Bank of England has bisected
notes as a security measure. After 1948,
the new state of Israel sent bisected bank
notes to the Bank of England for
redemption. The notes were bisected and
sent in two separate shipments, as pro-
tection against robbery.

The common theme in the history of
bisected paper money is the exigencies
of war. Bisected notes either replace dis-
appearing small coinage or enable the
government to arrange a forced loan on
the government’s terms. The bisection of
notes as protection against robbery does
not affect money in circulation. It there-
fore is not a tool of monetary policy, but
only a detail of handling banking
operations.

See also: Greek Monetary Maelstrom
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BLAND–ALLISON SILVER
REPURCHASE ACT OF 1878

The Bland–Allison Silver Repurchase
Act of 1878 reaffirmed the status of the
silver dollar as legal tender, and provided
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for the limited coinage of silver dollars.
The Coinage Act of 1873 made no provi-
sion for the coinage of silver dollars, and
dropped the silver standard from the def-
inition of the dollar. It left preexisting sil-
ver dollars as legal tender—though none
were in circulation at the time—but an
amendment to coinage laws in 1874
made silver coins legal tender only for
debts up to $5. The Act failed to establish
so-called free silver; that is, it did not
commit the government to mint all the
silver brought to the mint. Silver coinage
was limited and gold coinage was unlim-
ited. Congressman Richard P. Bland of
Missouri introduced the bill in the House
of Representatives, and Senator William
B. Allison of Iowa guided the bill through
the Senate. The act provided:

That there shall be coined, at the
several mints of the United States,
silver dollars of the weight of four
hundred and twelve and a half
grains troy of standard silver, as
provided in the Act of January 18,
1837, on which shall be the
devices and superscriptions pro-
vided by said act; which coins
together with all silver dollars
heretofore coined by the United
States, of like weight and fineness,
shall be legal tender at their nomi-
nal value, for all debts and dues
public and private, except when
otherwise provided by contract.

The bill that passed the House of Rep-
resentatives provided for the free coinage
of silver. It read that “any owner of silver
bullion may deposit the same with any
United States mint or assay office, to be
coined into such dollars for his benefit
upon the same terms and conditions as
gold bullion is deposited for coinage

under existing laws.” The Senate
amended the bill, substituting the free sil-
ver provision with a limit on the coinage
of silver to not less than $2 million or
more than $4 million per month. An
amendment making the silver dollars
convertible into gold failed, as did an
amendment that forbade the use of silver
dollars in payment for interest on the
public debt. Measures to increase the sil-
ver content of silver dollars also failed.

Also, the act directed the president of
the United States to invite European
nations to “join the United States in a
conference to adopt a common ratio
between gold and silver, for the purpose
of establishing internationally the use of
bimetallic money, and securing fixity of
relative value between those metals.”
This provision led to the International
Monetary Conference of 1878, in which
the United States urged the adoption of a
gold-silver bimetallic standard, but the
European nations were not interested.

President Rutherford B. Hayes vetoed
the Bland–Allison Act, citing the deterio-
ration in the value of silver and the
injustice to creditors receiving payment in
silver. The Senate voted 46 to 19 to over-
ride Hayes’s veto, and the House voted
196 to 73 to override the veto, making the
Bland–Allison Act the law of the land.

President Hayes had vowed to veto a
free silver bill, and he attached little sig-
nificance in the Bland–Allison bill to the
provision that limited the coinage of silver.
The silver advocates were not happy, and
the push for free silver took on the aura of
a populist movement as the century pro-
gressed. The government apparently kept
its silver purchases to the minimum
allowed of $2 million per month. The
coinage of silver continued until 1890,
when the Sherman Silver Act required the
government to almost double its silver
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purchases, but substituted the issuance of
treasury notes for the coinage of silver.
After the enactment of the Sherman Silver
Act, concern over the future of the gold
standard in the United States sparked a
financial panic and Congress repealed it in
1893. The government discontinued the
purchase of silver under the Bland–Allison
and Sherman acts.

See also: Bimetallism, Crime of ‘73, Free Sil-
ver Movement, Sherman Silver Act of 1890,
Silver
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BRETTON WOODS
SYSTEM

From 1946 until 1971 the Bretton Woods
System governed foreign exchange rate
policies in the world economy. The for-
eign exchange rate is the rate at which
one country’s currency can be converted
into another country’s currency. The sys-
tem took its name from Bretton Woods,
New Hampshire, the 1944 site of the
international conference of monetary
officials who created it.

For an individual country, foreign
exchange rates determine the cost of
imported products to domestic con-
sumers and the price of domestic exports
to foreign buyers. For example, the for-
eign exchange rate between British
pounds and U.S. dollars determines the
cost of a British pound if purchased by a
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U.S. dollar, and conversely, the cost of a
U.S. dollar if purchased by a British
pound. Therefore, this exchange rate will
determine the cost in dollars of British
goods sold in the United States, and the
cost in pounds of U.S. goods sold in
Britain. Thus, foreign exchange rates
determine the competitiveness of a coun-
try’s goods and services in the world
market. Economies rise and fall with
changes in foreign exchange rates.

Before World War I, the world econ-
omy was on a gold standard, which fixed
the value of each country’s currency in
terms of a fixed weight of gold, thereby
setting exchange rates between currencies
in the process. After World War I, govern-
ments returned to the gold standard, but
the result was unsatisfactory. The same
governments abandoned the gold standard
during the Great Depression, leaving for-
eign exchange rates free to float with vary-
ing degrees of government involvement.

The Bretton Woods System proposed
to combine the stability of fixed
exchange rates with the flexibility of
floating exchange rates in a system of so-
called adjustable peg exchange rates.
Under an adjustable peg system, each
country declared a par value of its cur-
rency in terms of gold and committed
itself to buying and selling foreign cur-
rency and gold reserves to maintain this
par value in foreign exchange markets.
An individual country could not change
the pegged value of its currency more
than 10 percent without permission of
the International Monetary Fund, a
permanent international institution cre-
ated by the Bretton Woods System.

In 1971, the Bretton Woods System
came to an end because the United States
needed to devalue its currency. The
United States experienced a large outflow
of dollars relative to inflow because of

foreign expenditures from the Vietnam
War and other obligations in foreign
countries. By that time, however, most
countries kept their currencies pegged to
the value of the dollar rather than the
value of gold, a practice that crept into
the Bretton Woods System because gold
monetary reserves were in short supply.
In an effort to save the Bretton Woods
System, the United States devalued its
dollar relative to gold, but the outflow of
dollars remained excessive. In 1973, the
world economy went on a system of flex-
ible exchange rates.

The Bretton Woods System kept
alive a vestige of the gold standard
when gold monetary reserves were
inadequate to support the growth in
world trade and money stock. It also
provided stable exchange rates that
reduced the risk and uncertainty associ-
ated with foreign trade, a factor that
might have helped world trade recover
from the disruption of world war. Per-
haps its greatest accomplishment was
the cooperation it fostered among trad-
ing partners in an important area of
common interest.

See also: Balance of Payments, Gold Bullion
Standard, Foreign Exchange Markets, Inter-
national Monetary Fund, World Bank
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BRIDE MONEY
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BRITISH GOLD
SOVEREIGN

During the 19th century, the British gold
sovereign coin was the pride of the British
Empire, the last coin to achieve significant
international stature before the era of
paper money superseded metallic coinage.
It was probably the most successful coin
ever turned out by the English mint.
Toward the latter part of the nineteenth
century it became the foremost coin on the
stage of international trade, contributing to
London’s status as a financial capital of
the world.

Lord Liverpool’s Coinage Act of 1816
had established gold as the sole standard
measure of value for English coinage,
and had provided for the coinage of a
20-shilling gold piece containing
123.3 grains of gold. Under the Carolin-
gian system, which survived in Britain
until 1971, £1 equaled 20 shillings,
which equaled 240 pence. The new coin
was called the sovereign. Over a span of
approximately 100 years, the sovereign
lived up to Lord Liverpool’s dictum that
gold coins should be made as perfect and
kept as perfect as possible.

The sovereigns were popular in for-
eign countries and many left England
permanently. Sometimes fluctuations in
exchange rates made it profitable to melt
down sovereigns, and resell the gold bul-
lion to the English mint, where it was
recoined. England did not directly feel a
special duty to provide coins for foreign
governments. The burden of keeping the
world supplied with coins, however,
seemed worth bearing in light of the
advantage that a sound international coin
afforded English commerce. Sovereigns
were also struck in Sydney, Australia,
and Bombay, India.

The United Kingdom continued to
mint sovereigns until 1914, when gold
coinage ceased to circulate domestically.
During the interwar period, the United
Kingdom returned to a gold bullion stan-
dard, but gold coins were not minted.
During the post–World War II era, sov-
ereigns were minted intermittently and
sold as a hedge against inflation, but not
as circulating currency.

The famous historian Arnold Toyn-
bee, in Volume 7 of his Study of History,
cited evidence that famous coins, such as
the Athenian owls continued to circulate
in out-of-the-way parts of the world long
after the disappearance of the govern-
ment that issued them. According to
Toynbee, “it may be anticipated that the
English gold ‘sovereign,’ of which Eng-
lishmen saw the last in A.D. 1914, might
still be circulating in Albania for genera-
tions, and in Arabia for centuries after
that portentous date” (Toynbee, 1954,
317)

The British pound sterling was the
preeminent international currency
during the 19th and early 20th cen-
turies, comparable to the U.S. dollar in
the post–World War II era. The pound
sterling, however, was the last interna-
tional currency, the prestige of which
was dependent on a precious metal
coin of unquestioned weight and
purity.

See also: Gold Standard, Pound Sterling
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BYZANTINE
DEBASEMENT

In the 11th century CE, the Byzantine
Empire began debasing its gold coinage.
For seven centuries Byzantium had
maintained the purity of a gold coinage
inherited from the reforms of the Roman
emperor Constantine I.

Until the 11th century, Byzantine gold
coins show a gold content ranging
between 22 and 24 carats fine, probably
the highest standard of purity obtainable
with the technical processes of the time.
The Byzantine emperor Michael IV (r.
1034–1041) had practiced the money-
changing profession before his elevation
to emperor, and under his rule the Byzan-
tine mints turned out coins varying
between 12 and 24 carats. The purity of
the gold coins continued to decline.
Under Nicephorus III Botaneiates (r.
1078–1081), gold coinage averaged about
8 carats. By 1090, gold coins consisted of
an alloy containing a bit of gold, more sil-
ver, and much more copper.

In 1092, Alexius I (r. 1081–1118)
introduced a reformed coinage based on
four metals. A standard gold coin was
struck with a fineness of 20.5 carats, a sil-
ver/gold alloy coin was struck with a fine-
ness of 5 and 6 carats, a billon coin was
struck containing 6 to 7 percent silver with
the remainder of copper, and two copper
coins were struck. This system provided
the Byzantine Empire with a stable
coinage throughout the 12th century.

In 1204, Constantinople fell to Latin
crusaders in the Fourth Crusade, and the
gold coinage of Byzantium began a
downward slide toward debasement. In
1253, William of Rubruck recorded an
incident that occurred when the Tartars
of Crimea were handed Byzantine gold

coinage. He reported that the Tarters
rubbed the coins with their fingers and
then held their fingers to their noses to
test by smell whether the coins were
made of copper or gold. Apparently, the
Tartars were trying to detect a sour smell
associated with copper, and the Byzan-
tines debased their gold coinage with
copper. It was said that India produced a
copper that was bright, clean, corrosion
resistant, and virtually indistinguishable
from gold. Supposedly, Darius had
drinking cups of gold and of copper, and
these cups could not be distinguished
except by their smell.

In 1261, the Byzantine Empire was
restored under a new dynasty, but the new
government continued to strike debased
gold coinage. In the 14th century, debased
gold coins ranged between 11 and 
15 carats, and a reformed silver coinage
began to displace gold coins. The final
blow to Byzantine gold coinage came
when Constantinople fell to the Turks in
1453. The Emperor ordered that the
sacred churches be stripped of precious
metal vessels and objects and that these
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vessels and objects be melted down and
struck into coin. The Emperor needed the
coin to pay the soldiers, ditch-diggers, and
others working to defend the city.

Byzantium’s monetary disorder mir-
rored the deterioration of Byzantine
society. Travelers and diplomats at the
time noted the palaces, churches, and
monasteries that were in ruins, and the
destroyed houses and neglected fields.

The Byzantine shift from a gold
coinage to a silver coinage marked a
geographical shift in metallic coinage.
Between the 7th century and the 12th
century, the Eastern world depended

primarily on a gold-based coinage, and
the Western world depended on a silver-
based coinage. During the 13th and 14th
centuries, a reversal occurred, with the
Eastern world shifting to a silver-based
coinage and the Western world to a gold-
based coinage.

See also: Gold
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CAISSE D’ESCOMPTE

The Caisse d’Escompte performed some
of the functions of a central bank in pre-
Revolutionary France. After the hyper-
inflationary fiasco of John Law’s Banque
Royale in the 1720s, the term “bank”
acquired a negative connotation in France,
and it was not used until the founding of
the Bank of France in 1800. Despite its
name, the Caisse d’Escompte was a bank.

The failure of John Law’s Banque
Royale thoroughly soured the French
people on banks that issued bank notes,
thus retarding the continued development
of French banking for several decades. In
1767 a so-called Caisse d’Escompte was
established to purchase commercial
paper and government securities, paying
4 percent interest (5 percent during war)
and charging a 2 percent commission.
The Caisse d’Escompte also enjoyed a
monopoly on the issuance of coinage.

The first Caisse d’Escompte failed,
but Finance Minister Turgot established
by government decree another Caisse
d’Escompte in 1776. This institution was

empowered to discount bills of exchange
and commercial paper at 4 percent, buy
and sell gold and silver, and act as the
government’s bank. It could accept
deposits from the public, but could not
borrow funds at interest, or accept any
debt that was not payable on demand. It
could issue bank notes, because they paid
no interest and were payable on demand,
but could not issue less liquid assets,
such as interest-bearing bonds. At first,
the bank notes were not legal tender. Per-
haps as a lesson learned from the Banque
Royale, the Caisse d’Escompte could not
engage in any commercial or maritime
enterprise, including insurance.

By 1783, the French government was
already inching toward the abyss of
bankruptcy that would provide the spark
for the French Revolution. The Caisse
became overly generous issuing bank
notes to purchase government debt, and
public confidence suffered. The govern-
ment, however, was able to float a lottery
loan and repay its debt to the Caisse.
Also, the capital of the Caisse was
increased from 12 million to 15 million



livres, the term of discounted commercial
paper was restricted to 90 days, and the
minimum coin reserve against bank notes
was raised to 25 percent. The interest rate
on commercial paper maturing past
30 days was increased to 4.5 percent.
With these reforms, the Caisse won a
reprieve from public distrust.

By 1783, the fiscal crisis of the ancien
régime had deepened, and the Caisse and
its stockholders became captives of the
French government. In February of that
year, the Caisse was granted a privilege
to issue bank notes for 50 years in return
for a loan of 70 million livres to the
French government. Now the state
absorbed virtually all the financial capital
of the Caisse. In August public confi-
dence crumbled, panic erupted, and the
Caisse had to redeem 33 million livres in
bank notes before the panic subsided.
The governing council of the Caisse
refused a government offer to make the
bank notes legal tender, but did request
that the government repay the 70 million
livre loan. The government was in no
shape to meet such a request, as that
money would never be seen again. Public
confidence continued to wane, mainly
because of the close association between
the Caisse and government. Panic broke
out again in August 1788, draining the
Caisse’s coin reserves from 50 million to
25 million livres, and convertibility was
suspended. Although repayment of the
70-million-livre loan was out of the ques-
tion, the government came to the aid of
the Caisse by making its bank notes legal
tender. It also authorized the redemption
of bank notes in discounted commercial
paper.

The Caisse advanced more funds to
the government before revolution broke
out in July 1789. The revolutionary gov-
ernment continued to receive advances

as the National Assembly debated pro-
posals to transform the Caisse into a
national bank. The National Assembly
issued its own paper money, the infa-
mous assignats, and the Caisse received
payment in these inconvertible, legal
tender notes. The Caisse wobbled on,
still making advances to the government,
until August 1793 when the revolutionary
government took over its assets.

The first two French experiments with
public banking, the Banque Royale and
the Caisse d’Escompte, ended in hyper-
inflation, a reminder of the importance of
discipline in note-issuing banks. England
had a much more successful experience
with the Bank of England. Despite two
unhappy experiences with public banks,
France under Napoleon established the
Bank of France, and the organization of
the Bank of France strongly influenced
the design of the Federal Reserve System
in the United States.

See also: Bank of France, Hyperinflation during
the French Revolution, Law, John
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CALDERILLA

See: Vellon

CAPITAL CONTROLS

Capital controls restrict the ability of
households and businesses to hold assets
denominated in foreign currency. Capital
controls can restrict either the inflow of
capital or the outflow of capital. Restric-
tions on the inflow of capital can include
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bans on foreign-owned deposits in
domestic banks and thrifts, foreign pur-
chase of domestically issued stocks and
bonds, and foreign purchase of tangible
capital such as land and plant and
equipment. Restrictions on the outflow of
capital can prevent citizens from holding
foreign currency deposits in foreign
banks and thrifts, purchasing stocks and
bonds issued in foreign countries, and
purchasing land, plant, and equipment in
foreign countries.

Governments have various motives for
imposing capital controls. In the 1970s,
Germany imposed restrictions on the
inflow of foreign capital out of concern
for the competitiveness of its exports in
foreign markets (Allen, 2001, 228). For-
eigners purchasing German bonds tended
to bid up the value of Germany’s cur-
rency in foreign exchange markets. As
the value of a country’s domestic cur-
rency climbs in foreign exchange mar-
kets, its exports become costlier in
foreign markets. Germany banned interest
payments on large bank accounts held by
nonresidents and nonresident purchase of
bonds. Germany lifted these restrictions
in 1981. Japan, another country concerned
about the competitiveness of its exports
abroad, banned foreign ownership of
Japanese assets until 1980. In 1984,
Japan lifted remaining capital controls
(Allen, 2001, 228).

Governments more concerned about
currency depreciation are more likely to
impose restrictions on the outflow of cap-
ital. Currency depreciation can unleash a
wave of inflation. It makes foreign
imports costlier. The United Kingdom
enforced restrictions on capital outflows
until 1979. France and Italy restricted
capital outflows until 1986 (Allen, 2001,
228). Developing countries may restrict
capital outflows because they want to

keep capital at home to finance domestic
economic development. They may allow
their citizens to convert domestic cur-
rency into U.S. dollars if the dollars go
toward the purchase of a tractor or other
piece of capital equipment. They may not
allow their citizens to convert domestic
currency into U.S. dollars to hold a bank
account in a Miami bank.

The United States has been among the
countries most inclined to allow the
unrestricted inflow and outflow of capital.
In the 1960s, however, the United States
levied an “interest rate equalization tax”
that removed the incentive of U.S. citi-
zens to purchase foreign interest-bearing
assets (Allen, 2001, 228). The tax lasted
into the 1970s. The North American Free
Trade Agreement (NAFTA) provides for
the free movement of capital between
Canada, Mexico, and the United States
with a few exceptions. The United States
prohibits foreign ownership of radio sta-
tions, and limits the percent of a U.S. airline
that can be owned by foreign investors.
Mexico prohibits foreign investment in
its domestic oil business. In 2005, China
make a takeover bid for Unical, a large U.S.
oil company. Although Chinese purchase
of Unical did not strictly violate U.S.
law, China dropped the takeover bid after
strong opposition arose in Congress.
Opponents of the takeover bid were con-
cerned about the national defense reper-
cussions of letting China own a large
stake in the U.S. oil industry.

Part of the trend toward globalization
has been the removal of all capital con-
trols by both developed and developing
countries. Capital controls as economic
policy have now largely lost favor. Some
exceptions include cases where national
defense may be at risk.

See also: Currency Crises, Hot Money
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CAPITAL FLIGHT

Capital flight usually denotes massive
shifts in money from investments in one
country to investments in another country.
It happens when investors shun country-
specific risks out of fear of currency
depreciation, inflation, or political insta-
bility. Capital flight can refer to move-
ments of money from one industry to
another to escape volatility or poor
returns, but that species of capital flight is
less likely to threaten economic stability.

Capital flight ordinarily does not refer to
the flight of human capital, which can be
another problem for some countries. Sudden,
massive outflows of financial capital from
a specific country can shake up the entire
global financial system.

A wholesale exodus of foreign capital
typically indicates an expectation of
domestic currency depreciation in the
near future. In a currency crash, investors
can easily watch foreign investments fall
in value between 20 and 30 percent
overnight. Out of self-defense, foreign
investors and currency traders keep their
fingers on the pulse of macroeconomic
fundamentals in the countries where they
have investments and hold currencies.
Countries are good candidates for speculative
attacks and currency crashes if they have
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large current account deficits, large
public debts, slow economic growth, and
low foreign exchange reserves.

Capital flight is not limited to the
activities of foreign investors. With the
rise of oil prices between 2004 and 2007,
Venezuela enjoyed double-digit eco-
nomic growth and a large inflow of for-
eign currency. Under these conditions, a
speculative attack on the currency and
currency depreciation remained unlikely.
Nevertheless, Venezuela experienced cap-
ital flight because of distrust of one per-
son, Hugo Chavez, the president of
Venezuela. The citizens of Venezuela
feared that the government under his
leadership might resort to confiscating
their bank accounts and businesses. One
economist estimated that over three years
Venezuela lost one billion dollars per
month because of Venezuelans protecting
their capital by shifting to foreign invest-
ments (Katz, 2007). South Florida was
the safe haven for much of the Venezue-
lan capital flight. Venezuelan bank
deposits in Miami banks went by the term
“CD dollars,” meaning Chavez-driven.
Real estate agents in Florida also saw an
inflow of Venezuelan capital to purchase
condominiums and other real estate.

Fear of inflation is another factor that
often drives domestic investors to safe-
guard their capital by favoring invest-
ments in other countries. In addition,
domestic investors often suspect that a
debt-ridden government will default on
domestic debt holders before it defaults
on foreign debt holders.

Capital flight can be a serious problem
for developing countries. These countries
often do not generate enough domestic
savings to finance economic develop-
ment. They in effect have a capital shortage,
which becomes worse if the available
domestic capital flees to another part of

the world. One study claims that Africa
is a net creditor to the rest of the world
(Cera, Rishi, Saxena, 2005). The external
debt that Africa owes to the rest of the
world is less than the private assets
Africans hold abroad when the private
assets are measured by accumulated capital
flight. At the same time that one of the
poorest continents is a net creditor to
the world, one of the richest countries,
the United States, is a net debtor.

See also: Currency Crises
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CAROLINGIAN REFORM

Around 755 CE the Carolingian Reform
established the European monetary system,
which can be expressed as:

1 pound = 20 shillings = 240 pennies.
Originally, the pound was a weight of
silver rather than a coin, and from a
pound of pure silver 240 pennies were
struck. The Carolingian Reform restored
the silver content of a penny that was
already in circulation and was the direct
descendant of the Roman denarius. The
shilling was a reference to the solidi, the
money of account that prevailed in
Europe before the Carolingian Reform.
The solidi money of account originated
from the Byzantine gold coin that was
the foundation of the international mon-
etary system for more than 500 years.
The shilling acted to bridge the new
monetary system to the old, an important
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role because debts contracted prior to the
Reform were defined in solidi.

For three centuries following the
reform, the only coin minted in Europe
was the silver penny. Shillings and
pounds were ghost monies—convenient
shorthand for keeping accounts, but not
actual coins. Rather than writing down
“2,400 pennies,” it was easier to write or
say “10 pounds,” and rather than write
or say “12 pennies” it was easier to write
or say “one shilling.” The silver penny
was the linchpin of the Carolingian sys-
tem, but major transactions required
unwieldy numbers of pennies, counting
into the tens or even hundreds of thou-
sands, and the pound and shilling were
handy measures of pennies.

The Carolingian Reform was the
work of Pepin the Short (r. 751–768),
the first king of the Carolingian dynasty
and father of Charlemagne. In addition
to establishing the Carolingian monetary
system, the Reform also reduced the
number of mints, strengthened royal
authority over the mints, and provided
for uniform design of coins. All coins
bore the ruler’s name, initial, or title, signi-
fying royal sanction of the quality of the
coins.

Charlemagne spread the Carolingian
system throughout Western Europe.
The Italian lira and the French livre
were derived from the Latin word for
“pound.” Until the French Revolution,
the unit of account in France was the
livre, which equaled 20 sols or sous,
which in turn equaled 12 deniers. Dur-
ing the Revolution, the franc replaced
the livre, and Napoleon’s conquest
spread the franc to Switzerland and
Belgium. The Italian unit of account
has remained the lira, and in Britain the
pound-shilling-penny relationship sur-
vived until 1971.

Even in England the pennies were
eventually debased, leaving 240 pennies
representing substantially less than a
pound of silver, and the concept of a
pound as a money unit of account
became divorced from a pound-weight
of silver.

After the breakup of the Carolingian
Empire, pennies debased much faster,
particularly in Mediterranean Europe,
and in 1172 Genoa began minting a sil-
ver coin equal to four pennies. Rome,
Florence, and Venice followed with
coins of denominations greater than a
penny, and late in the 12th century
Venice minted a silver coin equal to 24
pennies. By mid-13th century, Florence
and Genoa were minting gold coins,
effectively ending the reign of the silver
penny (denier, denarius) as the only cir-
culating coin in Europe.

See also: English Penny, Ghost Money, Pound
Sterling, Silver
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CASE OF MIXT MONIES

At the turn of the 17th century, the Case
of Mixt Monies (1601), one of the most
famous legal-tender cases in English
history, upheld the principle in English-
speaking countries that sovereign
governments command the prerogative
to confer legal-tender status on a mone-
tary unit.

On April 23, 1601 Elizabeth Brett pur-
chased £200 of wares from a London
merchant. Brett paid £100 up front and
committed herself to pay in September
another £100 in current and lawful money
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of England. The September payment was
also to be paid in Dublin, Ireland. An
important complication occurred on May
24, when Queen Elizabeth sent to Ireland
certain “mixt monies” from the Tower
Mint, with official stamps and inscrip-
tions, and proclaimed that the mixed
money would be the lawful and current
money of Ireland, at rate of a shilling for
a shilling, and a sixpence for a sixpence,
and that none should refuse it. The Queen
also proclaimed that after July 10 other
money in Ireland would be valued only as
bullion, and not as current money. The
mixed money was of a baser alloy than
England’s coinage and was not current
and lawful money in England. On the day
of payment, Brett tendered payment in
£100 of the mixed money, which, accord-
ing to proclamation of the English crown,
was current and lawful money in Ireland.

The London merchant protested, not
wanting to accept the baser currency
when the original contract specified ster-
ling, and brought the dispute to court.
The issue at hand was whether a time
contract among parties required payment
in the money that was current and lawful
at the time the parties entered into the
contract, or the money that was current
at the time in the future when the con-
tract specified that payment be made.
The court found in favor of Brett, firmly
sanctioning the right of the sovereign
power to endow a monetary unit with
legal-tender status.

The Constitution of the United States
did not expressly confer on Congress the
power to endow a monetary unit with
legal tender status, and forbade the states
from declaring any money as legal tender
other than gold and silver coins. In 1883,
the Supreme Court upheld the right of
Congress to make a paper money issue
legal tender, citing, among other things,

that historically such a right belonged
with the prerogatives of sovereignty.

See also: Juilliard v. Greenman, Legal Tender
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CATTLE

A Gothic translation of the Bible
(340–388 CE) made use of the Gothic
term for cattle, faihu, to stand for
“money.” The English word “fee” is a
descendant of the German word for
cattle, Vieh. In the language of the
Anglo-Saxons, Vieh evolved into the
word feoh, which referred to cattle, prop-
erty, treasury, price, reward, levy, tribute,
and money. Feoh became “fee” in modern
English, a reminder of the importance of
cattle as money in early England. Like-
wise, the English word “pecuniary”
stems from the Latin word for cattle,
pecos. The modern monetary unity of
India, the rupee, evolved from the Sanskrit
word for cattle, rupa.

At some point in history, cattle have
filled a niche in the money supply in vir-
tually every geographical area of the
globe, from the most northern Asiatic
people of Russia, to the southernmost
people of Africa. The Europeans brought
cattle to the New World, where they
again played the role of money in remote
areas.

Homer’s Iliad and Odyssey make
numerous references to the use of oxen
as a standard of value. A big tripod, the
first prize in a competition, was worth
12 oxen, and a woman with many skills
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was worth four oxen. An unfired cal-
dron was valued at one ox. When two
opposing heroes held a friendly
exchange of arms in the midst of battle,
one set of arms was valued at 100 oxen,
and the other at only nine oxen. A son
of Priam, king of Troy, was captured
and sold into slavery for 100 oxen, and
Priam ransomed him for 300 oxen. In
the Odyssey, one of the suitors who
invaded Odysseus’ house during his
absence sought to appease him, offer-
ing to give him bronze and gold equal
in value to 20 oxen, suggesting that
oxen were a standard of value but not a
medium of exchange.

One of the most advanced cattle mon-
etary standards could be found in
medieval Iceland. Icelandic law fixed the
standard unit of value as a cow of three
to ten winters in age. The cow had to fall
within a medium size, be unblemished

and horned, have given birth to fewer
than three calves, and be giving milk. A
cow meeting these standards was called
a kugildi, the standard monetary unit of
medieval Iceland. According to the law,
values ranged from two-thirds of a
kugildi for a sterile cow to one and one-
fourth kugildi for a five-year-old ox, one
and one-half kugildi for a six-year-old
ox, and so forth. The law also fixed the
value of horses, rams, ewes, goats, and
pigs in terms of kugildi.

Cattle monetary standards have sur-
vived into the modern era, particularly in
Africa. In some of these areas cattle have
become an ecological problem. They are
overstocked because they are a presti-
gious form of wealth that is valued
beyond the bounds of economic practi-
cality. The excess numbers of cows have
overgrazed the land, eroding the soil.
Traditionally, tribal raids killed off
excess supplies of cattle, helping to hold
the cattle population in check. Now, a
growing cattle population is an
unwanted side effect of the demise of
tribal warfare. Government authorities
search for ways to introduce modern
money as a means of reducing the cattle
population and sparing the ecology. One
proposal in a report of the Kenya Agri-
cultural Commission suggested that the
government issue coins bearing images
of cows or goats, and provide special
tokens shaped in the image of livestock
and convertible into money.

Cattle were close to the ideal mone-
tary medium in the earlier stages of eco-
nomic development of many societies.
They were a source of food and clothing,
a store and symbol of wealth, and
objects of religious veneration. Well-
formed and unblemished cattle were in
demand as religious sacrifices. They
were movable and reproduced, earning a
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crude form of interest. They could fulfill
all the basic roles of money, acting as a
medium of exchange, a store of value, or
a standard of value.

See also: Commodity Money, Commodity
Monetary Standard, Goat Standard of East
Africa
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CELTIC COINAGE

The coinage of the Celtic tribes in North-
ern Europe and Great Britain has often
been little more than a footnote in the
history of the vast coinage of Greece and
Rome, perhaps because some of the
Celtic coins were imitations of Mace-
donian and Roman coins. Nevertheless,
hundreds of thousands of Celtic coins
have been discovered, sometimes in
hoards of up to 40,000 pieces. These
coins tell more about the life and thought
of the Celts than any other artifacts
found from this society that left few
written records. Certain Celtic rulers are
known to history only because of their
representation on coins.

The earliest dated coins found in
Britain are the golden staters struck by
Philip II of Macedon, and imitations of
this stater are among the earliest Celtic
coins found in northwestern Europe.
Philip’s golden stater found its way to
the Celts either through Celtic mercenar-
ies in the pay of Alexander the Great,
through the migration of peoples, or
through a trickling trade between Britain
and the eastern Mediterranean. Between
the first century BCE and the first
century CE, the Celts struck imitations
of the Macedonian golden stater. In addi-

tion, the Celts minted coins from silver,
bronze, and a mixture of tin and copper
called potin. The potin coins were cast
rather than hammered or struck and
passed as everyday token money. As
Celtic coinage evolved beyond the imita-
tion stage, it abandoned the Greek
images, displacing them with images of
things that reflected the pastoral life of the
Celts—horses, boars, or stalks of wheat,
among other things.

As Rome pushed the frontiers of its
empire northward and across the channel
to England, indigenous Celtic coinage
disappeared in favor of Roman coinage.
After the disintegration of the Western
Roman Empire in the fifth century CE,
all coinage disappeared in the former
Celtic countries for nearly 200 years.
During the sixth and seventh centuries,
the Merovingian Gauls began minting
gold and silver coins, and the winds of
trade carried these coins to Anglo-Saxon
England. During the seventh century,
these gold coins were progressively
debased with silver.

Evidence of Anglo-Saxon gold
coinage appears in the seventh century.
The prime denomination of these coins
was the thrysma, a reference to one-third
of a gold solidus. These coins also suc-
cumbed to debasement, leaving silver as
the principle monetary metal. Silver
coins were often debased with copper or
brass, until the eighth century, when full-
weighted silver coins again appeared,
and the English silver penny began its
long history, lasting 1,000 years.

See also: English Penny
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CENTRAL BANK

Central banks are banks that serve as
banker’s banks, holding deposits of
commercial banks and making loans to
commercial banks. Typically, a central
bank also acts as the government’s
banker, and holds a monopoly on the
issuance of paper money. Commercial
banks can turn to a central bank as a
lender of last resort in financial crises.
The Federal Reserve System in the
United States, the Bank of England, the
Bank of France, and the Bundesbank of
Germany rank among the worlds lead-
ing central banks.

Monetary systems regulated by a cen-
tral bank became the preferred form of
monetary regulation in the latter part of
the 19th century. The alternative to central
bank regulation is what is called “free
banking,” pioneered by Scotland in the
late 18th century. In the high tide of 
19th century laissez-faire capitalism,
central banks were not fully evolved, and
free banking became a trend in the
United Kingdom and the United States.
The United States abandoned the Second
Bank of the United States and turned to
a form of free banking. Free banking was
a system composed of a multitude of
competing commercial banks, each of
which issued its own bank notes. Under
the free banking system, no one bank
commanded a monopoly on the issuance
of bank notes, which is the position that
a central bank enjoys.

Free banking denotes a banking system
in which note-issuing banks are estab-
lished according to the same principles
that govern the establishment of any
other new business enterprise. The abil-
ity to start a new bank requires sufficient
financial capital and public confidence to
make the new bank notes acceptable to

the public and to help the new bank
reach a profit-making scale of operation.
A new bank need not clear any legal hur-
dles, such as charters or grants that
require a special act of government.
Each bank issues its own bank notes that
it converts on demand into an acceptable
medium of exchange—often, but not
necessarily—gold. None of the banks
issue notes bearing the legal status of
legal tender, or in any way favored by the
government. A bank’s refusal to redeem
its bank notes into an acceptable medium
of exchange is equivalent to a declaration
of bankruptcy.

A system of independent commercial
banks can cause instability in the econ-
omy. In an economic upswing, banks
have an incentive to make as many
loans as possible, and the loans stand an
excellent chance of being repaid. This
expansion of loans can turn an eco-
nomic upswing into an overheated
boom and inflationary spiral. In an eco-
nomic downswing, on the contrary,
banks find extending loans more risky,
and curtail lending activities accord-
ingly. This restriction on credit and
money can push the downswing over
the precipice into a depression. Individ-
ual banks, driven by the profit motive in
a free banking system, add to the severity
of cyclical fluctuations.

Central banks seek the public inter-
est rather than strive to maximize prof-
its. In the downswing, central banks
supply more credit to the system rather
than less. In the upswing, central banks
restrict the supply of credit. The
monopoly on the issuance of bank
notes and commercial bank reserve
deposits gives the central bank control
over the money supply, interest rates,
and credit conditions. These can be
adjusted to counter the cyclical swings
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in order to smooth out these economic
fluctuations.

In the 20th century, the preference for
central banking over free banking is
dogma. Nearly all the discussion weighing
the relative merits of these two systems
took place in a 50-year interval in the 19th
century.

See also: Bank of England, Bank of France,
Bank of Japan, Deutsche Bundesbank, Fed-
eral Reserve System, Free Banking
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CENTRAL BANK 
INDEPENDENCE

An independent central bank is one that
is free from short-term political control.
Central banks bear responsibility for
controlling money stock growth, interest
rates, and credit conditions. It is widely
believed that political and electoral pres-
sures favor an inflationary bias on mone-
tary policy. Government officials often
want to finance public deficits at bargain
interest rates, and prefer easy money and
low interest rates in months leading up to
elections. Easy money policies usually
bring temporary reductions in unem-
ployment rates before kindling inflation,
making easy money an attractive option

right before an election. In the worst
cases, where central bank independence
is completely lacking, central banks auto-
matically purchase government bonds at
requests of treasuries and ministries of
finance. When a central bank purchases
government bonds, it enlarges domestic
money stocks. Inflation correlates almost
one to one with money stock growth. Gov-
ernments are often content to accelerate
inflation because inflation represents a tax
that can be levied without approval of leg-
islative or parliamentary bodies. Key to
the rationale of the independent central
bank is insistence that central banks
should have one policy mission that stands
above all others, and that policy mission is
the maintenance of price stability, zero or
near zero inflation. Other goals often men-
tioned in central bank charters included
full employment, economic growth, and
cooperation with public finance.

In the last decades of the 20th century,
economists developed quantitative meas-
ures of central bank independence and
employed these measures or indexes to
test for correlation between central bank
independence and inflation rates over a
range of countries. These studies
reported that inflation rates were lower
in countries where central banks boasted
high degrees of independence (Alesina
and Summers, 1993).

Among the countries registering the
highest levels of central bank independ-
ence were Germany, Switzerland, and
the United States. In Germany, the inde-
pendence of the central bank is strongly
anchored in the law that created the cen-
tral bank. In the United States, the legal
basis for central bank independence
is not as robust, but a strong, well-
developed financial sector demands
that the central bank enjoy political
independence.
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In the last decade of the 20th century,
central bank independence became a
measure of a country’s commitment to
inflation containment and currency sta-
bility. Other countries moved to reform
central bank law and grant their central
banks greater legal independence from
political authorities. The European Mon-
etary Union required as a condition of
membership that its members confer
legal independence on their central
banks. Japan enacted new central bank
legislation that gave greater autonomy to
the Bank of Japan. The new law became
effective in April 1998 (Ueda, 1999). It
prohibited the Minister of Finance from
issuing orders regarding the Bank of
Japan’s general business or from dis-
missing bank executives for opinions on
policy. Critics charged that Japan’s
reform did not go far enough, since it
allowed two government representatives
to sit in on board meetings. The govern-
ment representatives do not have voting
rights, but they can request postpone-
ment of a vote.

Central banks argue that independ-
ence increases their credibility, which
makes it easier for them to achieve
their goal of price stability. Anti-infla-
tion monetary policies often throw
economies into recession. If house-
holds and businesses believe that the
central bank will succeed in an anti-
inflation policy, the recession will be
shorter and shallower. A tight money
policy induces greater loss in output
and jobs if households and businesses
believe that political pressure will force
a central bank to ease up before the
battle against inflation succeeds. So
far, research has not proven the argu-
ment that central bank independence
decreases the economic pain of disin-
flation policies (Economist, 1999).

See also: Central Bank
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CERTIFICATE OF DEPOSIT

Certificates of deposit (CDs) are interest-
bearing receipts for funds deposited with
banks or other depository institutions.
Depositors purchase CDs in fixed
denominations ($1,000, $10,000, etc.)
and for a fixed time to maturity, which
typically ranges between six months and
five years for CDs of less than $100,000.
At maturity, the owner of a CD receives
the original purchase price of the CD
plus interest. A purchaser of a one-year,
$1,000 CD bearing 5 percent interest
would receive at the end of a year $1,000,
plus $50 interest. Certificates of deposit
in denominations less than $100,000 are
not negotiable and cannot be sold in a
secondary market. Also, the issuing insti-
tution imposes a substantial penalty for
early withdrawal. Since the deregulation
of interest rates, CDs pay interest rates
slightly higher than the treasury bill
interest rates.

Negotiable certificates of deposit come
in denominations of $100,000 and up. The
most common denomination is $1 million,
and time to maturity is usually six months
or less. These CDs are sold mainly to cor-
porations, state and local governments,
foreign central banks and governments,
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wealthy individuals, and financial institu-
tions. They can be can be sold in a secondary
market before maturity if the owner needs
cash, but most negotiable CDs are held to
maturity. In 1961, First National City
Bank of New York, now Citibank, first
offered the large denomination CDs to its
largest customers. Large CDs grew rapidly
in popularity, and by 1973 the Federal
Reserve Bank had lifted all interest rate
ceilings on these large-denomination,
negotiable CDs.

Negotiable CDs quickly became a
financial instrument for the Eurodollar
market. Eurodollar CDs are CDs denom-
inated in dollars but issued by foreign
banks, or foreign branches of U.S.-owned
banks. Eurodollar CDs first appeared in
1966 and owed their success to the high
interest rates paid by institutions beyond
the reach of U.S. banking regulations and
interest ceilings. In 1968, U.S. and British
banks began issuing sterling pound CDs.

The small denomination CDs (less
than $100,000) came into being in the late
1970s and were intended to give small
savers the advantages of market interest
rates. The Federal Reserve Bank includes
CDs of less that $100,000 in the calcula-
tion of M2, a monetary aggregate often
regarded as the best measure of the money
supply. The larger CDs are included in the
calculation of M3, the most broadly
defined monetary aggregate.

Negotiable CDs enable banks to attract
deposits that they can count on having for
a fixed period without losing to with-
drawal, and the owners of negotiable CDs
may always sell them for cash, albeit at a
sacrifice of part of the interest yield. In
contrast to demand deposits, which allow
depositors to withdraw funds on demand,
CDs assure the bank that deposits will be
left with the bank for a while, taking
some pressure off the bank. For thrift

institutions, CDs are a powerful tool for
raising funds, but at the price of higher
interest rates for small savers.

See also: Monetary Aggregates, Money Market
Mutual Fund Accounts, Negotiable Order of
Withdrawal Accounts
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CHECK

A check (or “cheque” in Britain) is a written
order for a bank to pay money. The term
“check” seems to have evolved from orders
for payment called “Exchequer orders” that
were drawn on the Exchequer, the British
treasury. The British Exchequer got its
name from the checkered cloth that covered
the tables in the rooms where cash pay-
ments were counted, or checked. The cloth
was either black lined with white, or green
with redlined squares. Government offi-
cials, pensioners, or whoever had a claim on
government revenue received written orders
that authorized an Exchequer official, or
teller, to pay cash in the amount owed.

Checks were not called “checks”
when they first came into use in the last
half of the seventh century, but were
called “drawn notes.” These notes, an
innovation of the British goldsmith
bankers, allowed an individual to order
his or her goldsmith banker to make a
payment of gold to a third party. In 1686,
a young nobleman wrote the following
drawn note on his father’s banker:

Pray do mee the favor to pay his
bird-man four guineas for a paire
of parakeets that I had of him. Pray
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don’t let anybody either my Ld or
Lady know that you did it and I
will be sure my selfe to pay you
honestly againe. —Arthur Somerset.
(Nevin & Davis, 1970, 20)

Early English checks always began
with “pray” or “pray pay.”

Checks grew in popularity in the 19th
century. In England, the Bank Charter
Act of 1844 pushed banks toward
deposit banking with checks and away
from the issuance of bank notes. During
the Civil War, the U.S. federal govern-
ment put a tax on bank notes issued by
state banks, forcing the state banks to
take up deposit banking with checks. In
1865, France simplified its law on the
use of checks, and deposit banking with
checks became widespread.

Checks are now the most common
means of payment in the developed
countries. They circumvent the need to
carry large sums of cash and can be
written for any amount. Checks are
usually less acceptable than cash, but
cashier’s checks and certified checks
are on par with cash as an acceptable
means of payment. A cashier’s check is
issued by a bank against itself and bears
the signature of a bank officer. A certi-
fied check is a check guaranteed by the
bank on which the check is written.
Checks are negotiable, meaning they
can be transferred to another person by
endorsement.

See also: Bank, Goldsmith Bankers, Promissory
Notes Act of 1704
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CHILEAN INFLATION

Few countries have suffered sustained
inflation rates lasting for more than 100
years, often in the double-digit and
occasionally triple-digit ranges, but that
has been a fact of economic life in
Chile. For a country that has persistently
succumbed to the temptations of paper
money excesses, Chile was slow to
accept the idea that paper could circu-
late as money. Paper money was rarely
observed in circulation before 1860,
and Chileans were known for an abhor-
rence of paper money that only began
to soften after 1850. From the colonial
period until 1879, Chile remained on a
bimetallic standard.

In 1879, Chile began its long infla-
tionary career when Chilean banks
stopped redeeming bank notes in specie,
turning Chilean bank notes into incon-
vertible paper money. A fall in export
prices precipitated the crisis, and the War
of the Pacific (1879–1882) pitted Chile
against Peru and Bolivia for control of
the nitrate mines in the Atacama Desert.

During the 19th century, countries on
a bimetallic or gold standard often sus-
pended convertibility during war, but
Chile never permanently returned to
convertibility, although abortive efforts
were made in 1887, 1895 through 1898,
and 1925 through 1931. Although suc-
cess in the War of the Pacific gave Chile
control over the nitrate mines, Chile’s
exports continued to fall. Between 1878
and 1915, Chile’s share of the world’s
copper production declined from 44 percent
to less than 5 percent. The decline in
export earnings, coupled with heavy for-
eign debt and internal inflation, crippled
Chile’s effort to reassert monetary order.

Between 1879 and 1904, inflation reg-
istered an average annual rate of 2 percent,
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a modest inflation rate but significant in
light of the worldwide trend of deflation
during that period. Annual inflation aver-
aged 7 percent between 1904 and 1931.
By 1914, prices were growing 10 percent
a year. From 1931 until 1955, despite the
depression decade, price increases aver-
aged 20 percent. In 1931, inflation stood
at 8.5 percent, rose to 15.1 percent by
1940, and crested at 47.8 percent in 1952.

From the 1950s through the 1960s,
annual inflation rates fluctuated in the
20 to 40 percent range. In 1971, inflation,
repressed by wage and price controls, fell
to 20 percent, but in 1972 inflation soared
to 178 percent. As inflation accelerated in
1973, General Pinochet led a military
coup that overthrew the democratically
elected socialist president, Salvador
Allende, and established a military dicta-

torship noted for brutality and violations
of human rights.

As inflation accelerated in the 1970s,
rising to 374 percent in 1974, the right-
wing military dictatorship used its
power to enforce a strict monetarist
anti-inflation policy, relying on
restricted monetary growth rather than
price controls to tame inflation. Mone-
tarists argue that inflation is solely a
function of excessive monetary growth
rate, and the optimal economic policy is
a constant, predictable 3 to 5 percent
annual growth rate in the money supply.
The Chicago school of economics, a
leader in monetarist economic theory,
had become influential in Chilean uni-
versities, and the Chilean war against
inflation became a test case of the mone-
tarists’ anti-inflation policy.

Despite the strict monetarists’ diet of
slow money growth, inflation subsided
slowly in Chile. By 1981, the inflation
rate stood at a hefty 35.1 percent, but it
fell below the 10 percent level the fol-
lowing year. A major economic slow-
down in 1982 led the government to
ease up on its unforgiving monetary pol-
icy and inflation began to creep up.
Toward the end of the decade, inflation
was in the 30 percent range. Chile began
the 1990s faced with an inflation prob-
lem of moderate proportions by its own
historical standards. Between 1990 and
1999, inflation in Chile averaged 11.5
percent (International Monetary Fund,
2008). Between 2000 and 2008, annual
inflation in Chile remained below 5 per-
cent until 2008, when inflation rose to
8.9 percent (International Monetary
Fund, 2008).

See also: Hyperinflation in Argentina, Hyper-
inflation in Brazil, Hyperinflation in
Bolivia, Hyperinflation in Post–World War I
Germany, Inflation and Deflation
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CHINESE SILVER
STANDARD

By the early 20th century, China and
Mexico were the only large countries
remaining on a silver standard, and China
was by far the largest. As the world’s
major trading partners abandoned the
gold standard in the early 1930s, China
found itself in the clutches of worldwide
monetary turmoil and abandoned the sil-
ver standard.

After the discovery of vast silver
deposits in the New World, silver flowed
to the Far East, sometimes directly from
Latin America and Mexico, and became
the metallic currency of choice in that
area. After the opening of China to
European trade in the mid-19th century,
and the subsequent influx of foreign
investment, China ran a balance of trade
surpluses. Excesses of exports over
imports brought in a steady stream of sil-
ver, which became the basis of China’s
currency.

Silver bullion circulated in different
weights and shapes. Silver dollars, some
minted in China and others in foreign
countries, such as the United States,
Mexico, or the United Kingdom, circu-
lated along with subsidiary silver coins
and copper coins. In 1895, the United
Kingdom, itself on the gold standard,
began issuing silver dollars, called “trade
dollars,” specifically for trade with the

Far East. British trade dollars bore
inscriptions in English, Chinese, and
Malay-Arabic. Briefly during the latter
19th century, the United States issued a
special trade dollar designed specifically
to compete with the Mexican dollar in
Far Eastern trade. The Chinese called
these various silver dollars yuan, mean-
ing “round things,” and yuan became the
standard monetary unit in China and
modern Taiwan.

At the end of the 19th century, Chinese
banks reintroduced bank notes into
China, and banks held silver as reserves.
The public demanded that banks maintain
the convertibility of bank notes into silver,
and banks that suspended convertibility
saw their bank notes depreciate rapidly.
In 1916, Yuan Shih-kai, president of the
Republic of China, tried to enforce a
regime of inconvertible paper money,
instructing banks to cease redemption of
bank notes and directing the public to
accept notes at par relative to silver
coinage. Yuan Shih-kai wanted to seize
the silver reserves in government banks
and divert those resources to help make
himself emperor. The public put up a
strong resistance and the effort failed.
Provincial governments met with similar
resistance to issues of inconvertible bank
notes. When the Bank of Three Eastern
Provinces could not redeem its notes in
silver, the Manchurian government
decreed the death penalty for anyone who
circulated these notes at less than par.
Nevertheless, irredeemable bank notes
circulated at heavy discounts.

By 1922, the government banks had
retrieved their irredeemable bank notes,
and the public’s confidence in bank notes
strengthened. Banks began publishing
reports of their reserve positions and by
the eve of the worldwide depression of
the 1930s, sound bank notes had virtually
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displaced inconvertible bank notes
issued by provincial banks.

At the beginning of the depression,
prices—including the price of silver—
fell precipitously in the gold standard
countries, making China’s exports much
more attractive in foreign trade, but mak-
ing imported goods more expensive in
China. China experienced a mild boom
while most of the world slid into depres-
sion. As the world’s major trading part-
ners abandoned the gold standard and
began reinflating their economies, China
began to feel some of the effects of the
depression. The Japanese invasion of
Manchuria in 1931 reinforced the forces
of depression, causing them to be felt in
China. When the United States abandoned
the gold standard in 1933 and began rein-
flating its economy, the price silver began
to rise significantly, and China’s silver
standard began to change from an advan-
tage to a disadvantage. The rising price of
silver meant that Chinese-produced goods
were more expensive to the rest of the
world, and foreign goods imported into
China were cheaper.

The crowning blow to China’s silver
standard came with the enactment by the
U.S. Congress of the Silver Purchase
Act of 1934. This law authorized the
U.S. government to purchase large
amounts of silver, sufficient to signifi-
cantly raise the market value of silver. As
the market value of silver rose, Chinese
silver was melted down and exported,
decreasing the Chinese money supply.
Also, the high price of silver made Chi-
nese goods expensive in foreign markets,
sharply cutting into Chinese exports. To
avoid the deeper ramifications of a defla-
tionary spiral, China officially aban-
doned the silver standard in 1935. With
the abandonment of the silver standard
and the Japanese invasion in 1937, China

began a descent into a hyperinflation
debacle.

See also: Balance of Payments, Hyperinflation
in China, Silver, Silver Purchase Act of
1934
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CLIPPING

Clipping was a form of grassroots
coinage debasement that flourished in
the Middle Ages and the early mod-
ern period. Clipping occurred when
private citizens removed (or clipped)
small bits of precious metal from the
circumference of coins and then
passed the clipped coins on at face
value. It required a certain amount of
judgment to know how much metal
could be removed without rendering a
coin unacceptable in payment for
goods and debts. Moneychangers,
merchants, and other private individ-
uals engaged in clipping accumulated
valuable stores of gold and silver bul-
lion. The law dealt harshly with clip-
pers and counterfeiters, both of whom
often met their fate at the gallows.
The adoption of milled-edge coinage
in the seventh and eighth centuries
was intended to make clipping more
easily detected, and therefore more
difficult.

A variation of grassroots debasement,
equal in effect to clipping, was known as
sweating. Sweating was performed by
putting gold or silver coins in a leather
bag and shaking the bag violently,
removing gold and silver from the coins
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in a process that more closely resembled
the natural wear and tear that coins sus-
tained from jingling in pockets and
purses over several years of circulation.
It was an accelerated process of natural
wear and tear and captured small but
valuable amounts of gold and silver.

The activities of clippers and
sweaters, coupled with natural wear and
tear, would eventually lead to the
complete breakdown of a coinage sys-
tem. If a freshly minted coin contained
20 grains of silver, but the typical coin
circulating at face value averaged only
18 grains, then the 20-grain coins in cir-
culation would be culled out and melted
down for bullion or shipped to foreign
countries, where they would be sold at a
premium. Under these conditions, gov-
ernments would stop striking new coins
until all the clipped coins were called in
under a program of recoinage, perhaps
minting new coins at a lower weight that
the original coins.

The growth of paper money, bank
deposits, milled-edge coins, and token
coinage rendered the methods of the clipper
obsolete, and clipping ceased to be an
issue faced by monetary authorities.

See also: Act for Remedying the Ill State of the
Coin, Milled-Edge Coinage
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CLOTH

From the Far East to Europe and Africa,
cloth has surfaced as a medium of
exchange and a unit of measurement. Dur-
ing the second millennium, silk cloth
passed as money in China, circulating in
pieces of a uniform size. The Chinese
word pu began as a word referring to cloth,
but came to denote “money,” reflecting the
importance of silk cloth as money. Silk
money survived the advent of metallic
coinage in China. In 460 BCE, the govern-
ment formed three separate boards for
management of currency, one for gems,
one for gold, and one for coins and silk.

Northern Europe furnishes numerous
instances of cloth money during the
medieval era. The Baltic Slavs used linen
as a means of payment in commercial
transactions, and small strips of thin tex-
tiles circulated as coin. In the language of
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the Northern Slavs, the word platni meant
“linen,” and the word for “to pay” was
platiti. Up to the 14th century, Sweden
made use of a hand-woven woolen cloth
currency called wadmal. Creditors had to
accept wadmal in the payment of money
debts, and coined money and wadmal were
linked in a fixed exchange ratio. Medieval
Iceland also called its hand-woven woolen
cloth money wadmal. Iceland’s wadmal
met the need for a general standard of
value, circulated as money, and even in
modern times parts of Iceland valued land
in units of wadmal. Certain districts of
medieval Norway accepted cloth as legal-
tender currency, and a district of medieval
Germany had a cloth standard that set a
certain length of cloth to Reilmark, or
Gewandmark, predecessors of the modern
day German mark. In pre-Christian Prussia,
pieces of cloth adorned with bronze rings
passed as money.

Cloth also enjoyed wide acceptance as
money, lasting in some cases into the
early 20th century, in several areas of
Africa. In Zambia, calico found favor as
currency and was used in wages and mar-
riage dowries. On the west coast of Africa,
a unit of money called a long served as a
unit of account. Originally, a long referred
to a length of cloth, but later evolved into
an abstract unit of account used only for
setting and quoting the prices. White
shirts of the sort commonly worn for
everyday dress circulated as money in
parts of equatorial Africa. In the Congo,
barter transactions were conducted on the
basis of prices set in pieces of cloth. A
piece was 12 yards of standard quality
cloth. In districts of the Sudan, the unit of
account for pricing moderately priced
goods was a bundle of 20 cotton threads.

Certain tribes in the Philippines used
European cloth as a monetary standard.
A monetary unit of cloth was a piece of

cloth as long as the spread of a man’s
arms. The natives priced jars, glassware,
gongs, and perishable items in terms of
cloth, and fines were paid in cloth. An
adulterer paid a fine of 215 meters of
cloth. In Borneo, standard rolls of cloth
were a sort of legal tender of money.

In the 19th century, cloth passed as
money on Button Island of the Indonesian
archipelago. The cloth money was called
kampuna, meaning the “head cloth of a
king,” and it was woven on official looms,
which validated its use as currency. Ordi-
nary cloth bore no special value as cur-
rency and was traded only for its utility.

See also: Commodity Monetary Standard
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COCOA BEAN CURRENCY

At the time of the Spanish conquest,
cocoa bean currency in the commercially
active economy of the Aztec empire
ranked above gold dust as the principal
form of money. The Aztecs kept cocoa
beans in bags holding 24,000 beans.
Columbus met with a Yucatan ship haul-
ing goods to trade for cocoa. One early
observer of the Aztec society, Peter
Martyr, noted regarding Aztec money:
“Oh, blessed money which yieldeth
sweete and profitable drinke for
mankinde, and preserveth the possessors
thereof free from the hellish pestilence of
avarice because it cannot be long kept hid
underground” (Einzig, 1966, 175). The
Aztecs also used copper hatchets as
money, and Cortez, in a letter to the King
of Spain in 1524, referred to a copper
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hatchet as worth 8,000 cocoa beans. Dur-
ing the 18th century, reports from Mexico
indicated that the cultivation of cocoa
beans was restricted to maintain the
value of cocoa beans as money. Cocoa
bean currency was not even spared the
episodes of debasement that haunted the
early history of precious metal curren-
cies. Debasement of cocoa bean currency
was accomplished simply by removing
the stone of the cocoa bean and replacing
it with dirt.

Girolamo Benzoni, writing in 1572,
said that the Spanish inhabitants of
Guatemala held their wealth in the form
of cocoa. Henry Hawks, a merchant who
spent five years in Central America,
writing in the same year, claimed that in
Guatemala cocoa “goeth currently for
money in any market or faire, and may
buy any flesh, fish, bread or cheese, or
other things” (Einzig, 1966, 177).
When Thomas Cavendish landed at
Aguatulco in 1587, he found 400 bags
of cocoa beans stored in the Customs
House, “every bag whereof is worth ten
crownes.” Master Francis Petty, who
accompanied Cavendish, wrote, “These
cacaos goe among them for meate and
money. For a hundred and fifty of them
are in the value of one rial of plate”
(Einzig, 1966, 177). To preserve the
local supply of money, Guatemala
enacted an ordinance banning the
export of cocoa unless payment was in
coin. Cocoa bean currency stretched
into Latin America. In 1712, a royal
decree in Brazil listed cocoa, cloves,
sugar, and tobacco as commodities that
legally circulated as money, and troops
were paid in these commodities. In 19th-
century Nicaragua, 100 cocoa beans
bought a serviceable slave.

The use of cocoa beans as money con-
tinued into the 19th century, and remote

Indian tribes in Mexico and Central
America continued to make small
change with cocoa beans into the 20th
century. Within these tribes, the smallest
silver coin equaled 40 cocoa beans.

The history of cocoa beans as money
stands as a reminder that money evolves
in a social context. Money is something
that everyone will accept in exchange.
Any product that holds up as universally
acceptable to everyone necessarily has
social significance, whether it be cocoa
beans among the Aztecs, or cigarettes in
a prisoner-of-war camp. Cocoa beans
were perishable and bulky to transport in
large quantities—serious drawbacks as a
form of money. Aztecs, however, placed
an important ceremonial value on a bitter
cocoa bean drink, the precursor to hot
chocolate. Montezuma, the Aztec ruler
of Mexico, always drank one of these
drinks before visiting his harem.

See also: Commodity Monetary Standard

References
Berdan, Frances F. 1982. The Aztecs of Central

Mexico: An Imperial Society.
Einzig, Paul. 1966. Primitive Money, 2nd ed.
Weatherford, Jack. 1997. The History of Money.

COINAGE ACT OF 1792
(UNITED STATES)

The United States Constitution, in Article
I, Section 8, conferred on Congress the
power “to coin Money, regulate the Value
thereof, and of foreign Coin.” The first
legislation Congress passed under this
authority granted by the Constitution was
the Coinage Act of 1792. The act was
based on a report that Alexander Hamilton
made to Congress a year earlier.

The act provided for the establishment
of a mint, including naming the officers,
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specifying their duties, and setting their
compensation. The act called for what
was known as free coinage, indicating
that anyone could bring gold or silver
bullion to the mint for coinage at no cost
to the owner. The gold and silver coins
struck at this mint were legal tender for
all debts, public and private.

The act also provided “that the money of
account of the United States should be
expressed in dollars or units, dismes or
tenths, cents or hundredths, and milles or
thousandths, a disme being a tenth part of a
dollar, a cent the hundredth part of a dollar,
and a mille the thousandth part of a dollar.”
The dollar was intended to be same in value
as the Spanish milled dollar that was then in
circulation in the former colonies. The act
called for the minting of eagles, equivalent
to $10; half-eagles, equivalent to $5; and
quarter-eagles, equivalent to $2.50. The
eagles were gold coins. Coins minted in
smaller denominations were made of silver

and included dollars, half-dollars, quarter-
dollars, dismes, and half-dismes. The act
also called for minting cents and half-cents
from copper. The act held out the threat of
the death penalty to discourage any
employee of the mint from secretly debas-
ing the coins (reducing the precious metal
content) for personal gain or embezzling
precious metals or freshly minted coins.

President Washington placed respon-
sibility for the operation of the mint
under the secretary of state, much to the
disappointment of Alexander Hamilton,
who was then secretary to the treasury.
Hamilton later made his disappointment
known, and Washington moved control
of the mint to the treasury department.
David Rittenhouse, an eminent scientist
and philosopher from Philadelphia,
became the first director of the mint.

Imperfections in the system soon
made themselves apparent. The act had
established an official exchange ratio
between gold and silver at 15 pounds of
silver to one pound of gold. It turned
out that gold was worth more than 15
pounds of silver in world markets,
causing gold to leave the United States.
The overvalued silver coins should
have stayed in the United States, but the
freshly minted U.S. dollars were more
attractive than the Spanish dollars that
actually contained more silver. There-
fore, the U.S. dollars tended to disap-
pear. The Coinage Act of 1793 made
some foreign coins legal tender in the
United States, and the Spanish dollar
circulated as legal-tender money in the
United States until 1857.

Although much of the culture and
the social institutions of the early
United States came from Great Britain
and France, the dollar is one institu-
tion borrowed from the Spanish, a
descendent of the Spanish-milled dol-
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lar that circulated in the American
colonies. Milled referred to the corru-
gated edge, now universal among
coins, that made evident any clipping
or other efforts to remove precious
metal from the edges. Alexander
Hamilton, a strong admirer of British
political institutions, recommended the
dollar to Congress as the money of
account in the United States, citing the
fact that the Spanish dollar had been in
actual use in all the states and that the
decimal system was superior to the
duodecimal of England.

See also: Coinage Act of 1834, Dollar
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COINAGE ACT OF 1834
(UNITED STATES)

The Coinage Act of 1834 put the United
States on the monetary path that led to
the adoption of the gold standard. By
increasing the official value of gold, the
act caused gold to flow to the mint for
coinage because its mint price exceeded
its free market price. Holders of silver
found it advantageous to convert silver
into gold at free market prices, and take
gold to the mint, rather than to take sil-
ver directly to the mint. Thus the flow of
silver to the mint vanished.

The Coinage Act of 1792 had over-
valued silver relative to gold. Accord-
ing to official values fixed by the act
of 1792, 15 ounces of silver equaled
one ounce of gold. In the free market,

one ounce of gold purchased nearly
16 ounces of silver, meaning gold was
worth more on the free market than at
the mint. Holders of gold could obtain a
larger value of coinage in face value by
first purchasing silver on the free market
and taking silver to the mint for
coinage, rather than taking gold directly
to the mint. Therefore, only silver
arrived at the mint for coinage, and gold
coins disappeared from circulation as
gold coinage came to a standstill. The
overvaluation of silver in the act of
1792 was unintentional and—in the
eyes of many observers—cost the states
their prosperity.

Senator Thomas Hart Benton, one of
the staunchest supporters of gold in
United States history, apparently wanted
to attract Latin American gold to the
United States. In the book Benton wrote
of his 30 years in the United States Sen-
ate, Thirty Years’View, he put the issue in
crystal clear terms:

Gold goes where it finds its value,
and that value is what the laws of the
great nations give it. In Mexico and
South America, the countries which
produce gold, and from which the
United States must derive their chief
supply, the value of gold is 16 to 1
over silver; in the island of Cuba it is
17 to 1; in Spain and Portugal, it is
16 to 1; in the West Indies it is the
same. It is not to be supposed that
gold will come from these countries
to the United States, if the importer
is to lose one dollar in every sixteen
that he brings; or that our gold will
remain with us, when an exporter
can gain a dollar upon every fifteen
that he carries out. Such results
would be contrary to the laws of
trade, and therefore we must place
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the same value upon gold that other
nations do, if we wish to gain any
part of theirs, or regain any part of
our own. (Hepburn, 1924, 58).

Congress enacted the Coinage Act of
1834 on June 28 with only 36 representa-
tives and seven senators voting against the
legislation. Another piece of legislation,
passed on the same day, gave Spanish dol-
lars minted in the newly independent
states of the former Spanish colonies the
same legal-tender status enjoyed by the
Spanish dollars minted in Spain.

The Coinage Act of 1834 decreased the
grains of pure gold in the eagle, a $10 gold
piece, from 247.4 grains to 232 grains, a
decrease of 6.26 percent. The gold content
of the two other gold coins minted by the
treasury, the half-eagle and quarter-eagle,
were decreased proportionately. The act
left the silver content of silver coinage
untouched. The increase in mint value of
gold raised the official ratio of silver
to gold from 15 to 1 to 16 to 1, essentially
making an ounce of gold more valuable in
terms of a fixed weight of silver.

By 1834, the United States was on a
de facto silver standard, and term con-
tracts were written under the expectation
that payment would be made in silver
dollars, a factor that might account for
the interest in keeping silver a part of the
monetary standard. Proponents of the
Coinage Act of 1834 saw clearly, how-
ever, that the provisions of the act pushed
the United States toward a de facto gold
standard. The passage of the Coinage Act
of 1834 marked the first time that the
U.S. Congress debated monetary ques-
tions, and it revealed that the majority
opinion in the United States favored a
gold standard over a silver standard, a
view that was in step with future world
trends. The California gold discoveries of

the 1840s further depressed the market
value of gold relative to the mint price,
further adding to gold showing up at the
treasury for coinage, and the sight of a
silver dollar became a rarity.

See also: Coinage Act of 1792, Free Silver
Movement, Gold Standard
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COINAGE ACT OF 1853
(UNITED STATES)

The Coinage Act of 1853 nudged the
United States closer to a single monetary
standard based on gold. It provided for the
coinage of subsidiary silver coins to sup-
port small transactions without endangering
the precedence of gold as the preeminent
monetary metal.

The conditions that spurred Congress
to approve the Coinage Act of 1853 grew
directly out of the Coinage Act of 1834.
That act had decreased the gold metal
content of gold coins relative to face
value, drawing gold to the mint for
coinage at the expense of silver. At
United States mint prices, 16 ounces of
silver matched in value an ounce of gold,
more ounces of silver than was needed to
purchase an ounce of gold on the free
market. The flow of silver to the mint fell
to a trickle, and speculators melted down
silver coins and sold them for bullion.

The proponents of the act of 1834 had
foreseen that the act would lift gold to
preeminence as the primary monetary
standard, and that overvalued gold coins
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would drive undervalued silver coins out
of circulation. They did not anticipate that
the disappearance of the small denomi-
nation silver coinage would impose a
hardship on retail businesses. Under the
pre–Civil War coinage system, the mint
struck the gold eagle, gold half-eagle, and
gold quarter-eagle in face values of $10,
$5, and $2.50, respectively. In silver
coinage, the mint struck the silver dollar,
the half-dollar, the quarter, the dime, and
half-dime. Ten dimes had the same silver
content as a silver dollar. As speculators
sold silver coinage for bullion, merchants
and consumers stood without the coinage
to settle minor transactions.

The Coinage Act of 1853 reduced the
silver content of the half-dollar, the quar-
ter, the dime, and half-dime, but left the
silver content of the silver dollar
untouched. The silver content of a silver
dollar remained at 371.5 grains of pure sil-
ver, but a dollar’s worth of half dollars,
quarters, dimes, and half-dimes, dropped
to only 345.6 grains of pure silver, about a
7 percent reduction. The treasury contin-
ued to stand ready to accept unlimited
amounts of silver for coinage into silver
dollars, but the act authorized the trea-
sury’s purchase of only limited amounts of
silver to mint subsidiary coinage, that is,
half-dollars, quarters, dimes, and half-
dimes. The act gave the treasury the
authority to decide the amount of silver to
purchase for subsidiary coinage, an
amount that would necessarily be less than
holders of silver would want to bring to
the treasury at overvalued prices. The pur-
pose of the act was to maintain gold as the
primary monetary metal while furnishing
the public with a subsidiary silver coinage.
Theoretically, the United States remained
on a bimetallic standard because silver
dollars enjoyed a legal-tender status, but in
practice no silver dollars were coined.

The act provided that subsidiary coinage
was legal tender for amounts up to $5, rais-
ing issues that would surface later when the
government made paper money legal ten-
der. A flavor of how antagonistic feelings
ran on this issue is echoed in the remarks of
the bill’s major opponent, Andrew Johnson,
later vice president, and then president
upon the death of Lincoln.

I look upon this bill as the merest
quackery—the veriest charlatanism—
so far as the currency of the country
is concerned. The idea of Congress
fixing the value of currency is an
absurdity, notwithstanding the lan-
guage of the Constitution—not the
meaning of it . . . If we can by law
make $107 out of $100, we can by
the same process make it worth
$150. Why, Sir, of all the problems
that have come up for solution, from
the time of the alchemists down to
the present time, none can compare
with that solved by this modern
Congress. They alone have discov-
ered that they can make money—
that they can make $107 out of $100.
If they can increase it to that extent,
they can go on and increase it to
infinity, and thus, by the operation of
the mint, the government can sup-
ply its own revenues. (Watson,
1970, 110)

The Coinage Act of 1853 achieved its
purpose. Small coinage increased in circu-
lation, and after 1857 foreign coins were
no longer legal tender in the United States.
After the outbreak of the Civil War, all
metallic coinage went into hiding, and the
United States turned to an inconvertible
paper standard. In the last quarter of the
19th century, the battle between gold and
silver was fought anew before the United
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States settled firmly on a gold standard,
without even the pretence of a bimetallic
standard based on gold and silver.

See also: Bimetallism, Coinage Act of 1792,
Coinage Act of 1834, Free Silver Move-
ment, Gold Standard
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COINAGE ACT OF 1965
(UNITED STATES)

The Coinage Act of 1965 removed all
silver content from dimes and quarters,
and cut the silver content of half-dollars
from 90 to 40 percent.

Two separate trends conspired to sub-
stantially reduce the use of silver
coinage. First, a coin shortage was mak-
ing itself felt despite a triple increase in
mint output of coins from mid-1959
to mid-1964. The rapid growth in vend-
ing machines, pay telephones, parking
meters, and sales taxes fueled a corre-
sponding increase in the demand for
small change, including dimes, quarters,
and half-dollars. Also, collectors may
have been absorbing coins at a faster
clip. By mid-1964, merchants were fac-
ing difficulty making change, and some
banks were rationing dimes and nickels.

Second, world demand for silver
exceeded world production, and the U.S.
treasury had been filling the gap by sell-
ing off silver reserves. By mid-1965 the
treasury faced a serious depletion of its

silver reserves, and the market price of
silver was rising, raising the specter that
the price of silver might exceed the trig-
ger price of $1.3824, at which point the
silver content of small change would
exceed the face value. Once the price of
silver rose above $1.3824, silver coins
would be worth more melted down and
sold as bullion, leading to a disappear-
ance of silver coins from circulation.

The treasury proposed the complete
removal of all silver from coinage, pre-
ferring to completely circumvent the
threat that the price of silver would rise
high enough to make melting down sil-
ver coins profitable. The role of silver in
the monetary affairs of the United States,
however, has been a politicized issue for
over a century, and Congress compro-
mised by maintaining a 40 percent silver
content in half-dollars. The act provided
for the coinage of dimes and quarters
composed of a cupronickel plating over a
copper core. Cupronickel is a copper and
nickel alloy.

See also: Free Silver Movement, Silver, Silver
Purchase Act of 1934
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COMMODITY MONETARY
STANDARD

Under a commodity monetary standard,
a medium of exchange and unit of
account is either a commodity or a claim
to a commodity, and the commodity is a
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good that would have value even if it
were not used for money. Put differently,
the commodity has an intrinsic value, in
contrast to the paper money of an incon-
vertible paper standard that has value
only by government fiat and is called fiat
money for that reason.

In the purest form of commodity
money, the commodity itself may change
hands. History furnishes numerous exam-
ples of livestock, necessary staples,
stones, shells, metals, and so on, that have
acted as a medium of exchange, a unit of
account, a standard of deferred payment,
and a store of value. The most famous and
enduring commodity standard in history
is the gold standard, but silver can boast
of a history as a monetary standard that
almost rivals the history of gold.

In more sophisticated commodity
standards, paper claims to the commod-
ity change hands in exchange, while the
commodity itself is stored in warehouses
or vaults. The gold standard of the 19th
and early 20th centuries perhaps offers
the best example of a commodity stan-
dard in which paper claims to the com-
modity replace the commodity itself as
the circulating medium. Less-developed
countries of the world operated silver
standards on the same principle, until
inconvertible paper standards replaced
all precious metal commodity standards
in the 20th century.

Although gold, and to a lesser extent
silver, have been the most widely
embraced commodities to act as the
basis of the more sophisticated commod-
ity standards, they do not stand alone.
The colonists of Virginia stored tobacco
in warehouses and issued tobacco notes
representing titles of ownership to the
tobacco. The colonists quoted prices in
tobacco, and tobacco notes exchanged
hands instead of tobacco itself. The

colonists could freely convert tobacco
notes into tobacco as needed. In the 18th
and 19th centuries, Japan operated a
similar system based on rice. Rice notes
circulated as money, and even the value
of gold and silver coins was expressed in
terms of rice. In 1760, the Japanese gov-
ernment specifically forbade landowners
from issuing rice notes in excess of the
amount of rice they had stored, a com-
mon abuse in all commodity systems
using paper claims to a commodity.
Although in practice gold and silver have
dominated commodity standards, in the-
ory a whole range of commodities could
serve the same purpose.

Under a commodity standard, the
value of money is the price, determined
by supply and demand, of a commodity
that is costly to produce. A government
agency sets the price at which it stands
ready to buy and sell the commodity, and
production of the commodity will
expand to a level necessary to stabilize
prices. If the official price of gold is $35
per ounce, as it was for a number
of years under the U.S. gold standard,
gold production expands to the point at
which an ounce of gold costs just under
$35 to produce. If gold is not profitable
to produce at $35 per ounce, gold pro-
duction contracts, reducing the world
money supply and causing prices to fall.
The average level of prices continues to
fall, reducing the cost of producing gold,
until gold becomes profitable to produce
at $35 per ounce, at which point the
world money supply (and prices) stabi-
lize. If gold is highly profitable to pro-
duce at $35 per ounce, the gold
production expands, adding to the
world’s money stock, and prices rise,
increasing the costs of producing gold
relative to its selling price. Theoretically,
gold production expands and contracts
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to keep price stable, creating a self-
correcting mechanism for maintaining
price stability. Although governments
have more experience with the gold stan-
dard than other commodity standards, in
theory the same principles work regard-
less of the commodity.

More complicated commodity stan-
dards can be devised using more than one
commodity. The bimetallic standard that
figured prominently in nineteenth-century
monetary history was a commodity stan-
dard based on gold and silver. The infla-
tion surge of the 1970s renewed interest in
commodity standards among monetary
economists. One idea that surfaced was a
variable commodity standard based on a
composite commodity. A composite
commodity is a weighted combination of
several commodities. Thus a variable
commodity standard makes a currency
convertible into a weighted basket of sev-
eral commodities.

See also: Bimetallism, Commodity Money,
Gold Standard, Rice Currency, Symmet-
allism, Variable Commodity Standard,
Virginia Tobacco Act of 1713
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COMMODITY MONEY
(AMERICAN COLONIES)

Stable commodities produced in the
American colonies often filled the gap in
the colonial money supply left by the out-

flow of most hard specie for European
goods. Colonial assemblies sanctioned
commodity money as legal tender and set
the price of commodities for the retire-
ment of public debts.

Typical of colonial assembly legisla-
tion sanctioning the use of commodity
money was an act of the South Carolina
assembly adopted in 1687. This act
read:

that all debts, accounts, contracts,
bargains and judgments, and exe-
cutions thereupon . . . which are
not made expressly for silver or
money or some other particular
commodity att a certain price
shall and may bee paid and dis-
charged by Corne att two
shillings the bushel, Indian Peas
at two shillings six pence the
bushel, English Peas at three
shillings sixpence the bushel,
Pork at twenty Shillings per cwt.,
Beefe at twopence the pound,
Tobacco at two pence the pound,
Tar at eight shillings per barrell.
(Brock, 1975, 9)

Around the same time New York
allowed pork, beef, and winter wheat to
serve as money, and east New Jersey
included wheat, Indian corn, butter, pork,
beef, and tobacco as commodity money.
New Hampshire’s list of commodities
serving as money for the years 1701
through 1709 had eight kinds of boards
or staves and four kinds of fish, as well as
pork, beef, peas, wheat, and Indian corn.
The Caribbean colonies often made use
of sugar as a medium of exchange, and
tobacco dominated the commodity
money supply in Maryland and Virginia.
Curtis P. Nettels quotes a statement from
the Virginia House of Burgesses regarding
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the salaries of the clergy, which states
that “[f]or every marriage by license the
laws give them twenty shillings or two
hundred pounds of tobacco . . . and if at a
private house they marry any person they
have for it one hundred pounds of
tobacco at least” (Nettels, 1934, 217).
The difference between a marriage by
license and a marriage at a private house
is unclear, but tobacco was an important
means of paying clergy.

Colonial assemblies set legal prices
for all public payments, such as taxes,
but prevailing market prices often set
the rate for all private payments.
Colonial assemblies invariably set the
legal prices for public payments above
the market prices, often chafing public
officials who received income in com-
modity money at legal prices. The
higher the legal price of a commodity
relative to its market price, the smaller

would be the quantity of the commodity
received by the public official.

One of the problems with the use of
commodity money is that commodities
often vary substantially in quality. Cred-
itors and government officials in juris-
dictions that allowed commodity money
often found themselves pressured to
accept low-quality commodities in pay-
ment. To address this problem, the
colony of New Haven (later absorbed
into Connecticut Colony) in 1654
required that on:

every plantation . . . there shall be
a viewer of corn, that in case of dif-
ference may judge, whether it be
well dressed and merchantable or
no, which man is to be chosen by
each plantation, and shall be under
oath to judge faithfully when
called to it, and is to be paid for his
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time spent and pains therein by
him whose corn is faulty, or who
unnecessarily occasions the trou-
ble. (Nettels, 1934, 212)

Connecticut adopted a similar meas-
ure for both grains and pork. In Virginia
and Maryland a debtor presenting
tobacco to a creditor who refused to
accept it could ask for two impartial
judges. If these judges declared the
tobacco good and merchantable, and the
creditor still refused to accept it, the debt
was counted as paid.

Another problem associated with
commodity money is the expense and
difficulty of transporting it. In the
Massachusetts Bay Colony, the general
court said that in the case of cattle driven
to Boston for payment of taxes:

if they be weary, or hungry, or fall
sick or lame, it shall be lawful to
rest and refresh them for a compe-
tent time in any open place, that is
not corn, meadow or inclosed for
some particular use. (Nettels,
1934, 220)

The widespread use of commodity
money reveals the severity of the short-
age of coins and other forms of money in
the American colonies. It shows that
forms of money will develop from the
ground up when governments fail to
infuse economies with sufficient money
to finance trade.

See also: Commodity Monetary Standard, Vir-
ginia Tobacco Act of 1713
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COMMODITY PRICE
BOOM

An era of booming commodity prices fol-
lowed the global recovery from the eco-
nomic sluggishness and recession of
2001. Commodity prices started edging
up in 2002 and continued to climb every
year. By 2006, a global boom in com-
modity prices had become a major factor
in shaping the growth and evolution of the
global economy and its structure. Perhaps
the most glaring case of commodity price
escalation occurred in the crude oil mar-
ket. In 1999, the Economist magazine ran
a cover story forecasting that the price of
oil might be headed for $5 per barrel.
Instead, the price turned upward. In 2002,
West Texas Intermediate Crude traded in
the $20 per barrel range. The price sky-
rocketed, reaching the $60 per barrel
range in 2006, and soaring past $100 per
barrel in the first months of 2008.

Not many commodity markets saw
prices escalate as fast as the oil market,
but oil is only a more glaring case of what
happened over a wide swath of commod-
ity prices. By the early months of 2008,
the average prices of several commodities
had doubled over their average prices in
2006. Commodities that saw prices dou-
ble in less than two years included coal,
soybeans, palm oil, and wheat (www.
indexmundi.com/ commodities). Over the
same time frame, the price of coffee jumped
65 percent, and the price of iron ore
jumped 81 percent. Between 2002 and
early 2008, gold went from trading in the
$350 range to trading above $900.

Economists disagree over what
causes booming commodity prices. The
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blame for sharp price escalations for
individual commodities often seems to
lie with conditions specific to each mar-
ket. Political tensions and wars are often
credited for interrupting supplies of
crude oil, causing prices to spike. High
oil prices can lead to high corn prices if
part of the corn crop goes to the manu-
facture of ethanol. Mad cow disease
and avian flu bear blame for higher
meat prices. Wheat production suffered
from multiyear droughts in key wheat-
producing nations, and coffee produc-
tion suffered from too much rain in
Brazil. Sometimes tight supplies are
attributed to labor-management clashes.

Explanations that focus on unique
conditions in individual markets cannot
account for a pattern of broad-based
commodity price inflation. Therefore,
some economists seek a common expla-
nation that explains why prices are rising
in a wide range of commodities. One
explanation cites the rapid growth in
China and, to a lesser extent, India.
China doubled its number of steel facto-
ries between 2002 and 2008 (Kraus,
2008). Between 2003 and 2005, China
bore responsibility for 31 percent of the
total rise in global demand for crude oil,
64 percent of the total rise in the global
demand for copper, 70 percent for alu-
minum, and 82 percent for zinc (Krauss,
2008). As billions of people around the
world grow wealthier, they consumer
more of their own commodities instead
of exporting them to the United States.

Another explanation lays the blame for
commodity price inflation at the feet of
easy monetary policies and low interest
rates. The commodity price boom began
after a phase of very low interest rates and
easy money conditions. Some economists
argue that high interest rates quicken the
pace of extraction of commodities like oil

and metals and low interest rates have the
opposite effect. They also argue that high
interest rates encourage firms to minimize
inventory holdings, and low interest rates
have the opposite effect. Last, they argue
that low interest rates encourage specula-
tors to shift out of short-term government
bonds and into spot commodity contracts.
All three forces cause the prices of min-
eral commodities to rise as interest rates
fall. Falling interest rates cause rising
commodity prices by reducing the incen-
tive for extraction, reducing the carrying
cost of holding inventories, and encour-
aging speculators to shift into commodity
contracts.

See also: Inflation
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COMPOSITE CURRENCY

A composite currency is a weighted
combination or basket of two or more
currencies. A composite currency ordi-
narily would not circulate as a medium
of exchange, as does the U.S. dollar or
Japanese yen, but it can serve as a unit of
account and store of value. Service as
medium of exchange, store of value, and
unit of account are the three basic func-
tions of money.

The European Currency Unit (ECU)
was the most successful composite
currency until it was officially formal-
ized as one currency in the form of the
euro. According to the weight given
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each currency on September 1989, the
Deutsche mark accounted for roughly
30 percent of the value of the ECU, the
French franc accounted for about 19 per-
cent, the British pound sterling about
13 percent, and the Italian lira for about 10
percent (Journal of Accountancy, 1994).
The Dutch guilder, Belgian franc, Spanish
peseta, Danish krona, Irish punt, Greek
drachma, Portuguese escudo, and Luxem-
bourg franc accounted for the remaining
value of the ECU at various fixed percent-
ages. The percentages contributed by each
currency equaled 100 percent. Before the
introduction of the euro, European banks
accepted deposits in ECU, made loans in
ECU, and European corporations issued
bonds in ECU. Private acceptance of the
ECU paved the way for the euro.

The Special Drawing Rights (SDRs)
created by the International Monetary
Fund represents another example of a
composite currency. At first, 16 major
currencies defined the value of SDRs. In
1981 the International Monetary Fund
reduced the number of currencies to five,
the U.S. dollar, the Deutsche mark,  the
French franc, the yen, and the pound ster-
ling. After the introduction of the euro,
the number of currencies fell to four, the
U.S. dollar, the yen, the euro, and the
pound sterling. Some observers saw the
makings of an ideal international cur-
rency in SDRs. The private sector gave
lukewarm reception to SDRs. At one
time, the Bank for International Settle-
ments reported 13 bond issues worldwide
that were denominated in private SDRs
(Dammes, McCauley, 2006).

From the viewpoint of foreign investors,
composite currencies provide a means of
diversifying currency risk. If one currency
in the basket loses value relative to the dol-
lar or the investor’s base currency, the dam-
age is limited to the currency’s share in the

basket. A disadvantage of composite cur-
rencies arises because the weights that
make up a composite currency are usually
set by an official agency. Private sector use of
composite currencies require complicated
contracts explaining what happens if the
official weights change before a bond
matures or long-term contract expires.

Composite currencies provide one
solution to a problem in comparing the
performance of global corporations.
Assume two global corporations, one
headquartered in the United States, and
the other headquartered in Switzerland.
Further, assume that these two companies
have identical asset holdings worldwide.
One of these companies could report a
gain and the other company a loss if the
currency of one country strengthened and
the currency of the other country weak-
ened. This discrepancy in earnings would
occur even if the performance of the two
companies was roughly even.

The success of the ECU has led to
suggestions that East Asian countries
should establish a composite currency
based on a basket of regional currencies.
Proponents argue that a composite cur-
rency based on a weighted basket of East
Asian currencies would be less vulnera-
ble to speculative attacks. In the East
Asian Crisis of 1997, speculative attacks
on one currency led to speculative
attacks on other currencies.

See also: European Currency Unit, Special
Drawing Rights
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CONSUMER PRICE INDEX

See: Value of Money

COPPER

After gold and silver, copper has the
longest and most varied history as a mon-
etary metal. Resistant to corrosion and
malleable, copper was used by ancient
peoples to make utensils, hammers,
knives, and vessels of great beauty. As
early as 5000 BCE, ancient Egyptians
buried copper weapons and tools in
graves for use in the afterlife. The
Chinese epic Shu Ching makes references
to the use of copper around 2500 BCE.

In the Mediterranean world, Cyprus
was a major producer and the sole sup-
plier of copper to the Romans, whose first
metallic monetary system was based on a
copper or bronze standard. The Romans
called it aes cyprium, later shortened to
cyprium. The English word “copper”
stemmed from the word cuprum, a cor-
rupted form of cyprium. The chemical
symbol for copper, Cu, comes from the
first two letters of the Latin name.

The ancient Egyptians operated on a
copper monetary standard. The standard
unit of weight was an uten or deben of
copper, and it was subsided into the kit or
kedet. Some writers contend that the
copper units were mainly used to value
goods for barter, but others claim that
copper rings, equal to multiples or frac-
tions of the copper unit of weight circu-
lated as a medium of exchange.

Copper or bronze remained the mone-
tary standard of Rome until the end of the
Roman Republic in 30 BCE. The Latin
word for copper also denotes bronze,
leaving some confusion about Rome’s
monetary system. Bronze is copper
alloyed with tin, and is a tougher metal
than either copper or tin separately.

Copper had many practical uses for
shaping weapons and tools, but ancient
cultures never seemed to have invested
copper with the religious significance that
enveloped silver and particularly gold in a
cloak of reverence. The Old Testament
makes only one reference to copper (Ezra
8:27), but makes countless references to
gold and silver, beginning in Genesis.
Nevertheless, a certain Father Allouez,
traveling through the area of Superior
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Bay (also called Allouez Bay) on Lake
Superior in the 1660s observed:

There are often found beneath the
waters of Lake Superior pieces of
copper, well formed and of the
weight of 20 pounds. I have seen
them in the hands of Indians; and,
as the latter are superstitious, they
keep them as so many divinities, or
as presents from the gods beneath.
(Del Mar, 1968, 30)

Before the Spanish Conquest, copper
was more valuable than gold in North
America, Mexico, and Peru. In modern
European history, copper has clearly
been a second-class monetary metal. In
the 16th century, Spain debased its silver
currency with copper alloy. The currency
was called vellon, and by 1599 it was
virtually pure copper. Copper money
was sometimes called black money
because when mixed with a bit of silver
it blackened quickly. In the 17th century,
Sweden, which had vast copper deposits,
adopted a copper monetary standard that
lasted over a hundred years. During the
Napoleonic era, the French government
tried to make copper legal tender in the
settlement of debts in amounts up to one-
fourth of the amount owed, but the effort
fizzled. In August 1800, the government
instructed the Bank of France to pay no
more than one-twelfth of the govern-
ment’s debt service in copper.

In the 19th century, the demand for
small change created a new demand for
copper as a monetary metal. In 1797,
England began issuing penny and two-
penny coins made of copper. The first
coinage legislation of the newly consti-
tuted United States authorized the coinage
of cents and half-cents made of copper.
Copper coinage in the United States

continued into the 1970s, when the high
price of copper made pennies more valu-
able melted down and sold by weight.

The three metals that have served as
money in the Western world are gold, sil-
ver, and copper. Although copper was not
as valuable as gold or silver as a unit of
weight, it filled a niche in the monetary
system. A person planning to purchase a
house would find it very difficult to trans-
port the amount of copper needed to make
the payment. For large commercial trans-
actions, gold was ideal, because of its high
value per unit of weight. For the purchase
of a soft drink, however, the amount of
gold needed would be a very small quan-
tity, too small to be easily measured and
handled. Silver was preferable for inter-
mediate transactions, but for small retail
transactions, copper was most suitable.

See also: American Penny, Sweden’s Copper
Standard
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CORE INFLATION

Core inflation seeks to measure the under-
lying, or core, inflation, the persistent trend
in the inflation numbers. The concept of
core inflation addresses the problem of
uncovering which price increases are
permanent and which are transient. Put
differently, core inflation aims to be a bet-
ter predictor of the future inflation rate than
the actual inflation rate. The most common
measure of core inflation equals the growth
rate of the Consumer Price Index or
Personal Consumption Expenditure Index
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after the food and energy components have
been subtracted. As use of the concept of
core inflation has spread, the term “head-
line inflation” has come to refer to the
actual inflation rate. Advocates of the con-
cept of core inflation claim it more effec-
tively signals what the headline inflation
rate will be in the medium to long term,
and that the long-term average of the more
volatile headline inflation rate will roughly
equal the core inflation rate.

The CPI index for 2005 shows that
headline inflation in the United States
registered 3.5 percent, whereas core
inflation posted a mere 2.1 percent. The
tendency of the core inflation rate to mir-
ror long-term trends shows up when
inflation rates are averaged over longer
spans of time. Between 1996 and 2004,
headline CPI inflation in the United
States averaged 2.42 percent, whereas
core CPI inflation measured 2.23 percent.

The idea is that food and energy prices
are more volatile. Over time, changes in
the prices of these commodities either
subside or work their way into core infla-
tion. Food and energy prices are volatile
because supplies are exposed to onetime
shocks. In the case of food, a onetime
shock could take the form of drought or
pestilence. In the case of energy, high
concentration of world crude oil reserves
in politically volatile areas lead to one-
time interruptions in supply.

The concept of core inflation rarely
came up in economic discussions before
the 1970s. The Economic Report of the
President (1971) advanced the concept of
the CPI less mortgage interest and food
prices, but the term “core inflation” was
not mentioned. The idea of removing
mortgage interest did not become part of
the concept of core inflation. After the
mid-1970s, the term “core inflation” came
into use and economists subjected the

concept to systematic and rigorous analy-
sis. In 1978, the Bureau of Labor Statis-
tics began reporting versions of both the
CPI and the Producer Price Index that
excluded food and energy. In 1981, well-
known economist Otto Eckstein published
the book Core Inflation. Eckstein defined
core inflation in terms of weighted growth
in unit labor and capital costs, but the con-
cept of core inflation remained largely
associated with measures of inflation that
excluded food and energy.

Economists have questioned whether
the exclusion of food and energy gives the
best measure of core inflation. One possi-
bility for calculating core inflation
involves subjecting inflation series to a
time-series smoothing process that spreads
over time the effects of volatile compo-
nents. Another possibility involves the cal-
culation of a weighted median inflation
rate. The weighted median inflation rate is
the inflation rate for a chosen product. The
chosen product is the one for which half of
expenditures go to pay for products whose
prices are rising just as fast or faster, and
half of expenditures go to pay for products
whose prices are rising just as slowly or
more slowly. The chosen product exhibits
the median inflation rate. Studies suggest
that other measures of core inflation work
just as well in forecasting inflation.

The practice of excluding food and
energy from inflation measures draws crit-
icism from observers who cite the impor-
tance of food and energy in the cost of
living for wage earners. For this reason,
other measures of core inflation may even-
tually displace the familiar measure based
on the exclusion of food and energy.

See also: Inflation
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CORSO FORZOSO (ITALY)

The famous Corso Forzoso, “forced cir-
culation,” refers to the suspension of con-
vertibility of Italy’s paper lira from 1866
to 1881, which put Italy on a paper stan-
dard inconvertible into a precious metal.
Before the Corso Forzoso, Italy was on a
gold and silver bimetallic standard, and
holders of Italian bank notes could
redeem notes in gold and silver specie.

The origin of the Corso Forzoso can be
traced to costly wars waged to unify Italy,
disorderly public finances arising from
consolidation of budgets and taxation sys-
tems of separate Italian governments, and
heavy public works expenditures in the
name of industrialization. Between Janu-
ary 1, 1862, and January 1, 1867, the pub-
lic debt grew from 3.131 billion lire to
6.929 billion lire. The debt was financed
by short-term treasury bonds, a third of
which were held by foreign investors sen-
sitive to crises of confidence and expect-
ing bond redemption in gold and silver.
The end of the U.S. Civil War, bringing
cancellation of war contracts, demobiliza-
tion, and renewed competition from cheap
U.S. cotton, sent the economic tremors
that pushed Italy over the monetary
precipice. The price of Italian bonds on
the Paris Bourse tumbled from 80 percent
to 36.44 percent of par value, and Italian
bondholders and Italian correspondents of
foreign bondholders asked for redemption
in gold, causing a shortage of gold and a
crisis of confidence in the banking system.

A run on the banks forced the govern-
ment’s hand, and on May 1, 1866, the
government, with prior approval from the
legislature, decreed the inconvertibility of
bank notes—the Corso Forzoso.

Notwithstanding the Corso Forzoso,
the National Bank of Italy avoided the
runaway issuance of bank notes that
brought to ruin many past experiments
with paper money. The index of whole-
sale prices rose modestly from 0.897 in
1866 to 1.051 in 1873. The gold price
index rose from 1.046 to 1.137 over the
same time period.

Defenders of the policy of Corso
Forzoso argue that the consequent
depreciation of the lira in foreign
exchange markets made Italian exports
cheaper in foreign markets, and foreign
goods expensive in Italian markets,
together acting as a powerful boost to
Italian industry. Also the Corso For-
zoso accustomed the Italian people to
the acceptance of bank notes. In 1865,
only one-tenth of the circulating money
had consisted of bank notes. Critics of
the policy point to the fear that Corso
Forzoso struck in the minds of poten-
tial foreign investors at a time when
Italy badly needed foreign capital.

After achieving a balanced budget
early in the 1870s, the Italian govern-
ment began taking steps to restore con-
vertibility of the lira. As the government
paid off its debts to the National Bank of
Italy in gold, the bank was able to restore
convertibility, and on April 7, 1881, the
Corso Forzoso came to an end.

The Corso Forzoso ranks among the
more successful early efforts to circulate
fiat money, or money not supported by
precious metals or other commodities.
During the Napoleonic Wars, the United
Kingdom maintained control over its
monetary affairs despite the adoption of
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an inconvertible paper standard. Before
the Corso Forzoso, however, the more
normal consequence of inconvertible
paper money had been a whirlwind of
inflation. France lamented two disas-
trous experiences with inconvertible
paper, John Law’s paper money, and the
French Revolution’s assignats, both of
which caused runaway or hyperinflation.

See also: Bank Restriction Act of 1797, Incon-
vertible Paper Standard
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COUNTERFEIT MONEY

Counterfeit money is mostly forged or
faked paper money, sometimes referred
to as “funny money.” Counterfeit paper

money is almost as old as paper money,
and the practice of counterfeiting money
survives into our own day as govern-
ments strive to remain one technological
step ahead of counterfeiters.

Counterfeiting became a flourishing
activity early in the 19th century because
of the proliferation of banks issuing their
own bank notes. Great Britain was one
country that did not spare the rod in
handing out justice to counterfeiters.
Between 1805 and 1818, the Bank of
England successfully brought 501 coun-
terfeiters to the bar of justice, and 207
met their fate at the gallows. Not only
was it illegal to counterfeit money but
having a forged note in one’s possession
was illegal, and ignorance was no
defense. A public outcry arose against
savage sentences meted out to people
who accidentally came into possession
of forged notes. In 1819, the Society of
the Arts, concerned about the hanging of
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innocent people, published its Report on
the Mode of Preventing the Forgery of
Bank Notes. The report found fault with
the Bank of England for issuing bank
notes too easily counterfeited, and pro-
posed a distinct set of copper plates and
employment of highly skilled artists to
design notes and engrave plates.

The sight of two women hanged
for passing forged notes led George
Cruikshank, cartoonist and political
satirist, to produce an antihanging note.
His “Bank Restriction Note” bore an
image of Britannia with a skull instead
of a head, set against a background of
despairing figures and highlighting
11 individuals hanging from scaffolds.
The note also bore the signature of Jack
Ketch, a notorious public hangman.
Cruikshank’s note sparked riots in
London, and the government appointed
a royal commission to find ways of
producing notes that could not be imi-
tated. The commission turned to the
U.S. firm of Murray, Draper, Fairman
and Company, which had revolutionized
bank-note printing using a siderographic
transfer process and highly complicated
background patterns. The siderographic
process facilitates the exact duplication
of engraved steel plates by using alter-
nating hardened and softened steel
cylinders to pass on imprints. An
employee, Jacob Perkins, inventor of
these processes, offered his services to
the Bank of England, won a contract,
and the firm of Perkins Bacon became
the premier producer of postage stamps
and paper money worldwide during the
19th century.

Counterfeiting is sometimes a state-
sponsored activity, with the object of
producing confusion and social unrest in
enemy countries. The Bank of England
counterfeited vast numbers of assignats,

the famous French paper money of the
French Revolution that touched off a
wave of hyperinflation. One of the
largest counterfeiting schemes in history
was Operation Bernhard, the code name
for Nazi Germany’s vast program for
counterfeiting Bank of England notes.
Apparently, the Soviet Union also
resorted to counterfeiting as a weapon in
the arsenal of revolution.

Thanks to an international conference
held in Geneva in 1929, counterfeiting
laws are relatively uniform among vari-
ous countries. Counterfeiting either
domestic currency or foreign currency is
illegal, and counterfeiters are subject to
extradition. Printing counterfeit money
is invariably a felony offense drawing a
prison sentence, but incidental offenses,
such as owning counterfeiting equip-
ment, or possessing counterfeit money
usually draw lesser sentences.

The development of high-quality
color copying machines and sophisti-
cated offset printing operations pre-
sented new challenges to the problem
of combating counterfeiting. The
United States now impresses a thin
polyester thread into its Federal
Reserve notes. The thread runs verti-
cally to the left of the Federal Reserve
seal, and can be seen when the note is
held up to a light. The notes also have
the words “United States of America”
microprinted in letters that can only be
read with magnification.

The advances in technology have
forced the Treasury to regularly add
new security features to the currency.
The treasury introduced a new cur-
rency design in 1996 and again in
2004. The new series introduced in
2004 is called the “New Color of
Money” design because of its introduc-
tion of subtle background colors.

Counterfeit Money | 91



Despite these innovations, counterfeit-
ing remains a major problem in and for
the United States.

In 2005, it came to light that the gov-
ernment of North Korea was operating a
large counterfeiting operation of U.S.
currency. North Korea’s counterfeiting
involved foreign banks, Chinese under-
world gangs, and the Irish Republican
Army. The U.S. government found it dif-
ficult to press North Korea over the issue
due to the larger issue of nuclear prolif-
eration (Fackler, 2006).

See also: Operation Bernhard
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CREDIT CRUNCH

A credit crunch refers to a sharp reduc-
tion in the availability of credit. It could
refer to a sharp increase in interest rates
but often it involves a significant shrink-
age in supplies of lendable funds. It
likely shuts out some subset of borrow-
ers from access to credit. The term came
into use in the 1960s when the home
mortgage industry began experiencing
periodic credit crunches. By 2000,
financial innovations and markets for
wider ranges of financial assets mini-
mized the possibility that one or two
economic sectors would bear the full
brunt of a credit crunch. Nevertheless,

the credit crunch of 2007–2008 began in
the home mortgage industry, and resi-
dential construction was the hardest hit
economic sector.

The home mortgage industry experi-
enced credit crunches in 1966 and again in
1969, 1973, and 1974. These episodes of
credit crunches occurred over a span
of years roughly coinciding with the
Vietnam War, a time when defense related
expenditures of the Cold War put the max-
imum strain on the financial resources of
the United States. In addition to heavy
government borrowing, a piece of banking
law called “Regulation Q” banned pay-
ment of interest on checking accounts and
limited the payment of interest rates on
savings accounts to the 5 percent range. At
the time of these first credit crunches, a
type of financial institutions called savings
and loans dominated the home mortgage
industry. These institutions raised funds by
offering savings deposits to depositors,
and these funds were lent to home buyers
in the form of home mortgages. As infla-
tion and government borrowing exerted
upward pressure on interest rates, savers
began removing funds from savings and
loan deposits. Instead, they invested in 90-
day treasury bonds, which paid a substan-
tially higher interest rate. The flow of
funds out of savings and loan institutions
and into the bond market was called “dis-
intermediation.” An increase in short-term
interest rates prompted disintermediation,
forcing savings and loan institutions to
curtail lending, and residential home
builders to cut back on construction.

The development of secondary mort-
gage markets eased the squeeze of these
early credit crunches. It severed the link
that forced mortgage lending and residen-
tial construction to move in step with the
flow of deposits in and out of thrift type
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institutions. The secondary mortgage mar-
ket allowed the institutions that had expert-
ise in evaluating borrowers and establishing
customer relationships to continue to originate
mortgages. Instead of financing mortgages out
of savings deposits, thrifts sold mortgages
to third parties as an investment.

In 2007 and 2008, another type of
credit crunch, the subprime meltdown,
shut out borrowers from access to credit.
A wave of defaults on mortgages negoti-
ated with subprime borrowers shook the
secondary market for mortgages, forcing
originators of mortgages to greatly raise
the bar of creditworthiness. Subprime
borrowers are borrowers who paid higher
interest rates to compensate for weak
credit ratings. A contraction in home
mortgages led to a contraction in the
housing industry, raising the specter of
recession. Lenders, stunned by high mort-
gage defaults and expecting a recession,
began tightening credit standards for a
wide range of loans, including automobile
loans and other types of consumer credit.
As the Federal Reserve slashed interest
rates to ward off recession, lenders made it
harder for individuals to qualify for loans,
arousing fears that the anti-recession mon-
etary policy might not succeed.

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

A credit rating aims to determine before a
loan is made whether an individual, cor-
poration, or country is willing, able, and
likely to repay a debt. Lenders are the
main users of credit ratings, but insurance
companies have used credit ratings to
determine insurance premiums, and
employers have used credit ratings in
evaluating job applicants. Utility and leas-
ing deposits can also vary in amount
according to credit ratings. Those with
poor credit ratings end up either borrow-
ing at high interest rates or unable to bor-
row at all. The main pieces of information
that go into credit ratings are financial his-
tory and current assets, liabilities, and
income. Financial history includes obvi-
ous warning signs such as instances of
bankruptcies and defaults, but it also
includes late payments by borrowers who
otherwise have clean credit histories. In
the United States, credit bureaus such as
Experian, Equifax, and TransUnion assign
credit scores for individuals. Credit rating
agencies such as Moody’s and Standard
and Poor’s assign credit ratings for corpo-
rations and sovereign governments.

Credit ratings are a relatively new
development in the history of financial
markets. They appeared after financial
markets achieved a high level of develop-
ment in the United States. The wide
expanse of the United States, with its rail-
roads and telegraphs, multiplied the num-
ber of business transactions between
individuals who were otherwise strangers.
The mid-1800s saw the rise of mercan-
tile credit agencies in the United States.
These credit agencies assessed the credit
worthiness of merchants. In 1909, John
Moody began furnishing credit ratings
on railroad bonds, and a year later
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extended his rating service to include
utility and industrial bonds. Poor’s Pub-
lishing Company and Standard Statistics
Company issued their first ratings in
1916 and 1922, respectively. In 1941,
Standard Statistics Company and Poor’s
Publishing Company merged to form
Standard and Poor’s, one of the most
widely known credit ratings agencies for
securities. Fitch Publishing Company
began rating bonds in 1924. In 1982,
Duff and Phelps began providing ratings
for a wide range of companies.

As capital markets displaced banking
institutions as the main mechanism for
channeling international capital flows,
the demand for credit rating agencies
grew outside the United States. The last
decades of the 20th century saw Moody’s
open offices in Tokyo, London, Paris,
Sydney, Frankfurt, and Madrid. Standard
and Poor’s opened offices Tokyo, London,
Paris, Melbourne, Toronto, Frankfurt,
Stockholm, and Mexico City. Duff and
Phelps entered into joint ventures in
Mexico and several Latin American
countries. U.S. credit rating agencies
have the strongest presence in the global
market for creditable security ratings,
followed by credit rating agencies in
Japan, Canada, and the United Kingdom.

Originally, the sale of publication and
related material provided the revenue to
pay for the rating service, and the compa-
nies who were the object of the credit rat-
ings incurred no charges. After the default
of Penn Central in 1970, investors discov-
ered that a company with a household
name was not necessarily a good invest-
ment risk. Other companies began having
trouble rolling over their commercial
paper. Companies began seeking ratings
from credit rating agencies to reassure jit-
tery investors. Fitch and Moody’s both
started charging companies for ratings in

1970; Standard and Poor’s started charg-
ing soon after. By 1987, 80 percent of
Standard and Poor’s revenue came from
fees charged the firms who were rated
(Canter and Packer, 1994). The practice of
depending on the rated companies for rev-
enue has raised questions about whether
the rating agencies have an incentive to
award high ratings to keep its customers
happy. The subprime mortgage crisis of
2008 put the spotlight on the rating agen-
cies and the role they had played in assign-
ing investment grades to securities that
were backed by risky home mortgages.
Critics charged that the credit rating agen-
cies such as Standard and Poor’s were paid
handsome fees for complicity in the crisis.

See also: U.S. Financial Crisis of 2008–2009
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CREDIT UNION SHARE
DRAFTS (CUSD)

See: Monetary Aggregates

CRIME OF ‘73 
(UNITED STATES)

The Coinage Act of 1873, a piece of legis-
lation that caused hardly a political ripple
in Congress, subsequently acquired the
odious title of the “Crime of ‘73.” The act
rather informally dropped the bimetallic
standard in the United States in favor of
the gold standard, an action that incurred
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the wrath of debtors and western farmers
as deflationary trends gathered force in the
late 1800s. Since the days of Alexander
Hamilton, the United States had been on a
bimetallic standard combining gold and
silver in a fixed ratio. The Crime of ‘73
made it into the folklore in the United
States, including references in the famous
book, The Wizard of Oz.

A movement of economic and social
protest lifted William Jennings Bryan to
the leadership of the Democratic Party, and
inspired his famous “Cross of Gold”
speech, which compared the gold standard
to the crucifixion of mankind on a cross of

gold. Debt-ridden farmers and unemployed
workmen quite rightly pointed the finger of
suspicion to the unforgiving discipline of
the gold standard, and saw something
sinister in quietly removing silver from the
monetary standard without the airing of a
public debate. With vast holdings of silver
in western states, coinage of silver could
have infused additional monetary reserves
in the economy, raising prices and easing
pressure on debtors.

The offensive portion of the act down-
graded the silver dollar to subsidiary
coinage of the same proportional weight
and fineness as the half-dollar, quarter,
and dime. These silver dollars were legal
tender in amounts up to $5, but in 1877
the treasury discontinued minting the sil-
ver dollars, due to a lack of interest.

Before the act, silver owners could sell
silver to the mint for $1.292 per ounce,
but the market value of silver was $1.298
per ounce, creating an opportunity to melt
down minted silver and sell it for a profit,
causing silver dollars to disappear from
circulation. The high market value of sil-
ver in 1873 probably accounts for the lack
of public controversy at the time Congress
passed the Coinage Act of 1873. The dis-
covery of additional silver reserves in the
western states, coupled with deflationary
trends, pushed the market price of silver
below the mint price. As deflationary
trends made themselves felt, culminating
in the depression of the 1890s, the silver
interests missed the treasury market for
silver, and depressed regions saw silver
coinage as the answer to economic woes.

Abandonment of the bimetallic stan-
dard and cessation of silver as a mone-
tary standard of value were in step with
international currents at the time.
Europe was rapidly turning to a gold
standard that was associated with Great
Britain’s commercial success. The
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September 14, 1896, edition of Judge magazine
attacking Bryan’s “Cross of Gold” speech
delivered at the Democratic National Conven-
tion on July 8, 1896. In the speech, Bryan advo-
cated the unlimited coinage of silver by the U.S.
government, a policy he believed would bring
relief to debtors in the economic depression then
gripping the nation. (Library of Congress)



failure of William Jennings Bryan to
win a presidential bid ensured that the
United States would remain on a gold
standard, which became official with the
Gold Standard Act of 1900. The discov-
ery of new sources of gold relieved the
monetary tightness of the late 1800s,
effectively defusing the silver protest,
and letting the Crime of ‘73 fade into
political oblivion.

See also: Bimetallism, Bland–Allison Silver
Repurchase Act of 1878, Free Silver Move-
ment, Gold Standard Act of 1900, Sherman
Silver Act of 1890, The Wizard of Oz
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CUPRONICKEL

See: Coinage Act of 1965, Liverpool Act of
1816

CURRENCY ACT OF 1751
(ENGLAND)

The Currency Act of 1751 sought to
restrict the issuance of fiat paper money
and to ban its use as legal tender for the
settlement of private debts in the New
England colonies. The beginning of the
18th century saw several New England
colonies, led by Massachusetts, issue
fiat paper currency. They turned to
paper currency partly because of the
financial pressures of wars involving
the French and the Indians and partly as
a measure to relieve domestic shortages

of acceptable mediums of exchange for
financing business activity. Colonial
governments issued paper currency on
the condition that they would accept the
currency as payment for taxes at a
future time, perhaps within a year or
possibly as long as seven years later.
When governments issued more paper
currency than they reclaimed in taxes,
the paper currency lost value relative to
British currency, and colonial prices
inflated. British merchants who had
claims of debt against the colonists suf-
fered because the depreciated currency
they had to accept in repayment had
less value than the credit they had
extended.

The Act of 1751 opened by citing the
failure of previous acts of Parliament to
stem the tide of depreciating paper cur-
rency in New England, and by observ-
ing that because of the legal-tender
status of this paper currency “all debts
of late years have been paid and satis-
fied with a much less value than was
contracted for, which hath been a great
discouragement and prejudice to . . .
trade and commerce.”

The Act provided that:

1. Effective September 29, 1751, gov-
ernors, councils, or assemblies in
Connecticut, Massachusetts Bay,
New Hampshire, or Rhode Island
were forbidden to enact legislation
authorizing the issuance of addi-
tional bills of credit (paper cur-
rency), and could not extend the
period of outstanding bills of credit.
Any actions along these lines were
“declared to be null and void, and
of no force or effect whatsoever.”

2. Colonial governments were
required to retire all outstanding
bills of credit at the scheduled date.
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3. Colonial governments could issue
bills of credit to finance current
government expenditures if suffi-
cient taxes were levied to retire the
bills within two years.

4. In the event of unusual public
emergencies, such as war or inva-
sion, bills of credit could be issued
in excess of what the government
would reclaim in taxes within two
years. These extra bills had to pay
interest and be reclaimed by a tax
fund within five years.

5. None of the bills issued after
September 29, 1751, were to be
legal tender in private transactions,
and none of the bills then in circu-
lation should be legal tender.

The act allowed governments to continue
to issue bills of credit as an instrument of
government finance, but prohibited the
attachment of the legal-tender sanction for
settling private debts. The Currency Act of
1751 was followed by the Currency Act of
1764, which applied the same principles to
the remaining colonies. The latter act sought
to deny the legal-tender status of paper cur-
rency even in the payment of public debts.
This was a confusing point, however, and
the colonial governments continued to issue
paper currency that could be used in pay-
ment of taxes. The Currency Act of 1773
clarified the issue by specifically allowing
colonial governments to issue paper cur-
rency that was legal tender for the payment
of public debts. The 1773 act allowed the
use of paper currency as legal tender for the
payment of taxes but, in deference to British
creditors, not for private debts.

The Currency Act of 1751, and its sister
act, the Currency Act of 1764, contributed to
a shortage of circulating money in the
American colonies, adding to the discontent

that led up to the American Revolution. The
American colonies were not blessed with
the abundance of gold and silver mines
found in the Spanish colonies. The hard
specie that was won by exporting goods to
Europe had to be used to import the numer-
ous European goods needed in the American
colonies. Entrepreneurs in the American
colonies enjoyed practically unlimited sup-
plies of natural resources, but harnessing
these resources required a rapidly growing
domestic money supply, with opportunities
for borrowing money as the need arose.
Because the availability of money fell far
short of the business opportunities afforded
by such a land, the colonists tried to find
ways to invent their own money supply. The
failure of the British to appreciate the need
for an elastic money supply in a land of
boundless resources contributed to the ten-
sion that resulted in revolution.

See also: Currency Act of 1764, Land Bank
System, Massachusetts Bay Colony Paper
Issue
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CURRENCY ACT OF 1764
(ENGLAND)

The Currency Act of 1764 removed the
authority of colonial governments in the
middle and southern American colonies
to issue legal-tender paper money for
either private or public debts. The act
passed Parliament following the French
and Indian War (1754–1763), when colo-
nial governments, particularly Virginia,
freely turned to the issuance of paper
money to defray military expenditures.
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Parliament first acted to restrict the
issuance of colonial paper money in the
Currency Act of 1751. That act circum-
scribed the ability of New England
colonies to issue paper money and
banned the circulation of paper money as
legal tender for private debts. The Act of
1751 enabled governments to declare
paper money legal tender for public
debts—that is, taxes—but not for private
debts. England’s Board of Trade moved
to extend the provisions of the Act of
1751 to colonies south of New England,
but the French and Indian War inter-
vened, and the Board of Trade tended to
wink or look away as colonial govern-
ments issued paper money to finance war
expenditures. British merchants, how-
ever, saw the issuance of legal-tender
paper money as a conspiracy of Ameri-
can debtors to defraud British creditors
by repaying debts in depreciated paper
money. They lobbied the Board of Trade
and Parliament to stop the colonies’
issuance of legal-tender paper money. To
be sure, the paper money invariably
depreciated relative to British pounds,
reducing its value to British merchants.

Unlike the Currency Act of 1751, the
Currency Act of 1764 did not restrict the
authority of colonial governments to
issue paper money, but did ban the des-
ignation of any paper money as legal ten-
der for the payment of either private or
public debts, thus making the issuance of
paper money impractical. The prohibi-
tion on the issuance of paper money as
legal tender for public debts put colonial
governments in a financial crunch. These
governments issued paper money and
then levied taxes payable in the paper
money, automatically providing for the
retirement of the paper money issues,
and preventing paper money from depre-
ciating in value. Government treasuries

rather than monetary authorities, con-
trary to current practice, issued this
paper money. In addition, the issuance of
this paper money helped relieve a short-
age of coinage that hampered economic
activity in colonial economies. There-
fore, the Currency Act of 1764 was the
equivalent of England enforcing a tight
money policy in the colonies in the after-
math of the French and Indian War.

The legal-tender provisions of the act
seemed perplexing and ambiguous to the
colonists, who found it difficult to under-
stand how a government could issue
paper money and not accept it as taxes.
Also, several colonies operated loan
offices that issued paper notes against the
security of real estate. The Act of 1764
seemed to suggest that loan offices could
not accept in repayment the notes they
had issued. The colonial governments
appear to have worked around the act and
continued to accept their own paper
money in payment for taxes, but the
colonists lobbied with Parliament to have
the legal-tender restriction on public
debts lifted. The colonies needed the
paper money to supplement domestic
money supplies, which were limited and
thus acted as a brake on domestic eco-
nomic growth. The restrictions on the
issuance of paper money added to the ten-
sion between the colonies and the British
government. With the Currency Act of
1773, Parliament amended the Currency
Act of 1764 and lifted the ban on paper
money as legal tender for public debts.

See also: Currency Act of 1751, Virginia Colo-
nial Paper Currency
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CURRENCY ACT OF 1773
(ENGLAND)

See: Currency Act of 1751, Currency Act of
1764

CURRENCY CRISES

A currency crisis occurs when the value
of a currency crashes in foreign exchange
markets, when holders of a currency
stampede to sell it in foreign exchange
markets out of fear that the currency is
headed for lower values in the future.
Foreign exchange markets determine the
rate or price at which one currency can
be purchased with another currency. An
exchange rate of $1 per 10 Mexican
pesos tells how many pesos it takes to
purchase a dollar and how many dollars it
takes to purchase a peso. While exchange
rates are subject to market forces, certain
groups have vested interests in exchange
rate stability. One such group would be
U.S. investors who have purchased
Mexican peso bonds issued by the
Mexican government. Bondholders who
purchased Mexican bonds with dollars
when the exchange rate stood at 10 pesos
per $1 will experience a windfall loss if
the Mexican peso depreciates to 20 pesos
per $1. When they sell the Mexican
bonds and convert the pesos back into
dollars, they will receive roughly half as
many dollars as they originally invested.
Therefore, if holders of Mexican bonds
expect the peso to depreciate in the
future, they will try to sell their Mexican
bonds for pesos, and convert the pesos
back into dollars before the depreciation
occurs. If large numbers of investors try
to sell pesos for dollars all at once, the
value of the peso in the foreign exchange
market will crash.

Speculators may trigger a currency
crisis if they think a currency is vulnera-
ble to a sudden crash. If speculators
think the peso may deprecate in the
future, they will borrow pesos and sell
them for dollars. If speculators borrow
pesos to buy dollars when the exchange
rate is 10 pesos per $1, then they can
repay their loans and reap a profit if the
peso depreciates to 20 pesos per $1.
Speculative attacks can turn mere expec-
tations that a currency will depreciate
into a self-fulfilling prophecy.

The common denominator behind all
currency crises is a current account
deficit. A current account deficit most
likely indicates that outflows of domestic
currency from imports exceed inflows of
domestic currency from exports. As long
as outflows of domestic currency approx-
imately balance inflows of domestic cur-
rency, the foreign exchange rate tends to
remain stable. If the outflow of currency
outruns the inflow of currency on the cur-
rent account, then foreign investors must
either be willing to hold financial assets
denominated in the domestic currency, or
the central bank responsible for the
domestic currency must buy back the
excess outflow with its holdings of other
foreign currencies. Central bank hold-
ings of other foreign currencies are
called foreign exchange reserves. The
more foreign exchange reserves a central
bank holds, the less likely a domestic
currency will suffer a currency crisis. A
current account deficit and the associated
excess outflow of currency lead to cur-
rency depreciation if the central bank
does not buy back the excess currency
outflow and if foreign investors do not
find financial assets denominated in the
domestic currency attractive. If, for
instance, Mexico has a currency account
deficit and the Banco de Mexico does not
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hold sufficient reserves of U.S. dollars to
buy back the excess outflow of pesos,
then excess supply of pesos will build up
in foreign exchange markets and one of
two possibilities are left. One possibility
is that foreign investors will purchase the
excess supply of pesos and use the pesos
to purchase bonds and other investments
in Mexico. If foreign investors are afraid
of investing in Mexico, or find Mexican
interest rates too low, then there will be
pesos in foreign exchange markets that
nobody wants, and the Mexican peso will
depreciate.

Countries that run persistent current
account deficits tend to run out of for-
eign exchange reserves. Speculators are
prone to launch speculative attacks on
countries with current account deficits
and low foreign exchange reserves. If the
attack is successful, the currency
crashes.

A current account deficit usually indi-
cates a large government budget deficit,
but it can indicate a high level of domes-
tic investment spending relative to
domestic savings. Either way, the country
is importing foreign capital. A currency
crisis usually occurs when a country that
has been experiencing a foreign capital
inflow suddenly starts experiencing a for-
eign capital outflow, perhaps because for-
eign investors have lost confidence.

See also: East Asian Financial Crisis, Current
Account, Mexican Peso Crisis of 1994
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CURRENCY–DEPOSIT
RATIO

The currency–deposit ratio equals the
total circulating currency divided by
checkable bank deposits. Checkable
bank deposits are deposits that are used
in transactions. Also called “demand
deposits,” checkable deposits represent
claims on currency that the public can
exercise freely and with minimal delay.
The total circulating currency counts
only currency held by the nonbank pub-
lic. It excludes currency held as vault
cash at banks. Both currency and check-
able deposits act as a form of money.

The currency–deposit ratio reflects
public preferences for holding currency
relative to bank deposits. It undergoes
some seasonal variation. During the
Christmas shopping season, the ratio
tends to rise as the public carries more
currency. The public can raise the cur-
rency–deposit ratio by withdrawing cur-
rency from banks, and it can reduce the
currency–deposit ratio by depositing
currency in bank accounts.

The currency–deposit ratio is important
because currency is part of what econo-
mists call “high-powered money.” High-
powered money includes circulating
currency and bank reserves. It is called
high-powered money because a banking
system expands deposits by some multiple
of bank reserves. Bank reserves are either
vault cash or commercial bank deposits
with Federal Reserve Banks. Since circu-
lating currency deposited in a bank
account becomes part of bank reserves,
banks can expand bank deposits by some
multiple of the amount of a new deposit of
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currency. When bank lending multiplies
bank deposits, the money stock expands
accordingly. A mass withdrawal of cur-
rency from banks will cause a contraction
in bank deposits several times greater than
the amount of currency withdrawn.

A sudden shift in the public’s preferences
for holding currency as opposed to bank
deposits can induce a change in the money
stock independent of actions by official
monetary authorities. During the early
1930s, the United States saw the public sud-
denly increase its preference for currency
over deposits (Boughton and Wicker, 1979).
The public was reacting to a large increase
in the numbers of bank failures. At the
beginning of the 1930s, the United States
had not established deposit insurance, and
when a bank failed, depositors lost their
money. An outbreak of bank failures
persuaded many people that they would
rather keep their money stashed in mat-
tresses or buried in coffee cans. The mass
withdrawal of currency from banks not only
added to the number of bank failures but
also caused the money stock to contract.
When an economy is sinking into recession
or depression, it needs an increase in the
money stock to stem the tide of economic
retrenchment. To regain depositor confi-
dence, banks started holding larger reserves
relative deposits, further reducing the
amount of bank lending. Between depositors
withdrawing currency from banks, and
banks trying to bolster reserve holdings, the
money stock contracted significantly even
though the Federal Reserve increased the
amount of high-powered money. To ease the
crisis, the United States government estab-
lished the Federal Deposit Insurance Corpo-
ration. By mid-1934, 97 percent of all
commercial bank deposits were protected by
deposit insurance (McCallum, 329). Bank
failures subsided, and the currency–deposit
ratio began a steady decline.

See also: High-Powered Money
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CURRENCY SCHOOL

The currency school emerged as an impor-
tant body of monetary thinking following
England’s resumption of specie payments
after the Napoleonic Wars in 1821. England
had suspended specie payments from 1797
to 1821 because of the financial stress of
wars with France. The fundamental princi-
ple of the currency school lay in the con-
cept of a money supply composed of coin
and paper money acting just as if all money
was entirely metallic.

Before the development of paper
money, domestic supplies of metallic cur-
rency fluctuated with the ebb and flow of
foreign trade. Buying goods from foreign-
ers caused metallic currency to flow out,
and selling goods to foreigners caused
metallic currency to flow in. A net outflow
of metallic currency depressed domestic
prices, rendering domestic goods more
competitive at home and abroad, and a net
inflow of metallic currency lifted domes-
tic prices, rendering domestic goods less
competitive at home and abroad. Eco-
nomic competition between countries
ensured monetary stability.

The resumption of specie payments—
that is, the return to convertibility of the
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pound in 1821—had not ended fits of
monetary and financial disorder and
adherents of the currency school saw
variations in the money supply as the
culprit. England had suffered major
crises in 1836 and 1839, a mere three-
year interval that many regarded as a
wake-up call. According to the thinking
of the currency school, domestic money
supplies were fluctuating, not with the
ebb and flow of international trade, but
with variations in bank notes issued by
banks. Everyone agreed that banks could
expand or contract the supply of bank
notes within a wide range without
endangering their ability to convert bank
notes into specie.

The currency school argued that fluc-
tuations in money supplies were the
major cause of economic swings, an idea
that is commonplace now, and that banks
were causing these fluctuations. The
solution to the problem lay in establish-
ment of a state authority exercising a
monopoly privilege on the issuance of
bank notes, a practice that is universal in
modern monetary institutions. Unlike
current monetary arrangements, how-
ever, the currency school contended that
the issuance of bank notes should be kept
strictly proportional to domestic metallic
currency and bullion. A loss of gold to
other countries should cause domestic
bank notes to decrease an equivalent
amount, putting downward pressure on
domestic prices. A gain in gold from
other countries worked in reverse. At that
time in Great Britain, hundreds of banks
issued bank notes without coordination,
and the principle of convertibility had not
ensured that gold flows would drive
domestic money supplies.

Opposed to the arguments of the cur-
rency school was the banking school.

The banking school argued that bank
notes expanding and contracting with the
needs of trade were not a source of insta-
bility and that an elasticity of currency
was needed to pave the way for eco-
nomic expansion. The banking school
preferred leaving the management of
bank notes to bankers whose discretion
was tempered by the requirement of con-
vertibility.

The Bank Charter Act of 1844 was a
great victory of the currency school over
the banking school. The act included pro-
visions that would ultimately give the
Bank of England a monopoly on the
issuance of bank notes. The act also sep-
arated the Bank of England’s note-issu-
ing authority from its other banking
business. In a departure from the princi-
ples laid down by the banking school, the
act left the Bank of England with some
discretion to regulate the issuance of
bank notes independent of changes in
gold reserves.

The currency school shares with the
modern-day monetarist school the idea
that the money supply should be man-
aged by fixed rules rather than left to the
discretion of bankers and policy makers.
Modern-day monetarists would agree
with the currency school that manage-
ment of the money supply is the founda-
tion of macroeconomic policy.
Imbedded in the thinking of both the
currency school and the monetarist
school was skepticism about the wisdom
of government policy makers, and a
preference for policies founded on fixed
principles rather than subjective judg-
ments made in the midst of economic
disturbances.

See also: Bank Charter Act of 1844, Bank of
England, Banking School, Central Bank,
Monetarism
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CURRENCY SWAPS

A currency swap allows two parties to
exchange equivalent amounts of different
currencies initially, followed by exchanges
in the series of interest payments that must
be paid on each series. The swap is con-
cluded at a future date when the initial
trade in different currencies is reversed. A
basic currency swap involves transactions
in three separate cash flows. First, two par-
ties exchange or swap equivalent amounts
of two different currencies, perhaps yen
for dollars. One party might be a U.S.-
based corporation selling computers in
Japan. The company generates revenue
in yen, which it needs to convert into dol-
lars to pay dividends to its stockholders.
The other party could be a Japan-based
corporation selling cameras in the United
States. This Japan-based company gener-
ates revenue in dollars, which it needs to
convert into yen to pay dividends to its
stockholders. In essence, these two com-
panies initiate the swap by loaning each
other equal sums of cash in their home
currencies. The U.S.-based company
loans dollars to the Japan-based com-
pany, and the Japan-based company
loans an equivalent amount of yen to the
U.S.-based company. Second, these two
companies make interest payments to
each other for the duration of the swap
contract. The U.S.-based company
receives interest payments in dollars
from the Japan-based company earning
dollar revenue in the United States. The
Japan-based company receives interest

payments in yen from the U.S.-based
company earning yen revenue in Japan.
Last, the two companies complete the
swap by re-exchanging the exact sums of
cash originally borrowed from each
other. In the transaction, the two compa-
nies have protected themselves from
adverse changes in exchange rates
between the currencies of their home
countries.

Currency swaps are a method of hedg-
ing foreign exchange risk over long spans
of time. Foreign exchange risks have to do
with risks associated with unanticipated
changes in the rate at which a sum of
money in one currency can be translated
into a sum of money in another currency.

Currency swaps can be useful in a vari-
ety of situations. Take a U.S.-based com-
pany that plans to raise funds by selling
bonds. Assume this company can issue
bonds in Switzerland denominated in Swiss
francs at a lower rate of interest than it can
issue bonds in the United States. denomi-
nated in U.S. dollars. The risks of selling
Swiss franc–denominated bonds arises
from the possibility that the U.S. dollar
might depreciate relative to the Swiss franc,
leaving the U.S. company unable to gener-
ate enough dollars to pay off its Swiss
bonds. To protect itself from exchange rate
depreciation the U.S.-based company could
enter into a currency swap agreement with a
European bank. Suppose the U.S.-based
company raised 100 million Swiss francs by
selling Swiss franc–denominated bonds. In
a currency swap agreement with a European
bank, the U.S.-based company exchanges
its 100 million Swiss francs into an equiva-
lent amount of U.S. dollars. The European
bank pays interest on the Swiss francs to the
U.S.-based company. The U.S.-based com-
pany pays interest in dollars to the Euro-
pean bank. The U.S. bank will receive the
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Swiss franc interest payments on the same
day that it owes interest payment on the
Swiss franc bonds. When the Swiss franc
bonds mature, the U.S.-based company will
exchange dollars for Swiss francs with the
European bank. The exchange rate for the
final transaction would be part of the origi-
nal swap agreement. The U.S.-based com-
pany will use the Swiss francs to redeem the
bonds.

Central banks also engage in swap
agreements with other central banks. Dur-
ing the subprime financial crisis of 2008,
the Federal Reserve entered into a swap
agreement with the European Central
Bank. The European Central Bank
needed dollars to meet the liquidity
needs of some European banks that had
liabilities denominated in dollars.

See also: Foreign Exchange Markets
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CURRENT ACCOUNT

The current account summarizes transac-
tions that fall within the categories of
imports or exports of good and services,
income earned abroad, domestically
generated income belonging to foreign-
ers, and unilateral transfers. The com-
mon denominator behind all these
transactions is the involvement of an
inflow or outflow of currency. Unilateral

transfers include foreign aid and gifts of
money from residents of one country to
family members living in another coun-
try. Cross-country investments, such as
buying and selling foreign stocks and
bonds, also involve currency inflows and
outflows, but are summarized in another
account called the capital account. A
third account, the official reserves trans-
actions account, summarizes central
bank transactions that involve an inflow
or outflow of currency and that change
official reserve holdings. A Federal
Reserve purchase of gold with dollars is
an example of the type of transaction
covered by the official reserves transac-
tions account. These three accounts
make up the balance of payments.

The current account balance is con-
sidered a significant indicator of the eco-
nomic and monetary health of a country.
It is among the handful of indicators that
the Economist magazine reports for
major countries of the world. The Econ-
omist reports the current account bal-
ance both in absolute numbers and as a
percent of gross domestic product
(GDP).

On the current account, transactions
that involve an outflow of currency are a
debit item, and transactions that involve
an inflow of currency are a credit item.
Exports of goods and services are a credit
and imports are a debit. The foreign
expenditures of a U.S. family visiting
Greece count as an export on the U.S.
current account. The interest income that
a resident earns on a foreign bond counts
as a credit. The interest income that a
domestic bond pays to a foreign owner is
a debit. Money residents send to family
members living abroad counts as a debit.
If the money value of the debits out-
weighs the money value of the credits,
then the outflow of currency outruns the
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inflow of currency, and a country has a
current account deficit. If the credits
exceed the debits, the country has a cur-
rent account surplus.

Persistent current account deficits is
often regarded as an indication that a
currency is overvalued and therefore
faces a heightened risk of future depre-
ciation. The largest component in the
current account balance is net exports
(exports minus imports). A current
account deficit is nearly always an indi-
cation that imports exceed exports. As
the value of a country’s currency goes
up in foreign exchange markets, for-
eign imports into that country become
less costly while exports from that
country become costlier in foreign mar-
kets. An excess of imports over exports
suggests that a domestic currency is too
strong and likely to weaken in the
future. A current account deficit indi-
cates that the currency outflow on the
current account exceeds the inflow. If
the excess outflow of currency from a
current account deficit is not offset by
an excess inflow on a capital account
surplus, a currency will depreciate
unless a government is able and willing
to take action. Governments usually
hold sufficient official reserves to
defend domestic currencies against
speculative attacks, but not against
long-term downward trends driven by
market forces.

Currencies can remain strong in for-
eign exchange markets for extended
periods of time in situations where a
large current account deficit is offset by
a large capital account surplus. A capital
account surplus indicates that the inflow
of foreign capital exceeds the outflow of
domestic capital to foreign countries. A
net inflow of capital equates to a net
inflow of currency. Countries with per-

sistent current account deficits often
maintain elevated interest rates. The high
interest rates encourage the inflow of
foreign capital, offsetting the tendency
of a current account deficit to undermine
the value of a currency.

Even with strong capital inflows, a
current account deficit is regarded as a
risk factor in foreign exchange markets.
The components in the current account
are not tightly linked to the volatility
and varying psychology of financial
markets whereas capital flows are
tightly linked to conditions in financial
markets. Capital flows are much more
sensitive than exports and imports to
changes in expectations, and can there-
fore be more volatile. A net capital
inflow can quickly change to net capital
outflow, leading to almost certain cur-
rency depreciation and crashing finan-
cial markets for a country with a current
account deficit. Currency speculators
are always closely watching countries
using elevated interest rates to sustain
current account deficits offset by capital
account surpluses. If these speculators
see signs that elevated interest rates are
pushing a country with a current
account deficit into recession, they will
dump the currency of that country. The
value of the currency will crash in for-
eign exchange markets, domestic finan-
cial markets will crash, and the country
will likely undergo a full-blown eco-
nomic collapse.

For several years, the United States
has been able sustain current account
deficits with little difficultly. That is
because the United States holds a reputa-
tion as a safe haven for foreign capital.
United States’ investments are consid-
ered among the safest in the world. Over
the last 30 years, however, the Japanese
yen has gained strength relative to the
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dollar, reflecting the fact that Japan usu-
ally has current account surpluses and
the United States usually has current
account deficits.

See also: Balance of Payments, Currency
Crises, Foreign Exchange Markets
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DE A OCHO REALES
(PIECES OF EIGHT)

Toward the end of the 16th century, Span-
ish coins, particularly the de a ocho reales,
had become the international currency and
held that position until they were eclipsed
by the British pound sterling in the 19th
century. The pieces of eight was the
immediate forerunner of the U.S. dollar.

The pieces of eight, called “Spanish
dollar” in the United States, was equal to
eight reales, a Spanish monetary unit.
“Reales” was a word for “royal” in Span-
ish. Today, the monetary unit of account
in Saudi Arabia is called the riyal, and in
Oman and Yemen the monetary unit is
the rial, both derivatives of the real.
Spanish coins dominated Far Eastern
trade, Mediterranean trade, and trade
with the New World.

The Spanish real, a silver coin, came
into existence in 1497 with the monetary
reform of Ferdinand and Isabella, the
Spanish monarchs who financed
Columbus’s voyage to the New World.
Originally, the real consisted of one-
sixty-seventh of a mark of silver and

was coined in multiples, quadruples,
and octuples (the piece of eight reales),
and in fractions of a real. The real was
sometimes called a “bit.” The pieces of
eight were eight bits. A fourth of a real
equaled two bits, a half real equaled four
bits, and three-fourths of a real equaled
six bits. The division of the dollar into
bits lives on in the cheerleading yell
heard at many high school sporting
events: “Two bits, four bits, six bits, a
dollar, all for the [name of team] stand
up and holler.” Ferdinand and Isabella’s
monetary reform set out to provide
Spain with a unified coinage system.
Charles V popularized the pieces of
eight, equal to the Bohemian or Saxon
thaler, which gave its name to the
United States dollar.

Mints in Mexico City and Peru turned
out vast quantities of Spanish reales.
Mexico City boasted of the largest mint
in the world, and minted a pieces-of-
eight coin called the “pillar dollar,”
because a symbol on the obverse side
denotes the Pillars of Hercules, the strait
that opens the Mediterranean into the
Atlantic Ocean. The modern dollar sign



($) may have originated from this sym-
bol of the Pillars of Hercules, with the
“S” portion a reference to a banner hang-
ing from a pillar.

Mexico, after winning independence
from Spain in 1821, minted its own peso
with a bit more silver than the old Spanish
pieces of eight. The new Mexican peso
was called the “Mexican dollar” in Far
Eastern trade, where it was the most pop-
ular coin throughout the 19th century,
competing with the U.S. silver trade
dollar and a British silver trade dollar.
Spanish pieces of eight and Mexican
pesos were legal tender in the United
State in much of the pre–Civil War era.
Mexico remained on a silver standard
while most of the world adopted the gold
standard, and Mexican silver pesos
remained important in Far Eastern trade.
During the Great Depression of the
1930s, Mexico abandoned the silver
standard, just as the United States aban-
doned the gold standard.

With the loss of Mexican silver, and
the European shift toward the gold stan-
dard after 1875, Spanish coinage

receded into the background as interna-
tional currency.

See also: Dollar, Silver
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DEBIT CARD

Debit cards, similar in shape and size to
credit cards, substantially advanced the
replacement of coins, paper money, and
checks with electronic money. These
plastic cards with a magnetic strip on
one side enable individuals to convert
bank deposits into instant cash or to pay
for purchases by electronically shifting
money from a buyer’s bank account to a
seller’s bank account. The development
of the debit card may rank with coinage,
printed paper money, and checks as one
of the great innovations in money, creat-
ing a new monetary era that supplants
the era of paper money.

The debit card burst on the world in
1971 when a banker in Burbank,
California, connected the idea of money
with the idea of a vending machine. A
vending machine dispensing cash would
free customers from the rigor of fixed
banking hours, enabling customers to
withdraw cash 24 hours a day, seven
days a week. Thus, the automated teller
machine (ATM) came into being.
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The next important step in debit card
development occurred in 1974 when the
First Federal Savings and Loan of
Lincoln, Nebraska, installed debit card
reading machines at the cash registers of
the Hinky Dinky supermarket. Rather
than withdrawing cash, these machines
enabled customers to transfer funds from
their own bank accounts to the super-
market’s bank accounts, ending the need
to carry cash or a checkbook to the
supermarket. Debit card transactions
take less time than check transactions
and eliminate the need for protection
against bad checks.

Debit cards have not been an unmixed
blessing. There have been numerous
instances in which unauthorized individ-
uals have used debit cards to empty
someone’s bank account. The use of
debit cards at ATMs usually requires a
personal identification number, which
makes unauthorized use more difficult.
Some of the debit cards that double as
credit cards may be used at some retail
outlets without personal identification
numbers, and these cards have the great-
est potential for fraudulent misuse.

Debit card transactions require an
intricate telecommunications network
that is most cost effective in grocery
stores, department stores, and other
large retail outlets that handle large vol-
umes of sales. Small transactions that
take place at small retail stores and even
vending machines still depend heavily
on coins and paper money. A new debit
card, sometimes called the smart card,
removes the need for an expensive
telecommunication network, making it
feasible for use with vending machines
and small retailers. The smart card has
an embedded computer chip that allows
the card to be programmed for a fixed
amount of money. The smart card can be

used to make purchases up to a fixed or
approved amount without a telecommu-
nication network that connects a card-
reading machine with a bank computer.
The smart card can be used at isolated
retail sites, or at vending machines,
without the necessity for correct change.

The latter part of the 20th century saw
smart cards develop along lines that
could have put an end to circulating
cash. Under the Mondex system, a
machine transfers money from a
customer’s card to a merchant’s card,
without going through the intermediary
of a bank. The merchant then passes on
the electronic money from his or her
card to the card of another person. The
Mondex system allows blips of
electronic money to change hands
without going through a bank. The Mon-
dex system seemed to hold the promise
of ending the use of coins and paper
money. The United States Congress held
hearings to learn whether digital money
would displace coinage and paper
money.

Futuristic visions of a cashless soci-
ety, however, turned out be very prema-
ture. Too much shopper resistance and
too many technological glitches existed.
Smart cards continued to develop along
different lines. In one application, utility
customers can buy a certain amount of
credit from a local utility company,
receiving a card with information that
could be downloaded into a home utility
meter. Electronic displays installed in
the kitchen show how much of the credit
is left on the meter. Utility customers say
this method makes it easier for them to
conserve on utility costs.

In a bid to replace cash and checks,
credit card companies experimented
with using key chains, wristwatches, and
armbands for payment devices. These
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devices have not caught on, but the “con-
tactless” smart card is catching on. This
card has an embedded computer chip
that allows the allows an electronic
reader to read the card when the user
holds the card in front of it. This saves
swiping the card through a reader. The
contactless cards seemed to be preferred
over the traditional cards.
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DECIMAL SYSTEM

The decimal system, a number system
based on the number 10, became a
distinguishing characteristic of currency
systems during the 19th and 20th
centuries. The currency system of the
United States offers a typical example of
a decimal currency system, with one
dime equal to one-tenth of a dollar, and
one cent equal to one-tenth of a dime, or
a one-hundredth of a dollar.

From the ninth century until the end
of the 18th century, the Carolingian
currency system held sway in Europe.
Under the eighth-century Carolingian
reform, instituted by Charlemagne’s
father, King Pepin, 12 pence equaled one
shilling, and 20 shillings made one
pound.

The Carolingian reform established a
new silver coinage in which 240 denarii
(pennies) equaled a livre, or pound
weight of silver. The Norman Conquest
brought the Carolingian system to
England, where it survived until 1971.

The Russians deserve credit for giving
the modern world the decimal system of
currency. By 1535, the Russians were
trading in a Novgorod ruble, and a smaller
unit, the denga, equal to a one-hundredth
of a ruble. Under Peter the Great, the
denga became the kopek, but otherwise
Russia’s decimal currency system has
remained intact to the present day.

The Russian decimal system met with
a cold reception in the courts of Europe,
which had elaborated on the Carolingian
system into currency systems susceptible
to manipulation because of a multiplicity
of coins that could be selectively
debased. Also, the royal courts of Europe
were not impressed with innovations
from countries such as Russia, which
were mired in economic backwardness.

The American revolutionaries, eager
to depart from the practice of European
monarchies, found no charm in coins
called “crowns” and “sovereigns,” bear-
ing portraits of British monarchs. The
Spanish milled dollar was a popular coin
in the American colonies, but the
Spanish dollar was subdivided into eight
reales. In 1782, Robert Morris, U.S.
superintendent of finance, sent a report
to the Congress of Confederation recom-
mending that the states coin their own
money as a substitute for the medley of
foreign coins then circulating, and that
the state coinage systems uniformly fol-
low a decimal system. The reasons for
preferring the decimal system were:

that it was desirable that money
should be increased in the decimal
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Ratio, by that means all calcula-
tions of Interest, exchange, insur-
ance and the like are rendered
much more simple and accurate,
and of course, more within the
power of the mass of people.
Whenever such things require
much labor, time and reflection,
the greater number, who do not
know, are made the dupes of the
lessor number who do. (Watson,
1970, 10)

Thomas Jefferson forwarded the idea
that the hundredth part of the dollar be
called a “cent,” after the Latin word for
“one hundred,” and that the tenth of the
dollar be called a “dime,” which means
“tenth” in Latin. Alexander Hamilton
incorporated these ideas into his Report
on the Establishment of a Mint, and the
Coinage Act of 1792 called for the adop-
tion of a decimal currency system in the
United States. Because the Russian cur-
rency system made use of coins outside
the decimal system, the United States
can boast of the first completely decimal
currency system.

The arguments favoring the decimal
system impressed the revolutionary
imagination of France, and on October 7,
1793, the French revolutionary govern-
ment replaced the coinage system of the
Bourbon dynasty with a decimal cur-
rency system. In 1795, the French revo-
lutionary government changed the name
of the livre to the franc, which equaled
the sum of 100 centimes. The conquest
of Napoleon helped launch the decimal
system in Europe, where it spread rap-
idly during the 19th century. Great
Britain held out until 1971, becoming
one of the last countries to adopt a deci-
mal currency system. A pound now
equals 100 pence, instead of 240 pence.

See also: American Penny, Carolingian
Reform, Coinage Act of 1792, Dollar, Mon-
etary Law of 1803
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DEPOSITORY
INSTITUTION

DEREGULATION AND
MONETARY CONTROL
ACT OF 1980 (UNITED

STATES)

In 1980, Congress passed the Depository
Institutions Deregulation Monetary Con-
trol Act (DIDMCA), the most important
piece of banking legislation in the
United States since the Glass–Steagall
Banking Act of 1933. The DIDMCA sig-
naled a marked shift in government
banking policy in the direction of a
deregulated banking system. This was a
sharp contrast to the banking legislation
of the 1930s, which had added to the reg-
ulation of the banking industry.

One of the more important provi-
sions of the DIDMCA authorized all
depository institutions to offer negoti-
ated order of withdrawal (NOW)
accounts. These accounts are interest-
bearing savings accounts with check-
writing privileges that depositors
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basically treat as checking accounts.
The banking legislation of the 1930s
had forbidden banks from paying inter-
est on checking accounts. In the 1970s,
thrift institutions, faced with an outflow
of funds and hoping to make their sav-
ings accounts more attractive, received
permission from banking regulators to
let thrift depositors write checks on sav-
ings accounts. Before the DIDMCA,
only savings and loans (S&Ls), credit
unions, and other thrift institutions
offered NOW accounts. In practical
terms, the DIDMCA enabled all depos-
itory institutions, including commercial
banks, to pay interest on checking
accounts. The DIDMCA also removed
interest-bearing deposits from the
restrictions of state usury laws.

A related provision of the DIDMCA
made automatic transfer accounts legal,
further lifting restrictions on interest-
bearing checking accounts. These
accounts let commercial banks
automatically transfer unused checking
account funds into interest-bearing
savings accounts. Because checking
accounts could not pay interest before
the DIDMCA, the ability to switch funds
from checking to savings as needed gave
checking accounts some of the advan-
tages of interest-bearing accounts.

By the mid-1970s, technology had
made switching an inexpensive
procedure, but the courts had ruled that
automatic transfer accounts violated the
law against the payment of interest on
checking accounts. Therefore legislation
was necessary to remove the prohibition
on automatic transfer accounts.

The DIDMCA called for the forma-
tion of a Depository Institutions Deregu-
lation Committee charged with
overseeing the removal of interest-rate
ceilings on all deposits, except business

deposits at commercial banks. This com-
mittee was composed of the heads of the
Treasury Department, the Federal
Reserve Board, the Federal Depository
Insurance Corporation, the Federal
Home Loan Bank Board, and the
National Credit Union Administrator.
The Comptroller of the Currency served
as a nonvoting member.

The DIDMCA freed from state usury
ceilings residential mortgages and agri-
cultural and business loans in excess of
$25,000 and extended partial exemption
to other loans made by state-chartered
banks, savings and loan institutions, and
credit unions. States had the option to
reinstate state usury ceilings on these
loans, but action had to be taken by
April 1, 1983.

The DIDMCA gave federally char-
tered S&Ls permission to make con-
sumer loans, and invest in commercial
paper and corporate debt securities. Up
to 20 percent of a savings and loan’s
assets could be committed to these uses.
The DIDMAC also added credit cards,
trusts, and fiduciary services to the range
of services offered by S&Ls. In a nut-
shell, the S&Ls now compete with com-
mercial banks in a wider range of
services.

The DIDMAC authorized mutual sav-
ings banks with federal charters to enter
the market for business loans. These
institutions could invest up to 5 percent
of their assets in these loans, and the
business borrowers could not receive
checking privileges associated with
these loans.

The DIDMAC put all federally
insured depository institutions under
the reserve requirements imposed by the
Federal Reserve System. Before the
DIDMAC, the Federal Reserve System
set reserve requirements of federally
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chartered commercial banks. (Reserve
requirements set the percentage of
checking and savings deposits that must
be retained in the form of vault cash or a
deposit at a Federal Reserve Bank.)
Reserve requirements protect depositors
(or the FDIC) by making bank assets
more liquid and less risky, but they also
leave bank assets less profitable because
reserves pay no interest. State laws had
invariably set lower reserve requirements,
as a percentage, for state-chartered banks.
The DIDMAC increased the power of
reserve requirements as a tool of mone-
tary regulation, and leveled the playing
field between federally chartered institu-
tions and state-chartered institutions.

The consumer is the clear beneficiary
of competition in most industries, but
when a bank fails, the bank’s customers
suffer as much as the bank’s owners.
Depression-era legislation reduced com-
petition between banks to stem the tide
of bank failures. The DIDMCA took 
an important step toward restoring
competition to the banking industry.

See also: Federal Reserve System, Glass–
Steagall Banking Act of 1933
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DEUTSCHE BUNDESBANK

The Deutsche Bundesbank is the central
bank of Germany. Before the establish-
ment of the European Central Bank, it
was comparable to the Federal Reserve

System in the United States. A relatively
young addition to the ranks of European
central banks, the Deutsche Bundesbank
gained a position of preeminence among
European central banks during the
post–World War II era.

The Reichsbank, the central bank of
Nazi Germany, came to an end in 1948.
In West Germany, the allied occupation
authorities established a new currency,
the Deutsche Mark, and organized a
regional system of autonomous central
banks, called Landeszentralbanken. At
the apex of this system stood the Bank
Deutscher Länder. This bank had the
exclusive privilege to issue banknotes
and acted as a lender of last resort. It was
a two-tier structure, the lower layer com-
posed of legally independent entities,
and the structure may not have been
organizationally efficient.

The Bundesbank Act of 1957 reor-
ganized West Germany’s central banking
system, merging the independent Lan-
deszentralbanken and the Bank
Deutscher Länder. The act incorporated
these entities as the Deutsche Bundes-
bank, a corporation wholly owned by the
West German government. The head
office remained at Frankfurt am Main,
and each of the 11 Länder central banks
operated its own system of branch banks.
In 1990, the state banking system of East
Germany was integrated with the Bun-
desbank, and the latter assumed the
responsibility for monetary policy in the
unified Germany. The system is spread
out into more branches than the Federal
Reserve System in the United States; one
of the Länder central banks may oversee
as many as 50 branch banks.

The distinguishing characteristic of
the Bundesbank is its independence from
government officials. The German peo-
ple, having suffered through two
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episodes of hyperinflation in the 20th
century, were committed to establishing
a central bank that would protect the
integrity of its currency. The law creating
the Bundesbank conspicuously ignored
any economic goals other than price sta-
bility. In the words of the statute:

The Bundesbank, making use of
the powers in the field of monetary
policy conferred upon it under this
Law, shall regulate the money cir-
culation and the supply of credit to
the economy with the aim of safe-
guarding the currency and shall
ensure the due execution by banks
of payments within the country as
well as to and from foreign coun-
tries. (Bank for International Set-
tlements, 1963, 59)

The supreme policy-making body of
the Bundesbank is the Central Bank
Council, composed of a president, vice
president, up to eight additional members
of a directorate, and the presidents of the
11 Länder central banks. The president of
the Federal Republic of Germany
appoints the members of the directorate,
each serving eight-year terms. The presi-
dent of the directorate is appointed for an
eight-year term, and is highly secure in
that appointment. The president of the
Federal Republic appoints the presidents
of the Länder central banks upon the rec-
ommendation of the directorate of the
Central Bank Council.

Because of its independence from gov-
ernment officials, the Bundesbank could
concentrate solely on controlling inflation
during the post–World War II era when
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other central banks, less independent of
government authorities, pursued policies
aimed at reducing unemployment. During
the 1970s, when most Western countries
were racked by inflation, West Germany
kept inflation to modest levels, and the
Bundesbank rose to become the most
influential central bank in Europe. In
1993 the European Monetary Institute,
the precursor to a European central bank,
was set up in Frankfurt, symbolizing the
European Union’s commitment to sound
monetary policies.

With the establishment of the
European Central Bank in 1998, the Bun-
desbank became a member of the Euro-
pean central bank system. The president
of the Bundesbank serves on the Govern-
ing Council of the European Central
Bank. The European Central bank sets
monetary policy for all countries in the
euro area, which includes Germany. The
Bundesbank shares in implementing the
European Central Bank’s monetary
policy.

See also: Bank of England, Bank of France,
Central Bank, Federal Reserve System
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DEUTSCHE MARK

Before the introduction of the euro, the
Deutsche Mark, or German mark, was
the currency unit of Germany, compara-
ble to the dollar for the United States.
After the collapse of the Bretton Woods

system in 1973, the U.S. dollar, no
longer convertible into gold and subject
to depreciation from inflation, lost some
of its position as an international cur-
rency. As the U.S. dollar lost ground as
an international currency, the German
mark began to play the same role in the
European economy as the U.S. dollar
played in the world economy.

Compared to the British pound ster-
ling, which can boast of a 1,300-year
history, the history of the German mark
is a bit short in light of the prestige that
it commanded in international trade
before it was superseded by the euro. In
the immediate aftermath of World War
II, the Reichsmark, the currency of
Nazi Germany, no longer functioned as
a medium of exchange. Trade took
place on a black market, outside the
system of German price controls, and
commodities such as cigarettes and
coal acted as mediums of exchange.
Barter also flourished; city dwellers
walked to the countryside with what-
ever goods they had and traded them
for food.

The victorious Allies originally
planned to introduce monetary reform in
1946, but an agreement between France,
the Soviet Union, Britain, and the United
States to treat Germany as single
economic unit broke down, delaying
monetary reform from May 1946 to June
1948. Part of the difficulty was that
France, Britain, and the United States
did not want to entrust the Soviet Union
with plates to print currency, fearing that
the Soviets would print up extra currency
to impose an inflation tax on Germany.
As the rift between the Western occupa-
tion powers and the Soviet Union
widened, the decision was made to print
the currency in the United Kingdom. The
plan to replace the Reichsmark with a
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new currency, the Deutsche Mark, was a
closely guarded military secret, given the
code name Operation Bird Dog.

On June 20, 1948, the Western powers
issued to every inhabitant in the three
Western zones 40 Deutsche Marks in
exchange for 40 Reichsmarks. Two
months later, another 20 Deutsche Marks
were exchanged for 20 Reichsmarks.
Aside from the per capita distribution,
Deutsche Marks replaced the Reichs-
marks on a 1:10 basis, one Deutsche
Mark equaling 10 Reichsmarks. All
debts were written down at this ratio,
including government debt, mortgages,
bank loans, and insurance policies. Bank
deposits and balance sheets of busi-
nesses were adjusted on the same basis,
deflating the asset side and the liability
side to one-tenth of their original
amounts. The authorities decreed that all
new debts had to be contracted in
Deutsche Marks. A central bank, pat-
terned somewhat after the Federal
Reserve System, was created from the
branches of the Reichsbank. It was
called the Bank of Deutscher Länder
(Bank of German States), and in 1957 it
was transformed into the Deutsche Bun-
desbank.

All price controls were lifted on June
24, 1948. With the new currency, goods
suddenly showed up at stores where
shelves had been empty for years.
Apparently many goods had been hiding
in the underground economy.

The Soviet authorities were forced to
follow the example of currency reform in
order to keep the Reichsmarks no longer
useable in the Western zones from flood-
ing the Soviet zone. The Soviets issued
the Deutsche Mark East and for a while
the western Deutsche Mark circulated
side by side with the Deutsche Mark
East at equal value. By the end of July

1948, the Deutsche Mark East traded at
about half the value of the Deutsche
Mark, a factor that contributed to the
political separation of East and West
Germany.

A noted economist, Charles
Kindleberger (1984), wrote, “I regard
the German monetary reform of 1948 as
one of the great feats of social engineer-
ing of all time” (418). The Deutsche
Mark evolved into the most prestigious
currency in Europe. During the inflation-
ridden 1970s, West Germany kept infla-
tion to modest levels, and in the 1980s,
West Germany led Europe in the disin-
flation process. As Europe moved toward
economic integration, the Deutsche
Mark played a major role in the mone-
tary affairs of Europe. In the 1990s, eco-
nomic turmoil from combining the two
Germanys cost the Deutsche Mark a bit
of its reputation for stability. Also,
France began to rival Germany in reputa-
tion for price stability.

On January 1, 1999, the European
System of Central Banks launched a
new European currency, the euro, that
replaced the national currencies of par-
ticipating countries. The euro replaced
the Deutsche Mark, the French franc,
and several other European currencies.
Banknotes and coins in Deutsche
Marks, French francs, and other super-
seded currencies continued to serve in
hand-to-hand circulation until January
1, 2002.

See also: Hyperinflation in Post–World War I
Germany, Gold Mark of Imperial German,
Rentenmark
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DISSOLUTION OF 
MONASTERIES

(ENGLAND)

Between 1534 and 1540, King Henry
VIII, showing the same hasty, thoughtless
stubbornness that marked his quest for a
son, dissolved most of the English monas-
teries and confiscated their property.

Early in the 16th century, England’s
enemy was Charles V, emperor of the
Holy Roman Empire, which Voltaire later
described as “neither holy, nor Roman,
nor an empire.” The Catholic world
looked to Charles V to champion the
cause of Catholicism against the impious
king of England, and precious metals
from the New World poured in to Charles,
enlarging his vision of possibilities.

The dissolution of the monasteries
occurred against the backdrop of the
Reformation, the 16th-century religious
movement that began as an effort to
reform the Catholic Church and ended
with the establishment of the Protestant
churches. Thus the forces of the Refor-
mation in England made monasteries a
clear and open target. In addition,
expenses for public works impelled
Henry VIII along a course that ended in
the confiscation of vast holdings of
ecclesiastical properties. Aside from
extravagant court expenditures, Henry
VIII financed a major enlargement of the
English navy, and a significant improve-
ment of England’s harbors and ports.
Paying for these public expenditures
with more taxes was not workable. Taxes
were already high and any increase
would have prompted tax evasion,

perhaps increasing collection costs as
much as revenue. Henry VIII resorted to
currency debasement, the worst such
episode in English history, and to the
confiscation of ecclesiastical properties.
Monasteries had large landholdings that
generated income and were also store-
houses of gold and silver candlesticks,
crosses, plate, and other precious metal
objects.

Legislative action began in 1534 with
the Act for the Suppression of the Lesser
Monasteries. This law covered all monas-
teries with annual incomes of less that
200 pounds, accounting for about two-
thirds of all the monasteries in England.
In 1538, Henry expanded the policy of
dissolution to friaries and, in 1539,
expanded it to the larger monasteries.

The monasteries were stripped and
sometimes destroyed. About 75,000
pounds sterling in gold and silver was
sent to London from dissolved monas-
teries. Bells were melted down and
recast as cannon, and lead from roofs
and gutters was exported. By 1540,
nearly all ecclesiastical orders had
ceased to exist, although a few survived
until Henry’s successor, Edward VI, dis-
solved them in 1547, thus completing
Henry’s policy.

The abbots of targeted monasteries
resorted to various stratagems to hide
precious metals when the king’s agents
came to dispose of monastery property.
Some abbots placed gold and silver
objects with private individuals in hopes
of getting them back later. Some objects
were hidden in secret vaults and walls,
and some were sold for money, convert-
ing ecclesiastical property into private
property. Nevertheless, the king’s agents
were tenacious, and uncovered much
property that had been concealed or
secretly sold.
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Where possible, gold and silver were
coined directly, but in some cases
embedded jewels, wood, or other
materials had to be extracted and
separated. Gold and silver either went
straight to the mint or ended up at the
goldsmiths.

The sanctity of religious temples,
churches, and monasteries had always
enabled these facilities to accumulate
larger quantities of gold and silver 
than private individuals could safely
shelter. During the Reformation, the
Catholic institutions lost some of their
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inviolability in countries destined to be
predominately Protestant, and govern-
ments pressed for funds tended to
expropriate the precious metals for
their own use.

See also: Great Debasement, Silver Plate
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DOLLAR

“Dollar” is the official name for the U.S.
currency, the closest approximation to a
world currency, and is also the name for
numerous other national currencies.

The term “dollar” is apparently a vari-
ation of the term “thaler,” a common
term for coins in Germany and Eastern
Europe that may have been derived from
a valley named Joachimsthal, where
coins were minted in the 16th century.
The coins were called Joachimsthaler-
groschen, soon shortened to thaler, and
later to taler. In the 16th century, the
Scots adopted the term “dollar” to distin-
guish their currency from that of the
English. The Scots were not always
compliant subjects of the English crown,
and from the outset the term “dollar”
bore an anti-English and antiauthoritar-
ian connotation. Scottish emigrants
brought the term “dollar” to the British
colonies.

Although England forbade its
colonies to mint coins, Spain put no
such prohibition on its colonies, which
were rich in precious metals. Mexico
boasted of one of the world’s largest
mints. Spanish coins were the most
readily accepted worldwide, including
in the British colonies, but the colonists
called the coins “dollars” rather than

their Spanish names of reales and
pesos. The Spanish pieces-of-eight
coins had a face value of eight reales,
and in the United States the phrase “two
bits” is still used to refer to a quarter,
one-fourth of a dollar.

The most common Spanish coin cir-
culating in the British colonies was
sometimes called the “pillar dollar”
because the obverse side bore an image
of the Eastern and Western hemispheres
with a large column on each side. The
columns represented the Pillars of Her-
cules, and the words “plus ultra,” mean-
ing “more beyond,” embellished a
banner hanging from one of the
columns. The coin was apparently a
means of publicizing the discovery of
America. The dollar sign probably
evolved from the pillar dollar, with the
two vertical parallel lines representing
the columns, and the “S’ shape repre-
senting the banner.

The dollar had established itself as
the primary money unit of account in
the 13 colonies, and the Congress of the
new republic declared on July 6, 1785,
that the “money unit of the United
States of America be one dollar”
(Weatherford, 1997). In 1794, the United
States began minting silver dollars
containing 371.25 grains of silver, an
amount based on the average weight of
Spanish dollars circulating in the
United States. Spanish and Mexican
dollars remained legal tender during the
early days of the Republic.

Popular usage made dollars, whether
United States, Spanish, or Mexican, the
accepted currency in the New World.
Canada created an official currency, the
Canadian dollar, pegged at a one to one
exchange rate with the United States
dollar. Among the British colonies in the
Caribbean, dollars became the official
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currency in Anguilla, Saint Kitts and
Nervis, Antigua and Barbuda, Montserrat,
Dominica, Saint Lucia, Saint Vincent,
Guyana, the Bahamas, Belize, Barbados,
the Cayman Islands, the British Virgin
Islands, Trinidad and Tobago, the Turks
and Caicos Islands, and Jamaica. Most
Latin American countries adopted as their
official currency the peso, which shares
with the dollar a common ancestor, the
Spanish real.

Spain also popularized the use of dol-
lars in the Pacific basin. In the late 19th
century, Mexican dollars dominated
Pacific basin trade but both the United
States and Britain issued so-called trade
dollars for foreign trade with the area.
The Chinese called silver dollars “yuan,”
meaning “round things,” and yuan
became the standard currency in China
and Taiwan. The Japanese shortened
“yuan” to “yen” and established a yen
currency. Initially 1 yen approximately
equaled 1 dollar.

The term “dollar” became the name
of the official currencies in Australia,
New Zealand, Fiji, the Cook Islands,
Kiribati, Brunei, Singapore, Hong
Kong, the Solomon Islands, Pitcairn,
Tokelau, Tuvalu, the Marshall Islands,
and Western Samoa. By 1994, the “dol-
lar” denoted the official currencies in 37
countries and autonomous territories.
Europe, the birthplace of the original
dollar, is one of the few places in the
world where “dollar” is not a
designation for an official currency. In
1991, the newly independent country of
Slovenia, part of the former Yugoslavia,
adopted “tolar,” a variation of “dollar,”
to denote its official currency. Zim-
babwe, among the latest African coun-
tries to join the ranks of independent
nations, named its official currency the
“dollar.”

See also: Coinage Act of 1792, De a Ocho
Reales, Taler
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DOLLAR CRISIS OF 1971

In August 1971, the United States gov-
ernment suspended the convertibility of
dollars into gold for foreign official
holders of dollars, marking the final
break with the gold standard in the world
economy. Uneasiness about the dollar
reached crisis levels in 1971 as the rest
of the world became increasingly aware
that the United States did not own
enough gold to redeem all the foreign-
owned dollars. The drain on its gold
reserves also concerned the U.S. govern-
ment. Before the suspension, foreign
official holders of dollars (foreign cen-
tral banks and foreign governments) had
been able to convert dollars into gold at
the rate of $35 per ounce. (Domestic
holders of dollars had been unable to
convert dollars into gold since the
1930s.) Gold has remained an important
component of international monetary
reserves, but currencies are no longer
convertible in gold at a fixed, official
rate.

The Bretton Woods system, created
in 1944, established a world gold stan-
dard for international purposes, requir-
ing each country to define a par value of
its currency in terms of a fixed weight
of gold. A shortage of world gold
reserves, however, led countries to
define domestic currencies in terms of
U.S. dollars, and the United States
stood ready to redeem dollars into gold
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at the official rate for foreign official
holders. The redemption of dollars into
gold drained the U.S. gold stock from
$25 billion in 1949 to $12 billion in the
early 1970s.

Largely because of worldwide mili-
tary and political obligations, the United
States ran what are called balance of
payments deficits after World War II,
infusing additional dollars into a world
economy hungry for monetary reserves.
A balance of payments deficit occurs
when the outflow of dollars from U.S.
imports and investment abroad exceeds
the inflow of dollars from U.S. exports
and foreign investment in the United
States. The consequence in 1971 was an
increase in the number of foreign-owned
dollars that the United States was com-
mitted to redeeming in gold. After the
mid-1960s, the U.S. balance of pay-
ments deficits grew at a faster tempo
because of military involvement in
Vietnam and heavy investment abroad.
The rest of the world saw that the U.S.
gold stock was insufficient to redeem all
foreign-held dollars in gold. In August
1971, President Nixon announced that
the United States would no longer con-
vert dollars into gold for foreign official
holders. Between August 1971 and May
1973, world governments endeavored,
without success, to save the Bretton
Woods system with a dollar devalued in
terms of gold.

After 1973, the value of the dollar was
no longer defined in terms of a fixed
weight of gold, and other currencies
were no longer defined in terms of dol-
lars. The exchange rates between curren-
cies floated freely and were based on
supply and demand. Today, governments
manage the floating exchange rates, but
currencies are not tied to each other in
fixed exchange rates.

Historically, the suspension of con-
vertibility of paper money into precious
metal has occurred during wartime—
the Civil War and the War of 1812
being prime examples in the United
States. The suspension of the convert-
ibility of the dollar in 1971 occurred
when the United States was engaged in
the expensive Cold War with the Soviet
Union, coupled with a lengthy effort in
Vietnam. Some observers attribute the
inflation of the 1970s to the collapse of
the gold standard and the loss of the
discipline that the gold standard had
imposed on monetary growth. As
control over monetary growth brought
inflation down in the 1980s, however, 
a connection between the gold stan-
dard and price stability seemed less
necessary.

See also: Balance of Payments, Bretton Woods
System, Dollar, Gold Standard
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DOLLARIZATION

Dollarization occurs when a foreign
currency either officially replaces or
unofficially displaces domestic currency
as the primary means of payment and
unit account. The term suggests situations
where the U.S. dollar as the major world
currency fulfills the roles of a domestic
currency in other countries, but the term
is applied in a broader sense to situations
where other foreign currencies take prece-
dence or replace a domestic currency.
The euro serves as currency in Kosovo,
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and the Swiss franc in Liechtenstein.
Examples of dollarization using the U.S.
dollar include Ecuador and San Sal-
vador. Ecuador officially adopted the
U.S. dollar as legal tender domestic cur-
rency in 2000, and San Salvador in 2001
(Quispe-Angnoli, Whisler, 2006). One
of the oldest instances of permanent
dollarization using the U.S. dollar is
found in Panama, which adopted the
U.S. dollar in 1903. Unofficial dollariza-
tion occurs when the spontaneous use of
the U.S. dollar or other foreign currency
surfaces alongside a country’s domestic
currency. Full dollarization occurs
when the U.S. dollar or other foreign
currency completely replaces the domes-
tic currency.

Dollarization can bring monetary sta-
bility to a country gripped by runaway
inflation. In these cases, dollarization is
likely to develop spontaneously if the
government does not officially enact it.
Ecuador is an example of a government
that turned to dollarization to meet a
crisis of monetary and inflationary
chaos.

As a global, free-market economy has
developed, full dollarization as an
attractive policy has drawn strong inter-
est, even in countries not rocked by mon-
etary and economic stability. Countries
haunted by a past history of rampant
inflation often find that fears of a recur-
rence of inflation keep interest rates ele-
vated long after the inflation subsides.
High interest rates act as a deterrent to
economic growth and development in
emerging economies. One method of
bringing down interest rates is to adopt
as legal tender domestic currency a for-
eign currency with a history of price sta-
bility. A closely related reason has to do
with the attraction of foreign capital.

When foreign investors from a devel-
oped economy contemplate investing in
an emerging economy, one risk they
have to weigh is the risk of currency cri-
sis and depreciation in the country
receiving the investment. Dollarization
removes one element of risk that foreign
investors face and helps ease the flow of
foreign capital into an emerging econ-
omy. Fears of currency crisis and depre-
ciation can spark capital flight and
speculative attacks, even when the fears
are unfounded. Globalization and freer
markets have increased the mobility of
capital between countries. The enhanced
mobility of foreign capital has brought in
its wake a higher incidence of currency
crises triggered by sudden and expected
outflows of capital. Dollarization is one
approach to taming what at times seems
an epidemic of currency crises. The
global economy stands to benefit from
dollarization since currency crises tend
to spread to trading partners, causing
contagion.

In the case of the U.S. dollar, the
U.S. government does not object to a
country adopting the dollar as legal
tender domestic currency, but dollar-
ization does involve some disadvan-
tages to the country adopting the dollar.
First, all governments generate a cer-
tain percent of revenue from printing
money, a practice called “seigniorage.”
Revenue from seigniorage is given up
when a country opts for dollarization.
Second, dollarization takes away from
governments the power to pursue an
independent monetary policy. A coun-
try enduring persistent high unemploy-
ment may need to depreciate its
currency to make its goods cheaper in
other countries, an option unavailable
to a country that has embraced
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dollarization. In summary, dollariza-
tion has costs and benefits as an official
policy and is still being studied.
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EAST ASIAN FINANCIAL
CRISIS

In 1997, a financial crisis threw the East
Asian economies into a financial chaos
that threatened to derail the East Asian
economic miracle and engulf the global
financial system. In the 1990s, East Asia
had become the scene of a new group of
economic miracles. From the mid-
1990s until the outbreak of financial cri-
sis, East Asian countries such as
Thailand, Singapore, Indonesia, South
Korea, and Malaysia posted real gross
domestic product (GDP) growth rates in
the 8 percent range or higher (Interna-
tional Monetary Fund, 1997).

Until the East Asian financial crisis,
currency crises were often the domain of
countries suffering from high inflation,
slow growth, large government budget
deficits, low savings, and political insta-
bility. Unlike the usual candidates for
currency crises, the East Asian countries
had what economists call “sound macro-
economic fundamentals.” They had high
savings rates, low public debts, fast

growth and low inflation—the very
qualities that win the confidence of for-
eign investors.

One crack in the foundation involved
the structure of corporate finance.
Enterprises had relied too heavily on
debt financing as opposed to stock
issuance. Enterprises do not face bank-
ruptcy when the value of company stock
plunges, but they do face bankruptcy
when they cannot pay debts. An equally
important vulnerability stemmed from
the balance sheets of East Asian banks.
These banks borrowed foreign capital
on a short-term basis to underwrite
long-term loans. The short-term nature
of the foreign capital inflows left these
banks open to a sudden and unexpected
reversal from a foreign capital inflow to
a foreign capital outflow. A sudden
reversal of foreign capital flows made
these banks and enterprises illiquid.
Much of the foreign debt was denomi-
nated in dollars. When the exchange
rates of local currencies fell, the real
value of foreign debt in local currencies
skyrocketed.



The East Asian countries practiced an
economic policy that pegged the value
of their local currencies to a basket of
currencies in which the U.S. dollar
played a highly dominate role. The rate
at which a local currency could be con-
verted into dollars remained almost con-
stant. This policy shared in making East
Asia an attractive haven for foreign cap-
ital, but it also was the undoing of these
economies. In the late 1990s, the value
of the U. S dollar went up, probably
because of strong global demand for
U.S. financial assets. As the value of the
dollar climbed, the values of currencies
linked to the dollar, such as the East
Asian currencies, also climbed. The
appreciation of a country’s currency
leaves the exports of that country more
expensive in foreign markets. It also
makes foreign imports into that country
less costly. Falling exports and rising

imports left the East Asian economies
with current account deficits that needed
to be financed by an inflow of foreign
capital. East Asian companies began to
feel the pain as sales fell off in foreign
markets, and domestic sales faced
greater completion from imports. In
addition, East Asian central banks raised
interest rates to increase the attraction
for foreign capital. The policy of keep-
ing the local currency exchange rates
pegged to the dollar required that current
account deficits be financed by foreign
capital inflows. Otherwise, the value of
the local currency relative to the dollar
would sink.

The economic and financial situation
in Thailand sparked the crisis. Many cur-
rency traders believed that the baht,
Thailand’s currency, traded too high,
higher than the central bank of Thailand
could support.
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Thailand’s economy was already suf-
fering from double-digit interest rates
and depressed stock prices. Currency
traders launched billions of dollars of sell
contracts on the baht. Fears of currency
depreciation excited a broad outflow of
foreign capital, putting more pressure on
foreign exchange reserves. In a single
day, the central bank spent $500 million
dollars of its dollar reserves to keep the
baht from falling below its pegged level
(Daniels and VanHoose, 1999, 441). In
1997, Thailand’s central bank let the baht
float, free to depreciate, which it did.

The depreciation of the baht triggered
foreign capital outflows from other East
Asian economies. By the end of 1997,
Thailand, Indonesia, and South Korea
had watched local currencies depreciate
about 40 percent relative to the U.S. dol-
lar (Daniels and VanHoose, 1999, 36).

See also: Currency Crises
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ENGLISH PENNY

The English silver penny circulated for at
least 1,100 years, first appearing in the
eighth century and remaining in circulation

until 1820, setting a record of longevity for
a circulating coin that has probably never
been matched.

At the opening of the eighth century,
small silver coins circulated, known to
modern scholars as sceattas, and men-
tioned in the laws of Ine, a local English
ruler, as pennies.

The clearest point of departure for a
history of the penny begins about 760
CE with King Offa, ruler of Mercia, an
Anglo-Saxon kingdom in central Eng-
land. King Offa enjoys the added dis-
tinction of being the only English King
ever to strike coins bearing the name and
bust of his consort. He minted over a
million pennies—by some estimates
several millions—and he surpassed all
of his predecessors in the quality of his
coinage, as well as its quantity. Begin-
ning with King Offa’s coinage, the
penny remained the only English coin in
circulation for 500 years. Initially 240
silver pennies weighed one pound,
beginning the history of the English ster-
ling pound.

The weight of the penny probably
varied. In 1266, the English government
defined a silver penny to be the weight of
“thirty-two wheat corns in the midst of
the ear.” In 1280, the English govern-
ment fixed the weight of the penny equal
to 24 grains, setting the precedent that
makes a pennyweight today equal to 24
troy grains. The 32 grains of wheat were
comparable to 24 grains. During the 13th
century, a penny was worth a day’s
wages or could buy a sheep. The value of
the penny was sufficiently high that the
government turned to minting halfpenny
coins in the 14th century, and three-half-
penny coins in the 16th century. The
weight of the penny steadily fell until sil-
ver pennies struck in 1816 weighed 7.27
troy grains.
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In 1257, Henry III minted gold pen-
nies that were worth 20 silver pennies.
Per unit of weight, gold was 10 times as
valuable as silver, and Henry III’s gold
pennies weighed twice as much as the
silver pennies. The issue of gold coins
failed, being too valuable to meet the
needs of the English economy.

The word “penny” may have origi-
nated from the word “pending,” which
was the name of a coin issued by Penda,
a king who ruled Mercia in the second
quarter of the seventh century. Neverthe-
less, linguistic forms of “penny” are
widely spread with equivalents in Dutch
and Friesian. The Danish word for
money is still Penge, resembling penig,
the old English word for “penny.” Vari-
ants of the word “penny” may have
evolved from an old Danish word for the
pans that were used to coin money.

The smallest denomination of coins
minted in the United States are called
“pennies.” They are token coins, but were
formerly minted from copper. The pur-
chasing power of the U.S. penny is a bit
modest to justify the phrase, “a pretty
penny,” referring to a large sum of
money. Sixpenny nails now denote nails
of a certain length, but originally denoted
nails that sold for six pennies per 100.

See also: American Penny, Copper
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EQUATION OF EXCHANGE

The equation of exchange identifies the
exact mathematical relationship that
exists between the money supply, the
price level, and the volume of economic

activity. The economist Irving Fisher
(1867–1947) first formulated the equa-
tion of exchange, and his version took
the following form:

MV + M'V' = PT

Here, M stands for the stock of currency
in a given year, V stands for the velocity or
number of times a dollar bill changes hands
during a year, M' measures the quantity of
checkable deposits, and V' the velocity of
checkable deposits. P stands for the price
involved in a typical transaction, and T rep-
resents the number of transactions.

Contemporary economists make use
of a simplified equation of exchange that
takes the following form:

MV = PY

Here, M stands for a measure of the
money stock that includes, at a minimum,
currency in circulation plus checkable
deposits. Time deposits and other highly
liquid assets may also be included. V
stands for the income velocity of money,
defined as being equal to the money value
of income and output divided by the
money stock. P stands for the price level,
and Y stands for real output. In practice, PY
stands for gross domestic product (GDP)
unadjusted for inflation, called “nominal
GDP,” and Y stands for GDP adjusted for
inflation, called “real GDP.” P is a factor
standing for the price level and is calcu-
lated by dividing nominal GDP by real
GDP. Velocity is calculated by dividing
nominal GDP by the money stock.

Nominal GDP divided by M equals V,
which can be converted to the form MV =
nominal GDP. Furthermore, nominal GDP
divided by real GDP (Y) equals the price
index (P), which is mathematically equiva-
lent to saying that nominal GDP = PY.
Therefore MV = PY is what is called an
“identity” in mathematics, true by definition.
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The equation of exchange is often
converted to a percentage change form,
expressed as:

% change in M + % change in V = %
change in P + % change in Y

A school of economists called “quan-
tity theorists” assumes that velocity is rel-
atively stable, suggesting that the
percentage change in V is always zero.
They also assume that the percentage
change in Y is at the long-term growth rate
of real GDP, approximately 3 percent.
With these assumptions, the inflation rate
(percentage change in P) will always be 3
percent less than the growth rate of the
money stock (percentage change in M). If
the money stock grows at 10 percent a
year, the inflation rate will be 7 percent a
year. Therefore, inflation is an exact math-
ematical function of the money stock
growth rate, and the equation of exchange
furnishes us with a theory of inflation.

Empirical evidence bears out the close
correspondence between money stock
growth and inflation, but there is still
room for some economists to argue that
increases in the inflation rate force
authorities to increase monetary growth,
instead of the other way around. These
issues stand to benefit from further study.

See also: Monetarism, Velocity of Money
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EURO CURRENCY

On May 3, 1998, leaders of the European
Union (EU) concluded an agreement to
establish a European Monetary Union

(EMU) and, on January 1, 1999, to
launch a common EMU currency, called
the “euro.” The new European currency
made its debut in two phases. The first
phase lasted between January 1, 1999,
and January 1, 2002. During this phase,
the banknotes and coins of the traditional
national currencies such as the French
francs and Deutsche Marks continued to
circulate and the euro only existed as a
“virtual currency.” The second phase
began on January 1, 2002. In the second
phase, banknotes and coins in euro super-
seded the banknotes and coins of the tra-
ditional national currencies.

Initially, 11 countries agreed to adopt
the euro, Germany, France, Italy, Spain,
Portugal, Belgium, Luxembourg, the
Netherlands, Austria, Finland, and
Ireland. Later, Greece, Cyprus, Malta,
and Slovena joined the euro zone. For
now, Britain, Sweden, and Denmark plan
to retain their own national currencies.
Some economists have named the new
monetary zone “Euroland.”

The historic agreement to form the
EMU provides that responsibility for
management of monetary policy in
Europe falls to a newly established
European Central Bank (ECB). Central
banks regulate money supplies, interest
rates, and credit conditions, and currently
each member of the EMU has its own
central bank to share in the implementa-
tion of the ECB’s monetary policy. The
major challenge facing the ECB is the for-
mulation of a monetary policy that can
meet the needs of such diverse economies
as Germany and Portugal. A single
European monetary policy means a single
interest rate all across Europe, regardless
of economic conditions in each country.

The president of the ECB normally
serves an eight-year term. To ease ten-
sions, the first president, Dutchman Wim
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Duisenberg, kept his promise to step
down after four years in favor of French-
man Jean-Claude Trichet. Frenchman
Christain Noyer served as the first vice-
president of the ECB. The first president,
vice-president, and a four-member board,
with representatives from Germany, Italy,
Spain, and Finland, oversaw the manage-
ment of the ECB during its first years.
Reaching an agreement on the leadership
of the ECB was the last major hurdle to
finalizing the agreement.

A common European currency renders
transparent differences in wages, labor
costs, and prices among European coun-
tries, forcing high-cost countries to enact
reforms to improve efficiency and lower
costs. Uncompetitive countries no longer
have the option of devaluing domestic cur-
rencies, making their exports cheaper to
foreigners and their imports more expen-
sive compared to domestic goods. The
new currency system, by increasing com-
petition between European national

economies and coming on line amid an
inflation-free recovery, suffered fears of
currency weakness that might be expected
to undercut a new currency without a track
record. To bolster the euro, EMU countries
had five times more gold and currency
reserves than did the United States.

By increasing cross-border competi-
tion and trade, the EMU economically
strengthened Europe in the global econ-
omy. European leaders envision that the
euro, supported by an economic bloc
with more inhabitants than the United
States, is well positioned to challenge
the dominance of the dollar in the global
market place.

Nevertheless, the introduction of the
euro was not met with universal applause.
Europe suffered from high unemploy-
ment rates—in some countries the
highest since the 1930s—and much of
the blame was pinned on the economic
integration of Europe. The introduction
of the euro was seen as a further step
down the road of economic integration,
forcing companies to undertake more
streamlining to remain competitive by
laying off more workers.

The euro was introduced in 1999 at a
value of 1 euro = $1.16. To the embar-
rassment of the European Central Bank,
the currency had lost nearly one-fourth
of its value by January 2002, equaling
much less than one U.S. dollar. After the
introduction of euro banknotes and coins
in January 2002, the euro began to gain
strength. On June 3, 2009, the euro stood
at 1 euro = $1.41.

See also: Latin Monetary Union, Wendish
Monetary Union
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EURODOLLARS

Eurodollars come into existence when the
ownership of dollar deposits in U.S. banks
passes into the hands of foreign banks.
The dollar deposits, more commonly
called “demand deposits” or “checking
accounts,” remain in U.S. banks, but the
owners of the deposits are foreign banks,
or foreign branches of U.S. banks. Indi-
viduals in foreign countries have dollar
deposits in U.S. banks, but these deposits
do not count as Eurodollars. Dollar
deposits owned by foreign banks count as
Eurodollars because these banks conduct
a business of attracting dollar deposits and
making dollar loans. Eurodollar deposits
in foreign banks are interest-paying time
deposits, usually of large amounts, and
borrowers of dollars can turn to these for-
eign banks for dollar loans.

In the late 1950s, European banks
first began holding deposits denomi-
nated in dollars, and borrowing and
lending in dollars. The probable cause of
the growth of the Eurodollar market lay
with interest rate ceilings in the United
States. Regulation Q, promulgated by
the Federal Reserve Board, put a legal
ceiling of less than 6 percent on interest
rates that time deposits could pay in
U.S. banks. The payment of interest
rates that exceeded the legal interest rate
ceiling in the United States constituted
one of the major attractions of
Eurodollar deposits. When interest rates
soared in the 1970s, foreign banks, not
subject to U.S. banking regulations,
were able to pay much higher interests
on time deposits, and make dollar loans

on favorable terms. In the 1980s, the
deregulation of U.S. banking took away
some of the competitive advantage of
Eurodollars, but the Eurodollar market
had already established itself. From
1976 until 1992, Eurodollars grew from
$14 billion to $56 billion.

The growth of multinational corpora-
tions, major customers in the Eurodollar
market, may have contributed to the
expansion of Eurodollars. Growth was
further facilitated because the Eurodollar
market made dealing in dollars a daytime
affair in European time zones. Large
United States banks also have borrowed
funds in the Eurodollar market, and dur-
ing the Cold War, the Soviet government
kept dollar deposits in European banks to
prevent the U.S. government from freez-
ing Soviet assets in a political dispute.

London is the headquarters for the
Eurodollar market, but Eurodollar trans-
actions take place worldwide. Banks in
the Bahamas, Cayman Islands, Canada,
Hong Kong, and Singapore hold dollar
deposits and lend dollars.

Eurodollars are a subspecies of
Eurocurrencies, all of which have extrater-
ritorial markets such as the Eurodollar
market. Other important Eurocurrencies
are Japanese yen, German marks, British
pounds, French francs, and Swiss
francs. Luxembourg is headquarters for
Euromark deposits, and Paris and Brussels
for Eurosterling deposits.

See also: Euro Currency, European Currency
Unit
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EUROPEAN CENTRAL
BANK

The European Central Bank (ECB) is not
only the newest but also one of the most
important central banks in the world. It
bears responsibility for the conduct of
monetary policy within the euro area, set-
ting interest rates and money stock growth
across all countries that use the euro as
domestic currency. The mission statement
of the European Central Bank underscores
the goals of price stability and safeguard-
ing the value of the euro. Headquartered in
Frankfurt, Germany, the bank came into
being on June 1, 1998, as mandated by
treaty. The bank did not wield its full pow-
ers until the introduction of the euro on
January 1, 1999. The bank holds the exclu-
sive privilege to authorize the issuance of
euro banknotes. Individual governments
of euro countries can issue euro coins, but
the amount must be authorized in advance
by the European Central Bank.

The German Bundesbank furnished
the model that shaped the design of the
European Central Bank. Like the German
Bundesbank, the European Central Bank
enjoys substantial independence from
political authorities. The treaty calling
for the establishment of the European
Central Bank prohibits it from taking
orders from politicians.

Responsibility for monetary policy and
oversight of the European Central Bank
resides with a governing council. The coun-
cil usually meets twice a month. Two
groups compose the council, an executive
board and the governors of the national
central banks for each of the fifteen coun-
tries within the euro area. The executive
board consists of the president, the vice-
president, and four other members. The
heads of state or governments of the coun-

tries within the euro area appoint the mem-
bers by common accord. The members of
the executive board, including the president
and vice-president, serve eight-year terms.
The terms are nonrenewable, giving the
members less incentive to accommodate
political pressure. The executive board
bears responsibility for implementing poli-
cies decided on by the governing council.

The governing council establishes a
target inflation rate of 2 percent. It aims at
maintaining this inflation rate by adjust-
ment in three key interest rates. In press
releases regarding monetary policy, the
governing council announces the mini-
mum bid rate on the main refinancing
operations, the interest rate on the mar-
ginal lending facility, and the interest rate
on the deposit facility. The minimum bid
rate on the main refinancing operations is
the interest rate that is closest to the
Federal Reserve System’s targeted federal
funds rate. The main refinancing opera-
tions involve a weekly auction of two-
week repurchase agreements. In these
repurchase agreements, the ECB, through
the central banks of each euro country,
provides reserves to banks in exchange
for securities, and then reverses the trans-
action two weeks later. The main refi-
nancing operations are the ECB’s
counterpart to the Federal Reserve’s open
market operations. The interest rate on the
marginal lending facility is the interest
rate that commercial banks pay on
overnight loans from the ECB. This inter-
est rate is usually above the minimum bid
rate on the main refinancing operations.
The interest rate on the deposit facility is
the interest rate that commercial banks
receive for putting excess reserves on
overnight deposit with the ECB. This
interest rate is usually substantially below
the minimum bid rate of the main refi-
nancing operations.
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See also: Central Bank
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EUROPEAN CURRENCY
UNIT

The European Currency Unit (ECU)
began in 1979 as what is called a “basket
currency,” a composite currency based on
a weighted average combination of
European currencies. It had a predecessor
in the European Unit of Account (EUA),

which dated back to the 1950s and was
used for official transactions between
countries. The ECU was similar in con-
cept, and but it experienced a totally
unforeseen growth in private sector use,
suggesting that there might be a strong
demand for an international currency.
The initials, ECU, were consciously
devised as a reference to the ancient
French coin, ecu, which was equal to
three French livres.

The ECU acts as a unit of account for
keeping books and defining the terms of
contracts, but does not circulate in the
form of a paper currency. The European
Monetary Fund kept its funds designated
in ECUs. The ECU was an intermediate
step toward a common European cur-
rency that European Union countries
launched in mid-1998.

At its first introduction, an ECU con-
sisted of specified amounts of the following
currencies:

West German mark 0.828

French franc 1.15

Belgian franc 3.66

Luxembourg franc 0.14

Italian lira 109.00

Danish krone 0.217

Dutch guilder 0.286

Irish pound 0.00759

British pound sterling 0.9885

Later, the ECU basket incorporated
the currencies of Spain, Portugal, and
Greece. As various currencies were
devalued or revalued, the weights were
reconfigured accordingly.

ECUs could be expressed in terms of
single ECU units or in terms of
equivalent amounts of separate national
currencies. Member countries of the
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European Monetary System cooperated
to maintain desired exchange rates
between individual national currencies
and the ECU.

The ECU began as a basket currency,
but it soon took on characteristics of an
independent currency. A market for
ECU-denominated assets developed
independently of the market for assets
denominated in component currencies,
and ECU deposits earned interest, which
was often different from a weighted
average of interest rates paid on deposits
of component currencies. By 1985, ECU
transactions in Paris ranked third, after
the U.S. dollar and the German mark,
and by 1987 ECU futures on the Chicago
Mercantile Exchange approached 3 million
transactions. Financial assets denominated
in ECUs included certificates of deposit,
commercial paper, bank loans, and fixed
rate and variable rate bonds. Central banks
created ECUs for settling payments
between individual countries, and private
banks bundled individual currencies to
create ECU financial instruments as
needed.

The ECU represented an important
step in the development of a European
currency. Presumably with the introduc-
tion of the euro in 1998, a European bas-
ket currency such as the ECU will no
longer serve a purpose.

See also: Euro Currency, Snake, The
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EUROPEAN MONETARY
UNION (EMU)

See: Euro Currency

EXCHEQUER BILLS

See: Exchequer Orders to Pay

EXCHEQUER ORDERS TO
PAY (ENGLAND)

Exchequer orders of payment, which
appeared during the 17th century, were
the first paper money issued by the
English government. The orders were
what might be called “state notes,” in
contrast to banknotes, which completely
displaced state notes as circulating
money in England, and later the United
States. State notes are issued by govern-
ment treasuries to finance government
spending. Banknotes are liabilities of
banks and are secured by the assets and
investments of the issuing bank. Virtu-
ally all paper money today is banknotes
issued by central banks.

In 1667, Parliament authorized Charles
II to issue paper orders, or assignments of
revenue, to whoever advanced cash or
supplied goods to the government. A
record book kept a list of the Exchequer
orders according to their order of
issuance. As tax revenue poured in, the
Exchequer redeemed in cash the orders in
the same sequence as they were issued.
The first order issued was the first
redeemed and so on. At first, the govern-
ment assigned revenue from a particular
tax to redeem an issue of orders, but later
the government issued orders for redemp-
tion out of general revenue.

The Exchequer orders supplemented
and eventually replaced tallies, which
were the notched wooden sticks split
into matching parts. Tallies served the
same purpose as the orders but were not
as amendable to written endorsements,
and therefore were not as suitable as
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currency. The orders, like the tallies,
were negotiable; that is, they were
transferable to another party with a
written endorsement. This rendered
them serviceable as a medium of
exchange.

The government issued Exchequer
orders to department heads who either
paid for supplies with orders or dis-
counted orders to goldsmiths in return for
cash. As a loan to the government, orders
bore interest, sometimes as high as 8 to
10 percent, a handsome interest rate to
goldsmiths who paid depositors as much
as 6 percent interest to attract funds for
discounting orders. The goldsmiths made
a ready market for the orders, rendering
them liquid and even more acceptable as
money. The orders supplemented the
scarce coinage in the English economy
and offered an interest-bearing invest-
ment in small denominations (20 pounds
or so) for the small investor.

In late 1671, the market for Exchequer
orders became saturated, even at the high
interest rates, and the goldsmiths stopped
discounting orders for the government.
On January 2, 1672, Charles II issued a
proclamation, the infamous Stop of the
Exchequer, suspending the redemption of
the orders. The goldsmiths were left with
vast holdings of unredeemable orders,
and many went bankrupt. Interest pay-
ments were suspended until 1677. The
money owed by the government later
became part of the British public debt,
but the credit of the British crown was
seriously impaired, and the issuance of
Exchequer orders came to an end.

In 1696, the English government
began issuing Exchequer bills. These

bills paid interest, were acceptable in
payment of most taxes, transferable by
written endorsement, and convertible
into cash on demand at the Bank of
England. The popularity of these bills as
a form of currency allowed the govern-
ment to drop the interest rate to as low as
1.5 percent per annum. Private banks
complained that the bills competed with
their own banknotes.

Later, in the 18th century, the govern-
ment’s financing requirements outgrew
the small denomination Exchequer bills,
around 20 pounds, that were payable on
demand. The government opted for bills
paying higher interest rates and payable
after a fixed time period. These bills were
not suitable as a medium of exchange,
and banknotes became the only paper
money circulating in England.

The experience with the Exchequer
orders struck a hard blow against the
credibility of state paper money in
England. If the Exchequer orders had
turned out to be a successful experi-
ment in paper money, England might
have developed a monetary system
based on state paper money, rather than
banknotes.

See also: Bank of England, Stop of the Exche-
quer, Tallies
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FEDERAL DEPOSIT 
INSURANCE

CORPORATION (FDIC)

See: Glass–Steagall Banking Act of 1933

FEDERAL OPEN MARKET
COMMITTEE (FOMC)

The Federal Open Market Committee
(FOMC) is the chief policy-making
group within the Federal Reserve System.
It makes the key decisions for monetary
policy in the United States. Monetary
policy has to do with interest rates, credit
conditions, and growth in the money
supply.

The FOMC consists of 12 members.
All seven members of the board of gov-
ernors of the Federal Reserve System
serve on the FOMC. The president of the
Federal Reserve Bank of New York is
also a permanent member of the FOMC.
The presidents of the 11 other regional
Federal Reserve Banks hold the remain-
ing four seats on a rotating basis. The

seven presidents of regional Federal
Reserve Banks who do not hold a seat
attend meetings of the FOMC as nonvot-
ing members. The chair of the board of
governors of the Federal Reserve System
also serves as chair of the FOMC. The
president of the Federal Reserve Bank of
New York serves as vice-chair. The seven
members of the board of governors wield
a powerful sway over monetary policy.
They hold the majority of the voting seats
on the FOMC and are permanent mem-
bers. FOMC decisions are made either by
consensus or near consensus.

The president of the Federal Reserve
Bank of New York owes his precedence
over the other presidents to the special role
played by the Federal Reserve Bank of
New York. The Trading Desk at this bank
carries out the day-to-day operations
required to implement the policies decided
by the FOMC. The account manager for
the FOMC is the chief supervisor of the
New York bank’s Trading Desk. That per-
son is in daily contact with members of
FOMC subcommittees. Normally, the
FOMC meets eight times per year to assess
monetary policy and make adjustments. If



developments in the economy warrant
quicker action, the FOMC holds additional
meetings either in person or by conference
call. Immediately after a meeting, the
FOMC announces its decisions to an
eagerly awaiting Wall Street and financial
media. Financial markets often react
within minutes of an announcement from
the FOMC. Financial markets may react
right before a meeting as speculators try to
make money by betting on what action the
FOMC will take.

The wording of the formal instruc-
tions to the New York Trading Desk is
decided at the FOMC meeting. Once the
FOMC decides to change policy, the new
policy is implemented immediately. The
policies are implemented through the
purchase and sale of U. S government
securities. The Federal Reserve’s trading
in U.S. government securities are called
“open-market operations.” The New York
Trading Desk decides the amount of
securities to buy or sell to carry out the
instructions handed down by the FOMC.

The main interest rate the FOMC aims
to influence is the Federal Funds Rate,
which is the rate of interest commercial
banks charge each other for overnight
loans. The FOMC decides on a target for
the Federal Funds Rate and instructs the
New York Trading Desk to conduct the
open-market operations necessary to
maintain the targeted rate. To ease mone-
tary policy, the FOMC lowers the tar-
geted rate, and to tighten monetary
policy, the FOMC raises the targeted rate.

See also: Announcement Effect, Open Market
Operations
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FIAT MONEY

See: Inconvertible Paper Standard

FEDERAL RESERVE
SYSTEM

The Federal Reserve System is the central
banking system for the United States,
established by the Federal Reserve Act of
1913. Most countries have only one central
bank, such as the Bank of England, or
Bank of Japan. Several countries in
Europe share the European Central Bank.
The Federal Reserve System makes up a
system of 12 regional central banks. Central
banks are bankers’ banks, holding
deposits of commercial banks, making
loans to commercial banks, and serving as
lenders of last resort to commercial banks
in an economic downturn. The Federal
Reserve System also acts as a bank for the
U.S. government, and has a monopoly on
the issue of banknotes, called Federal
Reserve Notes. The term “reserve” in the
title refers to the role central banks play in
determining the liquidity of commercial
banks. The Federal Reserve System regu-
lates the money supply, interest rates, and
credit conditions in the United States.

The United States was slow to adopt
the concept of central banks as systems
of monetary control. The early years of
the Republic saw the creation of the First
Bank of the United States in 1791, but
Congress failed to renew its charter in
1811. Congress chartered the Second
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Bank of the United States in 1816, but
President Jackson vetoed the renewal of
its charter in 1832. These two banks,
similar in structure, were early experi-
ments in central banking, but were
unpopular. The U.S. government’s con-
trol over the management and policies of
these banks was limited to the voting
rights of a minority stockholder. Fear of
East Coast domination of the banking
industry helped undermine support for
the Second Bank of the United States.

The decentralized and unregulated
banking system of the latter 1880s con-
stantly buffeted the country with money
panics and financial crises, leading public
officials to see the necessity for overcom-
ing the political objections to a central
bank. Political objections came from sev-
eral angles, including government offi-
cials who felt that the banking industry
could not be trusted to regulate itself, and

leaders in banking who felt that elected
politicians lacked the necessary knowl-
edge to regulate banking and were often
irresponsible in financial matters. In addi-
tion to the distrust between leading
bankers and elected politicians, there was
distrust between regions of the country.
Many regions presumed that a central
bank would be located in New York City,
subjecting the country to Wall Street dom-
ination. These contending forces helped
shape the Federal Reserve Act of 1913
that created the Federal Reserve System.

To diffuse the fear of Wall Street domi-
nation of banking, the Federal Reserve Act
created a system of 12 regional central banks.
The Federal Reserve Bank of New York is
the most important for policy purposes, but
there are Federal Reserve Banks in Boston,
Philadelphia, Atlanta, Cleveland, St. Louis,
Kansas City (Mo.), Richmond, Dallas, San
Francisco, Chicago, and Minneapolis.
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Like the First and Second Bank of the
United States, the Federal Reserve Banks
are privately owned. Private ownership
helped appease the banking community’s
arguments that knowledgeable bankers
can best regulate the banking industry.
Commercial banks in each district that
are members of the Federal Reserve Sys-
tem own the stock in the regional Federal
Reserve Bank. The Federal Reserve Act
requires all banks with national charters
to be members of the Federal Reserve
System.

The final authority for monetary pol-
icy lies with the Board of Governors of
the Federal Reserve System. The president
of the United States makes appointments
to this seven-member board, subject to
the approval of the Senate. The seven
board members serve 14-year terms that
are staggered so that one member’s term
expires every other year. This constant
rotation on the board dilutes the power of
any one president to bias the board politi-
cally. One of the board members acts as
chairman of the board of governors, and
the president—with the approval of the
Senate—appoints that person. The chairman
serves a four-year term that is renewable.
Congress organized the board of governors
to be independent of either the banking
industry or the elected politicians.

Despite the trend toward deregulation
in banking, Congress has not limited the
authority of the Federal Reserve System,
except in certain areas such as fixing
interest rates on savings accounts. The
Depository Institution Deregulation and
Monetary Control Act of 1980 gave the
Federal Reserve System the authority to
set reserve requirements for state-char-
tered banks in addition to its existing
authority to set reserve requirements for
national chartered banks. (The reserve
requirement is the percent of money

deposited in checking and savings
accounts that a bank has to retain in the
form of vault cash and deposits at
Federal Reserve Banks.)

Because the Federal Reserve System’s
governing board is composed of
unelected officials who are somewhat
immune to political pressure, the Federal
Reserve System often bears the brunt of
the responsibility for combating inflation
in the United States. Anti-inflation policies
are often accompanied by high unem-
ployment, rendering these policies
unpopular with elected officials, who
like to earn credit for reducing unem-
ployment rather than increasing it.
Therefore the elected officials often defer
to the unelected officials that compose the
board of governors the responsibility for
slowing down the economy and taming
inflation.

Amid the U.S. financial crisis in 2008,
the Federal Reserve put aside, at least
temporarily, its concern about inflation
and broadened its role as a lender of last
resort. Customarily, only depository
institutions enjoyed the privilege of bor-
rowing funds at the discount window of
the Federal Reserves. Even banks in
financial difficulty could borrow as long
as they put up good collateral. In the res-
cue of investment bank Bear Stearns, the
Federal Reserve accepted as collateral
securities backed by subprime mort-
gages of unknown risk and market value.
The Federal Reserve agreed to grant
loans against the mortgage-backed secu-
rities as part of a deal for JPMorgan
Chase & Co. to purchase Bear Stearns.
The Federal Reserve justified its action
of the grounds that the failure of Bear
Stearns put the entire financial system at
risk. The Federal Reserve also gave other
investment banks and primary dealers in
U.S. government securities the same
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access to discount window lending that
is ordinarily reserved for depository
commercial banks.

See also: Bank of England, Bank of France,
Central Bank, Deutsche Bundesbank, First
Bank of the United States, Second Bank of
the United States
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FINANCIAL SERVICES
MODERNIZATION ACT OF

1999 (UNITED STATES)

The Financial Services Modernization
Act of 1999 (FSMA) repealed the provi-
sions of the Glass–Steagall Act of 1933
and the Bank Holding Act of 1956 that
kept commercial banks, securities firms,
and insurance companies organized into
separate, noncompeting businesses.
Before passage of the FSMA, deposit-
holding commercial banks could not
engage in the underwriting and broker-
age activities of an investment bank, and
neither a commercial bank nor an invest-
ment bank could engage in the insurance
business. Congress put together the legis-
lation after Citicorp and Travelers Group
announced plans to merge. Citicorp was
a large U.S. international bank, and Trav-
elers a large U.S. insurance company.

The heart of the FSMA repealed the pro-
vision in the Depression era Glass–Steagall

Act that prohibited commercial banks from
providing investment banking services such
as underwriting, brokerage, and holding
stock in nonfinancial corporations. The
FSMA allows commercial banks to form
financial holding companies that can offer a
full range of financial services, including
holding deposits, granting personal and
commercial loans, underwriting and broker-
ing securities, and providing insurance.
Holding companies do not sell goods and
services themselves, but only own a control-
ling interest in stock of other companies.

Proponents of the FSMA argued that it
brought U.S. banking regulation more
into line with banking regulation of other
advanced, industrialized countries, creat-
ing a level playing field for U.S. banks.
Before passage of the act, foreign sub-
sidiaries of U.S. banks could provide
insurance and underwriting services in
foreign banking markets. Foreign banks,
evolving under easier regulations, had
grown larger and more diverse than U.S.
banks, and some feared more resilient and
competitive. After passage of the FSMA,
the United States, along with Japan, still
has the strictest regulations on the ability
of commercial banks to mix deposit bank-
ing with insurance and securities busi-
nesses. The least restrictive regulations
are found in the United Kingdom, the
Netherlands, and Switzerland. Most other
countries do not require the holding com-
pany structure. Foreign banks usually
conduct the securities business within the
bank and provide insurance services
through a subsidiary.

The FSMA paved the way for the con-
solidation of firms in the banking, broker-
age, insurance business. Amid the
financial crisis of 2008, the Financial
Services Modernization Act (FSMA)
allowed JPMorgan Chase to acquire Bear
Stearns, and Bank of America to acquire
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Merrill Lynch. Before 2008, the rate of
consolidation had been relatively slow.
The difficulties of investment banks such
as Bear Stearns, Merrill Lynch, Goldman
Sachs, and Lehman Brothers may have
stemmed in part from the severe competi-
tion posed by the large, diversified univer-
sal banks such as JPMorgan Chase. These
large banks were not possible before the
enactment of the FSMA.

Under the financial holding company
arrangement, the ability of a commercial
bank to use depositors’ money to finance
investment-banking operations in an affili-
ate is severely restricted. Under the pres-
sure of the financial crisis of 2008, the
Federal Reserve System granted a tempo-
rary suspension of these rules. The suspen-
sion of these rules made it easier for Bank
of America to purchase Merrill Lynch.

In addition, the FSMA opened the path
for two ailing investment banks, Goldman
Sachs and Morgan Stanley, to reorganize
as bank holding companies and create
affiliated commercial banks. These com-
mercial banks are able to attract retail
deposits as an added source of funds.

One of the provisions of the FSMA
requires financial service companies to
furnish customers written disclosure of
privacy policies and practices. This dis-
closure must be made at the beginning of
a banking relationship and repeated once
a year. The disclosure must indicate what
nonretail affiliates of a bank will have
access to customers’ data, and the range
and kind of customer data. Customers
also have a choice to prohibit such sharing
of information.

See also: Glass–Steagall Banking Act of 1933,
Universal Banks

References
Akhigbe, Aigbe, Melissa B. Frye, and Ann

Marie Whyte. “Financial Modernization in

U.S. Banking Markets: A Local or Global
Event.” Journal of Business Finance &
Accounting, vol. 32, no. 7 (2005):
1561–1585.

Enrich, David, and Damian Palaetta. “The
Financial Crisis: Walls Come Down,
Reviving Fears of a Falling Titan.” Wall
Street Journal (Eastern Edition, New
York) September 23, 2008, p. A6.

Knee, Jonathan A. “Boutique vs. Behemoth.”
Wall Street Journal (Eastern Edition, New
York) March 2, 2006, p. A14.

FIRST BANK OF THE
UNITED STATES

The First Bank of the United States
(1791–1811) met the needs of a central
bank in the early years of the Republic.
It helped regulate the issuance of bank-
notes by state banks and acted as the
bank of the United States government.
The First Bank received its charter from
the national government in 1791, when
President George Washington signed the
bill authorizing its incorporation.

The First Bank of the United States was
a brainchild of Alexander Hamilton, who
saw such a bank as a means of raising short-
term capital for the government and han-
dling bills of exchange needed for making
payments to foreign holders of the national
debt. Hamilton patterned the First Bank
after the Bank of England, and got many of
his ideas from the role the Bank of England
played in the English economy and gov-
ernment finances. He also promoted the
bank as a means of increasing the circula-
tion of banknotes, which was needed at
that time because of a shortage of specie.

Hamilton’s Report on a National
Bank went to Congress in December
1790. The proposal drew fire from crit-
ics concerned that the bank was a

142 | First Bank of the United States



monopoly sanctioned by Congress. As
the debate on this issue waned, constitu-
tional questions arose that were to haunt
the bank for the duration of its exis-
tence. The Constitutional Convention of
1787 had chosen not to give Congress
the power to grant charters of incorpora-
tion and the Constitution itself was silent
on the subject.

The bill for the bank’s charter passed by
a 2–1 vote in the House and by a majority
vote in the Senate, but Washington balked
at signing it, partly at the urging of such
luminaries as Thomas Jefferson. Washington
signed the bill chartering the bank after
Hamilton wrote a very able paper in its
defense. The First Bank made Philadelphia
its headquarters and, over Hamilton’s
opposition, set up branches, one as far
away as New Orleans.

The charter authorized a capital stock
of $10 million. The U.S. government pur-
chased one-fifth of the stock, paid for by
a loan from the First Bank, and the remaining
four-fifths was opened for public subscrip-
tion. The bank was fully capitalized
within an hour after shares became avail-
able to the public. Public subscribers
could pay one-fourth in specie and four-
fifths in government obligations, and for-
eigners eventually held much of the
stock. The charter prohibited the bank
from trading in anything besides bills of
exchange, gold and silver bullion, and
goods held as security for defaulted
loans. The total debt of the First Bank
could not exceed its capital and money
held on deposit. The bank needed con-
gressional approval before it could make
loans in excess of $100,000 to the U.S.
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government, any state government, or to
purchase any of the public debt.

Commercial loans accounted for most
of the bank’s lending, and the bank served
some of the functions of a central bank.
At that time bank loans were paid out in
banknotes, convertible into specie on
demand. The bank held other commercial
banks accountable by presenting to them
their banknotes for redemption in specie.
The First Bank’s role in controlling the
issuance of banknotes won the support
of the large commercial banks. The bank
particularly helped control the over-
issuance of banknotes by country banks,
often the source of inflationary pressures.

When the charter for the First Bank
came up for renewal in 1811, it failed by
one vote in the House. Constitutional
issues and foreign ownership cost the
First Bank much of its support in Con-
gress. The vote in the Senate was a tie,
and the vice president broke it by voting
against the First Bank.

Congress soon missed the First Bank
and, in 1816, chartered the Second Bank
of the United States, but that bank lost its
charter in 1832. The Federal Reserve
System, established in 1913, was the first
central bank in the United States to estab-
lish itself in the confidence of the voters.

See also: Bank of England, Central Bank, Free
Banking, Federal Reserve System, Second
Bank of the United States
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FISHER EFFECT

The “Fisher effect” refers to the ten-
dency for the nominal interest rate and

the inflation rate to march in step with
each other. The nominal interest rate is
the quoted market rate and is not adjusted
for inflation. The linkage between the
nominal interest rate and the inflation
rate is one-to-one. A 1-percent increase
in the inflation rate causes a 1-percent
increase in the nominal interest rate. The
relationship gets its name from Irving
Fisher, an influential U.S. economist of
the early 20th century.

Fisher developed his hypothesis to
solve what was called “Gibson’s para-
dox,” a positive correlation between
interest rates and the price level that was
highly evident during the period of the
classical gold standard. John Maynard
Keynes named this correlation
“Gibson’s paradox” and called it one of
the most completely established empiri-
cal facts in quantitative economics. It
was considered a paradox because there
was no reason for it to exist in theory.
Irving Fisher pointed out that although
there was no reason for a positive corre-
lation between the nominal interest rate
and the price level, there was strong rea-
son for positive correlation between
nominal interest rate and the rate of
change in the price level, meaning the
inflation rate. Fisher also observed that a
weighted moving average inflation, with
recent inflation rates having larger
weights, correlated highly with the price
level. Fisher concluded that in Gibson’s
paradox the price level in effect acted as
a proxy for weighted moving average of
the inflation rate. In summary, inflation
raises nominal interest rates, but not
immediately. Over time, however, a
steady and fully anticipated inflation
rate is eventually fully reflected in
nominal interest rates.

Fisher developed an equation that
became the basis of his theory:
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nominal interest rate = 
real interest rate + expected inflation
According to this equation, in a zero-

inflationeconomy,thenominalinterestrate
equals the real interest rate. The real inter-
est rate is determined by the productivity of
capital and the thriftiness of savers. The
productivity of capital creates a demand
for lendable funds, the thriftiness of savers
creates a supply of lendable funds, and the
real interest rate adjusts to keep the two in
balance. Inflationenters thepictureonboth
thedemandsideandthesupplyside.Onthe
demand side, inflation creates an incentive
tobeat inflationbyborrowingfundsandbuy-
ing capital goods before prices rise. Bor-
rowers are willing to pay a higher interest
rate because borrowing funds allows them
to buy before prices go up. On the supply
side, inflation means that money used to
repayaloanhas lesspurchasingpower than
the money that was loaned out. Therefore,
lenders must demand a higher rate of inter-
est to compensate for inflation. In an infla-
tionary economy, lenders demand a higher
interest rate, and borrowers have an incen-
tivetopayahigherinterest.Tokeepthesup-
ply and demand for lendable funds in
balance the nominal interest rates has to
change on a one-to-one basis with the
expected inflation rate.

The Fisher effect is highly evident in
short-term interest rates, such as those
earned by three-month treasury bonds. For
short-term interest rates, the actual infla-
tion rate acts as a reasonable proxy for the
expected rate of inflation. For longer-term
interest rates, the Fisher effect becomes
difficult to test because expected inflation
is not subject to direct measurement.

See also: Interest Rate, Inflation and Deflation
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FLOAT

Float is the money available to house-
holds or businesses because checks that
they have written have not yet been with-
drawn from their bank accounts. Banks
have gradually whittled down the number
of days that it takes to clear a check.
Before the age of modern transportation
and electronic check clearing, households
and businesses had an incentive to hold
deposits in distant banks to increase the
amount of float. High interest rates partic-
ularly encouraged this practice. Many
checks are still cleared in back-office
batch processes, and it can take between
two or three days and sometimes weeks
to clear a check. The time can vary with
disruptions in transportation. After the
September 11, 2001, terrorist attacks on
the United States, unprocessed checks
piled up in U.S. banks because air traffic
stood at a standstill, leaving banks unable
to process checks.

Writing checks on accounts with
insufficient funds with plans to deposit
money in the account before the checks
clear represents another way of exploiting
float. A survey conducted during January
and February of 2005 indicated that 23
percent of bank customers occasionally
wrote checks without sufficient funds in
the accounts to cover the check (Credit
Union National Association, 2005). The
customers usually do not let the checks
bounce, but they may end up covering the
check by racing to the bank to make a
last-minute deposit. Individuals in their
thirties and earning no more than $40,000
were among the likeliest offenders. This
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type of float decreased substantially after
Congress enacted the Check Clearing for
the 21st Century Act, which became
effective in October 2004. Enacted to
hasten the adoption of electronic check
clearing, the act allows banks to clear
checks by sending electronic images of
checks instead of hard copies. The use of
electronic images can subtract several
days from the time taken to clear nonlocal
checks.

With the dwindling ability to use float
to manage their money, some consumers
may switch to credit cards. Credit cards
can defer payment much longer than
check float, often up to 30 days before
interest charges are added.

Commercial banks often hold
deposited funds from checks for a length
of time before making the funds avail-
able for customer withdrawal. If a com-
mercial bank holds the deposited funds
for a longer length of time than it takes
the checks to clear, the bank enjoys a
form of float. It can earn interest on the
funds before it allows a depositor to
make withdrawals. The Check Clearing
for the 21st Century Act did not require
banks to give depositors quicker access
to funds from checks deposited in bank
accounts. Banks can hold deposited
funds from local checks for up to two
days before making them available to
depositors. Nonlocal checks can be held
up to five days and checks above $5000
up to 11 days. Although the adoption of
electronic check clearing decreases the
amount of float available to bank cus-
tomers, it may increase the amount of
float available to banks. Money comes
out of customer accounts quicker but
does not necessarily go in quicker. In
time, competition or regulation will
probably force banks to speed depositor
access to deposited funds.

Check-kiting schemes make use of
float to defraud financial institutions of
vast sums of money. In a check-kiting
scheme, a bank customer writes a check
on one bank account in which there is not
enough funds on deposit to cover the
check. To cover the insufficient funds, the
customer deposits a check written on an
account at another bank. This second
check is also an insufficient funds check.
There can be several banks involved in a
check-kiting scheme. By writing checks
to cover checks written on other
accounts, an individual creates artifi-
cially inflated bank balances, which are
then used to purchased goods and serv-
ices from outside parties. Once the
scheme is exposed, one or more banks
will be left holding large negative bal-
ances in check-kiting accounts. In 1997,
a Michigan bank lost $2.5 million dollars
to a check-kiting scheme (Kline, 1998).

Federal Reserve float is a type of float
that occurs in the Federal Reserve’s
check-collection process. It can briefly
inflate the amount of money in the bank-
ing system. Commercial banks hand
over deposited checks to a Federal
Reserve Bank. The Federal Reserve
Bank credits the commercial banks’ Fed-
eral Reserve accounts by the amount of
the checks. A prearranged schedule
determines how soon the commercial
banks’ accounts will be credited after the
checks are presented to the Federal
Reserve Bank. Usually the accounts are
credited after one or two business days.
The banks on which the checks are writ-
ten will pay the Federal Reserve Bank
after they receive the checks from the
Federal Reserve Bank. It may take more
than one or two days for the Federal
Reserve Bank to receive payment, in
which case Federal Reserve float is cre-
ated. Before the advent of electronic
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check clearing, Federal Reserve float
could be a significant amount, some-
times requiring the use of open market
operations to offset it. Since the 1980s, it
has been continually declining.
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FLORENTINE FLORIN

The Florentine florin was the first Euro-
pean gold coin to achieve the status of an
international currency after the disap-
pearance of European gold coinage in
the eighth century. Florence first issued
the florin in 1252. It weighed 3.53 grams
or 72 grains of fine gold and took its
name from the fleur-de-lis, the iris flower
whose image adorned one side of the
florin. The florin preceded the era of
milled coins with corrugated edges that
protected coins against the clippers. To
circumvent the clippers, florins circu-
lated in leather bags sealed by the mint.
The seal was intended to vouch for the
integrity of the coins inside. Thus, anyone
who wished to clip coins also had to be
able to counterfeit the seal.

The florin did not burst on the world
without European rivals. Genoa also
commenced gold coinage in 1252, but
Genoa’s coins never commanded the
international stature of the florin.

Frederick II of Sicily may have struck
gold coins a few years earlier than
Florence, but his coinage was a descen-
dant of Moslem and Byzantine coinage,
despite its popularity in Europe.

Originally, Florence struck the florin
as a gold pound, equal to 20 soldi or
shillings, or 240 deniers, or pennies. The
Florentine version of the Carolingian
system soon broke down amid fluctuat-
ing exchange rates between gold and sil-
ver, and an imaginary money of account
developed based on a pound affiorino, in
which 20 florins equaled 29 affiorinos. A
separate silver standard evolved that set
the value of the silver pound equal to 20
silver soldi, or 240 silver deniers. Market
forces overrode government efforts to
establish official exchange ratios
between gold and silver such as existed
with the European bimetallic system in
the 19th century.

From the outset, Florence groomed
the florin to play the part of an interna-
tional currency. Florentine law provided
that only international merchants of the
Calimala Guild, the moneychangers, the
cloth and silk manufacturers, the grocers,
and furriers, could keep books and con-
duct business in florins. Silver currency
was used in retail trade, payment of
wages, and small transactions. Wholesale
prices were often quoted in florins,
whereas retail prices were quoted in silver
currency.

San Antonino (1389–1459), arch-
bishop of Florence, complained of the
government debasing the silver currency
used by the lower classes, while maintain-
ing the purity of the gold currency used by
the wealthier classes. The employer-con-
trolled government of Florence could
effectively reduce real wages by debasing
silver coins used to pay wages while
maintaining the purity of gold florins in
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which wholesale goods were priced. Sep-
arate gold and silver standards, with sepa-
rate prices, exposed one segment of the
population to the ravages of inflation
through debasement, while another segment
remained untouched by inflation. From
1252 until the beginning of the 15th cen-
tury, the florin rose in value 700 percent
relative to silver coinage, largely reflect-
ing debasement of silver.

In the second half of the 13th century
and the first part of the 14th century, the
Florentine florin rose to become the
equivalent of the modern day dollar in
international trade. As often happens in
currencies, the florin was unable to dodge
the pitfalls of success. Foreign govern-
ments minted florin imitations from
lighter metal, and at the beginning of the
15th century Florence minted florins of a
lighter weight. The florin may have owed
part of its success to the strength and
expansion of the Florentine economy.
During the 15th century, the Venetian
ducat displaced the Florentine florin as
the international currency par excellence.

See also: Carolingian Reform, Gold, Venetian
Ducat
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FOOD STAMPS

Food stamps are coupons redeemable for
food at stores. The government allots
food stamps to low-income families to
assure that minimal nutritional needs are
met. Because they are redeemable for
food, food stamps have circulated as
money in ghetto areas. Although the

food stamp program is a federal pro-
gram, supervised by the United States
Department of Agriculture, the process
of identifying qualified families and
issuing food stamps is left to the individ-
ual state governments.

The first food stamp program grew out
of the contradictions of the Great Depres-
sion of the 1930s in which agricultural
surpluses mocked the problems of rising
unemployment, hunger, destitution, and
falling farm incomes. The government’s
initial response of destroying agricultural
commodities seemed unreasonable in
light of growing poverty and hunger. The
first food stamp program began in 1939
and continued until 1943, when the
wartime boom had solved the unemploy-
ment problem, and agricultural surpluses
were no longer accumulating.

The food stamp program was revived
in the 1960s, partly because President
Kennedy, when campaigning in West
Virginia, had observed schoolchildren
taking home leftovers from school
lunches. Various pilot programs were put
into operation until Congress enacted the
Food Stamp Program Act of 1964. Later
in the 1960s and early 1970s Congress
increased the benefits and eased the
eligibility requirements. At first, food
stamp recipients had to pay for the
stamps, but in the 1970s the stamps
became free.

To qualify for food stamps families
must fall below certain income levels,
after allowances are made for housing
costs, childcare, etc. The lower a fam-
ily’s income, the more food stamps the
family can receive.

In the 1970s and early 1980s, food
stamps became a sort of second-class
currency in low-income neighborhoods.
Although food stamps could legally be
used only to purchase food, some
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merchants fudged and sold alcohol and
other grocery store items for food
stamps. On the streets, foods stamps
traded for cash, but at steep discounts.
Individuals traded food stamps for cash
and used the cash to purchase items that
could not be purchased with food
stamps.

Partly because of the fraudulent use of
food stamps, the federal government during
the Reagan years cut back on food stamp
expenditures. The program remained in
place, however, and the 1990s saw many
states implement electronic benefit trans-
fer programs that substituted a debit card
for coupons. The use of the cards requires
identification, rendering the transfer of
food stamp benefits to parties other than
the cardholder almost impossible. Since
2004, all 50 states have had electronic
benefit transfers. Given that food items
such as livestock, rice, corn, and many
others have historically emerged as

mediums of exchange, it should not be sur-
prising that coupons redeemable for food
would wear the aspect of money and cir-
culate accordingly. Presumably, food
stamp money will disappear in time
because it involves an illegal use of food
stamps, and the government will work to
improve its regulation of the program.

See also: Commodity Money
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FORCED SAVINGS

“Forced savings” refers to the use of
money creation and inflation to divert
resources into the production and acquisi-
tion of capital goods. A government that
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prints money, as opposed to levying taxes
or selling bonds, to pay for the construc-
tion of a hydroelectric generation facility
is pursuing a policy of forced savings.
Less-developed countries, particularly in
Latin America, turned to forced savings
policies in the post–World War II era as a
means of financing economic develop-
ment. At least some of the inflation in
Latin America has its roots in economic
development strategies based on forced
savings.

The mechanics of forced savings
operates through the medium of inflation.
The government prints money to purchase
capital goods, attracting resources into the
production of capital goods at the expense
of consumer goods. Consumer goods pro-
duction falls relative to demand, and con-
sumer goods prices increase, reducing the
amount of consumer goods that house-
holds can afford. This forced reduction in
consumer goods acquisition translates as
forced savings. Consumers still spend the
same amount of money, it just does not
stretch as far as it did before inflation.
Thus, the consumers do not come out with
any more savings, but society does,
because society is extracting resources for
the production of capital goods. The
forced reduction in consumer goods pro-
duction is the key to forced savings.

Savings always involve a reduction in
current acquisition of consumer goods.
Ordinarily, households elect to divert a
share of income away from consumption
expenditures, and set that share of income
aside as savings. Financial institutions
and stock and bond markets channel these
savings into businesses that need financ-
ing to purchase capital goods. Savings are
always at the expense of consumption
expenditures, but normally savings are a
voluntary choice of households. Societies
must save, that is, depress current con-

sumption, to make resources available for
the production of capital goods.

Economists and policy makers have
advanced several arguments in favor of
forced savings as an attractive vehicle
for financing economic development.
First, vast portions of the populations of
less-developed countries live at the margin
of subsistence, too poor to voluntarily
engage in much saving. Second, many
less-developed countries do not have the
financial institutions necessary to mobi-
lize the small savings of individual
households. Third, wars have shown that
governments can print up money to
finance major public undertakings with-
out destroying economic systems. The
same effort that goes into financing a war
can theoretically be tapped to finance
industrialization.

Notwithstanding arguments favoring
forced savings, the anti-inflation bias in
current economic thinking emphasizes
the downside of any policy that can only
be activated with inflation. There has
been no evidence of a correlation
between inflation and growth, and many
countries, such as the United Kingdom
and the United States, experienced rapid
economic development in the 19th century
without inflation. Also, inflation disrupts
society and the burden of inflation is not
evenly shared. Unionized workers can
often strike and gain wage increases that
compensate for inflation, and some busi-
nesses may receive government aid that
compensates for inflation. Other groups
in society, those on fixed incomes or living
on past savings, are likely to bear the bulk
of the inflation burden. Inflation encour-
ages households to invest voluntary savings
in hedges against inflation such as land,
buildings, jewelry, gold, silver, or stocks
of grocery and household necessities.
Investment in hedges against inflation
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diverts voluntary savings away from the
purchase of capital goods such as factories,
machinery, and so on. After inflation has
become expected, creditors extort high
interest rates as inflation protection, further
discouraging risk-bearing entrepreneurs
from accessing sources of borrowed
funds.

In countries that insist on printing
money to finance government expendi-
tures, forced-savings strategies may
make more sense than the acquisition of
military goods, or the construction of
lavish government buildings and monu-
ments. Nevertheless, forced savings,
because of its inflationary effects, entails
major complications for the efficient
operation of the economy and seems to
hold little charm for contemporary policy
makers.

See also: Inflation and Deflation
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FOREIGN DEBT CRISES

Economies and governments can accumu-
late debt to external creditors, meaning
creditors from other parts of the world.
External financing for productive invest-
ments can expand opportunities for economic
development and accelerate economic
growth. Just as households and businesses
can sink too deeply into debt, countries
and individual economies can accumulate
debt to the point that external debt obliga-
tions cannot be met. Measures of indebt-
edness compare the amount of debt with
income. A household with a moderate
amount of debt can double its debt if its

income doubles and remain only moder-
ately in debt. If a country’s gross domestic
product (GDP) doubles, it can double its
external debt without increasing its debt
burden. A country that is able to meet its
external debt obligations is said to be able
to “service” its debt.

Analysis of an individual country’s
debt to the rest of the world takes on a
macroeconomic perspective because it
involves converting one currency into
another currency. In addition to an indi-
vidual borrower’s ability to repay, in the
case of foreign borrowing there are
aggregate credit conditions that must be
met by the whole economy. Exceeding
aggregate credit limitations can lead to
sharp adjustments in domestic interest
rates or exchange rates. Often a foreign
debt is denominated in a foreign cur-
rency. In that case, a country must be able
earn enough foreign currency in exports
and capital inflows to service the debt. If
a country’s debt is denominated in its
own currency, it still needs to service its
debt without upsetting exchange rates. A
country can in effect default on its external
or foreign debt by suspending convertibil-
ity of its domestic currency into foreign
currencies. If a country is unable to earn
sufficient foreign currency from exports
and capital inflows to service its foreign
debt, it can increase capital inflows by
increasing domestic interest rates. These
higher interest rates will be a burden on
the economy and can force an economy
into recession.

The debt that a sovereign government
owes to external creditors is called “sover-
eign debt.” When a government defaults on
obligations to external creditors, it is called
a “sovereign debt crisis.” Russia, Ecuador,
and Argentina furnish examples of outright
debt default. Ukraine, Pakistan, and
Uruguay avoided outright default through

Foreign Debt Crises | 151



debt restructuring. Mexico, Brazil, and
Turkey averted default with the help of
large-scale support from the International
Monetary Fund. Some debtor governments
are more cooperative than others in resolving
default situations. Uncooperative govern-
ments can harm the ability of private
domestic corporations to access interna-
tional debt markets. Risk of foreign debt
default or restructuring appears to be lowest
when total external debt as a percent of
GDP is less than 49.7 percent, short-term
debt as a percent of foreign currency hold-
ings is less than 130 percent, public external
debt is less than 214 percent of fiscal revenue,
and the exchange rate not over appreciated
above 48 percent (Manasse and Roubini,
2005, p. 40).

Economists have developed indicators
to measure a degree of a country’s indebt-
edness. For poor, debt-laden countries,
some type of debt restructuring is likely
to occur when net present value of debt
exceeds 200 percent of exports. For other,
nonindustrial countries, it appears that the
risk of debt exposure starts to rise when
external debt as a percent of GDP rises
above 40 percent (Daseking, December
2002). Countries can sustain higher debt
ratios if exports are growing rapidly, or if
exports represent a large proportion of
GDP, or if a large share of external debt is
denominated in domestic currency.

The United States is a debtor nation,
but its debt ratios are well below the
threshold levels that signal a possible
foreign debt crisis. Given the role of the
U.S. dollar as a world currency, it is not
clear if the same debt–ratio threshold
levels apply to the United States. The
rise of foreign debt in the United States
is worrisome to some observers. Easy
access to foreign credit sometimes
allows countries to delay painful but
inevitable reforms.
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FOREIGN EXCHANGE
MARKETS

Foreign exchange markets are markets in
which national currencies are bought and
sold with other national currencies. In a
foreign exchange market, U.S. dollars
may purchase British pounds, German
marks, French francs, Japanese yen, and
so on.

Prices of foreign currency are
expressed as exchange rates, the rate at
which one currency can be converted
into another currency. On March 12,
1997, it took $1.59 to purchase a British
pound in foreign exchange markets, or,
alternatively 0.6256 British pounds
could purchase one U.S. dollar.
Exchange rates are reported daily in
large metropolitan newspapers and
financial papers such as the Wall Street
Journal.

Foreign exchange markets are as old
as coinage itself. In the ancient world,
religious temples were a popular site of
foreign exchange markets because the
sacredness of the grounds acted to
safeguard treasuries of coin. The modern
term “bank” evolved from the money-
changers’ bench of the Middle Ages.
Today, modern communication and
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computers have made possible a world-
wide integrated foreign exchange market
where trades are conducted electroni-
cally 24 hours a day during the business
week. The big players in the foreign
exchange markets are the large commer-
cial banks with foreign branches.

Under the current international mone-
tary system, foreign exchange markets
are highly competitive and exchange
rates can change daily. (Between 1946
and 1971, the world was on a fixed
exchange rate system, and exchange
rates were pegged at certain levels by
governments.) A supply of U.S. dollars
is created in foreign exchange markets
when Americans buy goods or make
investments in foreign countries where
dollars are not accepted. A demand for
U.S. dollars is created in foreign
exchange markets when the rest of the
world wants to buy U.S. goods, or make
U.S. investments, which require pay-
ment in dollars. Exchange rates fluctuate
to balance supply and demand, clearing
the market for U.S. dollars as foreign
exchange. Markets for other currencies
emerge in a similar fashion.

Exchange rates can exert strong influ-
ences on domestic economies. If the
market value of the dollar appreciates
relative to the Japanese yen—meaning it
takes fewer dollars to purchase a yen—
Japanese goods become cheaper to U.S.
consumers, increasing the importation of
Japanese goods and reducing demand for
domestic goods in competition with
Japanese goods. If the market value of
the dollar depreciates relative to the
Japanese yen—meaning it takes more
dollars to purchase a yen—Japanese
goods become more expensive to U.S.
consumers, diminishing the importation
of Japanese goods and making domestic
goods more competitive. In summary, a

depreciation of the dollar increases the
demand for U.S. goods, and an apprecia-
tion of the dollar decreases the demand
for U.S. goods.

Foreign exchange rates are quoted in
spot rates and forward rates. The spot
rate is the rate at which foreign currency
can be purchased for delivery within two
business days. A forward rate is the rate
at which a foreign currency can be pur-
chased for delivery after a length of time,
such as 90 days. A forward market
enables a U.S. importer to strike a deal to
import French goods and purchase
French francs to pay for the goods when
they arrive at some date in the future,
protecting the importer from fluctuations
in exchange that could make the goods
much more expensive than expected.

Unless the world adopts a common
currency, foreign exchange markets will
remain a vital part of the international
trade framework, the connecting link
that allows trade between countries with
different currencies. On January 1, 1999,
Europe launched the euro, a European
currency that eventually replaced
German marks, French francs, Swiss
francs, and other European currencies,
and abolished the need for foreign
exchange markets to establish rates for
the convertibility of one European cur-
rency into another. If the world follows
the path of economic integration taken in
Europe, then a world currency could
become a reality. On the upside, a world
currency would remove the risk and
uncertainty of exchange-rate fluctuations
that can disturb the flow of international
trade, and promote trade between the
regions of the world. On the downside, a
world currency would preclude the use
of localized monetary policies to help
specific areas. In the 1990s, Japan strug-
gled against a decade-long period of
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stagnation. The Bank of Japan was free
to expand the Japanese money supply to
stimulate the Japanese economy. If the
world had been on a worldwide currency
system, and Japan was the only country
suffering stagnation, world monetary
authorities could not have expanded the
money supply worldwide just to help
Japan, and increasing the money supply
worldwide might not have helped Japan.

See also: Balance of Payments, Gold-Specie-Flow
Mechanism
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FORESTALL SYSTEM

The Forestall system of Louisiana bank-
ing regulation, established in the middle
of a depression in 1842, was one of the
most successful and influential systems
of state banking regulations, establishing
principles that became standard in bank-
ing regulation.

The Panic of 1837 threw the U.S.
economy into a deep depression that
lasted until 1843. The depression was
sparked by President Andrew Jackson’s
Specie Circular, requiring that only gold
and silver specie (coinage) be used to
pay for land purchased from the govern-
ment. The Specie Circular put the brakes
on a land boom. Banks across the United
States, including Louisiana, suspended
payments, meaning they could no longer
redeem their banknotes with specie. At

that time, each bank issued its own ban-
knotes, in contrast to the current practice
of issuing checking accounts. Louisiana
boasted of nine commercial banks when
the Forestall system was put in place. All
nine banks had suspended payments.

Among the detailed regulations of the
Forestall system was the requirement
that customers’ deposits could be loaned
out only for 90 days. The capital con-
tributed by bank owners was exempt
from this limitation. These short-term
loans could not be renewed, and the law
required that banks publish the names of
borrowers requesting renewals.

The Forestall system also forced banks
to maintain specie reserves equal to 30
percent of their bank-note and deposit lia-
bilities. The remaining 70 percent had to
be backed by short-term commercial
loans.

Amid the Panic of 1857, an epidemic
of payment suspensions spread through
the United States. Thanks to the Forestall
system, however, Louisiana banks were
among the few banks that continued to
make specie payments. Other state legis-
latures, noting the panic-proof resilience
of the Louisiana banks, began to insist
on cash reserves. The reserve policy of
Louisiana banks enabled them to con-
tinue to make remittances to their New
York correspondents long after the Civil
War had started.

The success of the Forestall system
created a predilection for cash reserves in
U.S. banking regulation that remains an
important element of national banking
regulation today. Commercial banks in
the United States are required to hold
reserves either in the form of vault cash or
deposits at a Federal Reserve Bank.
Deposits at another financial institution,
government bonds, or other forms of
seemingly safe assets are not acceptable
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as legal reserves. The Federal Reserves
System usually requires commercial
banks to hold reserves that range between
10 to 20 percent of demand deposits.

See also: Federal Reserve System, Free Bank-
ing, New York Safety Fund System, Suffolk
System
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FORT KNOX

Fort Knox, a United States Army post, is
the location of the largest U.S. gold bul-
lion depository. Located about 31 miles

southwest of Louisville, Kentucky, Fort
Knox began as a post for army maneuvers
in 1918 and was called Camp Knox. Its
name was changed to Fort Knox in 1933.
The post covers about 110,000 acres and is
home to 57,000 residents. In addition to
guarding the gold bullion depository, Fort
Knox is famous for training armored divi-
sions in the United States Army. Construc-
tion of the Fort Knox Bullion Depository
was finished in 1936. Because of the security
surrounding the depository, which lies in
the middle of the military base, Fort Knox
has become a universal symbol of an
impregnable store of wealth. No tourists
are allowed on the military base.

Early in the Great Depression of the
1930s, the United States nationalized pri-
vately owned gold, and devalued the dollar
from $20.67 per ounce of gold to $35 per
ounce of gold. The rise in the price of gold
triggered an inflow of gold into the United
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States, and by 1939 the United States had
swept into its vaults over half of the world’s
gold stock. The United States Treasury built
the new gold depository at Fort Knox to
help store its newly acquired gold treasure.

The Fort Knox Bullion Depository is a
granite building constructed from 16,000
cubic feet of granite, 4,200 cubic yards of
concrete, and 750 tons of steel for rein-
forcement. The legend “United States
Depository,” engraved in gold, adorns a
marble-lined entry, along with the gold
seal of the Treasury Department.

Today, the depository holds approxi-
mately 4,600 tons of pure gold with a
market value of approximately $58 billion.
The gold is stored in bars of 1,000 ounces
each. Because gold does not deteriorate,
gold in the vaults of Fort Knox could be
hundreds of years old, probably including
gold seized from the Aztecs and the
Incas. Some of the gold that flowed into
the United States from France in the
1930s was still in the wrappings that held
the gold when the Jefferson administra-
tion had sent the gold to France to pay for
the Louisiana Purchase. The United
States government maintains smaller gold
caches at West Point and in Denver.

The world’s largest hoard of gold is not
stored at Fort Knox. The Federal Reserve
Bank of New York maintains an air-
conditioned vault about 80 feet below
street level in the bedrock of Manhattan
Island, New York. This Federal Reserve
vault holds about 11,000 tons of gold at a
market value of about $176 billion,
accounting for about a third of the gold
reserves in Western economies. The gold
mostly belongs to foreign governments and
foreign central banks that store the gold in
New York as a matter of convenience.
Some of this gold was shipped over on the
eve of World War II for security, but much
of it was purchased by European

governments from the United States during
the 1950s and 1960s, but kept in the United
States to spare shipping costs. In 1971, the
United States stopped redeeming dollars
presented by foreign governments into gold.

See also: Gold, Gold Exchange Standard, Gold
Reserve Act of 1934, Gold Standard
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FRACTIONAL RESERVE
SYSTEM OF BANKING

See: Bank, Monetary Multiplier

FRANKLIN, BENJAMIN
(1706–1790)

In addition to filling the roles of diplomat,
newspaper publisher, inventor, scientist, and
signer of the Declaration of Independence,
Benjamin Franklin, perhaps the most
American of the American revolutionaries,
was a tireless advocate of paper money in
the American colonies. As early as 1729, he
wrote a pamphlet, A Modest Enquiry into the
Nature and Necessity of a Paper Currency,
and continued to advance proposals for
paper money as an answer to economic ills
that afflicted the colonies. Perhaps the same
practical turn of mind that led Franklin to
invent the lightning rod, bifocal glasses, and
the Franklin stove, also led him to take up
the currency problems of the colonies, and
seek answers in paper money schemes. By
the time of Franklin’s death, and owing
partly to his efforts, North America had
experimented with more paper money issues
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than any other part of the world up to that
time. Even today, the U.S. $100 bill bears an
engraved portrait of Benjamin Franklin,
symbolizing his long association with paper
money in the United States.

The young Franklin apprenticed himself
to the trade of printer, and in later years
was publisher of the Pennsylvania
Gazette. Franklin’s pamphlet on paper
currency helped secure approval of a pro-
posal continuing the issuance of paper
money in Pennsylvania, paving the way
for Franklin to receive the task of printing
the paper money, which he described as
“a very profitable job, and a great help to
me.” Franklin’s involvement in the printing
business may have favorably disposed
him toward paper money.

The Colony of Pennsylvania had cre-
ated a land bank that issued paper money
as loans against real estate and precious
metal plate. In 1765, British government
officials asked for proposals to raise rev-
enue from the American colonies in the
least objectionable way. Parliament
enacted the infamous Stamp Act to help
service wartime debt and pay part of the
expense of defending the colonies.
Franklin argued forcibly with the British
government for his “paper money
scheme,” which would generate income
from loans and at the same time supply
the American colonies with a continental
currency. Franklin wanted the British
government to establish a loan office that
would make loans secured by real estate.
The interest-paying loans would be taken
out as paper money issued under the
authority of the British government,
infusing the American colonies with
much-needed money and raising revenue
for the British government. According to
Franklin, an annual interest rate would
act as a general tax, but not “an unpleasing
one.” This paper money would have been

legal tender for public debts, including
repayment of loans to the land bank. If
Great Britain had adopted Franklin’s plan
rather than the Stamp Act, perhaps history
would have taken a different turn.

Franklin was noted for conservative
philosophy in financial matters, and
famous for sayings such as “A penny
saved is a penny earned,” and “Early to
bed and early to rise makes a man
healthy, wealthy, and wise,” and “God
helps them that help themselves.” That
Franklin’s philosophy of thrift, honesty,
and commerce could embrace the concept
of paper money should have been taken
as unerring signal that paper money was
the wave of the future. Nevertheless, history
has held up many examples showing that
the abuses of paper money are harmful
of the virtues that Franklin preached.

See also: Land Bank System
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FREE BANKING

Free banking was a trend toward a highly
decentralized monetary system that orig-
inated in Scotland and in the early 19th
century, appeared on a modest scale in
England, and developed on a wider scale
in the United States, beginning in 1838
and ending with the National Banking
Act in 1864.

Before the era of free banking, bank
charters were granted for political favors,
regarded as matters of political patron-
age. Rising inflation from 1834 to 1837,
followed by a money panic and a rash of
bank failures, elevated public concern
about privilege and political corruption
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in the banking system. New York acted
first with the Free Banking Act of 1838.
This act allowed any person or group of
persons to obtain a bank charter who
could meet capitalization criteria requiring
that banknotes be 100 percent backed
with mortgages and state bonds, plus an
extra 12.5 percent in gold and silver
specie. The reserves of gold and silver
specie enabled bank customers to count
on redemption of banknotes in gold and
silver, and when banks failed, the state
sold the mortgages and state bonds to
compensate bank customers.

About 18 states adopted free banking
laws similar to the New York act. They
usually allowed anyone, without political
connections, to deposit suitable financial
securities with a state banking authority,
receive a bank charter, and make loans
and discount bills by issuing their own
banknotes.

Free banking was not the only solution
to the crisis of confidence in banks. In
1845, the fledgling state of Texas com-
pletely outlawed banks in its first consti-
tution, and by 1857, four other states had
enacted similar legislation.

The success of the free banking system
depended on a delicate balance of state
regulation and freedom of enterprise. A
certain amount of chaos ensued. Ban-
knotes circulated from defunct banks, and
“wildcat” banks established in remote
areas issued banknotes that would never
be redeemed in specie. Some scholars
argue that by the eve of the Civil War,
state regulation had begun to shape the
free banking system into a workable and
orderly system.

Free banking aroused fears of inflation
because there was no one entity regulating
money supplies, and the perplexing assort-
ment of banknotes, trading at different dis-
counts, hampered trade between regions.

The development of the national banking
system during the Civil War ended the free
banking era in the United States.

During the 1970s, the slow progress of
the monetary authorities toward taming
inflation brought a renewed interest and
attention to the free banking system.
Under a properly regulated free banking
system, banknotes remain convertible into
a precious metal currency, but there is no
central bank regulating the total national
money supply. In the 1970s and 1980s,
scholars developed theoretical models of
free banking systems that maintained con-
vertibility of banknotes into commodities
such as gold and silver. These modes
functioned without a central bank and
much of current banking regulation. These
scholars saw the free banking system as
preferable to the so-called stop-and-go
policies of the Federal Reserve System.
The interest in free banking faded as the
Federal Reserve showed more progress
combating inflation.

See also: Central Bank, National Bank Act of
1864, Second Bank of the United States,
Wildcat Banks
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FREE SILVER MOVEMENT

The free silver movement was a populist
movement in the United States during
the last quarter of the 19th century. “Free
silver” meant that silver could be
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brought to the mint and struck into coins
without a seigniorage charge; that is,
without taking any of the precious metal
to pay mint expenses. Also, the amount
of silver that could be brought to the
mint was to be unlimited. Before 1873,
anyone who brought 3.7125 grains of sil-
ver to the mint could receive a legal-tender
silver dollar, and the campaign for free
silver fought for a return of these conditions.

Between the mid-1830s and 1873, the
market price of silver exceeded the mint
price of $1.29 per ounce; therefore, very
little silver found its way to the mint. Silver
dollars had largely disappeared from
circulation when Congress enacted the
Coinage Act of 1873, an act that made no
provision for the coinage of silver, and
put the United States on an unofficial
gold standard. Proponents of free silver
later condemned the Act as the “Crime
of ‘73.”

The deletion of the silver dollar drew
little attention at the time, but the United
States was already in the clutches a
deflationary downswing that would last
three decades. From 1870 until 1896,
prices plunged 50 percent, a deflationary
wave that hit hard at farmers in the West
and South, where debt incidence stood at
high levels. These groups quite rightly
saw that a return to free and unlimited
coinage of silver would raise the domestic
money stock, raise prices, and reduce
their debt burden. Much of the populist
flavor of the free silver movement came
from the hopes it lifted among large
numbers of low-income farmers.

Silver prices felt an added deflationary
force because the world was rushing
toward a gold standard that left little role
for silver as a monetary metal. Major silver
discoveries in the U.S. West further
depressed the market for silver. From
1850 until 1872, the market price of an

ounce of silver stood above $1.32, clearly
above the mint price, but the price had
slipped to $1.24 by 1874, and from there
it tumbled to $0.65 by 1895. Silver-mining
interests in the United States saw free sil-
ver as a way of increasing the demand for
silver, and putting a floor under silver
prices. They would have been delighted to
sell silver to the U.S. Treasury for $1.29.

The free silver proponents achieved
limited success in Congress. On Feb-
ruary 28, 1878, Congress enacted, over
a presidential veto, the Bland–Allison
Act, which required the treasury to
coin between $2 and $5 million worth
of silver per month. The bill had begun
as a free silver bill but had been
amended to restrict the amount of sil-
ver the treasury purchased. In 1890,
the Sherman Silver Act required the
treasury to purchase $4 million of sil-
ver per month and issue silver certifi-
cates. The Sherman Silver Act was
blamed for sparking a crisis of confi-
dence in the U.S. monetary system,
and Europeans began withdrawing
gold from the United States. President
Cleveland, a staunch advocate of the
gold standard, prompted Congress to
repeal the silver purchase provisions of
the Sherman Silver Act.

The silver controversy loomed as a
major issue in the presidential election
of 1896, coinciding with the nadir of
the 30-year deflationary wave. William
Jennings Bryan won the Democratic
nomination after his famous “Cross of
Gold” speech, denouncing the gold stan-
dard, and defining himself as the free
silver candidate. Bryan lost the elec-
tion, and in 1900, the United States
went squarely on the gold standard.
About this time, the book The Wizard of
Oz came out as a monetary allegory of
the issues raised by the free silver
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movement. Bryan ran for president
again in 1900, but prices were inflating,
and the silver issue was losing its
punch. Bryan lost again, and he would
run again in 1908 without success.

The free silver movement died out
with the return of prosperity at the turn of
the century. The silver-mining interests,
however, continued to exert a dispropor-
tionate share of power into the 20th cen-
tury. Until the 1960s, dimes, quarters,
and half-dollars contained 90 percent sil-
ver. Treasury silver stocks fell as the
industrial demand for silver grew, and by
1970, the half-dollar was silverless.

See also: Bimetallism, Crime of ‘73, The Wiz-
ard of Oz
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FRENCH FRANC

Before the introduction of the euro, the
French franc was the monetary unit of
account in France, just as the U.S. dollar
is the monetary unit of account in the
United States. It was the first decimal-
ized currency system in Europe, except
for the Russian ruble.

French francs were first coined in
1803. Before the decimalized franc was
introduced, the French currency system
was based on the Carolingian system, in
which 1 livre equaled 20 sols, which in
turn equaled 240 deniers. In 1793, the
French revolutionary government decided
to replace the Carolingian system with a
decimal system. In 1795, the livre was
replaced with a franc equaling 100 cen-
times. These changes meant little amid
revolutionary chaos, but Napoleon’s gov-
ernment began striking francs based on
the new system in 1803.

The French Monetary Law of 1803
put the franc on a bimetallic system with
the silver to gold ratio, per unit of
weight, equal to 15.5 to 1. Coin pieces of
5 francs and less were struck in silver,
and gold coins came in denominations of
20 francs and 40 francs. One franc
equaled 5 grams of silver. The smallest
denomination coin authorized by the act
was a quarter franc. During the wars of
the French Revolution and Napoleon,
France imposed its new currency system
on conquered states. In 1798, France
reorganized the freshly conquered
Switzerland as the Helvetian Republic
with a unified currency system in which
1 Swiss franc equaled 10 batzen, which
in turn equaled 100 rappen. With the
downfall of Napoleon, the Swiss threw
off their imported currency system, but
in 1850, they readopted the French system
voluntarily. The Netherlands had also
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Candle and the Moths,” July 25, 1898. The illus-
tration shows proponents of the free silver move-
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silver” and dying. (Library of Congress)



seen the French system imposed from
without, but abandoned it in 1814. When
Belgium won its independence from the
Dutch in 1830, the Belgians reestab-
lished the French System. Italy adopted
the French system in 1861, but named its
money of account the “lira” rather than
the franc. One lira equaled 1 franc.
Under different names, the French system
became the basis of currencies in
Greece, Spain, Rumania, Bulgaria, and
Finland. Although the British pound
sterling dominated international trade in
the 19th century, the French franc was
the most influential currency in Western
Europe.

By the beginning of the 19th century,
France had acquired a horror of inflation
from two firsthand experiences. The
hyperinflation of the French Revolution
was still a fresh memory, further bolster-
ing French resolve to maintain the stability
and integrity of the franc. The French
maintained the metallic content of the
franc for 125 years. During the
Napoleonic Wars, the franc experienced
milder fluctuations than the pound ster-
ling, perhaps because Napoleon’s war
indemnities helped supply the gold and
silver to maintain the franc’s parity.
France suspended convertibility of the
franc in the Revolution of 1848 and during
the Franco-Prussian War of 1870–1871.
Following the Revolution of 1848, con-
vertibility was resumed in 1850, and during
the whole episode, the franc had only
depreciated mildly. After the Franco-
Prussian War, France was burdened with
heavy war reparations and the political
situation was clouded by the episode of
the Paris Commune, which put Paris
under the control of working-class revolu-
tionaries. Nevertheless, the franc fluctu-
ated only within a narrow range, and
convertibility was resumed in 1878.

In 1865, France, Italy, Switzerland,
and Belgium formed the Latin Monetary
Union, which fought to preserve a uni-
fied, bimetallic monetary system in the
face of the growing prestige of England’s
gold standard. Declining silver prices
made the bimetallic standard untenable,
and France abandoned silver in 1873. By
1878, France was officially on the gold
standard.

Under the gold standard, the franc lost
a bit of its reputation for soundness. The
French authorities were hesitant to allow
an outflow of gold and insisted on their
right to pay out badly worn 10-franc gold
coins and 5-franc silver coins. All Euro-
pean countries effectively suspended the
gold standard during World War I, but the
franc emerged from the war weaker than
the pound sterling and suffered specula-
tive attacks. In 1926, the franc stabilized at
about one-fifth prewar parity. From 1927
until 1931, the franc was undervalued and
the pound sterling overvalued, putting an
end to speculative attacks on the franc.
With the onset of the Great Depression,
England, Japan, and the United States
devalued their currencies, leaving the franc
overvalued. The Gold Bloc countries,
mainly consisting of members of the old
Latin Monetary Union, clung to the gold
standard, and France, the leading member,
remained on the gold standard until 1936.
After World War II, the franc went through
a series of official devaluations under the
Bretton Woods fixed-exchange regime,
the last occurring in 1968.

During the post–World War II era, the
West German mark rose to become the
preeminent European currency, partly
because West Germany, compared to
England and France, kept inflation
subdued. In the 1990s, France tamed its
inflation and the German mark was
buffeted bythe turmoil of merging the

French Franc | 161



two Germanys. As a consequence, the
French franc regained some lost
ground as one of the leading European
currencies. In May 1998, members of
the European Union announced plans
to launch a European currency, called
the euro, to replace the individual
national currencies, including the
French franc and the German mark.
During a period of transition between
January 1, 1999, and January 1, 2002,
French franc banknotes and coins con-
tinued to circulate while the euro func-
tioned as a “virtual currency.” In 2002,
euro banknotes and coins replaced the
French franc and other European cur-
rencies as the circulating currency in
the euro area countries.

See also: Decimal System, Deutsche Mark,
Dollar, Monetary Law of 1803, Pound Ster-
ling, Swiss Franc
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GENERALIZED COMMOD-
ITY RESERVE CURRENCY

A generalized commodity reserve cur-
rency is a currency issued with the back-
ing of several commodities. It bears a
resemblance to the gold and silver stan-
dard, but it is based on a wide range of
commodities, and it does not presume to
keep the price of any one commodity
constant. Under the precious metal stan-
dards, the price of a precious metal
remained constant. A generalized com-
modity reserve currency resembles the
bimetallic standard in that it is based on
more than one commodity. Again, under
the bimetallic standard the price of gold
and silver remained constant. Symmetal-
ism bears a closer kinship to a general-
ized commodity reserve currency in that
it can include a wide range of commodi-
ties. Under symmetalism, a composite
commodity is created by combining two

or more commodities in fixed propor-
tions. Under symmetalism, one-tenth of
an ounce of gold and five-tenths of an
ounce of silver might be equivalent to
one monetary unit such as the dollar. A
generalized reserve currency does not
combine commodities in fixed propor-
tions. The proportions are free to change.
The gold standard, the silver standard,
the bimetallic standards, and symmetal-
ism may be regarded as special cases of
a generalized commodity reserve cur-
rency. Like symmetalism, a generalized
commodity reserve currency has only
been examined in theory and never been
put into practice.

A generalized commodity reserve cur-
rency can best be understood in the context
of a simple, primitive society. This primi-
tive society is composed of individuals
producing goods that they desire to trade.
Assume that one member of this society
undertakes the role of banker and mone-
tary authority. This banker issues currency
or script in exchange for the various goods
that the individuals in this primitive society
produce. This banker would not be acting
much different than a trading-post that



pays for various good in script and stands
ready to redeem the script in a wide range
of goods and not just gold or silver. The
members of this primitive society sell their
goods to the banker for script and later
redeem the script for merchandise of their
choice from the banker’s inventories. This
script or piece of currency can be inter-
preted as a receipt for goods stored in a
warehouse. The total currency in circula-
tion equals the value of the goods society
has stored up with the banker. The banker’s
warehouse would become empty the day
the last piece of script was redeemed for
goods. The banker may keep only the most
popular commodities on hand, but the
script will become a generally accepted
medium of exchange for all goods and
services. Individual goods can be bought
from and sold to the banker without restric-
tion. The system can be expanded to allow
the banker to buy commodity futures. To
complete the picture the banker raises the
price of scarce items and cuts the price of
abundant items in such a way that he
always has the chosen commodities in
stock. Although individual prices go up
and down, the value of the script always
equals the value of the goods stored. The
script in some sense retains its value, and
inflation cannot occur.

The operation of a generalized com-
modity reserve currency involves some
complications such as storage cost that
might render it unpractical in the modern
world. Whether it represents a realistic
alternative to the current fiat money sys-
tem is still open for debate.

See also: Gold Standard, Symmetallism
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GHOST MONEY

During the late medieval period, money
units of account arose that did not corre-
spond to real or tangible pieces of money
or coin. Some historians have labeled as
“ghost” money units of account without
real counterparts. Some of the ghost
money owed its origin to coins that were
minted in the past, but were no longer
minted or found in circulation. Two
important units of account, however, the
pound and the shilling began as ghost
money.

King Pepin the Short of France,
father to Charlemagne, decreed that a
pound weight of silver be struck into
240 pennies. He also introduced the
shilling as a unit of account equal to 12
pennies, comparable in value to the
popular Byzantine solidus. In the Car-
olingian system, one pound equaled 20
shillings or 240 pennies. The only coin
that was actually minted for several
centuries, however, was the penny, and
the pound and shilling remained only
money units of account or ghost money.
Rather than recording 2,400 pennies in
a ledger, or pricing a good at 2,400 pen-
nies, merchants found it much easier to
write 2 pounds. The silver weight of
pennies dropped in time, but a pound
remained the equivalent of 240 pennies,
losing all connection with a pound in
weight of silver. The shilling was also a
money unit of account for several cen-
turies. England minted its first shilling
during the 1500s.
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In 1252, Milan began minting gold
florins equivalent to 120 pennies. Perhaps
because of the debasement of pennies,
the value of the florin rose to 384 pennies
and remained at that value for 60 years. A
ghost florin emerged that was equal to
384 pennies, meaning that a florin came
to signify 384 pennies. Later, the value of
the real florin rose to 768 pennies, leav-
ing a real florin at twice the value of the
ghost florin. Venice and Genoa developed
ghost money in a similar fashion.

In Florence, the florin also established
itself, after a period of stability, at a rate
of 384 pennies, another ghostly multiple
unit of account. The Florentines, how-
ever, kept the real florin as a unit of
account, and made the penny a ghost
penny equal to 1/384 florin, and the
shilling, also a ghost, 1/29 florin.

The subject of ghost money touches
on an issue always important to debtors
and creditors—the stability of the pur-
chasing power of a unit of money.
Debtors invariably prefer contracts
expressed in depreciating units of
account, whereas creditors prefer con-
tracts expressed in a stable coin. Put dif-
ferently, debtors in Milan preferred to
pay off debts in ghost florins rather than
real florins. Creditors wanted to receive
payment in real florins. Depreciating
units of money and ghost monies created
the same divergence of interest of
debtors and creditors as found in modern
societies suffering inflation.

See also: Carolingian Reform
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GLASS–STEAGALL
BANKING ACT OF 1933

(UNITED STATES)

The Glass–Steagall Banking Act, more
than any other piece of banking legisla-
tion, shaped the development of the cur-
rent banking system in the United States.
One of the numerous acts of economic
reform passed in the first 100 days of
Franklin Roosevelt’s administration, it
sought to revive confidence in the bank-
ing system and reduce bank competition
for depositors’ money.

In 1931, the position of banks in the
United States caught the attention of the
eminent economist John Maynard
Keynes, who described it as the weakest
element in the whole situation. Suspen-
sions of deposit redemptions by banks
had been averaging about 634 banks
per year before the Depression, already a
high level. The banking crisis deepened
with the onset of the economic crisis.
Depositors pulled money out of banks,
sometimes sending it abroad, sometimes
hoarding it in homes. Gold reserves
declined. From 1929 to 1933, over 5,000
banks suspended redemption of deposits.
One-third of all U.S. banks failed during
the Depression. President Hoover saw
the banks as a victim of a crisis in confi-
dence. To prevent panic from spreading,
President Roosevelt in March 1933
ordered all banks to close for a week.

On June 16, 1933, the Glass–Steagall
Banking Act became the law of the land.
To help restore confidence in banks, the
act banned deposit banks from engaging
in investment banking. Investment banks
buy newly issued stocks and securities
from corporations and resell them to the
public for a profit, playing a key role in
marshalling capital corporations. After
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the stock market crashed, banks that had
invested depositors’ money in stocks had
no way to recover their investment and
were forced into bankruptcy. The ban on
investment banking remained in until
1999. Innovations in the organization of
the banking industry had weakened the
act, and many people in Congress
thought it should be repealed. This
divorce between deposit banking and
investment banking had never existed in
many countries, including Germany,
France, and Switzerland.

The Act also gave the Federal Reserve
System the power to regulate interest
rates on savings and time deposits. This
provision, known as Regulation Q, helped
keep the cost of funds down for financial
institutions. Another provision of the
Glass–Steagall Banking Act prohibited
interest-earning checking accounts. The
payment of interest on checking accounts

increased bank competition for deposits.
This added competition might have
driven some banks into bankruptcy. The
deregulation of financial institutions in
the 1980s phased out Regulation Q and
removed the ban on checking accounts
that pay interest.

The Federal Deposit Insurance Corpo-
ration (FDIC) owes its existence to the
Glass–Steagall Banking Act. This corpo-
ration insures deposits from bank failure
up to a maximum limit. All banks that are
members of the Federal Reserve System
must buy deposit insurance from the
FDIC. Today virtually all commercial
banks insure deposits with the FDIC.
After the savings and loan crisis in the
1980s, the FDIC took over responsibility
for furnishing deposit insurance to the
thrift institutions. Deposit insurance
helps maintain the public’s confidence in
the banking system.
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On June 16, 1933, Franklin D. Roosevelt signs the Banking Act of 1933, a part of which
established the Federal Deposit Insurance Corporation. At Roosevelt’s immediate right and left
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bill’s development. (Federal Deposit Insurance Corporation)



Large numbers of bank and thrift fail-
ures during the 1980s showed that finan-
cial institutions remained vulnerable to
disinflation and recession. The
Glass–Steagall Banking Act went a long
way toward instilling resiliency and pub-
lic confidence in the banking system.
Support for Glass–Steagall, however,
gradually waned with rising confidence in
deregulation of markets. In 1999, Con-
gress overhauled banking regulation with
the passage of the Financial Services
Modernization Act of 1999. This act
repealed the provisions in Glass–Steagall
requiring separation of deposit banking
and investment banking. The U.S. finan-
cial crisis of 2008 raised questions about
the wisdom of repealing the ban against
combined deposit and investment bank-
ing within one company.

See also: Depository Institution Deregulation
and Monetary Control Act of 1980, Federal
Reserve System, Financial Services Mod-
ernization Act of 1999.
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GLOBAL DISINFLATION

The decade of the 1990s saw world
inflation subside from around 30 percent
to around 4 percent. More exactly, world
inflation averaged 30.4 percent between
1990 and 1994 and averaged 3.9 percent
between 2000 and 2004. It was a decade
of disinflation (Rogoff, 2003). Inflation

decelerated at a rate sufficient to arouse
fears of deflation. Alan Greenspan, chair
of the board of governors of the Federal
Reserve System from August 1987 to
January 2006, felt the need to address
the prospects of deflation in December
2002. In a speech to the Economic Club
of New York City, he commented that it
was vital to “ensure that any latent defla-
tionary pressures were appropriately
addressed before they became a prob-
lem” (Kumar, 2003, 16).

Regardless of stage of economic
development or geographical location,
countries around the world watched
inflation rates recede. For the years
between 2000 and 2004, industrialized
countries experienced inflation averag-
ing 1.8 percent, less than half of an aver-
age inflation rate of 3.8 percent that the
same countries posted between 1990
and 1994 (Rogoff, 2003). The most dra-
matic reduction in inflation occurred in
the transition economies, referring to
the economies switching over from
socialism to capitalism. These countries
saw inflation melt away, averaging a
mere 13.4 percent between 2000 and
2004, compared to an average of 363.2
percent between 1990 and 1994
(Rogoff, 2003). Latin America boasted
similar success in the war to corral infla-
tion. Starting at an average inflation rate
of 232.6 percent for the years between
1990 and 1994, Latin America saw
inflation rates slip to an average of 7.9
percent for the years between 2000 and
2004 (Rogoff, 2003). For the same time
frame, developing countries around the
world reported average inflation falling
from an average of 53.2 percent to an
average of 5.6 percent (Rogoff, 2003).
In Africa, average inflation fell from
39.8 percent to 11.0 percent for the
same time frame (Rogoff, 2003).

Global Disinflation | 167



If the trend toward disinflation had
gone on uninterrupted, the world econ-
omy at some point would have tipped
over to deflation. The thin edge of the
wedge of deflation had already made
inroads in Japan, where inflation aver-
aged a –0.8 percent between 2000 and
2003 (Rogoff, 2003). A minus sign on
inflation numbers indicates prices are
falling. Hong Kong also saw deflation,
posting an inflation rate of –2.5 percent
for the 2000 to 2003 time frame (Rogoff,
2003). Deflation in Japan sparked fears
that deflation would spread to other
countries, particularly since China and
Germany were flirting with deflation.
China reported inflation of 0.1 percent,
and Germany 1.7 percent for the years
between 2000 and 2003 (Rogoff, 2003).

The onset of world deflation would
almost certainly herald the beginning of
world recession. Businesses are hesitant
to invest in plant and equipment if they
see the prices of their output falling.
Consumers are likelier to postpone
spending decisions when they learn that
the longer they wait, the lower the prices
that they pay for consumer goods.
Japan’s deflation episode coincided with
a highly stagnated economy.

Several factors may have played a role
in the deceleration of inflation rates
around the world. First, governments
around the world have yielded more inde-
pendence to central banks, shielding them
from electoral pressures. Central banks in
both the United Kingdom and Japan won
legal independence. In the same vein, cen-
tral bankers have become more adept at
applying tight money policies with less
cost in terms of unemployment. Another
factor is a technology-driven rise in pro-
ductivity around the world, increasing out-
put and decreasing business costs. Last,
globalization and increased emphasis on

markets and competitiveness may have
diminished any positive role that inflation
plays in maintaining high economic per-
formance. In a world where prices are
rigid downward, inflation helps to main-
tain balances in markets where prices are
free to rise at different rates, but prices are
not free to fall. In such situations, market
equilibriums can be achieved by some
prices rising faster than others, rather than
some prices rising and other prices falling.
With more markets having downward
price flexibility as well as upward price
flexibility, monetary authorities are less
tempted to elevate inflation in a bid to
restores macroeconomic balance.

By 2008, a worldwide boom in com-
modity prices put an end to fears of
world deflation. On the contrary,
inflation seemed on the rise. It will be
interesting to see if the current uptick in
inflation rates around the world is only a
temporary reprieve from a longer-term
trend toward deflation.

See also: Central Bank, Inflation
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GOAT STANDARD OF
EAST AFRICA

John Maynard Keynes, in volume 1 of
his Treatise on Money, published in
1930, says that:

A district commissioner in Uganda
today, where goats are the custom-
ary native standard, tells me that it
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is a part of his official duties to
decide, in cases of dispute,
whether a given goat is or is not too
old or too scraggy to constitute a
standard goat for the purposes of
discharging a debt. (11)

Often goats shared with cattle the role
of currency, a store of value, and standard
of deferred payment in Uganda well into
the 20th century. Like many livestock
standards, the rate at which goats and cat-
tle could be traded for each other was
fixed. The goats circulated more easily in
subsistence economies and were often
used to buy weapons and salt. Goats
could be loaned out for interest; a chief
might send a herd of goats to be kept by
his subjects, and receive every third kid
born to the herd as interest. The govern-
ment also fixed fines payable in goats.

In Tanzania, 25 goats were equivalent
to one cow or ox, and one goat equaled
one hoe. The exchange rate between
goats and oxen varied between districts.
The Masai rated one ass at five goats, an
iron spear at two goats, and a big cattle
bell or a small ax at one goat. They also
paid bride money in goats.

In equatorial Africa, goats often served
as a store of value and a standard of
deferred payment, but not a medium of
exchange. Bride money was paid in goats
and sheep; in order for a man to marry, he
had to be able to borrow goats and sheep.

Societies living closer to the threshold
of survival found food items useful as
money because food was what everyone
needed, and a large share of each indi-
vidual’s activity was devoted to securing
food. Therefore, food items were an
obvious choice as a readily acceptable
medium of exchange. The problem with
much food, such as grain, was that it was
perishable, hampering its usefulness as a

store of value, one of the important func-
tions of money. Livestock not only made
excellent food, but also reproduced,
solving the problem of perishability, and
even earning a crude form of interest.
Therefore, livestock could serve both as
a medium of exchange and a store of
value. Because livestock could be
counted on to maintain its value, credi-
tors preferred to define debts in terms of
livestock. Livestock shared with other
commodities one important defect as a
medium of exchange. The quality of
livestock varied because of age and
heath, and people invariably sought to
repay debts with inferior animals, creat-
ing conflicts of the sort referred to in the
quotation from John Maynard Keynes.
Also, livestock are often bulky and diffi-
cult to transport.

Livestock money is not necessarily a
symptom of primitive economics and
culture. Remote areas often suffer short-
ages of coins and other forms of money
and turn to commodities as a medium of
exchange. The American colonies
resorted to commodities as money at a
time when the world economy was flush
with supplies of precious metals from
the New World. The Massachusetts Bay
Colony enacted a law for cattle being
driven to Boston for payment of taxes,
providing “if they be weary, or hungry,
or fall sick, or lame, it shall be lawful to
rest and refresh them for a competent
time in any open place, that is not corn,
meadow, or inclosed for some particular
use” (Nettels, 1934, 220).

See also: Cattle, Commodity Monetary Stan-
dard
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GOLD

Gold, the most enduring, highly valued,
and universally accepted monetary metal,
is a chemical element represented by the
symbol “Au” on the periodic table. A lus-
trous yellow metal, soft and malleable,
gold does not tarnish or corrode, and is
found in nature in a relatively pure form.
From earliest times up to the present, the
search for gold in nature has remained a
never-ending quest. Man’s earliest chem-
ical researches were inspired by a desire
to find a means of converting other met-
als into gold.

Because it did occur in pure form,
gold was one of the first metals that drew
man’s attention, but it was too soft to be
a practical metal for making weapons
and farming tools. As a metallic medium
for artistic work, however, gold had no
rivals and elaborate artistic productions
in gold rank among the most prized
relics of antiquity.

Gold’s role as a monetary metal prob-
ably has its roots in the perception, wide-
spread in ancient cultures, that gold was
a divine substance. That gold suffered no
deterioration with time and that its color
resembled the color of the sun may have
encouraged the belief that gold was a
sacred substance. Gold adornments were
a necessary part of religious temples,
further underlining the connection
between gold and the gods.

The ancient Egyptians held gold to be
sacred to Ra, the sun god, and vast quan-
tities of gold went into the tombs of the
divine pharaohs. A religion of ancient
India taught that gold was the sacred
semen of Agni, the fire god, and Agni’s
priests accepted gold as a gift for priestly
services. The Incas of South America
saw gold and silver as the sweat of the
sun and the moon, and these precious

metals adorned the walls of their reli-
gious temples. After the Spaniards took
the Indians’ gold and silver, the natives
substituted foil paper, and threw gold
and silver-colored confetti into the air.
The Maya of the Yucatan threw gold, sil-
ver, and jade sacrifices into their gods’
cenotes (deep pools of water formed
when a limestone surface collapsed).

The legend of El Dorado propelled
Spain into one of the greatest searches in
history, ending with the exploration and
conquest of much of the Americas. El
Dorado was the name of an Indian who
ruled a town near Bogota, Columbia.
According to legend, El Dorado cele-
brated festivals by plastering his body
with gold dust, and plunging himself into
Lake Guatavita at the end of the festival to
wash off the gold, and make the gold a
gift to the gods. His subjects also threw
gold and other valuables into the lake.
The legend of El Dorado grew, and the

170 | Gold

Gold bullion from the 1622 wreck of the Span-
ish galleon Nuestra Señora de Atocha on the
Florida coral reef. (Library of Congress/Jay I.
Kislak Collection/Rare Books and Special Col-
lections Division)



Spanish, Portuguese, and German explor-
ers went in search of the golden Eldorado,
a city in a land fabulously rich in gold. El
Dorado himself was never found, but
Eldorado came to mean a land of gold
populated by several cities rich in gold.
The English explorer Sir Walter Raleigh
went in search of one of these cities.

Because gold was always in demand
as a religious donation or sacrifice, it had
an unlimited demand and was always
valued. It was an excellent store of value
because it did not tarnish or corrode, and
it was divisible into units of any size,
making it useful for exchanges of vary-
ing magnitudes, and making change. The
high value of gold per unit of weight
made gold more transportable than other
commodities that might serve as money.
For these reasons, gold became the basis
for the most famous commodity standard
in history, the gold standard, a monetary
standard that dominated the world mon-
etary system from the 1880s until 1914.

See also: Fort Knox, Gold Dust, Gold Rushes,
Gold Standard
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GOLD BULLION
STANDARD

Under a gold bullion standard, countries
hold reserves of gold in the form of bars
rather than coins, removing gold from
monetary circulation in the form of
coinage. Instead, each country establishes
an official price of a fixed weight of gold
in terms of its own currency. The United

States was on a gold bullion standard from
the 1930s until 1971, and the official
United States price of gold was $35 per
ounce, committing the United States Trea-
sury to selling gold at that price.

The gold bullion standard was a
means of stretching existing supplies of
gold, which were not sufficient to sup-
port the international monetary system at
prevailing price levels. The famous
British economist David Ricardo had
first suggested the idea after the
Napoleonic Wars.

Under a gold bullion standard, private
citizens can only hold gold for industrial
purposes, such as dentistry, or jewelry
manufacture. Monetary gold is owned by
the government and is used solely to settle
international transactions. Countries with-
out substantial gold reserves can function
on a gold exchange standard, whereas
countries with significant gold reserves
remain on a gold bullion standard.

The world began to move toward a
gold bullion standard after World War I,
when the world’s trading partners sought
to return to a version of a gold standard.
With the complete breakdown of the
gold exchange standard in the 1930s, the
world moved toward a gold bullion stan-
dard. The gold bullion standard allowed
countries to manage domestic currency
supplies somewhat independently of
international gold flows, giving govern-
ments more flexibility to meet the crisis
of depression.

At the end of World War II, the world’s
trading partners established the Bretton
Woods system, putting most nations on a
gold bullion standard. The United States
emerged from World War II owning most
of the noncommunist world’s gold. Under
the Bretton Woods system, the United
States defined the value of the dollar in a
fixed weight of gold. The United States
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agreed to buy and sell gold at a rate of 
$35 per ounce, and most other nations set
the value of their own unit of money equal
to a certain value in U.S. dollars.

The post–World War II gold exchange
standard came to an end in 1971 when
the United States stopped converting dol-
lars into gold. By 1971, foreign central
banks held more dollars than the United
States could redeem in gold without sub-
stantially devaluing the dollar.

See also: Bretton Woods System, Gold
Exchange Standard, Gold Reserve Act of
1934

References
De Vries, Margaret Garritsen. 1987. Balance

of Payments Adjustment, 1945–1986: The
IMF Experience.

Kindleberger, Charles P. 1984. A Financial
History of Western Europe.

GOLD DUST

During the Alaskan gold rush, gold dust
became a circulating currency in parts of
Alaska. Silver coinage and other small
coinage was nonexistent, so in its place
little packets of gold dust, sealed in writ-
ing paper similar to medicine powders,
passed as current money. The packets
contained a fixed weight of gold dust,
and the value of the enclosed gold was
written on the outside of each packet.
The packets came in popular denomina-
tions, such as $1 or $2 denominations,
and some of the packets were known to
circulate for two years.

The Alaskan gold dust currency
demonstrates how societies will identify
a medium of exchange when nothing
else is available, but gold dust currency
has a long history. In the 10th century,
the Japanese began circulating bags of

gold dust. Later Japanese merchants
began wrapping gold dust in small paper
packets. The units were the ryo, the bu,
and the shu. The bags of gold dust
equaled about 10 ryo. After learning that
a certain amount of gold dust seeped
from the opened end of the bag, the
Japanese began melting down the gold
dust into gold bars. In the 19th century
the people of Tibet used as currency gold
dust by weight.

For part of the 19th century, gold dust
was virtually the only metallic money in
Ghana. A farthing’s worth of gold could
be scooped up on the tip of a knife, and
an ounce of gold dust equaled three to
four British pounds. The government
received taxes in gold dust and employed
special weighing scales that gave an
advantage to the government.

In the eighteenth and nineteenth cen-
turies, gold dust by weight circulated as
money in the islands in and around the
Indonesian Archipelago. As early as
the 16th century, gold dust acted as
currency in the Philippines. The gold-
producing districts of Siam made
use of gold dust as currency into the
20th century. In 19th-century Siam, a
tube of gold dust, 10 centimeters long
and the diameter of a thumb, could pur-
chase a buffalo. Some Malayan tribes
packed gold dust of uniform weight in
pieces of cloth, and circulated these
cloth packets as coins.

Africa also furnished examples of
gold dust by weight circulating as cur-
rency. In Arguin of Spanish Sahara, on
the west coast of Africa, an ancient Ara-
bic unit of weight, the mitkhal, survived
as a unit of weight of gold dust. The
mitkhal was a monetary unit of account,
but it does not appear that gold dust cir-
culated as money on a significant scale.
For a while, gold dust by weight was the
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favored medium of exchange in the
Ivory Coast.

See also: Gold, Gold Rushes, Gold Standard
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GOLD EXCHANGE
STANDARD

Under a gold exchange standard, a
nation’s unit of money is convertible at an
official rate into a unit of money of a pure
gold standard nation—that is, a nation
that maintains the convertibility of its unit
of money into gold at an official rate.

A gold exchange standard became a
popular monetary standard after World
War I when many nations could not
marshal the gold reserves to support a

gold standard. In 1922, Britain proposed
at a Genoa conference the adoption of an
international monetary system organized
with major nations holding reserves only
in gold and the remaining nations holding
reserves in foreign currencies. Govern-
ments (or central banks) would hold
reserves to redeem domestic currencies at
official rates as a means of guaranteeing
currency value. Although the adoption of
an international monetary system failed to
materialize from the Genoa conference,
many countries individually went on a
gold exchange standard. Nations of the
British Commonwealth often defined
their currencies in terms of the British
pound. Other nations defined their curren-
cies in terms of the currencies of nations
they were dependent on politically. The
gold exchange standard of the post–War
World I era ended when the world’s major
trading partners abandoned the gold stan-
dard early in the 1930s.
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Critics of the gold exchange standard
following World War I and World War II
contend that it encouraged dominant
nations to incur balance of payments
deficits as a method of infusing the rest
of the world with additional monetary
reserves. Britain ran balance of pay-
ments deficits in the post–World I era
and the United States ran balance of pay-
ments deficits under the Bretton Woods
system. A balance of payments deficit
allows a nation to buy goods and invest-
ments from the rest of the world with
payment in domestic currency never
used to claim domestic goods. Histori-
cally, the gold exchange standard helped
the world maintain the discipline of a
gold standard when world supplies of
gold were not keeping pace with the
need for international monetary reserves.

See also: Gold Standard, Gold Standard Act of
1925, Gold Standard Amendment Act of
1931
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GOLD MARK OF IMPERIAL
GERMANY

The gold mark of imperial Germany, the
ancestor to the Deutsche Mark, burst on
the world in 1871 with the adoption of
the gold standard in imperial Germany.

Before “iron and blood” (Keynes,
1920) forged the German Reich in 1871
from 30 loosely confederated inde-
pendent states, Germany was split into
seven separate currency areas. Six of the
areas were on a silver standard, and one
was on a gold standard. Soon after the

Zollverein, the German customs union,
first began to emerge in 1818, pressures
arose for a unified German coinage and
monetary system. In 1837, southern
members of the Zollverein established
the gulden or florin, equivalent to 1/24.5
Cologne mark of silver, as a common
monetary unit. Northern members in
1838 responded with the adoption of the
Prussian thaler, fixed in value at 1/14
Cologne mark of silver, as a common
unit of currency. The Dresden convention
fixed the exchange ratio at 4 thalers to 7
gulden. In 1857, the members of the Zol-
lverein and Austria formed a coinage
union that replaced the Cologne mark of
silver with a Zollpfund (customs union
pound) of 500 grams. The Zollpfund was
equivalent to 30 thalers, 52.5 South Ger-
man florins, or 45 Austrian florins, with
each currency unit convertible to the
other at the fixed ratio. Austria dropped
out in 1866, leaving two rival monetary
units, the thaler and the gulden, compet-
ing for the monetary hegemony of the
members of the Zollverein. German com-
mercial interests continued to push for a
unified monetary system based on one
currency rather than multiple currencies
trading at fixed exchange rates.

Following the formation of the Reich
in 1871, the German government
enacted monetary reform that put Ger-
many on the road to the gold standard,
and establishment of the mark as the
money unit of account. The mark had
been a money of account on the Ham-
burg exchange, equivalent to 1/3 Pruss-
ian thaler. On December 4, 1871, the
German Reichstag enacted monetary
legislation, the first three sections of
which read:

Sec. 1. There shall be coined an
imperial gold coin, 139 1/2 pieces
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of which shall contain one pound
of pure gold.
Sec. 2. The tenth of this gold coin
shall be called a “mark” and shall be
divided into one hundred “pfennige.”
Sec. 3. Besides the imperial gold
coin of 10 marks (Sec. 10) there
shall be coined imperial gold coins
of 20 marks, of which 693⁄4 pieces
shall contain one pound of pure
gold. (Laughlin, 1968, 137)

On July 9, 1873, the Reichstag took
action that officially put Germany on a
gold standard. The first section of the act
read: “Sect. 1. In place of the various local
standards now current in Germany, a
national gold standard will be established.
Its monetary unit is the ‘mark,’ as estab-
lished in Sec. 2 of the law dated Decem-
ber 4, 1871” (Laughlin, 1968, 138).

A war indemnity that Germany
extracted from France after the Franco-
Prussian war helped furnish the gold
reserves that enabled Germany to adopt
the gold standard. Germany also began
selling silver to bolster its gold holdings.
Either Germany correctly saw the com-
ing of the gold standard, and was only
acting in step with the times, or perhaps
the commercial success of England had
elevated the prestige of the gold standard
in the eyes of Germany.

At the time of Germany’s monetary
reform, England and Portugal were the
only countries on a gold standard, which is
why Germany’s action was of an extraor-
dinary nature. The gold standard became
virtually universal in Europe between
1875 and 1880. The United States went on
a de facto gold standard in 1879, Austria-
Hungary adopted the gold standard in
1892, and Russia and Japan in 1897. The
era from 1875 until 1914 is regarded as the
golden era of the gold standard.

The mark of imperial Germany lasted
until the monetary reform that followed
Germany’s episode of post–World War I
hyperinflation. In 1923, the Rentenmark
replaced the mark at a rate of 1 renten-
mark to 1,000 million marks. In 1924,
Germany enacted another monetary
reform that replaced the rentenmark with
the Reichmark, and after World War II
the reichmark was abolished in favor of
the deutsche mark. In the post–World
War II era, the deutsche mark of the Fed-
eral Republic of Germany became the
strongest currency in Europe. The new
European currency, the euro, launched
January 1, 1999, eventually replaced the
German mark, the French franc, and
other major European currencies.

See also: Gold, Gold Standard
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GOLD RESERVE ACT OF
1934 (UNITED STATES)

The Gold Reserve Act of 1934 national-
ized all monetary gold in the United
States. Only the U.S. Treasury could
own gold and buy and sell gold. The act
also limited the power of the president to
reduce the gold weight equivalent of a
dollar, and the day after the passage of
the Gold Reserve Act President Roo-
sevelt fixed the gold equivalent of the
dollar at $35 per ounce of gold, where it
remained until 1971.
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The act also established a stabiliza-
tion fund of $2 billion, put at the disposal
of the secretary of the treasury, to sup-
port the purchase and sale of foreign cur-
rencies as needed to stabilize the value
of the dollar.

The groundwork for the enactment of
the Gold Reserve Act began with the
banking crisis in March 1933 that led
President Roosevelt to suspend banking
operations for four days. Before banks
were reopened, the government required
that all commercial banks turn over to
the Federal Reserve System all gold and
gold certificates and furnish lists of all
persons who had withdrawn gold or gold
certificates since February 1. The Fed-
eral Reserve issued Federal Reserve
Notes in exchange for gold and gold cer-
tificates. The export of gold and specula-
tion in foreign exchange was banned,
and one month later individual owner-
ship of gold and gold certificates was
likewise banned. The treasury purchased
privately held gold in the United States
at a price of $20.67 per ounce, the price
that had prevailed with few fluctuations
for 100 years. The value of the dollar on
foreign exchange markets depreciated 15
percent when the U.S. dollar was no
longer redeemable in gold.

The World Economic and Monetary
Conference, held in London during June
and July 1933, sought to forge an agree-
ment for the stabilization of international
currencies and the eventual return to an
international gold standard. Even mem-
bers of the United States delegation could
not agree among themselves, and Presi-
dent Roosevelt undermined the confer-
ence by announcing that the United
States would manage its monetary policy
to meet the needs of its domestic econ-
omy rather than fulfill conditions set for
international monetary cooperation.

Abandonment of the gold standard in
the United States aroused fears of infla-
tion, inspiring references to the French
Revolution and post–World War I Ger-
many. Nevertheless, there were voices of
support. Winston Churchill, responding
to the United States severance from the
gold standard, called the action “noble
and heroic sanity.” On July 3, 1933, John
Maynard Keynes responded to Roo-
sevelt’s announcement in an article (with
the headline “President Roosevelt is
magnificently right”), referring to the
new law as a “challenge to us to decide
whether we propose to tread the old
unfortunate ways, or to paths new to
statesmen and to bankers but not new to
thought. For they lead to the managed
currency of the future” (Schlesinger,
1959, 223).

Churchill later observed, perhaps
overstating the case:

The Roosevelt adventure claims
sympathy and admiration from all
. . . who are convinced that the fix-
ing of a universal measure of value
not based on rarity or abundance of
any commodity but conforming to
the advancing powers of mankind,
is the supreme achievement which
at this time lies before the intellect
of man. (Schlesinger, 1959, 224)

The treasury began, through the New
Deal–era Reconstruction Finance Cor-
poration, to purchase gold, at first
domestically and later in international
markets, driving up the price of gold in
dollars, which effectively devalued the
dollar in terms of gold. As the price of
gold was rising, Roosevelt fixed the
price officially at $35 per ounce. The
increase in the dollar price of gold sub-
stantially increased the value of the
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government’s gold holdings, creating a
windfall profit for the government that
supplied funds for the treasury’s stabi-
lization fund and later for the U.S. con-
tribution to the World Bank and
International Monetary Fund.

In the 1970s, the United States gov-
ernment stopped selling gold to foreign
central banks at $35 per ounce, ending
the fixed exchange rate between dollars,
gold, and foreign currencies. The price
of gold was allowed to fluctuate freely,
and the ban on the domestic ownership
of gold was lifted.

See also: Bretton Woods System, Gold, Gold
Standard, Gold Standard Amendment Act of
1931
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GOLD RUSHES

Nineteenth-century gold discoveries
sparked gold rushes—manias that rival,
if not eclipse, the major speculative
crazes that periodically rock financial
markets. England adopted the gold stan-
dard following the Napoleonic Wars, and
the United States was on a de facto gold
standard after 1834. The discovery of
gold in California in 1848 and in Aus-
tralia in 1851 increased the world’s mon-
etary gold reserves from 144 million
pounds sterling in 1851 to 376 million

pounds sterling in 1861, a increase of
161 percent over a 10-year period. The
gold discoveries enabled the United
States to become an official gold stan-
dard country, and supplied the monetary
reserves for the world to adopt the gold
standard in the last quarter of the 19th
century. Following the gold discoveries,
a silver monetary standard became the
mark of a low-income country.

On January 4, 1848, James W. Mar-
shal found gold on land in California
owned by a Swiss man named Sutter.
The discovery occurred nine days before
the United States signed a treaty with
Mexico making California, New Mex-
ico, Arizona, Nevada, and Utah part of
United States territory. The secret soon
leaked out—not in time to prevent the
signing of the treaty—and gold fever
infected the residents of San Francisco
and Monterrey, most of whom went
straight to the gold mines, leaving their
houses empty. Workers left employers,
and employers decided to join their
workers mining for gold. Soldiers
deserted, and ship captains were afraid
to make port for fear that sailors would
leave for the gold mines. Some ships lay
stranded in harbors, deserted by sailors
who took up prospecting. The popula-
tion of California had increased to
92,560 by June 1850, a sixfold increase.
By November 1852, the population
stood at 269,000, and by 1856, the pop-
ulation had topped half a million. Wages
at unheard-of levels lured immigrants,
who were content to leave the actual
mining to others and take jobs as cooks
or fill other skilled positions. Of course,
the price of life’s necessities also soared.

The repercussions of the Australian
gold discoveries were a bit mild com-
pared to the California experience. An
emigrant who had already prospected in
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California began in 1851 searching for
gold in the Northern Bathurst region of
Australia, an area geologists believed to
contain gold. Gold was discovered, but
the mines were scattered, a factor that—
coupled with a well-established sheep
industry—blunted the demographic
effects of the strike.

Something of the effect of these gold
discoveries can be gleaned from the
words of Karl Marx, who in 1859 men-
tioned in the preface to his Contribution
to the Critique of Political Economy that
the gold discoveries were a factor
encouraging him to continue his studies
of capitalism. He wrote:

The enormous material on the his-
tory of political economy which is
accumulated in the British
Museum; the favorable view which
London offers for the observation
of bourgeois society; finally, the
new stage of development upon

which the latter seemed to have
entered with the discovery of gold
in California and Australia, led me
to the decision to resume my stud-
ies from the very beginning and
work up critically new material.
(Vilar, 1976, 322–323)

The late 1890s saw another round of
gold discoveries. The monetary gold
stock of the United States more than
doubled between 1890 and 1900, thanks
to discoveries in Alaska and northeast
Canada, South Africa, and Australia. A
new cyanide process for extracting gold
from low-grade ores also added to gold
production.

In 1896, gold was discovered in the
Klondike area of Canada, along the
Yukon River, on a scale comparable to
the California gold discoveries. Twelve
dollars worth of gold could be separated
in a dish full of sand. Thirty thousand
prospectors, crossing a mountain range in
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Arctic conditions, arrived after a heroic
trial of endurance that could match the
hardships of any expedition or human
migration in history. Dawson City was
born, where miners held out against dis-
ease and starvation, and salt fetched its
weight in gold. Gold was found in other
provinces, and Canada became the
world’s third-largest gold producer.

Under the gold standard, a shortage of
monetary gold stocks led to falling
prices between 1875 and 1895, making
gold that much more valuable. As prices
fell, the scramble for gold increased in
intensity. Gold discoveries eased
monetary tightness, allowing prices to
rise, reducing the value of gold and the
intensity of the search for gold.

See also: Gold, Gold Dust, Gold Standard
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GOLDSMITH BANKERS

The goldsmiths of 17th-century London
developed banking in its modern form.
In one business enterprise goldsmiths
united functions such as: maintaining
safe storage of gold, silver, and deposits
of money; loaning out deposits of money
(as well as their own money); transfer-
ring money holdings from town to town
or person to person; trading in foreign
exchange and bullion; and discounting
bills of exchange. Before the goldsmith
bankers, these activities were scattered,
often as sidelines or by-products of other

trading activities. Around 1633, gold-
smith banking arose as an indigenous
form of banking in England. Before the
goldsmiths, banking in London was the
province of Italians, Germans, and par-
ticularly the Dutch.

The first step in the goldsmith evolu-
tion toward banking began when some
goldsmiths became dealers in foreign
and domestic coins. Goldsmiths who
specialized as coin dealers became
known as exchanging goldsmiths as
opposed to working goldsmiths. The
seizure of the mint in 1640 and the out-
break of civil war in 1642 sent people to
goldsmiths in search of safety for jew-
elry, gold, silver, and coins. The civil war
interrupted the normal goldsmith busi-
ness of forging objects from gold and sil-
ver. Instead, goldsmiths developed
facilities to store gold and silver deposits
in safety. The goldsmiths maintained a
running account of each depositor’s
holdings. They also conducted a prof-
itable business loaning out depositors’
gold, silver, and coins to government and
private customers. To meet the demands
from borrowers, goldsmiths turned to
paying interest on deposits and offering
time deposits.

The paperwork and record keeping of
these activities laid the foundation for
important innovations in banking. The
banknote (paper money) evolved out of
receipts for deposits at goldsmiths. The
depositor got a receipt with the deposi-
tor’s name and the amount of the
deposit. These receipts soon became
negotiable like endorsed bills of
exchange. Modern banking began when
these receipts were issued not just to
those who had deposited money but also
to those who borrowed money. Instead
of bearing the name of a particular
depositor or borrower, soon the receipts
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were issued to the “bearer.” Thus the
modern banknote came to life. The
Promissory Notes Act of 1704 ratified
the practice of accepting notes in
exchange.

The goldsmiths were thus the first to
develop checks. The British word
“cheque” came from exchequer, the
British term for “treasury.” The cheques
were named after the Exchequer orders to
pay. The first cheques evolved out of bills
of exchange and were called notes or
bills. The courts confirmed the negotiabil-
ity of endorsed bills and notes in 1697.

The paper records of credit transac-
tions and transfers of funds evolved into
a considerable supplement of the metal-
lic money supply. By the time Adam
Smith’s The Wealth of Nations was pub-
lished in 1776, banknotes in circulation
exceeded metallic coins. The money
supply of the capitalist economic system
was no longer limited to the supply of
precious metals.

See also: Bank, Check, Seizure of the Mint,
Stop of the Exchequer

References
Challis, C. E. 1978. The Tudor Coinage.
Davies, Glyn. 1994. A History of Money.

GOLD-SPECIE-FLOW
MECHANISM

David Hume (1711–1976), one of the
most famous philosophers in Western civ-
ilization, was the first to give a thorough
and complete explanation of the gold-
specie-flow mechanism, which is the
automatic adjustment mechanism that
balances the inflow and outflow of gold
under an international gold standard.

On a gold standard, a country’s
money supply, including paper money, is

directly proportional to domestic gold
holdings, including bullion and gold
specie. When a country imports goods
from abroad, making payment causes
gold to flow out of the importing coun-
try. When a country receives payment for
goods exported abroad, gold flows into
the country. In addition, investments in a
foreign country cause gold to flow out,
destined for the country receiving the
investment. When a country attracts for-
eign investment, gold flows in to pay for
the investment.

David Hume addressed the problem of
what happens when the outflow of gold,
owing to imports and investments in for-
eign countries, is unequal to the inflow of
gold from exports and foreign investment
attracted from abroad. He developed the
gold-specie-flow mechanism to explain
the forces that bring the outflow of gold
into balance with the inflow of gold, sta-
bilizing domestic money supplies.

If gold outflows exceed gold inflows,
domestic money supplies dwindle,
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putting downward pressure on domestic
prices. As domestic prices fall, domestic
goods become cheaper relative to
imported goods, decreasing gold out-
flows from imports. Also, falling domes-
tic prices lower the prices of domestic
goods in export markets, increasing gold
inflows from exports. Therefore, imports
decrease and exports increase, closing
the gap between the gold outflows and
gold inflows.

If gold inflows exceed gold outflows,
domestic money supplies balloon, putting
upward pressure on domestic prices. Ris-
ing domestic prices render domestic goods
less competitive in export markets,
decreasing gold inflows from exports.
Also, rising domestic good prices lift the
price of domestic goods relative to
imported goods, increasing gold outflows
from imports. Therefore, imports increase
and exports decrease until the gap between
gold inflows and gold outflows has closed.

Hume’s theory of the gold-specie-
flow-mechanism helped supply the
theoretical foundation of the gold stan-
dard as a stabilizing force in monetary
affairs.

See also: Balance of Payments, Foreign
Exchange Markets, Gold Standard
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GOLD STANDARD

Under a gold standard, the value of a unit
of currency, such as a dollar, is defined in

terms of a fixed weight of gold, and ban-
knotes or other paper money are convert-
ible into gold accordingly. Although the
monetary systems of individual coun-
tries have been based on the gold stan-
dard at times, all the economically
advanced countries of the world were on
the gold standard for a relatively brief
time—roughly from 1870 to 1914,
sometimes called the period of the clas-
sic gold standard.

The coinage of gold dates back to 700
BCE in the Mediterranean world, and it
continued during the Roman Empire.
Gold coinage disappeared from Europe
during the Middle Ages, but during the
13th century Florence popularized gold
coinage among Italian cities. The influ-
ence of the Italian cities seems to have
brought the practice of gold coinage to
England, where it caught on, particularly
after the mid-14th century. In 1663,
Charles II introduced a new English gold
coin called a “guinea.” From England
gold coinage then spread to the rest of
Western Europe.

At the opening of the 19th century, no
European country was on a gold stan-
dard or had developed a gold standard
system. England and other countries
coined both gold and silver and set the
conversion ratio at which gold could be
exchange for silver. England was still
officially on a sterling silver standard,
but in the 18th century the English
government overvalued gold relative to
silver, causing an outflow of silver and
an inflow of gold and lifting gold to a
position of preeminence in England’s
monetary system.

In normal times, banks redeemed
paper money out of reserves of specie
(precious metal coinage), but during the
wars with revolutionary France and
Napoleon, the Bank of England
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suspended the redemption of its bank-
notes in specie. After Napoleon’s defeat
in 1815, Parliament turned its attention
to the resumption of specie payments,
and passed the Coinage Act of 1816.
This act placed England definitely on the
gold standard, whereas the rest of
Europe remained on a silver or bimetal-
lic standard. In 1819, Parliament passed
the Act for the Resumption of Cash Pay-
ments, which provided for the resump-
tion by 1823 of the convertibility of
Bank of England banknotes into gold
specie. By 1821, the gold standard was
in full operation in England. Except for
England, most countries operated
bimetallic systems until the 1870s.
Under a bimetallic system both gold and
silver coins circulated as legal-tender
mediums.

The English banking system evolved
toward the use of Bank of England bank-
notes as reserves for commercial banks,
and the Bank of England became the
custodian of the country’s gold reserves.
The Bank of England learned to protect
its gold reserves by adjustments in inter-
est rates, using its bank rate and open
market operations to raise interest rates
and stem an outflow of gold. Higher
interest rates attracted foreign capital
that could be converted into gold, and
lower interest rates had the opposite
effect. Low interest rates were the natu-
ral results of a gold inflow.

By the end of the 1870s, France, Ger-
many, Holland, Russia, Austro-Hungary,
and the Scandinavian countries were on
the gold standard. The bimetallic system
became awkward because official con-
version ratios between gold and silver
often differed from the ratio that existed
in the precious metals market. Gold dis-
coveries in California and Australia
flooded markets for precious metals, and

gold began to replace silver as the circu-
lating medium in France and other Euro-
pean countries. The wars and revolutions
of the mid-19th century again forced
governments into issuing inconvertible
paper money. Governments often
restored convertibility by establishing
the gold standard. If the gold standard
had a golden age, it was between 1870
and 1914, when it acted as a brake on the
issuance of paper money. If prices in
Country A rose faster than prices in
Country B, residents of A would start
buying more goods from Country B.
Gold would flow out of Country A into
Country B, increasing the money supply
in Country B and decreasing it in
Country A. These money supply changes
lowered prices in Country A and raised
prices in Country B. These adjustments
restored equilibrium, eliminating the
need for further gold flows, and stabiliz-
ing prices at an equilibrium level.

World War I brought an end to the
gold standard, partly because the export
of gold was not feasible after 1914, and
partly because governments wanted the
freedom to print extra paper money to
finance the war effort. The end of World
War I set the stage for an international
scramble for gold as countries tried to
reestablish national gold standards.
Britain and France kept their currencies
overvalued in terms of gold, hurting the
competitiveness of their export
industries in foreign markets and causing
recessions at home.

The economic debacle of the 1930s
spelled the end of the gold standard for
domestic economies. Governments
wanted the freedom to follow cheap
money policies in the face of severe
depression. The United States Gold
Reserve Act of 1934 authorized the
United States Treasury to buy and sell
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gold at a rate of $35 per ounce of gold in
order stabilize the value of the dollar in
foreign exchange markets. This legisla-
tion laid the foundation for the world to
return to the gold standard for interna-
tional transactions after World War II.
The value of the dollar was fixed in gold,
and the value of other currencies was
fixed in dollars. The system only became
fully operational after World War II,
when most countries lifted bans on the
exportation of gold. This gold exchange
standard for international transactions
remained in effect until 1971.

In 1971, the United States, after
experiments with devaluation, sus-
pended the conversion of dollars into
gold as the only means of stemming a
major outflow of gold. Abandonment of
the gold standard preceded the strong
worldwide surge of inflation in the late
1970s, and critics attributed the inflation
to the loss of discipline provided by the
gold standard. The inflation of the 1970s
can be attributed to many factors, such as
shortages of important commodities,
powerful unions, monopolistic pricing,
and undisciplined monetary growth.

Most economists see the gold stan-
dard as a relic of history. In the absence
of the gold standard, governments and
monetary authorities enjoy more flexibil-
ity to adjust domestic money stocks to
meet the needs of domestic economies.
The experience of the 1980s and 1990s
suggests that countries can control infla-
tion without the gold standard.

See also: Dollar Crisis of 1971, Gold Standard
Act of 1900, Gold Standard Act of 1925,
Gold Standard Amendment Act of 1931
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GOLD STANDARD ACT OF
1900 (UNITED STATES)

The Gold Standard Act of 1900 put the
United States for the first time explicitly
on the gold standard, removing all traces
of the bimetallic standard based on gold
and silver. The United States remained
on a gold standard until 1933.

The world’s major trading partners
had been moving toward the gold stan-
dard since the United Kingdom adopted
the gold standard in 1821. Portugal
adopted gold as its standard in 1854,
even making British sovereigns legal
tender, and Canada went on the gold
standard in 1867. After Germany
adopted a gold standard in 1873, silver
began to lose ground as a monetized
commodity. The United States and
France ended free minting of silver soon
after Germany acceded to a gold stan-
dard. Austria-Hungary adopted a gold
standard in 1892, and Russia and Japan
did so in 1897.

In 1873, the United States ended free
minting of silver in legislation that pro-
voked no controversy at the time, but
later social protest and silver interests
kept the United States on a limited
bimetallic standard. The uproar inspired
a book, The Wizard of Oz, a monetary
allegory of the advantages of monetized
silver. The proponents of silver wanted
to return to the free minting of silver,
meaning that the treasury stood ready to
buy silver at $1.29 per ounce, above the
then-prevailing world market price of
silver. A return to a policy of free mint-
ing of silver would have increased
domestic money supplies and eased the
burden of a world trend of deflation that
was making itself felt in the United
States. At the Democratic Convention in
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1896 William Jennings Bryan, referring
to the enemies of silver and proponents
of a gold standard, exclaimed: “You
shall not press down on the brow of
labor this crown of thorns, you shall not
crucify mankind upon a cross of gold.”

Bryan lost the presidential election to
William McKinley, who favored a gold
standard but was slow to take action,
knowing that feelings ran high on the
issue. The Spanish-American War
galvanized public support for McKinley
and shifted the issues that held the atten-
tion of the voting public. On March 14,
1900, five days before the next Democra-
tic Convention, McKinley signed the
Gold Standard Act. Bryan, renominated
as the presidential nominee of the Demo-
cratic Party, launched a vigorous cam-
paign, again favoring free minting of
silver, but lost a second time. McKinley’s
reelection seemed to ratify the adoption

of the gold standard in the United States.
It is probable that increased world pro-

duction of gold, and particularly increased
United States gold reserves, accounts for
the United States becoming the most pow-
erful convert to the gold standard. Early in
the 1890s, the United States exported gold
to the rest of the world, but late in the
1890s, an excess of exports over imports
changed the United States to an importer
of gold. A substantial increase in tariffs on
imported goods may have caused the trade
surplus, coupled with a general revival of
the world economy. Also, world supplies
of gold rose significantly, partly due to
new discoveries in Alaska, Africa, and
Australia and partly due to a new cyanide
process that made lower-grade ores a prof-
itable source of gold. The annual world
output of gold grew from 5,749,306
ounces in 1890 to 12,315,135 ounces in
1900, and the U.S. monetary gold stock
doubled over the same interval.

The act unequivocally defined the
value of the dollar in terms of gold alone,
without reference to another metal. The
dollar was defined as equal to “twenty-five
and eight-tenths grains of gold nine-tenths
fine.” Responsibility for maintaining par-
ity fell to the secretary of the treasury. No
gold certificates were to be issued under
$20, and silver remained as a subsidiary
coinage and currency, with 90 percent of
silver certificates remaining under $10.

The act also set up a system of
reserves for national banks and substan-
tially reduced the amount of capital
needed to establish a national bank.
These measures had the expected effect
of increasing the quantity of banknotes
in circulation, which rose from $349
million in 1901 to $735 million in 1913.
These measures were also intended to
make the supply of banknotes more
elastic as the needs of trade varied. The
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elasticity of the currency, or lack thereof,
remained a source of economic
instability, leading to the establishment
of the Federal Reserve System in 1913.

The United States remained on the
gold standard until 1933 when the United
States government, facing the debacle of
the Great Depression, needed more flexi-
bility in its handling of monetary matters.
Like many governments around the
world at that time, the United States gov-
ernment felt that a domestic money sup-
ply, completely uncoupled from domestic
gold supplies, could be adjusted as
needed by the Federal Reserve System to
meet the needs of trade.

See also: Gold Standard, Gold Reserve Act of
1934
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GOLD STANDARD ACT OF
1925 (ENGLAND)

The Gold Standard Act of 1925 returned
the United Kingdom to the gold stan-
dard after the disruption of World War I,
signaling the beginning of a new gold
standard era that lasted until 1931.

Great Britain’s commercial supremacy
and financial leadership had secured the
gold standard as the international mone-
tary standard between the 1870s and
1914, the years of the classic gold stan-
dard. If there was a headquarters for the
international gold standard, it was Eng-
land, and the return of England to gold
after World War I was anxiously awaited.

Great Britain had not officially gone
off the gold standard during World War I,
but the risk of transporting gold under
wartime conditions effectively put an
end to the convertibility of pounds into
gold. After April 1919, the export of gold
was strictly prohibited except for freshly
mined gold imported from other parts of
the Empire.

To study the financial aspects of post-
war reconstruction the British govern-
ment in 1918 had appointed a
committee, soon called the Cunliffe
Committee after its chairman, Lord Cun-
liffe, governor of the Bank of England.
Nine of the 12 members of the commit-
tee were traditional bankers, perhaps
accounting for the deflationary recom-
mendations of the committee. From the
outset, the Cunliffe Committee assumed
that Great Britain should return to the
gold standard, and that the value of the
pound should be fixed at its prewar
value. The recommendations of the com-
mittee were phased in over a 10-year
period, including the return to the gold
standard in 1925.

Wartime inflation had continued at the
war’s end, lifting the 1920 price level
threefold higher than the 1913 price level.
In 1920, however, the postwar boom hit
the skids, and by 1922 prices were less
than twice the 1913 price level. The bout
of deflation was temporary but prophetic,
and the Cunliffe Committee would have
done well to heed the warning.

With the help of loans from the Fed-
eral Reserve Bank of New York and a
United States banking syndicate, Great
Britain returned to the gold standard.
The ban on the export of gold was lifted,
and the Gold Standard Act of 1925 made
the pound convertible into gold at prewar
parity. Unlike the classic gold standard
of the prewar years, gold coins no longer
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circulated domestically, and the public
could only convert Bank of England ban-
knotes into gold bars. To meet the needs
of international finance, the Bank of
England could have gold minted into
gold coins, but the British public could
not demand the convertibility of ban-
knotes into gold coins.

Perhaps the fateful mistake of the act
was the return of the pound to its prewar
value. The pound needed to depreciate to
enhance the competitiveness of British
exports in foreign markets, and to dimin-
ish the competitiveness of imported
goods in British markets. Great Britain’s
industry could not compete with German
industry and industry from other parts of
the world. England’s economy settled
into a sluggish recession, marked by mil-
itant labor-management clashes, strug-
gling along until the more devastating
collapse occurred in the 1930s.

The Bank of England had to keep
domestic interest rates up to make the
pound valuable in foreign markets, restrict-
ing the desire to convert pounds into gold,
and keeping Great Britain in possession of
its gold reserves. But domestic economic
problems limited the ability of the Bank of
England to raise domestic interest rates to
protect its gold reserves. A conflict
between the need to improve domestic
economic conditions and the need to sup-
port the pound put the Bank of England in
a difficult position. In 1931, the conversion
of pounds accelerated, causing a drain on
British gold reserves. The government sus-
pended its gold standard with the Gold
Standard Amendment Act of 1931. Great
Britain and the world’s trading partners
never returned to domestic gold standards
after the debacle of the 1930s. Later in the
1930s, a gold standard for international
transactions was established, lasting until
1971.

See also: Gold Exchange Standard, Gold Stan-
dard, Gold Standard Amendment Act of
1931, Gold Reserve Act of 1934
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GOLD STANDARD
AMENDMENT ACT OF

1931 (ENGLAND)

The Gold Standard Amendment Act of
1931 is a rather euphemistic title for an
act that marked the end of the interna-
tional gold standard. The gold standard
had provided the world with a stable
monetary system from the 1870s until
1914, and was regarded as the ideal
monetary system in the aftermath of
World War I. In the pre–World War I era,
Britain had been the major proponent
and custodian of the gold standard, and
the departure of Britain from the gold
standard permanently removed the world
from the gold standard.

Despite the interruption of World War
I the world had by the mid-1920s
returned to a gold standard that com-
bined elements of a gold bullion and
gold exchange. Countries held interna-
tional reserves to redeem national cur-
rencies at official rates, and these
reserves took the form of gold or leading
foreign currencies, mainly British
pounds and U.S. dollars, which were “as
good as gold.” The United States held
gold reserves well in excess of what was
needed to satisfy foreign claims, but in
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Britain foreign claims exceeded domes-
tic gold reserves, making Britain vulner-
able to an international liquidity crisis.

After World War I, Britain not only
committed itself to returning to the gold
standard, but also sought to fix the pound
at its pre–World War I value, which was
equivalent to $4.86 in the United States.
In 1925, Britain returned to the gold
standard with the pound at pre–World
War I parity in terms of gold and foreign
currencies, leaving the pound overvalued
in the new international order. The over-
valuation of the pound made British
exports more expensive in foreign mar-
kets and foreign imported goods less
expensive in British markets, increasing
the supply of goods in Britain relative to
demand. Deflationary effects of overval-
uation in Britain caused strikes, unem-
ployment, and recession, and forced on
the British government added social
spending, leading to larger budget
deficits. The Bank of England kept inter-
est rates high to attract foreign capital,
and discourage withdrawal of foreign
funds, together minimizing pressure to
redeem pounds into gold. High interest
rates also helped keep the British econ-
omy depressed.

With the onset of the Great
Depression of the 1930s, many smaller
countries lost export markets and began
to draw on reserves of foreign curren-
cies to pay for imports. Bank failures in
Austria and Germany weakened confi-
dence in foreign currencies, encourag-
ing redemption of foreign currencies
into gold. France, perhaps sensitive to
the feeling that the leading powers held
reserves in gold and that secondary
powers held reserves in foreign cur-
rency, took every opportunity to con-
vert its holding of pounds and dollars
into gold.

Britain first negotiated loans with the
central banks of France and the United
States, seeking to bolster its reserves and
weather a mounting crisis of confidence
in the pound. Later, the British govern-
ment arranged another loan from private
sources, but only after restricting gov-
ernment deficit spending, and curbing
expenditures on unemployment compen-
sation and wages of government work-
ers. The loans however were only
stopgap measures, and the drain on
Britain’s gold reserves continued.

On Saturday September 19, 1931, the
British government decided to suspend
gold payments, effective the following
Monday, September 21. The act was
rushed through Parliament on September
21 and read, “Until His Majesty by
Proclamation otherwise directs subsec-
tion 2 of section one of the Gold Stan-
dard Act of 1925 shall cease to have
effect.” The Gold Standard Act of 1925
had returned Britain to the gold standard.

Australia, New Zealand, Brazil, Chile,
Paraguay, Uruguay, Venezuela, and Peru
had already suspended gold payments.
Within a few weeks, most of the world’s
trading partners abandoned the gold stan-
dard or restricted foreign currency trans-
actions. By the end of 1932, only the
United States, France, Belgium, Switzer-
land, and the Netherlands remained on
the gold standard and maintained free-
dom of transaction in foreign currencies.
The United States abandoned the gold
standard in 1933, followed by the
remaining European countries in 1936.

See also: Gold Reserve Act of 1934, Gold Stan-
dard, Gold Standard Act of 1925
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GREAT BULLION FAMINE

Fifteenth-century Europe encountered a
severe shortage of precious metals—
particularly silver—that scholars have
named the Great Bullion Famine. The
worst years of the bullion famine lasted
from 1457 until 1464. Evidence of price
levels are scanty, but E. J. Hamilton,
author of a well-known study of the
16th-century price revolution, found evi-
dence that prices in Valencia and Aragon
dropped as much as 50 percent in gold
equivalents, and 25 percent in silver
equivalents from 1400 to 1500. Interest
rates that ranged between 4.875 and
8.375 percent during the first half of the
14th century in Italy, rose to a range
between 6 percent to over 10 percent
100 years later.

The reasons for the bullion famine lay
in the depletion of silver mines located
in what are now Germany, Austria, the
Czech Republic, and Slovakia, and a
European trade deficit with countries of
the Middle and Far East. Diminished
European silver production began with
the depopulation caused by the Black
Death epidemic of the 14th century, and
continued into the 15th century. A con-
tributing factor to the bullion famine was
the strong tendency to hoard precious
metals in plate, cups, jewelry, and treas-
ures of coin. Falling prices rendered
hoarding precious metal a productive
investment and hoarding was also a
means of protection against coinage
debasement.

A European trade deficit with the
Middle and Far East existed because

exotic goods from China and India—
spices, silks, cotton, and others—were
highly prized in Europe, but European
products—such as woolens from Eng-
land—were not valued in Eastern coun-
tries. Even falling European prices could
not erase the trade deficit. Precious met-
als, particularly silver, were strongly val-
ued in the Eastern countries, and
European precious metals sent to the
East in payment for goods never returned
in payment for exported European
goods. Precious metals were a European
export, and Eastern countries became a
sinkhole for those metals. The Eastern
countries exhibited the same strong
propensity to save that now is associated
with Japan, causing Japan to export
goods to the United States without buy-
ing a comparable volume of U.S. goods.

Mints closed down all across Europe.
A lack of bullion forced mints in the
Rhineland to close one after another
between 1440 and 1443. The English
mint at Calais shut down permanently in
1442, and at one point the Tower of Lon-
don housed the only mint in northwest-
ern Europe that remained active. As
early as 1392, the minting of silver in
France had dropped to a trickle, and
about the same time Sweden ended
minting silver for 20 years. At the height
of the bullion famine, mints closed down
in Flanders, Holland, Hainaut (south-
western Belgium), Dordrecht, and
Valenciennes.

The bullion famine was one of the not-
so-secret causes of the Age of Discovery.
Portuguese explorations down the coast
of Africa opened up new routes to sub-
Saharan gold. Christopher Columbus, in
his diary of his first voyage, mentions
gold 65 times. After the mid-16th
century, the discovery of silver in Latin
America put an end to the bullion famine,
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Europe entered an era of rising prices,
and trade with the Eastern world reached
a higher level of intensity.

See also: Ghost Money, Price Revolution in
Late Renaissance Europe, Silver Plate
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GREAT DEBASEMENT

The Great Debasement (1542–1551)
refers to the English crown’s policy of
coinage debasement during the reigns of
Henry VIII and Edward VI. Coinage
debasement occurred when governments
replaced to a significant degree the gold
or silver content of coinage with a base
metal such as copper. By reducing the
value of gold or silver content relative to
face value, governments extracted use-
able revenue from domestic money
stocks. This stratagem was called
debasement because each coin was
worth less in terms of its precious metal
content.

Normally, the face value of the coined
money exceeded its production cost,
including the cost of the precious metals.
This difference, which the crown earned
as a profit, was called seigniorage. The
crown of England, like many govern-
ments, held an exclusive monopoly on
the privilege to coin money from pre-
cious metals, and used the profits of
seigniorage to help pay for government
expenditures.

During the Great Debasement, the
English crown’s profits from debase-

ment rose to unreasonable levels. In
March 1542, the value of the silver con-
tent of each English coin averaged 75
percent of each coin’s face value. By
March 1545, the value of the silver con-
tent had fallen to 50 percent, and by
March 1546 to 33.33 percent. The value
of each coin in silver content fell to
only 25 percent of face value by the
time the debasement had run its course
in 1551.

During a period of coinage
debasement, a mechanism called Gre-
sham’s law comes into play. Gresham’s
law is sometimes expressed as bad cur-
rency drives out good currency. House-
holds and businesses will hoard the
good (or undebased) coinage, and use
the debased coinage to pay for goods
and services. The result is that only the
debased currency remains in circula-
tion, and the good currency goes into
hiding or is spent on goods from foreign
countries where the debased currency is
not legal tender and therefore not
accepted.

In 1551, the English government
under Elizabeth I instituted a plan to
retire the debased currency and replace
it with currency the face value of which
corresponded with its precious metal
content. Because of Gresham’s law,
retiring the debased currency was a
tricky affair because households and
businesses tend to hoard good coinage
and pay debts with debased coinage. To
retire the debased currency the govern-
ment enacted laws forbidding the out-
flow of good coinage to foreign
markets, and ending the legal-tender
status of the debased coinage beyond
certain date.

During the gold standard era, gov-
ernments achieved the same purpose as
debasement by increasing the paper
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money in circulation relative to the gold
bullion held in reserves. Debasement,
like printing excess paper money, was a
secret form of taxation that monarchs
could impose, often without receiving
the approval of representative bodies
such as Parliament. The secret tax made
itself felt by increasing prices relative to
measures of wages and other incomes.

An apologist for the debasement poli-
cies of the English crown might point to
the need to build up the English navy and
finance other public defense
expenditures. Critics would answer that
Henry VIII was fond of building palaces.
Whatever the driving force of debase-
ment, the public gradually lost faith in
the ability of governments to manage
money supplies without oversight from
private financial sectors that are affected
by monetary mismanagement. In the
United States, a quasi public-private
agency, the Federal Reserve System, reg-
ulates the money supply, largely
independent of the executive and legisla-
tive branches of government. Studies
have shown that in the 1970s countries
with independent monetary authorities
experienced lower inflation rates than
countries with monetary authorities
dominated by government authority.

See also: Byzantine Debasement, Dissolution
of Monasteries, Gresham’s Law
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GREEK MONETARY 
MAELSTROM: 1914–1928

Between 1914 and 1928, Greece saw
annual inflation rates vary from 85 percent

to 11 percent, and monetary experiments
that rank among the strangest in history.

The seeds of Greece’s monetary dis-
order were sown in the middle to late
19th century, when the National Bank of
Greece, founded in 1841, gradually
acquired a virtual monopoly on the pre-
rogative to issue banknotes and became
the primary creditor of the government
of Greece. The bank was founded as a
private bank whose principle stock-
holder was the government, and it domi-
nated the monetary affairs of Greece,
acting as a central bank until the estab-
lishment of a genuine central bank in
1928. The bank also made loans to the
private sector.

Originally, the government conferred
on the National Bank the privilege to
issue banknotes as long as the bank stood
ready to convert its banknotes into gold.
The government, however, suspended
convertibility on four separate occasions:
right after the 1848 revolutions, again
from 1868 to 1870, from 1877 to 1884
when the government borrowed heavily,
and last from 1885 to 1928.

Inflation reared its head during the
prolonged era of suspended
convertibility, but never reached the
frenzied hyperinflation levels that
characterized post–World War I
Germany, Austria, Hungary, and
Poland. Between 1914 and 1928, the
cost of living index rose 868 percent,
perhaps reflecting the threat of losing
access to foreign capital that may have
helped Greece keep a tight rein on its
monetary affairs. Between 1895 and
1910, international financial pressure
put Greece on a stricter monetary dis-
cipline, requiring the government to
withdraw and burn 2 million drachmas
in banknotes each year. This pressure
came from imperialistic powers with
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vast financial resources, such as
Britain, and served some of the same
functions now performed by the Inter-
national Monetary Fund. The Allies
lifted these controls during World War
I and even granted credits to Greece,
allowing Greece to substantially
increase the issuance of banknotes.
The credits were never realized, fur-
ther adding to the supply of unsecured
banknotes in circulation.

The government budget of Greece
was clearly in the surplus column at the
opening of World War I, but by 1918
red ink had shown up in the deficit col-
umn. The costs of the war in Asia Minor
sent the budget deficit soaring, and by
1922, the government was unable to
raise additional revenue either from tax-
ation or borrowing from traditional
sources.

Under the duress of a deficit-ridden
budget, the government of Greece car-
ried out one of the most fantastic pubic
finance schemes in history. On March
25, 1922, the government ordered all cit-
izens to physically cut in half banknotes
in their possession. One half of each
banknote was to be retained by its owner
and could continue to circulate at half of
its face value. The owner was to surren-
der the other half to the government and
receive in exchange a 20-year loan at 6.5
percent interest.

The National Bank of Greece
exchanged with the government fresh
notes for the canceled halves, making the
whole process a means of raising a loan
for the government. The government
enacted a similar measure again on
January 23, 1926, this time putting three-
fourths of the value of the note in the
hands of the owner, and the remaining
one-fourth the government took in
exchange for a 20-year loan at 6.5 percent

interest. Despite, or because of, these
unorthodox financing measures, inflation,
after reaching a peak of 85 percent in
1923, steadily subsided until the end of
the decade, even dipping into the negative
range in 1930. The establishment of the
Bank of Greece, a genuine central bank,
began monetary rehabilitation, helping
Greece to experience monetary stability
during the decade of the Great Depres-
sion.

See also: Bisected Paper Money
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GREENBACKS 
(UNITED STATES)

Greenbacks were the fiat money that the
United States government issued during
the Civil War. Fiat money, or inconvert-
ible paper money, is money that cannot
be converted or redeemed into a pre-
cious metal such as gold or silver. By
the close of the Civil War, greenbacks
and related U.S. government notes
accounted for about 75 percent of the
money in circulation, largely displacing
banknotes of state banks, the principle
currency in circulation before the Civil
War.

The United States government was
not the first to issue inconvertible paper
money during the Civil War, but was
preceded by commercial banks. The
secretary of the treasury of the new Lin-
coln administration, Salmon Portland
Chase, who came to that office without
financial experience, possessed a naïve
faith in “hard money.” The government
borrowed heavily from banks to finance
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the difference between $6 million in tax
revenue and $25 million in expendi-
tures. When the government took out
bank loans, it demanded payment in
specie, and the specie was not rede-
posited in banks, but was removed from
the banking system. Fears about the ulti-
mate success of the war led the public to
hoard specie. On December 30, 1860,
banks in New York suspended specie
payments on banknotes and deposits,
and banks in other parts of the country
soon followed. The government began
issuing “demand notes” and the country
was effectively put on an inconvertible
paper standard.

On December 30, 1860, Congress
entertained the first proposal for issuing
legal-tender notes (fiat money) to defray
government expenses. Bankers raised a
howl about the government issuing fiat

money and dispatched a delegation to
advise the secretary of the treasury and
Congress on ways to finance the war.
This delegation urged a program of
heavy taxation and borrowing in long-
term capital markets to finance
government spending as an alternative to
the issuance of fiat money.

Government officials weighed the
alternatives: the issuance of legal-tender
fiat money, or an issue of long-term
government bonds. Given the poor
credit reputation of the government, the
paper money was bound to depreciate in
value, but bonds would have to pay high
interest rates to attract buyers. The gov-
ernment chose the issuance of fiat
money, and the only remaining question
for debate was whether Congress would
clothe the fiat money with the legal sta-
tus of legal-tender money.

On February 25, 1862, Congress
adopted an act providing for the
issuance of notes that were lawful
money and legal tender in payment of
all debts public and private. The govern-
ment issued $150 million of these notes,
$50 million of which went to retire
demand notes the government had
already issued. The new notes were
called greenbacks. The legal-tender pro-
vision contained two noteworthy
exceptions. The government demanded
payment of import duties in gold coin,
and the government committed itself to
paying in gold coin the interest earned
from government bonds.

To dampen inflationary pressures, the
government devised means of diverting
greenbacks from the spending stream.
The greenbacks could be used to buy
treasury bonds paying 6 percent interest
redeemable after five years and maturing
after 20 years. Also, the treasury
accepted deposits of greenbacks, paying
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Sheet music from an 1863 song entitled
“Greenbacks: New Song for the Times.” The
song lyrics lampooned the greenback currency
that was issued by the federal government
under President Abraham Lincoln during the
Civil War. (Library of Congress)



5 percent interest, and redeemable with
10 days notice. The option of converting
greenbacks to Treasury bonds was
removed in subsequent bills that author-
ized the issuance of additional green-
backs.

Prices more than doubled during the
Civil War. In June 1864, Congress set a
limit of $450 million on the issuance of
greenbacks, a limit that was never
exceeded. After the Civil War, various
interest groups dreaded the deflation
that would likely follow the reduction
of the supply of fiat money in circula-
tion.

It was 1879 before the federal govern-
ment began redeeming greenbacks with
specie, and joined the world’s major
trading partners on a worldwide gold
standard. The greenback experience was
prophetic in light of the 20th century’s
widespread adoption of inconvertible
paper money.

See also: Legal Tender, Pacific Coast Gold
Standard
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GRESHAM’S LAW

Gresham’s law is often stated in a sim-
plistic and aphoristic form as “bad
money drives out good money.” It means
in practice that if two coins are in circu-
lation, perhaps one silver and one gold,
the public always wants to hoard the

coin that has a face value equal to or less
than the market value of the coin’s pre-
cious metal value. In turn, the public will
use coins with a face value greater than
their market value as precious metal to
pay off debts and pay for goods and serv-
ices. Coins with a face value less than
the market value as precious metal can
always be melted down and sold for a
profit, causing these coins to disappear.
The “bad money,” sometimes called
“debased money,” is the money with a
face value greater than the market value
of its precious metal content, and it
becomes the medium of circulation. The
“good money” is the money whose face
value is comparable to the market value
of its precious metal content, and holders
of good money are reluctant to give it up.
In a country with debased money circu-
lating alongside good money, the latter
tends to flow into the hands of foreign-
ers, domestic hoards, or goldsmiths’
melting pots, leaving only bad money in
circulation, thus the phrase “bad money
drives out good money.”

Gresham’s law owes its name to Sir
Thomas Gresham, the foremost financial
wizard of the Elizabethan era, who acted
as a councilor to Elizabeth I and as the
royal agent in European financial mar-
kets. England was on the silver standard,
and during the mid-16th century, the sil-
ver value of England’s silver coinage had
dropped from 75 percent of face value to
25 percent. Only three ounces of silver
was in a coin that had a face value equiv-
alent to 12 ounces of silver. Elizabeth I
inherited the confusion and monetary
disorder of the debasement policies of
her predecessors, who had practiced
debasement to build up England’s mili-
tary defenses. Sir Thomas Gresham for-
mulated Gresham’s law to explain the
difficulty of introducing good money in
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a monetary environment dominated by
bad money, explaining how bad money
would drive out the good money. Gre-
sham explained that the government ran
the risk of coining full-valued money
that would only end up in the hands of
foreigners and the goldsmiths while the
bad money remained in circulation. Gre-
sham devised a policy based on a quick
recall, revaluation, and recoinage of
debased money combined with severe
legal penalties for melting down or
exporting the new coinage.

Although Gresham received the credit
for formulating a law still discussed in
modern economic textbooks, he was not
the first to put the law into words. Aristo-
phanes, the great comedic playwright of
ancient Greece, writing in 405 BCE,
remarked concerning Athens, “In our
Republic bad citizens are preferred to
good, just as bad money circulates while
good money disappears” (Angell, 1929,
98). A French theologian, Nicholas
Oresme (c. 1320–1382) wrote a book, A
Treatise on the Origin, Nature, Law, and
Alterations of Money, in which he
explained the operation of Gresham’s law
as one of the consequences of debasement.

In the modern world inflation of paper
money has replaced debasement of
coinage as a means of extracting more
revenue for financially strapped govern-
ments. Gresham’s law can sometimes be
seen in operation in countries where
domestic currencies are depreciating
from inflation, and United States dollars
are hoarded as a preferred currency.

See also: Great Debasement
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GUERNSEY MARKET
HOUSE PAPER MONEY

Guernsey Island, second largest of the
Channel Islands, home to the famous
Guernsey dairy cows, boasts of one of
the more interesting paper money exper-
iments in monetary history. The parlia-
ment of Guernsey Island, called the
States, hit on the scheme of issuing
paper money to pay for the construction
of public facilities, and in turn reclaim-
ing the paper money in payment for rent
on the use of the finished facilities.

In April 1815, the Guernsey States
appointed a committee to investigate a
proposal for enlarging the Guernsey
meat market. The committee recom-
mended the issuance of 1-pound state
notes, beginning with a 3,000 pound
issue. These 1-pound notes were ear-
marked to pay the costs of material and
wages for construction of the enlarged
Guernsey meat market. According to the
plan, those who used the building would
have to pay rent in these 1-pound notes.
As these notes fell into the hands of the
government of Guernsey as payment for
rent, they would be destroyed, and
therefore canceled. According to the
committee report:

Thus at the end of ten years, all the
Notes would be cancelled and the
States would be in possession of an
income of 150 pounds per annum,
which would be a return to the 3,000
pounds spent by them. Looked at
from all sides, the scheme shows
nothing but the greatest advantage
for the public and for the States.
(Angell, 1929, 267)

In 1820 and 1821, the Guernsey States
issued over 4,000 pounds in 1-pound
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notes to pay off its public debt. In 1826,
the States authorized another paper issue
of 1-pound notes to pay for Elizabeth
College and parochial schools. This
authorization set a limit of 20,000
pounds on notes in circulation.

In 1827, the States authorized another
issue of 11,000 pound notes to pay for
improvements to Rue de la Fontaine, a
street adjoining the market. Again the
rents related to the project would reclaim
the notes, leading to their cancellation.
Other note issues were approved.

In 1828, the States appointed the
Finance Committee “to replace the used
and worn-out Notes by new Notes,
payable at the same time as the
destroyed notes would have been.” In
1829, a member of the Finance Commit-
tee observed that the volume of notes in
circulation had risen to 48,183.

The Guernsey States experiment
with paper money is one of the most

interesting in history. It was a success-
ful and productive use of a paper money
issue that commanded value independ-
ent of a gold standard. It never climaxed
in an inflationary finale that seemed to
be the outcome of a merciless logic
inherent in all the early issues of paper
money. One important characteristic
that distinguished the Guernsey paper
money experiment from other early
experiments was this: Unlike earlier
paper money, often inspired by wartime
expenditures, the Guernsey paper
money issue went to pay for the pro-
duction of durable, income-earning
wealth. Therefore the nongold wealth of
the community kept pace with the
growth in paper money even though the
amount of gold in the community may
have declined.
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HIGH-POWERED MONEY

High-powered money is sometimes called
the “monetary base.” It includes all cash,
even vault cash at commercial banks, and
commercial bank deposits at Federal
Reserve Banks, which are redeemable in
cash. These assets are called “reserves”
because commercial banks hold them to
honor checking account withdrawals during
times when withdrawals exceed new
deposits. New loans are also made out of
reserves in the sense that a bank with no
reserves would have no funds to loan out.
The term “high-powered” is a reference to
the fact that a $1 increase in the volume of
high-powered money will cause the most
narrowly defined measure of the money
stock to increase by about $2.50.

High-powered money is important
because it represents net wealth to the pri-
vate sector. In contrast, checking account
money, called demand deposits, represents
an asset to the owner of the checking
account, but represents a liability from the
perspective of the bank, which owes that
money to a customer on demand. The

liability cancels out the asset, leaving a net
effect of zero on the net wealth of the private
sector. Commercial bank deposits at a
central bank represent a liability to the central
bank. However, a central bank is a government
or quasi-government agency that is not con-
sidered part of the private sector.

The narrowest definition of the money
stock, called M1, includes checkable
deposits and circulating currency, but not
vault cash at commercial banks. Because
M1 includes checking deposits and
excludes vault cash, it is possible for the
supply of high-powered money to change
without a change in a money stock meas-
ure such as M1. Normally, a 1 percent
increase in the supply of high-powered
money will lead to a 1 percent increase in
M1, the most narrowly defined measure
of the money supply in the United States.

The concept of high-powered money is
important because central banks directly
control high-powered money and exert only
indirect control over measures of the
money supply, which are influenced by the
willingness of commercial banks to make
loans out of reserves.



See also: Bank, Central Bank, Legal Reserve
Ratio, Monetary Aggregates, Monetary
Multiplier
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HOT MONEY

The term “hot money” in an economic or
financial context refers to money that
quickly shifts between financial markets in
search of the highest short-term interest
rate or rate of return. “Hot money
investors” are investors who jump into and
out of short-term investments, sometimes
driven to act in mass by a seemingly herd
mentality. The term does crop up in criminal
investigations where it refers to marked
bills or new currency with consecutive
serial numbers. Such currency bears the
name “hot money” because it can be easily
identified and linked to a specific crime.

In today’s world of globalization and
financial liberalization, the term “hot
money” in the popular media usually
refers to the use of the term in an eco-
nomic or financial context. Even from
the economic and financial perspective,
“hot money” can carry different shades
of meaning. Banks often think of
deposits from foreign and institutional
investors as being hot money because
these deposits are large and may be sud-
denly and unexpectedly withdrawn.
Questions about a bank’s solvency or
higher interest rates in other places can
cause a mass exodus of these deposits.
To a buffer against the volatility of hot
money, banks may cultivate a large base
of consumer and household deposits.

As trading strategies of investors and
speculators have grown in complexity,
the influence of hot money has been felt
in markets normally outside the sphere
of risky speculation. In 2006, observers
expressed concern about the influx of hot
money in to the U.S. municipal bond
market, one of the drabber and quieter
financial markets (Pollock, 2006). Usu-
ally investors in these bonds are U.S.
investors because the interest rate paid
by these bonds, although lower that the
interest rate paid on other bonds, is
exempt from federal taxation. Foreign
investors began investing in these bonds
after they found a way to place leveraged
bets on a divergence between the prices
of municipal bonds and non–tax-exempt
bonds. Some investors feared that than a
mass exodus of foreign investors would
cause the market for these bonds to
plummet.

In 2005, some analysts and investors
saw hot money behind a large run up of
oil prices and the greater volatility in oil
prices (Sesit and Reilly, 2005). They
blamed hedge funds making use of large
computer programs, organizations that
unlike airlines and utilities had no direct
need to purchase oil.

Hot money is often cited as a disrup-
tive factor in international capital flows,
allowing sudden shifts that can spark con-
tagious financial crises. In 2008, Chinese
officials expressed concern about the
excess inflow of hot money (McMahon,
2008). Foreign investors depositing
money in China gained in two fronts.
First, Chinese interest rates stood nearly
twice U.S. levels. Secondly, between Jan-
uary and May of 2008, Chinese currency
gained in value 4.2 percent relative to the
U.S. dollar. Observers had credited hot
money for drastic fluctuations in China’s
booming stock market and real estate
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market. Unlike many countries, China
has strict controls on foreign capital
movements that should restrain inflows
and outflows of hot money, but foreign
investors have found ways to get around
the controls. One way of getting around
the controls involves inflating receipts of
legitimate trade and investment transac-
tions. Chinese officials have no way of
knowing exactly how much hot money
has entered China. China’s case is inter-
esting in that it shows that controlling
movements of hot money can be difficult.

See also: Capital Flight
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HOUSE OF ST. GEORGE

The House of St. George was a Genoese
public bank, one of the first organized. It
is regarded as a direct ancestor of the
modern central banks, acting both as a
state treasury and a private bank. During
the 16th and 17th centuries, the banking
industry would briefly lift Genoa to the

leadership of the capitalist world, with
Genoese merchant bankers conducting
business throughout Europe, making
loans and transferring funds.

In a war with Venice during the 14th
century, the city of Genoa had raised
money from citizens in return for prom-
issory notes. At the end of the war,
Genoa pledged the customs dues from its
port to redeem the notes. In 1407, the
creditors organized themselves into a
bank, the Casa di San Georgio, or House
of St. George, appointed eight directors
to watch after their investments, col-
lected taxes, and made loans to the state.
The bank’s Renaissance palace can still
be seen in the Piazza Caricmento.

The House of St. George was what
Adam Smith called a “bank of deposit.”
Coins from all parts of the world were
deposited with the bank. The ownership
of the deposits, called “bank money,”
changed hands by book-keeping entries at
the bank in the presence of a notary, sim-
ilar to the Bank of Amsterdam or Bank of
Hamburg. Shares of stock in the bank
also acted as a medium of exchange and
changed hands through book-keeping
entries. The Genoese government paid
interest on the public debt in three-year
installments, and accounts of accrued
interest that were payable also exchanged
ownership in the capacity of money.

The House of St. George is credited
with being the first bank to issue ban-
knotes, not in specific denominations
such as 100 or 1,000, but on an individual
basis for large deposits. Each note was
written out in hand, and the ownership
could be passed on by endorsement.
These handwritten notes could represent
either a deposit of gold or silver, or shares
of stock in the bank.

Genoa’s control of European finances
was brief. Repeated bankruptcies of the
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Spanish crown may have scared the
Genoese bankers, or perhaps the Dutch
and English demanded more involve-
ment in the shipment and distribution of
the precious metals from the New World.
By 1647, Dutch ships carried Spanish
silver directly to the Low Countries.

See also: Bank of Deposit, Bank of Venice,
Bills of Exchange
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HYPERINFLATION
DURING THE AMERICAN

REVOLUTION

On June 22, 1775, the First Continental
Congress, struggling to finance the Rev-
olutionary War effort without power to
tax or borrow, authorized the issuance of
$2 million in bills of credit. These bills
of credit, soon to be known as “conti-
nentals,” were issued with the under-
standing that individual states would
redeem them according to an apportion-
ment based on population. The Congress
had considered, but rejected, another
option that would have assessed to each
state a sum of money to be raised by the
issuance of state notes on the authority
of each state government.

Congress issued an additional $4 million
in continentals before the year was out.
These were scheduled for redemption
between the years 1779 and 1986, and,
contrary to a suggestion from Benjamin
Franklin, paid no interest. The plan for
each continental to bear the signature of
two members of Congress fell by the

wayside, and Congress hired 28 individ-
uals to sign the bills. Congress continued
to run the presses, authorizing the
issuance of $241,552,780 in bills of
credit before voting to limit circulation to
$200 million in bills of credit toward the
end of 1779. After 1779, Congress
ceased the issuance of continentals.

Congress issued the continentals
because the states did not want to levy
taxes to finance a war that was partially
sparked by anger over English taxation
of the colonies. Desiring to tread lightly
on taxes, the individual state govern-
ments issued $210 million of their own
notes between 1775 and 1780, further
fanning the flames of inflation.

Although the states shied away from
levying taxes to redeem continentals,
they complied with the request from
Congress to declare continentals legal
tender. To reinforce the state action,
Congress passed resolutions to shame
people into accepting continentals in
payment for goods. After hearing of one
instance of an individual refusing to
accept continentals, Congress resolved
(November 23, 1775): “That if any person
shall hereafter be so lost to all virtue and
regard for his country as to refuse. . . ,
such person shall be deemed an enemy
of his country.” Until the end of 1776,
price inflation remained relatively tame,
but then inflation began to gather
momentum, becoming runaway in 1779
when the ratio of continentals to specie
in face value increased from 8:1 to 38:1.

In December 1776, the New England
states held a price convention in Provi-
dence, Rhode Island, that called for less
paper money and more taxation, and that
developed a recommended set of prices
for farm labor, wheat, corn, rum, and
wool. The New England states enacted
these price recommendations into law,
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and Congress urged other states to do the
same. Congress also gave its blessing for
states to assume the authority to confis-
cate hoarded goods. Citizens held mass
meetings denouncing price increases,
and irate women raided shops that
reportedly were hoarding goods. Mer-
chants had to defend themselves in court.
Philadelphia protesters hanged in effigy
a specie dollar to protest dealers refusing
to accept paper money.

In 1778, a second price convention set
forth a list of recommended prices, and
Congress seemed ready to legislate, calling
for a price convention in 1780. Congress
also asked the states to formulate price
recommendations on the assumption that

prices were 20 times higher than they
were in 1774. Congress gave up on the
idea of fixing prices, however, and in
March 1780, Congress asked the states to
remove punitive legislation against those
refusing to accept continentals.

After 1779, the depreciation of continen-
tals continued, the face value ratio of conti-
nentals to specie raising to 100 to 1 by
January 1781. The ratio of 100 to 1 became
the official ratio at which Congress converted
continentals into interest-bearing, long-term
bonds under the funding act of 1790.

The experience of the continentals
became a lesson in the evolution of paper
money—a lesson that had to be
relearned many times. The issuance of
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to standardize and control the currency system. (Library of Congress)



inconvertible paper money became the
accepted practice worldwide as govern-
ments learned to maintain its value by
restricting its supply.

See also: Hyperinflation in the Confederate
States of America, Hyperinflation during the
French Revolution, Hyperinflation in
Post–World War I Germany, Inconvertible
Paper Standard, Hyperinflation during the
Bolshevik Revolution
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HYPERINFLATION
DURING THE BOLSHEVIK

REVOLUTION

In the aftermath of the Bolshevik seizure
of power (1917), Russia experienced a
bout of hyperinflation comparable to the
hyperinflation of the French Revolution,
sending prices to levels more than 600
million times higher than 1913 levels.

The imperial Russian Government
resorted to inflationary finance to sustain
itself through World War I. On the eve of
World War I, Russia boasted of the largest
gold reserves in Europe, which backed 98
percent of the Russian banknotes in cir-
culation. The treasury held large gold
reserves to back paper rubles. Tax revenue
from taxes levied on the manufacture and

sale of alcohol, one-fourth of the trea-
sury’s revenue, fell because of a newly
enacted law against alcohol consumption.
Tariff revenue also dropped significantly
with the onset of war. Instead of direct
taxes and internal war bond financing, the
government turned almost exclusively to
paper money and foreign loans to finance
the war.

On July 27, 1914, the government
suspended specie payments on paper
rubles. The gold reserve requirement for
the issuance of banknotes also came to
an end. The government doubled the
supply of paper money at the beginning
of the war when it issued an additional
1.5 billion rubles. The issuance of paper
money continued until the supply had
increased fourfold by January 1917. The
issuance of paper money increased 100
percent in France and 200 percent in
Germany over the same time frame.

This wartime finance led to monstrous
price increases, and set a precedent that
the Bolsheviks would continue to accel-
erate the revolution. Inflation forces
remained dormant through the first half
of 1915 because the war blocked exports,
which increased domestic supplies.
Toward the end of 1915 inflation began to
accelerate rapidly, and by the end of 1916
prices were four times higher than their
1913 levels. From 1913 to October 1916,
the price of wheat flour rose 269 percent,
buckwheat by 320 percent, salt by 500
percent, meat by 230 percent, and shoes
and clothes by 400 to 500 percent. The
cost of living grew two or three times
faster than wages, and food and fuel
shortages were common in urban areas.
Workers formed cooperatives to purchase
food and other necessities at lower
prices. The government helped maintain
order by threatening to induct into the
army anyone who caused trouble.
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Worker discontent became the politi-
cal base that drove the revolution. Long
lines of people waited to buy bread, and
by the time workers were off work the
shops no longer had bread on the
shelves. The anger of the workers
mounted as food and fuel became scarce,
and strikes erupted in Petrograd, the
largest industrial center.

In 1917, the revolution began in
earnest. Nicholas I abdicated in March
1917, followed by the Bolsheviks’ seizure
of power in October 1917. Throughout
1917, prices rose more rapidly, topping
7.55 times their 1913 level by October
1917. The supply of rubles in circulation
rose to 19.6 billion, compared to 2.4 billion
in the first half of 1914. After the October
coup, the tax system fell apart and the new
government counted on the printing
presses to finance government spending.
In 1918, notes were printed in denomina-
tions up to 10,000 rubles. By October 1918,
prices had grown to 102 times their 1913
level, and to 923 times in October 1919.

In May 1919, the government com-
pletely unleashed the supply of paper
money. The only restriction on printing
of fresh paper money was the supply of
ink and paper. The government used gold
holdings to buy printing supplies abroad.
Nearly 50 percent of the treasury’s
budget went for the cost of printing paper
money. In 1919, the supply of paper
money in circulation grew to 225 billion.
In 1920, it reached 1.2 trillion and dou-
bled again in the first half of 1921. In
1921, notes were issued with face values
up to 100,000 rubles. By 1923, prices
were 648,230,000 times their 1913 level.

In 1922, a new ruble was introduced
that was equal to 10,000 of the old rubles.
This currency reform did not halt infla-
tion, and in 1923, a newer ruble was intro-
duced that equaled 1,000,000 of the 1922

rubles. Also, the government introduced a
parallel currency called the chervonetz
that was linked to gold. This currency
remained in circulation until 1928.

Revolutions are often attended with
episodes of hyperinflation. The French
Revolution, the American Revolution,
the Bolshevik Revolution, and the Com-
munist Revolution of China were
attended with episodes of hyperinflation.

See also: Hyperinflation during the American
Revolution, Hyperinflation during the
French Revolution, Hyperinflation in
Post–World War I Germany, Inflation and
Deflation
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HYPERINFLATION
DURING THE FRENCH

REVOLUTION

The famous English economist John
Maynard Keynes, commenting on an
observation of Lenin, wrote:

Lenin is said to have declared that
the best way to destroy the Capi-
talist System was to debauch the
currency. . . . Lenin was certainly
right. There is no subtler, no surer
means of overturning the existing
basis of society than to debauch the
currency. The process engages all
the hidden forces of economic law
on the side of destruction. And does
it in a manner which no one man in
a million is able to diagnose.
(Keynes, 1920, 236)
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No doubt Lenin and Keynes were
familiar with the role of inflation during
the French Revolution.

In October 1789, the French National
Assembly found itself in a desperate sit-
uation. Tax revenue fell far short of
expenses, and the government survived
day by day with advances from the Bank
of Discount, a bank that largely loaned
funds to the government. The bank
declared itself out of funds, and the
Assembly needed resources to complete
the revolution. The Assembly met the
financial crises with two important and
interrelated measures. It confiscated
church lands, and it created an “extraor-
dinary treasury” charged with raising
400 million livres by selling assignats,
which were certificates of indebtedness
bearing 5 percent interest. The govern-
ment announced its intention to sell the
church property and take assignats in
payment. The church property in effect
served as collateral for the assignats.

The assignats met with less than a
hearty reception, because it was not clear
which lands would be sold to creditors.
In August 1790, the Assembly turned
assignats into banknotes and added an
extra 800 million livres to the issue. The
decree specified that the total number of
assignats in circulation should never
exceed 1,200 million livres. The new
assignats bore no interest and could be
acquired by anyone, whereas the first
issue was available only to creditors of
the government. Instead of just liquidat-
ing the national debt, the government
took to issuing assignats to pay for
deficit spending.

By mid-1792, the inflation horse was
definitely out of the barn; prices rose 33
to 50 percent while wages lagged far
behind. In January 1793, a mob stormed
stores in Paris, and in February, a

scarcity of soap sparked further riots.
Mobs also obstructed grain shipments.
In 1794, the government implemented a
system of price controls known as the
Law of the Maximum. People who
refused to accept assignats in payment or
accepted them (or paid them) at a loss,
could be fined 3,000 livres and impris-
oned six months for the first offense. The
fine and imprisonment could be doubled
for the second offense. Speculation in
specie and assignats could bring six
years’ imprisonment, and forestalling
was punishable by death. A forestaller
was a person who withheld necessary
commodities from circulation. Neverthe-
less, farmers and manufactures hoarded
goods, and the specter of famine rose up
for the spring. In December 1794, the
government abandoned price controls,
prices soared, and assignats fell to less
than 3 percent of their face value.

The Convention, the governing body
at that stage of the revolution, acknowl-
edged the fall of the assignats in June
1795. The nominal value of each succes-
sive issue was reduced according to a
scale of proportions. In July of the same
year, the Convention ordered in-kind
payments for half of the land tax and
rents. Peasants stopped bringing produce
to market to avoid accepting assignats.
Speculation became rampant, while
inflation ruined creditors and savers. As
prices outpaced wages and workers suf-
fered, speculative profits created a new
class of ostentatious rich who stood in
stark contrast to the destitution of the
lower classes. Inflation reached its peak
as the Directory took power. Each day
saw prices rise hourly, and each night
paper money came off the press for
issuance the following day. Paper money
issues doubled in four months, for a total
of 39 billion livres in assignats.
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In February 1796, the Directory discon-
tinued the assignats. It tried an issue of land
warrants, which were good for the purchase
of national property at an estimated price
without competitive bidding. The sale
would be to the first taker. The public had
lost faith in paper money, however, and in
July 1796, the government decided to
return to specie. Inflation continued to ravage
the economy until the advent of Napoleon
in 1799. Apparently, his wars brought in
more than they cost, and his government
improved the efficiency of taxation, ending
the government’s need to promiscuously
print paper money.

Since the experience of the French
Revolution, hyperinflation has been asso-
ciated with revolutionary change. It
played a role in the rise of Hitler to power
in Germany, the Communist Revolution
in China, and the Bolshevik Revolution
in Russia. The American Revolution also
had a hyperinflationary episode.

See also: Hyperinflation during the American
Revolution, Hyperinflation in Post–World War
I Germany, Inflation and Deflation, Hyperin-
flation during the Bolshevik Revolution
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HYPERINFLATION IN
ARGENTINA

Between 1988 and 1991, Argentina saw
the climax of more than a half century of
inflation, sending runaway annual inflation
rates into four-digit territory.

Unlike Chile, Argentina was no
stranger to paper money in the early 19th
century. In 1822, the Bank of Buenos
Aires issued banknotes that traded at a
premium, but war with Brazil in 1826
led to the suspension of convertibility of
these notes into gold. The notes depreci-
ated significantly before resumption of
convertibility in 1867. Convertibility
was suspended again in 1876, and
Argentina’s peso depreciated by more
than 50 percent.

In 1899, Argentina adopted the gold
standard and began an era of price stability
that, aside from the interruption of World
War I, lasted until Argentina and the
world abandoned the gold standard early
in the depression of the 1930s.
Argentina’s wholesale price index
(based on 1943 prices equaling 100)
stood at 31.6 in 1907, rose to 38.3 in
1914, and climbed steadily—reaching
68.0 in 1920. Then Argentina saw prices
decline steadily until reaching a trough
of 42.1 in 1933.

From 1934 until 1990, prices rose
and inflation fluctuated with a long-term
upward trend. Inflation averaged over
50 percent between in 1940 and 1950,
and then subsided to an average slightly
over 23 percent between 1961 and
1965. Inflation began to creep upwards
and really took off in the early 1970s,
averaging nearly 109 percent between
1973 and 1976. Inflation finished the
decade of the 1970s in the 170 percent
range, and approached 400 percent in
the mid 1980s. By 1989, the annual
inflation rate exceeded 3,000 percent.
Inflation exceeded 2,000 percent in
1990 and declined to 84 percent 1991.
By the mid-1990s Argentina had tamed
inflation to well within the single-digit
range and had become a model of mon-
etary stability.
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The root cause of the inflation originated
in isolationist foreign trade policies, political
instability alternating between military
dictatorships and civilian governments,
interventionist domestic economic poli-
cies emphasizing subsidies, and the failure
of the tax system to fund public expendi-
tures. The unfortunate episode of the
Falklands war in 1982 may have helped
put Argentina on the road to bankruptcy
and collapse. Between 1980 and 1990,
real wages fell 20 to 30 percent. Between
1973 and 1990, per capita income fell
26 percent. Tax revenue as a percentage
of the gross national product (GNP, a
measure of total national output and
income, comparable to the gross domestic
product in use today) fell in the 1980s,
and the public debt surpassed 100 percent
of GNP. Printing money became a substi-
tute for taxation.

Dissatisfaction with economic chaos
helped bring a democratic revival in

Argentina, and early in the 1990s, a dem-
ocratic government brought inflation
under control, a feat that had eluded military
governments. Worldwide inflation in the
1970s had led some observers to doubt the
ability of democratic governments to face
up to the disease of inflation.

In March 1991, the Argentine legisla-
ture enacted the Law of Convertibility,
creating a new Argentine peso convertible
into one U.S. dollar. The new monetary
base was backed by 100 percent of
reserves in gold, dollars, or other foreign
currencies. United States dollars were
also accepted as a currency for domestic
transactions. The value of the peso was
pegged at 1 dollar, and the central bank
maintained convertibility between pesos
and dollars. This currency reform not
only broke the back of inflation, but
made Argentina’s monetary system a
model for other developing countries.
Monetary reform coincided with a capitalist
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revolution in Argentina, emphasizing
privatization, less government interven-
tion, and openness to foreign trade.

Between 1995 and 2001, Argentine
inflation remained below the 4 percent
range. In 2002, Argentine inflation
jumped to 25.9 percent. By 2007, it had
settled down to single-digit ranges,
between 8 and 9 percent (International
Monetary Fund, 2003, 2008).

See also: Hyperinflation in Bolivia, Hyperinfla-
tion in Brazil, Chilean Inflation, Hyperinfla-
tion during the French Revolution,
Hyperinflation in Post–World War I Ger-
many, Inflation and Deflation
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HYPERINFLATION 
IN AUSTRIA

After the close of World War I, Austria,
one of the states that emerged from the
division of the Austro-Hungarian Empire,
experienced an episode of soaring hyper-
inflation, registering an annual inflation
rate of 10,000 percent between January
1921 and August 1922. A legacy of food
shortages and high unemployment after
World War I helped send Austria on a
monetary path of economic insanity. The
creation of new states, coupled with the
scarcities of war, disrupted traditional
flows of trade, and Austria, a loser in the
struggle, owed war reparations.

The government of Austria met the
crisis by incurring large expenditures on
food relief and unemployment relief.

From 1919 until 1922, the Austrian gov-
ernment collected less than 50 percent of
public expenditures in taxes and financed
the remainder selling treasury bills to the
Austrian section of the Austro-Hungarian
Bank, which paid for the treasury bills
with fresh banknotes, denominated in
Austrian crowns. From March 1919 until
August 1922, the Austro-Hungarian
Bank multiplied Austrian banknote cir-
culation by a factor of 288, increasing the
supply of banknotes in circulation from
the equivalent of $4.7 million to over
$1.3 billion. Aside from public borrowing,
the bank continued to make private sector
loans at favorable interest rates.

As inflation mounted, Austrians
began a “flight from the crown.” They
spent the banknotes sooner after receiv-
ing them and Austrian crowns held as a
form of wealth were spent. Austrians put
wealth in foreign exchange or real assets,
minimizing holdings of Austrian cur-
rency. Contemporary economists might
describe the flight from the crown as an
increase in the velocity of money, meaning
money is spent more frequently on
goods and services. The government
instituted exchange controls in a rather
ineffective effort to stop Austrians from
converting Austrian crowns to foreign
exchange. The value of Austrian crowns
in the New York foreign exchange market
dropped sharply. In January 1919, one
U.S. dollar bought 17.09 Austrian
crowns, and in August 1922 one U.S.
dollar bought 77,300 Austrian crowns.

The flight from the crown caused
prices to rise faster than the money supply
growth rate. Between January 1921 and
August 1922, retail prices rose by a factor
of 110, whereas banknote circulation
rose by a factor of only 39.

The depreciation of the crown in foreign
exchange markets stopped abruptly in
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August 1922, and the upward spiral in
retail prices ended the following month.
The League of Nations arranged for the
Austrian government to receive a loan of
650 million crowns. In return, the Austrian
government had to end deficit spending
and establish a central bank independent
of the government. The mere spread of
knowledge of the agreement was suffi-
cient to stabilize retail prices and the
crown in foreign exchange markets.

The central bank of Austria continued to
rapidly infuse banknotes into the Austrian
economy, but inflation subsided, appearing
to defy the laws of economics. These
banknotes, however, were backed with
gold, foreign assets, or commercial
paper, rather than government securities.
The change in the composition of the
assets of the central bank accounted for
the end of the monetary disorder.

At the end of 1924, long after the
inflation subsided, Austria issued a new
unit of currency, the shilling, worth
10,000 crowns.

See also: Hyperinflation in Post–World War I
Germany, Hyperinflation in Post–World
War I Hungary, Hyperinflation in
Post–World War I Poland
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HYPERINFLATION IN
BELARUS

After becoming independent from the
Soviet Union on August 25, 1991, the
Republic of Belarus entered into an economic

phase of declining output and hyperinfla-
tion. As a transition economy, Belarus
faced the task of undertaking the neces-
sary reforms to transform its economy
from central planning to one based on
market mechanisms. Runaway inflation
afflicted all the new transition countries
created after the dissolution of the Soviet
Union, but in most cases, inflation sub-
sided to single-digit territory by 1997.

Belarus is unique in that the problem of
moderate to hyperinflation lasted for nearly
a decade. Between 1992 and 2001, inflation
never dropped below the 50 percent range.
Belarus may have owed the stubborn per-
sistence of inflation to its greater reluctance
to embrace market reforms. According to
the International Monetary Fund’s World
Economic Outlook Database for May 2001,
the trajectory of Belarus’s inflation
unfolded as follows: In 1993, Belarus
posted an average annual inflation rate of
1,190 percent and in 1994 an average
annual inflation rate of 2,434.11 percent.
By 1995, the worst of the hyperinflation
was over, with inflation subsiding to the
700 percent range. In 1996, Belarus
appeared well on the road to price stability
with annual inflation numbers in the 50 percent
range. After 1996, annual inflation started
climbing again until it reached an annual
rate of 293.7 percent in 1999. After 1999,
the government, by substantial monetary
tightening, again showed progress in cor-
ralling inflation. By 2001, average annual
inflation stood in the 75 percent range.

Under the Soviet Union, Belarus
boasted of one of the more industrialized
areas, including a strong concentration
of defense industries. It imported raw
materials from and exported manufac-
tured goods to other areas in the Soviet
Union. At independence, it inherited a
pattern of trade that largely reflected its
role in the Soviet economy. Russia



remained its main trading partner in its
post-independence phase. After the elec-
tion of Aleksandr Lukashenko to the
presidency on July 20, 1994, the pace of
economic reform became highly uneven.
He launched the country on a path of
“market socialism” which reimposed
some administrative controls over prices
and exchange rates. The government
ended subsidies on staples, such as
bread, milk, beef, housing, and utilities,
but imposed ceilings on producers’ profit
margins to soften the blow to consumers.
Even so, milk prices soared 20 fold and
beef prices tripled.

The slow progress in containing infla-
tion may have reflected some confusion
over the cause of the inflation. For a
small, open economy highly dependent
on imported raw materials, it is possible
to make the case that inflation is
imported from abroad in the form of
higher commodity prices. Also, Belarus
saw real wages increase between 1996
and 1999 because of indexation and dis-
cretionary wage adjustments (Bogetic
and Mladenovic, 2006). Some observers
felt increases in real wage bore some of
the blame.

Economists emphasize the role of the
money supply in situations of hyperinfla-
tion. Between 1996 and 1999, the local
currency money stock in Belarus grew at
an average annual rate of 124 percent.
(Bogetic and Mladenovic, 2006). A main
goal of Belarusian monetary policy dur-
ing this period was to provide cheap
credit to state enterprises and privileged
sectors such as agriculture. In addition,
central bank credit to the government
expanded at an annual rate of 65 percent
in 1996, 289 percent in 1998, and 200
percent in 1999 (Bogetic and Mladen-
ovic, 2006). Inflation in Belarus mainly
mirrored excessive monetary growth.

Other factors such as rising import prices
and real wages may have encouraged the
monetary growth.

See also: Hyperinflation in Post-Soviet Russia
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HYPERINFLATION IN
BOLIVIA

During the 1980s, Bolivia experienced an
episode of hyperinflation that reached
annual rates of 24,000 percent during the
peak years of 1984 and 1985. Cups of coffee
sold for 12 million pesos. A 1-million-peso
note that was equivalent to $5,000 in 1982
was worth only 55 cents by 1985. During
the period of raging hyperinflation, the Boli-
vian peso depreciated 40,000 percent, some-
times losing 1 to 2 percent per hour.

Paper pesos were counted in bundles
of identical bills, and sometimes pesos
were measured by the height of stacks of
bills. In some cases, paper pesos were
weighed. A university professor received
pay in a stack of bills about 19 inches in
length. A secretary received a stack of
bills from 9 to 10 inches in length.

Despite the shortcuts in counting
money, an airline desk clerk would
spend 30 minutes counting the 85 million
pesos charged for an airline ticket.
Small-denomination bills became nearly
worthless and were often seen blowing
in the wind, piling up in muddy clumps
alongside sewage ditches and in bushes
on vacant lots.
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The Bolivian government had to rely
on foreign countries to print its paper
pesos on the scale needed to satisfy the
hunger of a hyperinflationary economy.
Paper pesos measured in thousands of
tons were flown in from Germany,
Brazil, and Argentina, arriving at the La
Paz airport on pallets.

Checking account and credit card
transactions lost favor, because the clear-
ance process took up valuable time as
the inflation clock ticked away. Banks
had no money to finance mortgages for
households and businesses, which paid
for construction on a pay-as-you-build
basis.

The United States dollar became the
de facto, unofficial standard of value in
Bolivia during the hyperinflation.
Bolivia’s bustling cocaine trade with the
United States supplied the Bolivian
economy with dollars that fed a black
market in currency. Currency traders
walked the streets, offering to buy and
sell dollars and pesos. Consumers came
to town with dollars, traded the dollars
for pesos before entering a store, then
made their purchases with the pesos. The
shopkeeper owner hardly received the
pesos before going out on the street and
converting the pesos back into dollars.
Legally, transactions had to be con-
ducted in pesos, but no one kept pesos
longer than necessary. According to an
article in the Wall Street Journal describ-
ing the Bolivian hyperinflation,

Civil servants won’t hand out a
form without a bribe. Lawyers,
accountants, hairdressers, even
prostitutes have almost given up
working to become money-changers
in the streets. . . . “We don’t pro-
duce anything. We are all currency
speculators,” a heavy equipment

dealer in La Paz says. “People
don’t know what’s good and bad
anymore. We have become an
immoral society.” (Wall Street
Journal, 1985, 1)

The blame for the Bolivian inflation has
to be put at the feet of government finance.
Tax revenues covered only 15 percent of
the Bolivian government’s expenditures,
and the government’s budget deficit
equaled 25 percent of the country’s annual
output. As late as 1990, the annual infla-
tion rate was still 7,000 percent, well
below the levels of the mid-1980s, but still
high. In the 1990s, the inflation rate began
to subside substantially as the government
reduced deficit spending. In 2002 Bolivia
posted an inflation rate below one percent.
In 2007, Bolivia reported inflation of
11.3 percent, the first time Bolivian infla-
tion had risen above ten percent since 1996
(International Monetary Fund, 2003, 2008).

See also: Hyperinflation in Argentina, Hyperin-
flation in Brazil, Chilean Inflation, Hyperin-
flation in Post–World War I Germany,
Inflation and Deflation
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HYPERINFLATION 
IN BRAZIL

Between 1989 and 1994, Brazil saw
inflation soar into hyperinflation dimen-
sions, registering annual inflation rates
from 1,600 to 2,500 percent.
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Brazil can boast of a long history with
inconvertible paper money. Notes of the
Bank of Brazil appeared no later than
1808, and copper displaced gold and silver
as the only metallic currency in circula-
tion. In 1833, the government took over
the issuance of paper notes, and in 1835
these notes were made legal tender. The
currency system was reformed several
times, but periods of monetary disorder
became part of economic life in Brazil,
although they never reached hyperinfla-
tion proportions until 1989.

Brazil shared an inflationary trend
with the rest of the world during the
post–World War II era, but with greater
intensity. Between 1948 and 1965, the
inflation rate in Brazil averaged 2 percent
per month, lifting prices by a factor of 79
over the same time period. Annual infla-
tion rates finished the decade of the
1960s in the 20 percent range. During
the decade of the 1970s, when world-
wide inflation gathered momentum,
Brazil saw annual inflation rates reach
77 percent by 1979.

The dynamics of inflation seem to
require that inflation persistently rise
above the expected range. Brazilian infla-
tion rose above 110 percent in 1980, and
in 1988 entered four-digit territory.
The year 1989 saw annual inflation
exceed 1,700 percent. Inflation subsided
to the three-digit range before soaring to
2,500 percent annually in 1993. The gov-
ernment began anti-inflation policies in
earnest, cutting the inflation rate by half
in one year. Annual inflation then dropped
rapidly, reaching the 4 to 5 percent range
in 1997. Between 1997 and 2007, infla-
tion in Brazil remained below 10 percent
except for one episode in 2002 and 2003
when Brazilian inflation briefly rose
slightly above 14 percent (International
Monetary Fund, 2003. 2008).

Unlike other famous examples of hyper-
inflation, the blame for Brazilian hyperin-
flation cannot be pinned on wartime
expenditures or war reparations. Brazil did
bear a heavy debt burden, and much of the
debt was owed to foreigners. Brazil’s central
bank was a buyer of last resort of short-
term government bonds, which was the
immediate cause of the inflation.

Before inflation reached hyperinflation
levels, Brazil had adopted a system of
indexation, making inflation more bear-
able to average citizens. Under indexation,
government bonds, wages, and other long-
term contracts were automatically revised
upwards to adjust for inflation. The system
of indexation contributed additional inertia
to inflation, and initially may have slowed
the rate of acceleration of inflation.
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Taming inflation required deep and
substantial economic reforms. Brazil
underwent a capitalist revolution, empha-
sizing discipline in government spending,
privatization, trade liberalization, and
stringent monetary control. Brazil also
phased in a new currency, and when the
old currency was extinguished, prices sta-
bilized. The new currency was tied to the
United States dollar, and backed by foreign
exchange reserves, including dollars.

See also: Hyperinflation in Argentina, Hyperinfla-
tion in Bolivia, Chilean Inflation, Indexation,
Inflation and Deflation
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HYPERINFLATION 
IN BULGARIA

Between 1996 and 1997, Bulgaria faced a
daunting macroeconomic crisis, posting an
average annual inflation rate of 500 percent
for January 1997 (Gulde, 1999). For
March 1997, the average annual inflation
rate soared above 2000 percent (Gulde,
1999). Bulgaria owed the rapid accelera-
tion of inflation to large liquidity injections
for propping up the country’s weakening
banking system, to central bank financed
budget deficits, and to a loss of confi-
dence in the Bulgarian lev, reducing
demand for that currency. Deeper prob-
lems involved Bulgaria’s reluctance to
embrace market-based institutions that
ease the way for bankruptcies and liqui-
dations and encourage effective corporate
governance.

The banking crisis began bubbling up
in 1995. By 1996, 9 out of 10 state-owned
banks reported negative capitalization,
and more than half of the portfolios of
these banks were nonperforming. The
10 state-owned banks accounted for more
than 80 percent of banking sector assets
(Gulde, 1999). Half of the private banks,
including the largest and best known, fell
into the technically bankrupt category.
Several runs on banks erupted amid
rumors of the banking situation.

The Bulgarian National Bank closed
banks to restore confidence. The first round
of bank closures occurred in May of 1996. It
was too narrow in scope, only closing banks
widely known to be in trouble. Confidence in
the banking system continued to vex the
economy. In September 1996, the Bulgarian
National Bank announced another round of
banking closings. Total bank closures
accounted for about one-third of Bulgaria’s
banking system. The National Bank of
Bulgaria announced that there would be no
further bank closures and committed itself
to keeping the remaining banks open. As
conditions continued to deteriorate in the
banking sector, the National Bank of Bulgaria
kept its promise of not closing more banks
and met the growing crisis by injecting
added liquidity into the banking system and
repurchasing government bonds. This policy
fueled the inflation.

Another side of the problem had to do
with falling tax revenues. Real output shrank
by 10 percent in 1996 (Gulde, 1999). Falling
output translates into lower income, which
reduces tax revenues tied to income. In addi-
tion, Bulgaria faced a mounting problem
with tax evasion. Tax revenues as a percent
of gross domestic product (GDP) fell from
40 percent to 14.7 percent (Gulde, 1999).
The government financed the growing
budget deficit by issuing treasury bills with
shorter maturities and higher interest rates.
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Bulgaria recovered more rapidly than
most countries from the hyperinflation
and macroeconomic crisis. By 1998,
hyperinflation had effectively erased the
real value of the public debt. Lower inter-
est rates also helped with the debt burden
of the government’s deficit. The govern-
ment beefed up tax collection and scaled
back social spending, effectively balanc-
ing its budget by 1998. The East Asian
financial crisis may have helped Bulgaria
by creating global deflationary forces. By
the end of 1998, the inflation had fallen
to 1 percent, and the basic interest rate of
the Bank of Bulgaria had fallen to 5.2
(Gulde, 1999). At the height of the crisis,
this key interest had stood at 200 percent.

The cornerstone in Bulgaria’s stabi-
lization plan was the establishment of a
currency board to replace central bank
management of monetary policy. The cur-
rency board went into operation on July 1,
1997. A currency board guarantees that all
of a country’s outstanding circulating cur-
rency is supported by equivalent amounts
of an anchor currency. Bulgaria chose the
deutsche mark as the anchor currency.

See also: Hyperinflation in Yugoslavia
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HYPERINFLATION 
IN CHINA

From 1937 until 1949, China experienced
a bout of inflation no less spectacular and
no less fraught with social and political

consequences than the hyperinflation of
post–World War I Germany. The inflation
began in Free China, the part of China not
invaded by the Japanese, and continued
until the communist government solidi-
fied control of the mainland in 1949
through 1950.

Chinese inflation falls into three eras.
Between 1937 and 1939, the early war
years, prices did not fully give way to
inflationary pressures. Between 1940 and
1945, the war years, the Chinese people
began to loose confidence in currency,
and inflation accelerated. The end of
World War II saw a brief lull in inflation
before inflation rose to stratospheric
heights, ending in the collapse of the cur-
rency system just before the nationalist
government fled to Taiwan.

Japan’s invasion of China left Free
China robbed of 90 percent of its indus-
trial capacity, and the Chinese govern-
ment bereft of the tax revenue of the
wealthiest provinces of China. Japan’s
blockade of ports serving Free China also
reduced supplies of imported goods. The
Chinese government sought to finance a
military resistance and an industrializa-
tion of Free China without recourse to
significant taxes, instead relying on vol-
untary sacrifices and foreign aid. The
government ran up massive deficits and
expanded bank credit for industrial
expansion. However, good harvests kept
the prices of consumer goods down and
wholesale prices increased 200 percent
between December 1937 and December
1939, a modest increase in light of the
inflationary pressures.

During the war years, 1940 through
1945, Japan tightened its noose around
China, blocking virtually all imports into
China, and crop failures further reduced
the supplies of goods. China’s archaic
tax system, in which revenue rose with
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the number of transactions rather than
prices, failed to produce added revenue
commensurate with the rate of inflation.
Government expenditures rose with infla-
tion, but tax revenue tended to stand still,
causing the budget deficit to increase
fourfold from 1939 to 1941. Prices rose
nearly 600 percent between December
1939 and December 1941. Between
December 1941 and December 1945, the
government budget deficit increased over
100-fold, and prices increased 10,000 per-
cent. The public lost confidence in the
currency, and the velocity of circulation
increased, further fueling the inflation.
The government made a half-hearted
effort at price controls, but China had nei-
ther the administrative apparatus nor the
statistical information to carry out a plan
for fixing prices.

The end of the war brought a stabilizing
influence to prices, which actually fell
from August to December 1945. In 1946,
peace negotiations with the communists
broke off, and the nationalist Chinese
government continued heavy military
expenditures and deficit spending. In
1946, government expenditures
increased threefold, and revenue covered
only 37 percent of the expenditure.
Between June 1946 and August 1948,
prices rose 146,772 percent in Shanghai.
In August 1948, the government dis-
counted the old currency, issued a new
currency at a rate of one unit of the new
currency to 3 million of the old. The
government also imposed price controls.
Inflationary pressures burst through the
price ceilings, and prices continued to
rise at a feverish pitch. From August
1948 until April 1949, prices rose
112,390 percent. The communists occu-
pied Shanghai in May 1949, the nation-
alist government was in confusion, and
the compilation of price information was

suspended. As the communists consoli-
dated control of Mainland China, the
nationalists’ currency became completely
unacceptable.

The Chinese inflation experience adds
further corroboration for Lenin’s com-
ment that the surest way to overthrow the
capitalist system was to debase the cur-
rency. The rapid inflation was probably a
major factor causing the climate of cynical
corruption in the nationalist government,
and helped contribute to its demise.

See also: Hyperinflation during the American
Revolution, Hyperinflation during the
French Revolution, Hyperinflation in
Post–World War I Germany, Inflation and
Deflation, Hyperinflation during the Bolshe-
vik Revolution
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HYPERINFLATION IN
GEORGIA

One of the worst cases of hyperinflation
on record occurred in Georgia between
1992 and 1995. Georgia had declared its
independence from the Soviet Union in
April 1991 and quickly sank into civil con-
flict and political turmoil. The breakdown
in law and order enfeebled the govern-
ment’s authority, while the dissolution of
the Soviet Union buffeted Georgia’s econ-
omy with severe economic shocks. The
government of Georgia met the economic
difficulties with slack financial policies.
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The breakdown of trade and capital
flows within the former Soviet Union
accounted for the external shocks. The
worst trade shock came between 1992
and 1993, when the prices of Georgia’s
key energy imports, gas and refined oil
products, leaped up fourfold and 21-fold
respectively (Wang, 1999). Georgia also
lost capital inflows and transfers that in
the past it had received from the central
government of the Soviet Union.

Civil conflict and wars undercut the
government’s ability to collect taxes. Tax
revenue measured 22 percent of gross
domestic product (GDP) in 1991, 8 percent
in 1991, and only 2 percent in 1993
(Wang, 1999). Expenditures as a percent
of GDP changed slightly on the upside at
36 percent of GDP between 1992 and
1993 (Wang, 1999).

While Georgia remained in the ruble
zone, its monetary policy was controlled
by the Central Bank of Russia. Georgia
faced a cash crisis after the Central Bank
of Russia stopped supplying ruble ban-
knotes to the National Bank of Georgia in
late 1992. In April 1993, the government
introduced a Georgian currency, the
“coupon,” to circulate at par with the
Russian ruble. At the direction of the gov-
ernment and parliament, monetary and
credit polices became highly accommoda-
tive, allowing the currency in circulation
to increase 152-fold between the end of
March 1993 and the end of August 1994
(Wang 1999). Direct or indirect loans
extended to the government by the
National Bank of Georgia accounted for
most of the growth in the money stock.

The excess supply of coupons quickly
spilled into the foreign exchange market.
The coupon deprecated in step with each
increase in central bank credit extended
to the government. A dual economy
sprang up composed of a coupon-based

official economy and an unofficial but
much larger economy based on the ruble
and other foreign exchange. The coupon-
based economy consisted almost totally
of government transactions.

Between 1992 and 1994, inflation
stampeded to loftier and loftier levels,
posting 887 percent in 1992, 3,125 percent
in 1993, and peaking at 15,606 percent in
1994 (Branco, 1996). Real output mirrored
the economic chaos, shrinking 44.8 percent
in 1992, 25.4 percent in 1993, and 11.4 percent
in 1994 (Branco, 1996).

In March 1994, the Georgian govern-
ment opened serious discussions with the
International Monetary Fund (IMF) and
agreed to a strategy for stopping hyperin-
flation as first step in qualifying for IMF
financing. The steps included (1) curbing
central bank financing of budget deficits
and commercial bank access to overdraft
privileges at central bank, (2) removing
consumer subsidies on bread, electricity,
and gas consumption, (3) curtailing govern-
ment expenditures and government subsi-
dies to state-owned enterprises, (4) lifting
foreign exchange restrictions, (5) allowing
free floating of the coupon in foreign
exchange markets, and (6) improving tax
collection and raising tax rates. The
measures were painful. Without govern-
ment subsidies, the price of bread went
from 700 coupons per kilogram to 200,000
coupons per kilogram (Wang, 1999).

Inflation subsided rapidly after 1994,
posting 162.7 percent in 1995, 39.4 percent
in 1996, and 7.1 percent in 1997 (Interna-
tional Monetary Fund, 1999). The Georgian
authorities issued a new currency on
September 25, 1995. The new currency
was called the “lari.” The conversion to the
new currency was conducted on a no-questions
basis at a uniform rate of one million
coupons per one lari. The new currency
became legal tender on October 2, 1995.
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See also: Hyperinflation in Post-Soviet Russia
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HYPERINFLATION IN
PERU

For August 1990, Peru saw its inflation rate
peak at 12,378 (Reinhart and Savastano,
2003). The 12 previous years Peru had not
seen inflation rates below 40 percent.
Between 1960 and 1969, annual inflation in
Peru averaged 9.8 percent, between 1970
and 1979, it averaged 26.5 percent, and
between 1980 and 1985, it averaged 97.3
percent (Cardso, 1989). Between 1986 and
1987, inflation in Peru subsided slightly
before it took off in 1988 to an average
annual rate of over 1,700 percent. For
every year except three between 1971 and
1990, Peru experienced current account
deficits on the balance of payments.

In August 1985, new president, Alan
Garcia, came to power and launched an
economic policy that limited external
debt service to 10 percent of exports,
imposed price controls, and fixed the
exchange rate. With the help of fixed
exchange rates and government subsides,
the Peruvian economy briefly experi-
enced high growth, moderating inflation,
rising employment, and rising real wages.
Peru hoped it had found a way to combat
inflation without sacrificing growth and

employment, without undergoing the
“tight money, fiscal austerity” cure advanced
by the International Monetary Fund.

The apparent policy success was
short-lived. The limit on external debt
service triggered a flight of foreign capital.
By 1988, Peru faced shortages of basic
foods like milk, sugar, and bread. Fiscal
deficits as a percent of gross domestic
product (GDP) hovered in the 7 to 7.4 percent
range (Reinhart and Savastano, 2003).
Inflation reared up precipitously when
controlled prices had to be adjusted
upwards. Real wages fell. Output shrank
20 percent in two years, foreign
exchange reserves slipped into the nega-
tive column, and inflation had pared tax
collection to 3.5 percent of national
income (Economist, November 1990).

On June 10, 1990, Alberto Fujimori
won Peru’s presidential election by wag-
ing a campaign against a policy of brutal
contraction to corral inflation, but in
office, realities forced his hand. In
August 1990, the new government raised
the price of gasoline by 30-fold, and
raised by fourfold the state-controlled
prices of stable foods (Economist,
August 1990). Peru burst into chaos. For
days, fear of looting and rioting kept
shops and markets closed, and transport
buses off the roads. Thieves left street
vendors denuded of goods to sell, and
small farmers near the city pillaged crops.

The new government committed itself
to spending only what it received in taxes.
Half of the increase in gasoline prices
went into the treasury. The government
also scrapped tariffs and import quotas,
exposing Peru’s manufacturers to compe-
tition from less expensive imports. When
the government abandoned the fixed
exchange rate, the value of Peru’s currency,
the inti, sank to 300,000 intis per U.S.
dollar (Economist, August 1990).
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The austere policies steadily broke
the back of inflation. Peru posted an
inflation rate of 409.5 percent in 1991,
73.5 percent in 1992, and 48.6 percent in
1993 (Reinhart, Savastano, 2003). In
2000, Peru posted 3.7 percent inflation
and in 2001, Peru posted deflation of
0.1 percent (International Monetary
Fund, 2004). Inflation edged up after
2001, but remained in single-digit territory.
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HYPERINFLATION IN
POST-SOVIET RUSSIA

In 1992, Russia saw an inflation rate of
1,528.7 percent (Rock and Solodhov,
2001). The exact number may be in doubt
since the International Monetary Fund
did not start reporting inflation rates for
Russia until 1993. The other post-Soviet
republics also posted spectacular inflation
rates that year. Of these countries, Latvia
posted the lowest inflation rate for
the year at 951.2 percent (Rock and
Solodhov, 2001).

The Russian government opened
the year with the liberalization of price
controls on most products at the whole-
sale and retail level. The government

took that initiative in January 1992. Price
controls remained in effect for a handful
of key commodities: bread, milk, residen-
tial rents and utilities, electricity, natural
gas, and retail gasoline. The new Russian
reformers held high hopes for the transi-
tion to capitalism, including the prospect
that massive Western aid would flow into
Russia. They gave scant attention to the
prospect that the political and economic
disintegration unfolding in the former
Soviet Union would play havoc with the
short-run outcomes of liberalization.
Between 1992 and 1993, the economy of
the former Soviet Union went from having
one central bank and one monetary pol-
icy to having 15 different central banks
with 15 different monetary policies
(Rock and Solodhov, 2001). The one econ-
omy became 15 separate but tightly linked
economies. The need for collaboration on
monetary policies, tariff policies, and tax
policies went unnoticed.

As prices leaped up, the Russian gov-
ernment directly felt budget pressure,
partly because hyperinflation erased the
earning power of government salaries,
pensions, enterprise budgets, and social
expenditures, and partly because state tax
revenues evaporated. Output shrank,
Russian enterprises needed funds to carry
on operations, and non-Russian republics
need funds to finance trade deficits with
Russia. The Russian government and its
central bank met the crisis by channeling
“centralized” loans to Russian enter-
prises through commercial banks, and
“technical” loans to non-Russian enter-
prises through local republican authorities.
Much of the proceeds from these loans
were diverted to the purchase of dollars
in the recently liberalized Russian for-
eign exchange market, causing the ruble
to depreciate, which increased the cost of
imports and added to the inflation.
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With zero-interest funds available from
the central bank, commercial banks in Rus-
sia had little incentive to attract individual
retail deposits and savings accounts. In
addition, as the crises progressed, the
Russian government temporarily froze
withdrawals on bank accounts at state-
banks. The Russian people took to storing
purchasing power and saving in the form of
non-ruble assets, such as U.S. dollars stuffed
in a sock. By 1993, most individuals and
enterprises were buying U.S. dollars when-
ever possible (Rock and Solodhov, 2001).

Between 1993 and 1995, a new kind
of financial institution sprang up in Rus-
sia. A new banking law went so far as to
allow individual nonbank businesses to
attract deposits and other financial busi-
nesses. Some of the new financial institu-
tions were no more than Ponzi-pyramid
schemes and promised depositors returns
as high as 45 percent per month payable
in dollars (Rock and Solodhov, 2001).

The new financial institutions mainly
speculated in the foreign exchange market
for dollars. Many citizens went so far as to
collateralize their newly won private
property to invest in these schemes. In
July 1995, the government successfully
curbed ruble fluctuations within the
range of a managed float, severely under-
cutting the ability of the new financial
institutions to earn speculative profits in
the foreign exchange markets. In addi-
tion, by this time, inflation was subsiding
and those who had taken out high interest
ruble loans found themselves unable to
repay these loans in a disinflation envi-
ronment. With defaulting borrowers and
fewer opportunities for speculation, the
new financial institutions quickly crum-
bled. A central banker, Tatyana Para-
monova, was credited for imposing the
tight monetary policies that subdued
inflation and stabilized the ruble. In
November 1995, President Boris N.
Yeltsin dismissed her in a bid to appease
the Russian parliament.

Russian inflation steadily subsided
after reaching a peak in 1992, falling to
874.7 annual percent in 1993, 307.4 in
1994, 197.4 in 1995, 47.6 in 1996, 14.7 in
1997, and 27 in 1998 (International Mon-
etary Fund, May 2000). On January 1,
1998, the Russian government knocked
off three zeros from the ruble. After the
Russian default in 1998, inflation again
soared into double-digit territory, reaching
85.7 percent in 1999. It again subsided,
posting a level of 10.9 percent in 2004
(International Monetary Fund, May 2006).
As of 2008, rising commodity prices seem
to have frustrated efforts to push the infla-
tion rate clearly into single-digit territory.
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A Russian pensioner sells cigarettes in down-
town Moscow in order to raise some extra
money for living expenses in the face of the
country’s financial crisis, June 5, 1998. (AP
Photo/Ivan Sekretarev)



Rock, Charles P., Vasiliy Solodhov. “Monetary
Policies, Banking, and Trust in Changing
Institutions: Russia’s Transition in the
1990s.” Journal of Economic Issues, vol. 35,
no. 2 (June 2001): 451–459.

Lewis, Michael. “The Capitalist; Ruble
Roulette.” New York Times Magazine,
August 13, 1995, p. 622.

Oomes, Nienke, and Franziska Ohnsorge.
“Money Demand and Inflation in Dollar-
ized Economies: The Case of Russia.” IMF
Working Paper (WP/05/144), June 2005.

HYPERINFLATION IN
POST–WORLD WAR I 

GERMANY

The German hyperinflation of the early
1920s stands as a constant reminder of the
monetary insanity lurking beneath the sur-
face of modern systems of money and
banking. The German money supply grew
during and after World War I. In June 1914,
the German marks in circulation stood at
6,323 million, but by December 1918 the
number of marks in circulation had grown
to 33,106 million. Prices over the same
time span more than doubled. Germany
had financed the war largely by monetizing
government debt rather than raising taxes or
borrowing in capital markets.

After the armistice in 1918, German
marks in circulation continued to
expand, and by December 1921, German
currency in circulation stood at 122,963
million marks. Prices then were slightly
over 13 times the 1914 level. Prices now
began to catch up with money growth.
By June 1922, German marks in circula-
tion had risen to 180,716 million, but
prices were now over 70 times the 1914
level. The Reichsbanks abandoned all
pretense of monetary control as marks in
circulation rose to 1,295,228 million by

December 1922. By June 1923, the num-
ber had increased to 17,393,000 million.

After June 1922, price increases broke
into runaway inflation. By December
1922, prices stood at 1,475 times their
1914 level, and prices stood 19,985 times
their 1914 level by June 1923. Prices
were rising so fast that workers were paid
at half-day intervals and rushed to spend
their wages before they lost their value.
Customers at restaurants would negotiate
prices in advance because prices could
change before the meal was served. Grocery
shoppers rolled to the store wheelbar-
rows laden with sacks of money, which
was also bailed up and used for fuel.
Prices continued to rise into November
1923. A newspaper that sold for 1 mark
in May 1922 rose in price to 1,000 marks
in September 1923. By November 17,
1923, the same newspaper sold for
70 million marks.
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In December 1923, the money supply
and prices stabilized. The German gov-
ernment reformed its monetary affairs,
issuing a new unit of currency called the
rentenmark, equal to 1 trillion marks.
The new currency was issued by the
Rentenbank, which replaced the Reichs-
bank as the note-issuing bank. The only
asset of the new bank was a mortgage on
agricultural and industrial land, and the
paper money issue of the new bank was
strictly limited.

The inflation began with the stress of
wartime finance. After World War I, Ger-
many needed to restock its warehouses
with imported raw materials and pay war
reparations. This led to an outflow of
German marks and a depreciation of the
German mark in foreign exchange mar-
kets. This depreciation caused inflation in
the prices of imports, and the inflation
spread to the rest of the economy. The
Reichsbank kept the money supply rising
faster than prices to ward off unemploy-
ment. The French occupation of the Ruhr
aggravated the matter considerably. The
German government encouraged passive
resistance, banned reparation payments,
and printed money to pay striking miners.
The French blockaded the area, and
Germany lost the tax revenue.

The German experience with hyperin-
flation was the most spectacular the
world had seen. Since World War II,
Germany can boast of one of the best
records for controlling inflation of any
advanced industrialized country. In the
book Economic Consequences of Peace
(1920) John M. Keynes saw the inflation
trends and commented:

By a continuing process of inflation,
the governments can confiscate,
secretly and unobserved, an important
part of the wealth of their citizens. . . .

While the process impoverishes many,
it actually enriches some. The sight of
this arbitrary rearrangement of riches
strikes not only at security, but at con-
fidence in the equity of the existing
distribution of wealth. (235)

Many observers blame the episode of
German hyperinflation for creating the
political conditions that led to Hitler’s
rise to power. Partly because of the German
experience, modern societies consider
price stability an important ingredient of
social stability.

See also: Hyperinflation during the American
Revolution, Hyperinflation during the French
Revolution, Inflation and Deflation, Hyperin-
flation during the Bolshevik Revolution

References
Paarlberg, Don. 1993. An Analysis and History

of Inflation.
Parsson, Jens D. 1974. Dying of Money:

Lessons from the Great German and
American Inflations.

Webb, Steven B. 1989. Hyperinflation and
Stabilization in Weimar Germany.

HYPERINFLATION IN
POST–WORLD WAR I

HUNGARY

In the aftermath of World War I, Hungary,
one of the successor states to the Austro-
Hungarian Empire, saw inflation
advance into a hyperinflationary stage,
multiplying prices by a factor of 263
between January 1922 and April 1924.

In addition to owing war reparations,
Hungary inherited an economy facing
shortages and uprooted from traditional
trading relationships. The erection of new
national barriers restricted trade between
regions of the former Austro-Hungarian
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Empire. To complicate the economic
turmoil, a Bolshevik revolution threw
Hungary into monetary confusion; the
revolutionaries seized the plates for 1- and
2-crown Austro-Hungarian banknotes and
ran the printing presses liberally in sup-
port of their cause. A right-wing regime
supplanted the Bolsheviks, but through
1924 the government continued to finance
between 20 and 50 percent of government
expenditures with issues of paper money.

The Hungarian section of the Austro-
Hungarian bank was spun off as the State
Note Institute, a note-issuing bank under
the authority of the minister of finance.
The State Note Institute exchanged its
notes, the Hungarian krone, for the notes of
the Austro-Hungarian bank, and even the
notes issued by the Bolshevik government.

Total notes and deposit liabilities of
the State Note Institute grew by a factor
of 85 from January 1922 until April
1924, the time frame over which prices
increased by a factor of 263. The per-
centage growth in prices exceeded the
percentage growth in the money supply,
reflecting the effects of the flight from
the krone. As prices escalated, Hungar-
ian residents sought to spend krones
before they lost value, raising the veloc-
ity of circulation, adding further fuel to
the inflationary spiral. To restrict Hun-
garians from using krones to buy assets
denominated in more stable foreign cur-
rencies, the Hungarian government
established the Hungarian Devisenzen-
tral as part of the State Note Institute.
This agency was responsible for making
it difficult or illegal for Hungarians to
own foreign currency.

The end of the inflationary episode in
Hungary came when the League of
Nations arranged an international loan
for Hungary conditioned on government
policies committed to balanced budgets

and a central bank independent of gov-
ernment authorities. The reparation com-
mittee also gave up its claim on
Hungary’s resources. The broad outlines
of the reconstruction of Hungary’s
finances mirror closely the Austrian
experience. The new central bank, the
Hungarian National Bank, was able to
continue increasing the supply of paper
krones, but these krones were now
backed by gold, other foreign assets, and
commercial paper.

Inflation stabilized in December
1924, and the krone ended its slide on
the New York foreign exchange market.

The Hungarian inflation experience
underlines the importance of expecta-
tions in monetary affairs. The assurance
of a return to responsible government
policies was sufficient to bring a quick
halt to inflationary momentum.

See also: Hyperinflation during the American
Revolution, Hyperinflation in Austria, Hyper-
inflation during the French Revolution,
Hyperinflation in Post–World War I Germany,
Inflation and Deflation, Hyperinflation in
Post–World War I Poland
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HYPERINFLATION IN
POST–WORLD WAR II

HUNGARY

From July 1945 until August 1946,
hyperinflation raged in Hungary on a
scale more spectacular than Germany’s
hyperinflation experience following
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World War I. When the German hyperin-
flation was stabilized in 1923, the govern-
ment issued a new mark equivalent to
1 trillion of the depreciated marks. On
August 1, 1946, Hungary replaced its
depreciated pengo with the florint at a
rate of one florint to 400 octillion pengos.
Although Germany’s hyperinflation crisis
lasted a bit short of two years, Hungary’s
post–World War II hyperinflation crisis
ran its course in slightly less than a year.

Hyperinflation was not new to Hungary,
which had shared in the hyperinflation
frenzy that had afflicted Germany, Poland,
and Austria at the end of World War I. Like
its post–World War I experience, Hun-
gary’s post–World War II hyperinflation
episode fit a familiar pattern in the history
of hyperinflation. Episodes of hyperinfla-
tion usually occur during or immediately
after a war, when the government is financ-
ing huge budget deficits, and supplies of
goods have been disrupted. During Hun-
gary’s second hyperinflation experience,
government revenue covered only 15 per-
cent of government expenditures. The fol-
lowing schedule shows the increase of
banknotes by the National Bank of Hungary
that fueled the hyperinflation:

December 31, 1945: 765,400

January 1, 1946: 1,646,000

February 28, 1946: 5,238,000

March 31, 1946: 34,002,000

April 30, 1946: 434,304,000

May 31, 1946: 65,589,000,000

June 30, 1946: 6,277,000,000,000,000

July 31, 1946: 17,300,000,000,000,000,000

Hungary’s first effort to tame the
inflation came in December 1945 when
the government announced that notes of
1,000 or more pengos were banned
unless special stamps were affixed to

them. The stamps had to be purchased
from the government at a cost of three
times the face value of the notes. The
owner of four 1,000-pengo notes had to
give up three notes to buy a stamp to
make the one note valid. The stamp
requirement effectively reduced the
number of notes in circulation by three-
fourths. Inflation halted, and prices even
fell for a few days, but by the end of
December, prices were rising so fast that
employees hardly received their pay
before they rushed to spend it.

On January 1, 1946, the government
took an innovative approach to the infla-
tion problem and created a new money of
account, called the tax pengo, ostensibly
to protect the government’s tax revenue
from an inflation loss between the time
taxes were levied and the time of collec-
tion. The tax pengo equaled the regular
pengo multiplied by a daily price index
that measured the ratio of current prices to
prices on January 1, 1946. Soon business
transactions were paid in tax pengos, and
on January 10, commercial banks began
offering tax pengo deposits. With tax
pengo deposits, a customer deposited reg-
ular pengos in a bank. When the deposit
was withdrawn the customer received the
amount of regular pengos multiplied by
the ratio of prices on the withdrawal date
to prices on the date of deposit. Multipli-
cation by a price index ratio adjusted the
pengo for loss in purchasing power. On
June 1, 1946, the government issued tax
pengo notes that circulated as paper
money with values depending on daily
price ratio calculations. At this point, the
tax pengo had become a new indexed
currency—indexed to the rate of inflation.
The regular pengo rapidly depreciated in
value relative to the tax pengo, but prices
quoted in tax pengo remained stable until
mid-April 1946.
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In April, prices began to escalate in tax
pengo, and beginning on June 20, the
depreciation accelerated rapidly. On
August 1, 1946, the government issued
the new florint, the convertibility into
dollars of which was assured with
reserves of gold, foreign currencies, and
foreign securities. At that point, Hun-
gary’s hyperinflation crisis ended. Hun-
gary’s official documents do not make it
clear where these reserves originated.

The Soviet Union contributed to 
Hungary’s hyperinflation crisis, proba-
bly in an effort to destroy Hungary’s
economy. In 1945, the Soviet army
issued in Hungary the highest denomi-
nation banknote ever printed, a 100-
quadrillion-pengo note.

Hungary’s second hyperinflation expe-
rience suggests that the only remedy for
inflation is monetary discipline, restraint
of monetary growth. Hungary’s indexed
currency failed because banknote circula-
tion continued to race ahead.

See also: Hyperinflation in Austria, Hyperinfla-
tion in Post–World War I Germany, Hyper-
inflation in Post–World War I Hungary,
Inflation and Deflation, Hyperinflation in
Post–World War I Poland
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HYPERINFLATION IN
POST–WORLD WAR I

POLAND

In January 1921, the Polish wholesale
price index stood at 25,139, indicating that
prices were over 251 times their level in
1914, the base year in which the index
equaled 100. By February 1924, the index
had risen to 248,429,600, an increase of
988,223 percent in a bit over three years.
That growth rate in prices is equivalent to
a 50-cent newspaper rising in price to
nearly $5,000. In the aftermath of World
War I, Poland was a country newly formed
from territories formerly belonging to
Germany, Austro-Hungary, and Russia.

The Polish episode of hyperinflation
was born of large government deficits
incurred by the fledgling Polish govern-
ment freshly constituted following World
War I. Germany’s economic rape of Pol-
ish machinery and raw materials would
have put even the most foresighted eco-
nomic policy to the test. Furthermore, the
armistice of 1918 left Poland locked in a
costly war with the Soviet Union, a strug-
gle that continued until the fall of 1920.
Aside from heavy claims on scarce Pol-
ish resources, the Polish government fell
heir to a grab bag of currencies—Russian
rubles, crowns of the Austro-Hungarian
bank, German marks, and Polish marks
issued by the Polish State Loan Bank, an
institution Germany established to regu-
late Poland’s monetary affairs. Under
these circumstances, hardly any govern-
ment could turn away from the tempta-
tion to run the printing presses.

Between October 1918 and February
1924, circulating banknotes grew
60,090,040 percent, and the Polish mark
steadily decreased on foreign exchange
markets. The Polish government took
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command of the Polish State Loan Bank,
which financed the government’s budget
deficits by issuing banknotes.

Unlike Austria and Hungary, Poland
reformed its finances without help from an
international loan, although an interna-
tional loan was granted in 1927 to prop up
the Polish mark in foreign exchange mar-
kets. In January 1924, the government
invested the minister of finance with broad
power to balance the government’s budget.
The minister of finance established the
Bank of Poland, replacing the Poland State
Loan Bank, as an independent central bank
issuing notes secured with reserves in gold
or foreign assets denominated in stable
currencies that equaled 30 percent of the
value of the notes. Whereas the govern-
ment budget deficit in 1923 accounted for
over 50 percent of government expendi-
tures, in 1924 the government reported a
balanced budget. The government also cre-
ated a new currency, the gold zloty, worth
1.8 million paper marks.

The Polish wholesale price index stabi-
lized early in 1924, and the Polish mark sta-
bilized in foreign exchange markets about
the same time. The rather quick adjustment
of inflation to responsible monetary and fis-
cal policies affirms the power that expecta-
tions wield over monetary affairs. Late in
1925, a lax central bank policy led to
another spurt of inflation and currency
depreciation that lasted a year before the
central bank pulled in the monetary reins.

See also: Hyperinflation in Austria, Hyperinflation
in Post–World War I Germany, Hyperinflation
in Post–World War I Hungary, Inflation and
Deflation
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HYPERINFLATION IN THE
CONFEDERATE STATES OF

AMERICA

From October 1861 to March 1864, price
increases averaged 10 percent per month
in the states of the Confederacy, putting
the Confederate price index when General
Robert E. Lee surrendered at 92 times its
prewar base. In the history of the United
States, only the hyperinflation during the
American Revolution compares in intensity
with the hyperinflation of the Confederacy.

Like the revolutionaries that spear-
headed the American Revolution, the
leaders of the Confederacy faced a popu-
lace that was in no mood to pay additional
taxes. Southerners felt that the present
generation bore the burden of a war that
would primarily benefit future genera-
tions, and as much of the expense as pos-
sible should be passed to future
generations. Union blockades of Confed-
erate ports precluded any effort to imple-
ment a revenue tariff on imports, the main
source of federal government tax revenue.
The Confederate government enacted a
property tax but lacked the machinery to
collect it in the face of uncooperative state
governments. By October 1864, tax rev-
enue accounted for less than 5 percent of
all revenue that found its way to the Con-
federate treasury.

The Confederacy met with slightly
more success in trying to finance public
expenditures with bonds. In May 1861,
the Confederate Congress approved a
$50 million bond issue. The bond issue
faltered on a depressed cotton market
that resulted from the use of cotton as a
bargaining chip with European govern-
ments whose recognition the Confeder-
acy needed, leaving angry planters
unable or unwilling to subscribe to
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bonds on the scale needed. By October
1864, bond sales had raised less than 30
percent of all revenue that had entered
the Confederate treasury.

The remaining source of revenue was
Confederate money. On March 9, 1861,
the Confederate Congress authorized
printing notes in an amount not exceed-
ing $1 million, but the treasury depart-
ment over four years printed $15 million
of notes. Treasury employees at the note-
signing bureau rose from 72 in July 1862
to 262 in July 1863. As printers, paper,
and engravings became scarce, the Con-
federate government granted credit for
counterfeit bills, which were stamped
valid and reissued. From July 1, 1861, to
October 1, 1863, the paper money col-
umn of the Confederate treasury ledger
accounted for 68.6 percent of all govern-
ment revenue.

Surprisingly, private banks in the
Confederacy were restrained in the
issuance of banknotes. The uncertainties
of war encouraged private banks to hold
large quantities of vault cash, which
actually tempered the inflationary thrust
of the excess paper money.

Much of the Confederate currency
bore the option to buy interest-bearing
Confederate bonds up to a certain date,
after which that option expired. As infla-
tion gathered force early in 1864 the
Confederate Congress enacted a cur-
rency reform that brought a lull in the
inflation rate. The reform provided that
all currency in bills greater than $5 could
be converted into 4 percent bonds, dollar
for dollar. Currency not converted into
bonds by April 1, 1864, had to be
exchanged for new currency at a rate of
three for two. Inflation subsided until
December 1864, when the Confederate
government again had to turn to the
printing presses.

From the first quarter of 1861 until
January 1, 1864, prices in the Confederacy
rose 28-fold whereas the money supply
rose only 11-fold. Prices rose even faster
than the money supply because of
wartime disruptions in the supply of
goods, and the phenomenon of velocity.
Velocity is the average number of times
per year that a dollar is spent, and in a
hyperinflationary environment, recipients
of money rush to spend it before it loses
its value. An increase in the velocity of
money has the same effect on the econ-
omy as an increase in the money supply.

The experience of the Confederacy
shows what happens when the supply of
money exceeds what is demanded by the
normal transactions of business and the
desire for liquidity. When the supply of
money exceeds the demand, the value of
money falls, meaning it buys less
because of price increases.

See also: Hyperinflation during the American
Revolution, Inflation and Deflation, Velocity
of Money
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HYPERINFLATION IN
UKRAINE

Between 1991 and 1994, Ukraine posted
the ugliest inflation record of any former
Soviet Republic. From the beginning of
1992 until the mid 1994, Ukrainian
prices soared at an average monthly rate
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of 33 percent (Kravchuk, 1998). The
immediate cause of the inflation was
growth in the money stock, which grew
in the range of 74–75 percent per quarter
between 1992 and 1994 (Kravchuk,
1998). Ukraine declared its independ-
ence from the Soviet Union on August
24, 1991.

Rapid money stock growth stemmed
from the budget deficits of the Ukrainian
government. During the hyperinflation
years, the government’s budget deficit
ranged between 10 and 14 percent of
gross domestic product (GDP)
(Kravchuk, 1998). In 1992, off-budget
subsidies and cheap credits to industrial
and agricultural enterprises roughly
equaled 16 percent of GDP (Kravchuk,
1998). In 1993 and 1994, the government
mandated that the financial sector provide
vast amounts of nearly zero-interest credits
to enterprises.

To finance a deficit, a government
must borrow domestically, borrow
abroad, or create new money. The
Ukrainian domestic securities market
remained too undeveloped for govern-
ment mobilization of domestic capital. In
addition, the Ukrainian government had
limited ability to borrow abroad. The
remaining alternative required the cre-
ation of new money to finance a govern-
ment deficit. Borrowing only accounted
for roughly 20 percent of Ukraine’s fiscal
deficit and the remainder was financed by
money stock growth (Kravchuk, 1998).

The cost of energy helped send
Ukraine down the path of hyperinflation.
Ukraine imports vast amounts of oil and
gas. Under the Soviet system of central
planning, energy-using industries
enjoyed large subsidies, a practice that
began in the 1970s amid escalating oil
and gas prices. After the break-up of the
Soviet Union, Russia began raising the

prices of oil and gas and demanded payment
in hard currencies. Rising energy prices
sent consumer prices soaring and evoked
cries of protest from farmers and miners.
To avert a strike, the government prom-
ised a vast payment to miners equal to
half its expected tax revenue for the year
(Economist, July 1993). The government
printed the money to pay the miners,
causing the money stock for June 1993
to increase by 40 percent (Economist,
August 1993).

Ukraine was known to have inherited
nuclear weapons from the Soviet Union,
making the threat of civil unrest in that
country a matter of worldwide concern.
In addition, Ukraine held a sizable con-
tingent of the Soviet Union’s defense
industry, and the firms making up
Ukraine’s defense industry no longer had
a market for their output.

Beginning in 1994, Ukraine negoti-
ated a series of agreements with the
International Monetary Fund. The agree-
ments were conditioned on progress in
deficit reduction. The massive deprecia-
tion of the Ukrainian currency left it less
useful as a means of financing deficits.
Some observers felt the government had
no choice but to reign in its deficits. The
currency had depreciated to the point
that households and businesses refused
to hold it. In summary, the government
brought deficit spending under control
and inflation subsided.

In September 1996, Ukraine took
advantage of a lower inflation to reform its
currency, introducing a new currency, the
hryvna, to replace the old currency, the kar-
bovanet. By 1996, everyday transactions
took millions of karbovanet, requiring huge
wads of cash. Recording transactions had
become difficult, time-consuming, and
prone to error. The new currency effec-
tively erased five zeros from all prices.
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See also: Hyperinflation in Belarus, Hyperin-
flation in Georgia, Hyperinflation in Post-
Soviet Russia
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HYPERINFLATION IN
YUGOSLAVIA

The history of hyperinflation offers few
cases that can rival the stampeding, run-
away inflation that Yugoslavia lived
through between 1992 and 1995.
Yugoslavia owed the hyperinflation to
the government’s practice of paying for
budget deficits by printing money. The
problem was compounded because state-
owned enterprises held substantial foreign
liabilities, and residents held foreign
exchange deposits in government banks.
As the dinar depreciated, these liabilities
became too costly to pay off, and residents
withdrew foreign exchange deposits
until the government put an end to the
practice.

In terms of the multiplicative climb of
prices, Yugoslavia’s inflation ranks sec-
ond only to the Hungarian hyperinflation
of 1946–1947. In terms of the time it
took to run its course, it ranks second
only to the Russian hyperinflation of
1922–1924. In hard numbers, Petrovic
and Mladenovic (2000) give the follow-
ing scenario of Yugoslavia’s inflation: In
1991, inflation in Yugoslavia gathered
momentum, hitting 50 percent per month

by February 1992. The beginning of 1993
saw inflation raging at 200 percent per
month. By June and July of 1993, the
monthly inflation rate had doubled to
400 percent per month. August and October
of 1993 saw monthly inflation on the
order of 2000 percent. November 1993
posted monthly inflation of 20,000 percent.
Then prices really went wild, climbing at
a monthly rate of 180,000 percent in
December, and 58 million percent in January
1994. The last figure is based on black market
exchange rate depreciation and is below the
officially reported rate of 313 million percent
per month.

The government levied price controls
in an effort to stop the inflation, but
inflation continued. Soon the govern-
ment mandated prices that producers
were receiving too low to be any kind
incentive for production. In October
1993, the bakers stopped baking bread.
All government-owned gasoline stations
closed for lack of gasoline to sell. Gasoline
could only be purchased from roadside
dealers who sold gasoline from a plastic
container conspicuously sitting on the
hood of a parked car. The roadside gasoline
went for the equivalent of about $8.00
per gallon (Lyon, 1996). Most people
gave up driving personal cars. Buses
became so overcrowded that ticket col-
lectors could not climb aboard to collect
fares. In November 1994, 87 patients in
a large psychiatric hospital died after
going without heat, food, and medicine
(Lyon, 1996). Pensioners waited in line
at post offices where government pen-
sions were paid. Without government
funds to pay the pensions, the postal
workers took whatever money they
received when someone mailed a letter
or package and gave the money to
pensioners, who stood in line knowing
that each minute they waited their
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pension would buy less. They were
afraid to go home and come back the
next day because within a mere day
inflation would eat up a pension’s value.

In October 1993, the government
launched a new currency, a “new” dinar
equal to one million of the “old” dinars,
equivalent to removing six zeroes from
the old currency. Early in January 1994,
the government launched another new
currency, a new “new” dinar, equal to one
billion of the old “new” dinars. On Janu-
ary 24, 1994, the government unveiled the
“super” dinar equal to 10 million of the new
new dinars. The super dinar was pegged
to the German mark at one dinar to one
mark, and residents could exchange
dinars for marks at government banks. In
1998, the inflation rate was 29.5 percent,
and then it edged up to around 91 percent
in 2001 (International Monetary Fund,
2002). Inflation subsided significantly for
2002. In 2002, the IMF approved a line
of credit for the Federal Republic of
Yugoslavia based on a stabilization plan
submitted by the government.

See also: Hyperinflation in Belarus, Hyperinfla-
tion in Georia, Hyperinflation in Ukraine
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HYPERINFLATION IN 
ZIMBABWE

In 2008, Zimbabwe boasted the highest
inflation rate in the world, another case
of hyperinflation reminiscent of the
post–World War I hyperinflation of Germany.
As of February 2007, the inflation rate
stood at an annual rate of 1,281 percent
(Wines, February 2007). It had remained
above the 1000 percent level since April
2006, causing prices to double every
three to four months. Zimbabwe had fin-
ished 2005 with inflation in the 500 percent
range, but that was before the government
in February 2006 printed up $21 trillion
in Zimbabwean dollars to purchase U.S.
dollars (Wines, May 2006). The U.S. dollars
went in payment to the International
Monetary Fund (IMF) to cover a debt in
arrears. The IMF had threatened to oust
Zimbabwe from the membership in the
IMF for debt delinquency.

It is hard to find the beginning point
for Zimbabwe’s inflation. According to
IMF data in the yearly World Economic
Outlook issue, Zimbabwean inflation in
the 1990s remained in double-digit territory.
It fell from an annual rate of 22.2 percent
in 1994 to 18.8 percent in 1997, rising to
31.7 percent in 1998. Between 1997 and
1999, inflation nearly tripled, reaching
58.57 percent in 1999. By 2000, it had
slacked to 55.9 percent. The seeds for the
current hyperinflation go back to 1999
when the IMF suspended its aid programs
to Zimbabwe, citing a lack of fiscal
restraint owed partly to a costly two-year
military intervention in the Congo. The
government compounded the situation in
2000 when it seized white-owned com-
mercial farms. Foreign capital took flight
and manufacturing output hit the skids.
Capital flight strained foreign exchange
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reserves, restricting supplies of imported
goods. Rising prices of scarce imported
goods sparked an escalation of the infla-
tion rate. In September 2001, the IMF
declared Zimbabwe ineligible to use the
IMF’s general resources or to use
resources available through the IMF’s
Poverty Reduction and Growth Facility
program. In 2003, the IMF suspended
Zimbabwe’s voting rights, citing a fail-
ure to cooperate with IMF in areas of
policy implementation and a debt that
had been in arrears since February 2001.
By 2003, the inflation rate had climbed
to an annual rate of 365 percent.

As the crisis unfolded, Zimbabwe’s
central bank cast aside all thought of
stabilizing prices, unleashing unbridled
monetary growth to meet the credit
needs of grossly inefficient, govern-
ment-owned corporations that mainly
served as a job source for political
patronage.

The inflation rate had vaulted to an
annual rate of 10,000 percent by June 26,
2007, when President Robert Mugabe
announced a decree that ordered busi-
nesses to roll back prices by 50 percent
(Wines, August 2007). President Mugabe
defended the price roll back on the
grounds that profiteering businesses were
part of a Western conspiracy to bring
back colonialism. Since the cost of pro-
ducing goods exceeded government-
imposed sale prices, business shut down
production. Mobs seized basic dietary
staples such as bread, sugar, and corn-
meal, leaving store shelves naked.

In February 2007, Zimbabwe’s central
bank declared inflation illegal and that any-
one who raised prices or wages between
March 1 and June 30 would face arrest and
punishment. Gangs of price inspectors

patrolled shops and factories for violations
of price caps, and 4,000 business people
suffered arrests, fines, and incarceration
(Wines, August 2007). Trade union officials
met with beatings at the hands of police.
Many Zimbabweans survived with the help
of relatives who fled to other countries and
sent food to the relatives who remained
behind. Doctors report a rising incidence
of diseases associated with poverty, such
as tuberculosis and malnutrition, including
among the whites who where once part of
the wealthier classes.

By the time President Mugabe and his
ZANU-PF faced reelection on March 29,
2008, the inflation had soared to an
annual rate of 150,000 percent and his
government was facing major opposition
(Wall Street Journal, 2008).

See also: Hyperinflation in Belarus, Hyperinfla-
tion in Georia, Hyperinflation in Post–Soviet
Russia
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INCONVERTIBLE PAPER
STANDARD

An inconvertible paper standard is a mon-
etary standard based on paper money,
either banknotes or government currency
that cannot be converted into any commod-
ity or precious metal at an official rate.
Inconvertible paper money is called “fiat
money” and it bears a face value that may
or may not be expressed in metallic terms.

The inconvertible paper standard
evolved directly from precious metal
standards. Originally, paper money circu-
lated as something resembling warehouse
receipts representing titles to ownership
of gold or silver safely secured with a
goldsmith or bank. Exchanging titles of
ownership was less risky and costly than
physically transporting precious metals.
From those warehouse receipts evolved
banknotes, ancestors to the contemporary
Federal Reserve Notes and other ban-
knotes of modern central banks.

War and other national emergencies
often forced governments to put heavy
claims on domestic gold and silver

reserves, and in turn governments granted
banks the privilege to suspend convertibil-
ity of banknotes into precious metal. The
United Kingdom suspended convertibility
during the Napoleonic wars, and the
United States suspended convertibility
during the War of 1812 and the Civil War.
Suspended convertibility was invariably
attended with some currency deprecia-
tion, but often the patriotic fervor of war
helped maintain some monetary order.
Government assurances of return to con-
vertibility at war’s end also helped protect
currency values from a wave of inflation.

Two famous paper money fiascoes
occurred toward the end of the 18th cen-
tury, the hyperinflations of the American
and French revolutions. France had
already had one paper money disaster
early in the 18th century with the episode
of John Law’s bank. The memory of these
episodes acted as a constant reminder of
the monetary insanity lurking beneath the
surface of an inconvertible paper money
standard, and encouraged governments to
accept inconvertibility only as a temporary
measure.



Between 1866 and 1881, Italy appar-
ently made good use of inconvertible
paper money to assist in the financing of
economic development. The episode was
called Il Corso Forzoso, or “forced cur-
rency,” and it was accompanied by a
modest depreciation of the lira by 10 to
16 percent. Nevertheless, a new govern-
ment felt the need to promise a return to
convertibility, which was accomplished
in 1881.

By the beginning of World War I, the
world was on a gold standard. Countries
banned the export of gold, suspending
convertibility for international trade, and
the right of domestic convertibility was
rarely exercised. At the end of the war,
returning to an international gold stan-
dard became an important goal of the
world’s major trading partners.

The world was on a gold standard in
the early 1930s when worldwide depres-
sion shook the foundations of the interna-
tional monetary system. It was during this
era that inconvertible paper standards
became virtually universal among the
world’s major trading partners. These
countries went on inconvertible paper
standards for domestic purposes but
remained on a gold bullion standard for
international purposes. In the United
States, private citizens could no longer
convert dollars into gold, and private own-
ership of gold for anything but industrial
purposes was illegal. The United States
and other countries continued to redeem
domestic currency into gold at the request
of foreign central banks. After 1971, the
world’s major trading partners went on
inconvertible paper standards for interna-
tional as well as domestic purposes, sever-
ing the last ties with convertibility.

See also: Gold Reserve Act of 1934, Gold
Standard, Gold Standard Amendment Act
of 1931
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INDEPENDENT TREASURY
(UNITED STATES)

From the 1840s until 1863, the Indepen-
dent Treasury, as it was called, divorced
the government’s fiscal operations from
private sector banks. It accepted pay-
ment for public obligations—taxes—
only in gold and silver specie and
treasury notes, and operated its own
depositories around the country. The
Independent Treasury did not accept
banknotes and did not hold deposits in
commercial banks. Its own depositories
were separate from state banks

The Independent Treasury was born of
the freewheeling banking environment
that flourished after the demise of the
Second Bank of the United States. At
first, the treasury tried to supply a mod-
icum of regulatory discipline by holding
treasury deposits in state banks and
requiring special specie reserves for
those deposits. The treasury found, how-
ever, that its own deposits could be held
hostage to overly aggressive lending poli-
cies of state banks, and on occasion the
treasury could not withdraw its funds.
During this time, gold and silver specie
commanded a reverence in the eyes of a
public that distrusted banks, banknotes,
and even corporations themselves. Large
segments of the public saw banknotes as
a sham scheme of the “moneyed inter-
ests” to exploit the unwary, and the pro-
ponents of the Independent Treasury were
“hard currency” people who wanted the
government’s business separated from
banks and corporations.
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The Sub-Treasury Act of 1840 became
law during the presidency of Martin Van
Buren, a staunch advocate of the hard
currency policies that marked the presi-
dency of his predecessor, Andrew
Jackson. Daniel Webster stood flatly
opposed to the bill, remarking on March
12, 1938, that “[t]he use of money is in the
exchange. It is designed to circulate, not
to be hoarded. . . . to keep it that is to
detain it . . . is a conception belonging to
barbarous times and barbarous govern-
ments” (Chown, 1994). Opponents of the
bill saw it turning the treasury into a
hoarder of gold and silver, and throwing
the private sector into a deflationary spi-
ral. Banks held gold and silver specie to
act as reserves for the redemption of ban-
knotes. If the government began absorbing

gold and silver specie, banks would be
forced to contract the supply of circulat-
ing banknotes.

After heated political combat, Congress
enacted the Sub-Treasury Act on June 30,
1840. It provided that in the first year one-
fourth of public obligations, that is, taxes,
should be paid in specie, and by 1843,
100 percent of public obligations should
be paid in specie. In 1843, Congress
repealed the first Sub-Treasury Act.

In 1846, Congress enacted a second
Sub-Treasury bill. This bill required that
government offices accept only gold and
silver specie and treasury notes (nonlegal-
tender paper money issued by the treasury)
in payment of public obligations. The
Independent Treasury System lasted in
some form until 1920. As early as 1863,
however, the treasury began to hold
deposits in commercial banks.

In its pre–Civil War phase, the Inde-
pendent Treasury proved that the fears of
some of its critics were well founded.
Problems arose because treasury tax col-
lections did not coincide with govern-
ment expenditures. When tax collections
rose above government payments, specie
left private banks and entered treasury
depositories, forcing banks to contract
banknote circulation. When government
payments overtook tax collections, specie
flowed into the banking system, and
banks issued more banknotes. The ebb
and flow of specie from treasury deposi-
tories imparted a cyclical motion to the
supply of circulating banknotes, and
acted to destabilize the economy. After
the treasury was allowed to maintain
commercial bank deposits, the treasury
learned to conduct the government’s fiscal
operations without rocking the banking
system.

The Independent Treasury System rep-
resents another episode in the paper
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Campaign print issued in support of Democra-
tic incumbent Martin Van Buren’s 1840 presi-
dential bid. Designed to appeal to the
workingman, the print invokes the recent
history of Democratic support of labor
interests, including Van Buren’s support of the
Independent Treasury Bill, passed in July,
1840. (Library of Congress)



money drama that would eventually
define the terms on which the public
would come to accept paper money. It
represented a phase in which societies had
come to accept precious metal coins,
something that could not be taken for
granted in ancient societies. Despite the
acceptance of precious metal coins, feel-
ings about paper money ran high, and sus-
picion about paper money gained ground
quickly in hard times. Distrust of paper
money left a social seam, often hidden,
but always threatening to rip open and
become a power force in political life.

See also: Free Banking, Specie Circular, Treasury
Notes
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INDEXATION

Indexation is a method of controlling the
income-redistributing effects of inflation.
Inflation is a decrease in the purchasing
power of a unit of money. Households
and businesses that supply commodities,
credit, and raw materials under long-term
contracts have revenues and incomes
that are fixed regardless of what is hap-
pening to other prices. In an inflationary
environment, revenues from long-term
contracts diminish in real terms, that is,
in real purchasing power.

Redistributive effects of inflation
significantly harm important players in the
economic system. With inflation, savers
and lenders find their wealth losing
value while in the hands of other
households and businesses. The real

losses to savers and lenders occur
because their wealth is defined in terms
of a unit of money that steadily, perhaps
rapidly, buys less. Debtors stand to gain
windfall profits from inflation that can
reduce the value and burden of a debt,
or, under hyperinflation, even eliminate
a debt in practical terms.

Governments are suspected of gener-
ating inflation as a means of canceling
vast public debts too large to service. In
the aftermath of World War I, the Ger-
man government, shouldering a vast
public debt from wartime expenditures
coupled with war reparations, fueled an
episode of hyperinflation that rendered
its pubic debt null and void. The U.S.
government emerged from World War II
with a sizable public debt, perhaps
removing government incentive to
aggressively combat an inflation prob-
lem that continued until the early 1980s.

A system of indexation protects
households and businesses whose wealth
and income are at risk from inflation.
Under indexation, escalator provisions
automatically administer inflation
adjustments to sources of income and
assets fixed in money terms by contract.
In the United States, Social Security
benefits automatically receive inflation
adjustments geared to the Consumer
Price Index, a limited application of the
principle of indexation. Under a full-
blown system of indexation, checking
accounts, savings accounts, long-term
and short-term bonds, mortgages, wages,
and long-term contracts receive periodic
adjustments to keep pace with inflation.

Some economists propose limited
forms of indexation, applying only to
government bonds and taxable income.
This limited indexation automatically
increases the maturity value of govern-
ment bonds at a rate equivalent to the
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inflation rate, and withholds from gov-
ernment tax revenue paper profits due
only to inflation. With limited indexation,
government is spared the temptation to
generate inflation as a means of cancel-
ing public debt, and levying a hidden tax.

As inflationary momentum increased
during the 1970s, prominent economists,
such as Nobel Prize winner Milton Fried-
man, proposed that the United States
adopt a system of indexation. Brazil
implemented a broad system of indexation,
and Israel and Canada adopted indexation
systems on smaller scales. Proponents of
indexation felt it would lift the burden of
forming accurate inflationary expecta-
tions and moderate economic fluctuations
caused by discrepancies between actual
and expected inflation. Strong anti-inflation
policies often induce a bout of high
unemployment because expected inflation
remains high after the actual inflation rate
has fallen. Indexation should moderate the
high unemployment that often accompa-
nies disinflation. Critics feel that the
adoption of a system of indexation is
equivalent to giving up the fight against
inflation and observe that inflation has
often accelerated in countries practicing
indexation. The United States never
adopted indexation, and as other countries
enacted market-oriented reforms, systems
of indexation began to lose favor as
another form of government interference.

See also: Hyperinflation in Brazil, Inflation
and Deflation, Tabular Standard of Mass-
achusetts Bay Colony
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INDIAN RUPEE

See: Cattle, Indian Silver Standard, Mughal
Coinage

INDIAN SILVER
STANDARD

During the last quarter of the 19th century,
when the world was abandoning bimet-
allism in favor of the gold standard, India
adapted its silver standard to a modified
gold system that held gold reserves to main-
tain the value of an entirely silver coinage.

The Indian currency system had
always attracted the curiosity of the
British. In 1772 the eminent economist
Sir James Steuart advanced a recommen-
dation to the East India Company “for
correcting the DEFECTS of the present
CURRENCY.” John Maynard Keynes
wrote his first book, Indian Currency
and Finance, after serving on a commit-
tee studying India’s monetary system.

A bit of the impression India’s 19th-
century monetary system left on con-
temporary British observers may be
gleaned from a quotation of A. J. Balfour,
later prime minister of Great Britain:

What is the British system of cur-
rency? . . . You go to Hong Kong and
the Straits Settlements, and you find
obligations are measured in silver;
you go to England, and you find that
obligations are measured in gold;
you stop half way, in India, and you
find that obligations are measured in
something which is neither gold nor
silver—the strangest product of
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monometallist ingenuity which the
world has ever seen—a currency
which is as arbitrary as any forced
paper currency which the world has
ever heard of, and which is as expen-
sive as any metallic currency that the
world has ever faced, and which,
unhappily, combines in itself all the
disadvantages of every currency
which human beings have ever tried
to form. (Chown, 1994, 100)

Between 1835 and 1893, India prac-
ticed what in the United States was called
“free silver,” a silver standard that
allowed anyone to bring silver to the
Indian mint for coinage. Only two coins
were struck, the silver rupee and the silver
half-rupee, and only silver coins were
legal tender. Gold was not legal tender,
and the mint did not strike gold coins.

As long as the European bimetallic
system remained a viable monetary sys-
tem, preserving a constant ratio of silver
to gold of about 15.5 to 1, the Indian sys-
tem functioned with a stable exchange
rate between the silver rupee and Britain’s
gold pound sterling. India’s silver rupee
equaled 22.39 pence under Britain’s gold
standard. After Western trading partners
began shifting over to the gold standard in
the 1870s, the value of silver fell,
adversely affecting the terms of trade of
countries on the silver standard, mainly
China, India, and Japan. Prices of both
domestic and foreign goods rose in India,
putting a squeeze on the household budg-
ets of civil servants and other groups on
fixed incomes.

In an effort to raise the value of the sil-
ver rupee, the government suspended the
private coinage of silver in 1893, hoping
to manage the supply of silver currency
and maintain its value in gold. The
value of the silver rupee modestly

climbed relative to gold to a rate of 1
shilling and 4 pence per rupee, or 15
rupees per British sovereign. The gov-
ernment stood ready to redeem silver
rupees and paper rupees in gold at an offi-
cial rate of 1 shilling and 4 pence in
gold per rupee. The silver coinage now
wore the aspect of a token coinage
whose value was supported in the same
manner as the value of paper rupees
was supported. India became a gold
standard country, but its only circulat-
ing coinage was silver.

The limitation on Indian coinage of sil-
ver, coupled with high Indian interest
rates needed to support the rupee interna-
tionally, depressed economic conditions
in India and led to further calls for cur-
rency reform. In 1898, another govern-
ment commission studied the problem
and recommended that India bolster its
gold reserves and issue gold coinage.
These new reforms failed to bring mone-
tary relief to India, and in 1912, the
British government formed the Royal
Commission on Indian Currency and
Finance, including among its members
John Maynard Keynes, who would later
become the most famous economist of the
20th century. Keynes wrote a book on
Indian currency in which he recom-
mended that India remove gold coins
from circulation and concentrate gold
holdings in a state bank that would use the
gold as reserves to support banknotes.

See also: Bimetallism, Gold Standard, Silver
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INFLATION AND
DEFLATION

Inflation presents itself as an overall rise
in the general price level, meaning that
the average level of all prices is rising,
rather than the prices of a select few
goods and services. A closer examina-
tion suggests that inflation is a decrease
in the value (purchasing power) of a unit
of money, perhaps because of an
increase in the supply of money relative
to demand. Deflation is the reverse—a
fall in the average level of prices. History
appears to be inflationary, although
episodes of deflation are numerous.

Inflation is measured by the growth
rate in price levels calculated as weighted
averages of prices of a spectrum of goods
and services. In the United States, the

gross domestic product deflator (GDPD)
measures the price level for all goods and
services, including factory equipment
and other goods bought by businesses,
luxury goods, and goods bought by the
government. Another index, the consumer
price index (CPI), measures the price
level for goods and services that are asso-
ciated with the basic cost of living,
including food, gasoline, utilities, housing,
clothes, and so on.

Wartime government expenditures can
nearly always be counted on to create
inflationary pressures, as happened in the
United States during World War II. At
that time, the U.S. government enacted
wage and price controls to contain infla-
tion. The price controls were lifted at the
end of World War II, but inflation
remained a problem throughout the Cold
War era. Inflation tends to become a
problem whenever governments do not
want to levy the taxes sufficient to support
government expenditures.

Economists often see controlling
inflation as a problem in maintaining the
value of money, which rises in value as
the money supply is restricted. In the
1980s, a prolonged reduction in the
growth of the money supply ended the
inflationary inertia in the U.S. economy.

A slow steady rate of inflation that is
easily anticipated causes less disruption
than high inflation rates showing sub-
stantial volatility. Inflation in the range of
300 percent annually or higher is called
“hyperinflation.” This brand of galloping
or runaway inflation is often associated
with the complete breakdown of society.

The last quarter of the 19th century
saw deflation in the United States and
several European countries. Deflation
puts a burden on debtors, who find it
harder to earn money to repay debts that
remain fixed in value as wages and

Inflation and Deflation | 237

World War II-era Office of Price Administration
poster lays out the basics of inflation.
(National Archives)



profits fall. In the late 19th century,
debtor hardship attributable to deflation
fueled a populist revolt in the United
States that nearly propelled William Jen-
nings Bryan to the presidency. Bryan
decried the gold standard as “crucifying”
mankind on a cross of gold. The supply
of gold was not keeping pace with rapid
increases in production due to technol-
ogy, causing the supply of goods to
increase faster than the supply of money.
Prices fell, and Bryan proposed to
increase the coinage of silver, adding to
the money supply and easing deflationary
pressures.

See also: Hyperinflation during the
American Revolution, Hyperinflation
during the French Revolution, Hyperin-
flation in Post–World War I Germany
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INFLATIONARY 
EXPECTATIONS

Inflationary expectations are what house-
holds and businesses think the inflation
rate will be in the future. Inflation is a
rise in the general or average level of
prices, a decrease in the purchasing
power of a unit of money. Economic
decisions involving long-term contracts,
interest rates, and purchases of capital
goods entail added complications, partly
because households and businesses do
not know what future inflation rates will
be. If households and businesses expect
prices of durable goods to rise in the

future, they will speed up the purchase of
these goods to beat inflation. If lenders
expect higher inflation in the future, they
will increase interest rates, particularly
on long-term loans. Certain economic
decisions force households and busi-
nesses to form opinions about what infla-
tion rate to expect in the future.

Economists theorize that at any time
there is a general, or census, rate of
expected inflation. This expected infla-
tion rate influences economic decisions
and is directly linked to interest rates on
a one-to-one basis. A 1 percent increase
in expected inflation leads to a 1 percent
increase in interest rates.

A difference between expected infla-
tion and the inflation that actually materi-
alizes has real repercussions in the
economy. Creditors gain when actual
inflation comes in lower than was
expected. In that case, the high interest
rates that creditors charged to protect
themselves against inflation turn into a
windfall gain. Debtors gain and creditors
lose when actual inflation comes in higher
than was expected. In that case, creditors
fail to protect themselves adequately
against inflation, and debtors are able to
borrow funds at low interest rates to buy
durable goods before the prices of these
goods go up. In summary, an excess of
expected inflation above actual inflation
redistributes income in favor of creditors,
and an excess of actual inflation above
expected inflation redistributes income in
favor of debtors.

The adverse effects of inflation are
largely minimized when actual inflation
and expected inflation are equal, that is,
when inflation is accurately anticipated.
Shoe-leather costs and menu cost are two
costs that inflation imposes on an econ-
omy even if the inflation is perfectly
anticipated. “Shoe-leather costs” refer to
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the cost and inconvenience of the added
number of financial transactions house-
holds and businesses undertake to avoid
costs of inflation. Inflation, even if per-
fectly anticipated, erodes the value of
cash holdings. In an inflationary environ-
ment, households and businesses reduce
cash holdings and keep a larger proportion
of wealth in the form of assets that offer
some protection against inflation. This
reallocation entails more trips to financial
institutions to convert other assets into
cash as cash is needed to finance daily
transactions. The cost of these trips is
called “shoe-leather cost.” “Menu costs”
refer to the cost of updating menus and
price catalogues more often to reflect cur-
rent pricing. In addition to these costs,
even inflation that is perfectly anticipated
imposes some drag on efficiency. Relative
prices between goods and services exhibit
some added volatility because of differ-
ences in the frequency at which various
firms and industries change prices. The
case of equality between actual inflation
and expected inflation is theoretically
possible but unlikely in practice.

Unlike other economic indicators,
there is no ready gauge of expected infla-
tion. An important step forward in meas-
uring expected inflation came after the
U.S. government began issuing inflation-
indexed bonds. The difference in interest
rates between an inflation-indexed gov-
ernment bond and a regular government
bond gives a measure of expected infla-
tion at least among participants in the
government bond market. Economists
have also tried to measure expected infla-
tion by surveying households and busi-
nesses and by extrapolating past inflation
rates. It is likely that extrapolations and
moving averages of past inflation rates are
a major determinate of expected inflation.
Attitudes toward current government

budgetary and monetary policy may also
influence expected inflation.

One of the most difficult economic sit-
uations occurs when deflation is expected.
Deflation gives households and businesses
an incentive to postpone purchases of
durable goods, knowing these goods will
be less costly in the future. Under defla-
tion, holding on to cash becomes attractive
because its purchasing power goes up
daily. If expectations of deflation are
strong enough, increases in the money
supply will fail to increase spending or
arrest falling prices.

See also: Fisher Effect, Inflation
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INFLATION TAX

An inflation tax is a tax on cash. Inflation
reduces the real purchasing power of cash.
After inflation, holders of cash can buy
less with that cash. The decrease in what
can be purchased with a fixed amount of
cash is the tax paid on that cash.

Like all taxes, the inflation tax is a tax
imposed by government and the proceeds
go to pay for government expenditures. A
government initiates an inflation tax by
printing money to pay for goods and serv-
ices instead of raising sufficient revenue
through taxation or borrowing. As the
money stock grows relative to the pro-
duction of goods and services, prices rise,
leaving households and businesses poorer
to the extent that they hold cash balances
representing less purchasing power. If the
inflation rate is 10 percent, then an indi-
vidual holding $1000 cash for a year is
taxed at a rate of 10 percent on that cash.
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Like any property tax, households and
businesses can avoid the inflation tax by
not holding cash. Economists theorize
that there is an optimum inflation rate at
which the tax revenue from the inflation
tax reaches a maximum. Inflation rates
beyond the optimum rate cause cash
holdings to shrink to the point that tax
revenue from the inflation tax contracts
in terms of real purchasing power. At
lower inflation rates, households and
businesses are more willing to pay the
inflation tax, regarding it as a necessary
expense to enjoy the convenience of
holding cash.

The inflation tax can generate gov-
ernment revenue in other ways. By
pushing taxpayers into higher tax
brackets, the inflation tax brings in
additional tax revenue. In addition,
inflation reduces the real, inflation-
adjusted amount of debt that a govern-
ment owes. Usually, no additional tax
collectors and mechanisms are needed
to collect the inflation tax.

Critics observe that the inflation tax is
taxation without consent. Without any
kind of legislative approval or even public
announcement of a tax increase, the gov-
ernment increases the tax burden on
citizens. Critics also cite the numerous
negative effects of inflation.

Economists seemed to have known
about inflation tax for several centuries
but paid it little attention until the 20th
century, when paper money begin to
dominate monetary systems. The famous
20th-century economist John Maynard
Keynes credited Rome with discovering
the power of taxation through currency
depreciation. In 1922, Keynes gave the
first full treatment in English of the infla-
tion tax. In his article, “Inflation as a
Method of Taxation,” Keynes hinted that
the Soviets preceded him in regarding

inflation as an instrument of taxation.
Evgeni Alexeevitch Preobrazhensky
(1886–1937), a Soviet economist, wrote
the book Paper Money in the Epoch of
Proletarian Dictatorship, published in
Russian in 1920, predating Keynes’s arti-
cle. Preobrazhensky argued that inflation
was a highly effective policy for divert-
ing resources from the private to the
socialized sector and for expropriating the
money capital of the bourgeoisie. One
often quoted line from Preobrazhensky’s
book on paper money referred to the
printing press as “that machine gun
which attacked the bourgeois regime in
the rear.”

The idea of inflation as a tax on cash
balances caught on rapidly in the United
States following World War II. It gave a
rationale for a government that seemed a
bit complacent in combating inflation.
The Nobel Prizing economist Milton
Friedman broached the subject first in
his book Essays in Positive Economics,
published in 1953. By the 1980s, the
idea had entered into political debate,
and “inflation tax” became a household
phrase.

See also: Forced Savings, Seigniorage
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INTEREST RATE

The interest rate can be regarded as
the cost of money, expressed as a
percentage. If the annual interest rate
is 10 percent, an individual borrowing
$100 for a year pays $10 interest.
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Decimalized currency systems sub-
stantially facilitated the calculation of
interest. This is one reason countries
rapidly adopted decimalized currency
systems during the 19th century.

Theoretically, interest rates adjust to
a level at which the interest earned on
$100 invested in financial assets (for
example, corporate bonds) equals the
income earned from the ownership of a
$100 worth of capital goods (for exam-
ple, tools, machinery, buildings). Dur-
ing the recovery phase of the business
cycle, interest rates tend to rise as cap-
ital goods become more productive,
and in the recession phase, interest
rates tend to fall as capital goods lose
productivity.

During early European history, reli-
gious authorities regarded charging inter-
est as a sinful means of earning income.
Governments either banned interest or
put a legal ceiling on interest rates. In the
United States, state usury laws limiting
interest rates were common as late as the
1970s. Most of them have now been
repealed.

Historically, the highest peaks in
interest rates have occurred during
wartime. Interest rates reached historic
levels during the Napoleonic Wars and
during World War I. Wars are often the
occasion for heavy government borrow-
ing and high inflation, both of which are
enemies to low interest rates. The legacy
of the Depression and wage and price
controls helped keep a lid on interest
rates during World War II, but the era of
the Cold War, from 1946 to 1983, saw
the longest upswing in interest rates
since the beginning of the 18th century.

Governments may act purposely to
reduce interest rates as an antidote to
depression. In 1998, the Federal Reserve
System in the United States acted to lower

interest rates to prevent a global financial
crisis from spreading to the United States.
Again in 2008, the Federal Reserve
pushed its benchmark interest rate from
5.25 percent to almost zero (Hilsenrath
and Evans, January 7, 2009) That is the
lowest interest rate on record for the federal
funds rate.

See also: Usury Laws
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INTEREST RATE 
TARGETING

Interest rate targeting is the most widely
practiced method and strategy that
central banks use for the implementa-
tion of monetary policy. Large, highly
developed economies have central
banks that bear responsibility for mone-
tary policy. Regulation of the money
supply, interest rates and credit condi-
tions is monetary policy. In the conduct
of monetary policy, central banks aim to
achieve ultimate goals, such as low or
no inflation, full-employment, and an
overall prosperous and stable economy. A
central bank, however, cannot directly
affect the inflation rate, unemployment
rate, or other economic indicators that
measure the achievement of these
ultimate goals. It is true that statistical
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correlations between inflation rates and
money stock growth rates indicate a
strong linkage between the two, but the
linkages between central bank actions
and money stock growth is not that
tight. Central banks have policy meas-
ures that can affect money stock growth,
but central bank control over monetary
stock growth is far from absolute.
Although setting targets in terms of
money stock growth may seem a more
direct approach to controlling inflation,
in practice most central banks opt for
setting interest rate targets instead.

Under interest rate targeting, a central
bank selects an interest rate that it can
easily and precisely control. It will be a
short-term interest rate because the long-
term rates are less controllable. The
Federal Reserve System in the United
States targets the federal funds rate.
Commercial banks pay that interest rate
when they borrow reserves from each
other overnight. It is an unsecured loan.
By buying and selling government
bonds, the Federal Reserve System can
peg the federal funds rate at a certain
level. Control over the federal funds rate
is much tighter than control over money
stock growth.

The idea behind interest rate targeting
is that there is some neutral interest rate.
At that neutral interest rate, the economy
will operate at full-employment without
inflation. At an interest rate below the
neutral rate, households and businesses
become too aggressive in borrowing
funds, which can be inflationary. If banks
expand lending at full-employment, the
money stock grows faster, the demand
for goods outruns the supply, and infla-
tion rises. At an interest rate above the
neutral rate the reverse happens. Higher
interest rates slacken household and
business demand for bank loans. Banks

contract lending, leading to slower
money stock growth. With less money in
circulation, the demand for goods weak-
ens relative to the supply, causing falling
inflation and rising unemployment.

The practice of interest rate targeting
evolved over time. In 1995, the Federal
Reserve began to publically announce a
specific target for the federal funds rate.
The Federal Open Market Committee
fixes the target rate, and rarely changes it
more than a quarter of a percentage point
at each meeting. If the Federal Open
Market Committee feels that inflation is
the primary risk facing the economy, it
will raise the targeted federal funds rate. If
unemployment and recession appears the
primary risk, the Federal Open Market
Committee lowers the targeted federal
funds rate.

The practice of interest rate targeting
has drawn some critical fire for having
an inflationary bias. Critics argue that
interest rates are one of the stabilizing
variables in the economy. An excessive
demand for credit exerts upward pres-
sure on interest rates. If interest rates
are allowed to go up, they will moder-
ate the excessive demand for credit,
decreasing the chance that an expan-
sion of credit will fuel an inflationary
spiral. If a central bank prevents interest
rates from going up in this scenario, it
gives unwitting support to inflationary
forces. In summary, holding interest
rates constant in the face of fluctuations
in the demand for credit may interfere
with the stabilizing role of interest
rates. Part of the problem is that no one
knows exactly how to gauge the neutral
interest rate. There is no way to meas-
ure it, and it does change (Wu, October
21, 2005, 2).

Despite criticisms, interest rate tar-
geting has become the favored strategy



of monetary policy. During the 1970s,
rising inflation discredited the practice
of interest rate targeting. In 1979,
facing double-digit inflation, the Fed-
eral Reserve adopted the practice of tar-
geting non-borrowed reserves. Changes
in non-borrowed reserves change the
ability of commercial banks to extend
credit and change the money stock.
Proponents of non-borrowed reserve
targeting argued it gave the central bank
tighter control over the money stock
growth. It turned out that targeting non-
borrowed reserves led to greater volatil-
ity in money stock growth and interest
rates. In 1982, the Federal Reserve
abandoned the practice of targeting
non-borrowed reserves. It introduced
another policy that worked out in prac-
tice to be similar to interest rate target-
ing. In the 1990s, the Federal Reserve
reverted to a more explicit policy of
practicing interest rate targeting. The
Federal Reserve had been explicitly
following a policy of interest rate tar-
geting for well over a decade when the
U.S. financial crisis erupted in 2008. In
December 2008, the Federal Reserves
took the unprecedented step of pushing
its targeted interest to almost zero, well
below one percentage point (Hilsenrath
and Evans, 2009).

See also: Federal Open Market Committee
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INTERNATIONAL
MONETARY CONFERENCE

OF 1878

The International Monetary Conference
opened in Paris on August 10, 1878. The
Conference was called at the request of the
United States, which wanted to push for an
international bimetallic monetary system.
It utterly failed to live up to expectations.
On July 23, 1878, the New York Times had
printed an editorial with the heading, “Pro-
moting the Federation of the World,” sug-
gesting that the Conference would lead to
the establishment of an international gold
metric coinage unit and the new coinage
unit would inculcate “true notions of the
nature and purposes of money” (Nugent,
254). The idea of an international coinage
unit lingered in the background of the con-
ference, partly as a pretext for some countries
to attend the conference, but it never sur-
faced as a goal to be reached.

The seeds for the Conference were
sown with the passage of the Bland–Allison
Act in the United States. This act began
in Congress as a free silver act, but
passed Congress, over a presidential
veto, as an act requiring the treasury to
coin silver up to a fixed amount and asking
the government to call an international
conference to negotiate a world bimetal-
lic standard. A world bimetallic standard
would fix worldwide an official ratio of
gold to silver. The United States hoped
that if all governments set the same offi-
cial ratio of gold to silver, the official
world ratio would dominate the free mar-
ket ratio, arresting the plunge of silver
values in the free market.

The United States, possessing vast silver
deposits, wanted to retain silver as a mon-
etary metal, but the wealthier nations
were rapidly shifting to a gold standard.
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The United Kingdom practiced “imperial
bimetallism,” maintaining herself on a
gold standard, and India on a silver stan-
dard. Germany was selling off silver
reserves after the adoption of the gold
standard in 1871, and refused to attend
the conference. The Latin Monetary
Union countries, the largest being France,
had ceased the coinage of silver because
of its plunging value and were not favor-
ably disposed toward resuscitating silver.

The representatives of the United
States, isolated from the outset of the
conference, found no crack in the diplo-
matic armor of the forces arrayed against
a revival of bimetallism. A Dutch dele-
gate suggested that the United States
might look for monetary allies among the
less-developed world (Latin America,
Asia, etc.), hinting that the United States
might belong with the less-developed
countries itself and prompting a U.S. del-
egate to ask for a clarification. The Euro-
pean conference delegates offered to let
the United States save face by turning the
Conference into a series of sessions on
coinage and bullion practices around the
world, but the United States remained
unswerving in its commitment to an
international bimetallic standard.

On August 28, 1878, the conference
delegates recessed for 45 minutes to let
the European delegates reach an agree-
ment on an answer to the U.S.
proposal. The European delegates
flatly turned down the proposal, saying
that each nation, governed by its spe-
cial situation, should set its own mone-
tary standard.

The Conference of 1878 dropped the
curtain on bimetallism, and by 1880, the
world was squarely on a gold standard.
The United States, the staunchest sup-
porter of silver among the monetary
powers, stood against the adoption of a

bimetallic standard unless it was part of
an international agreement.

The idea of an international monetary
unit surfaced in the latter 19th century,
and it is an idea that may yet be realized.
Adoption of an international monetary
unit would encourage international trade
by reducing the risk of changing
exchange rates between currencies and
facilitating cost comparisons between
goods produced in different countries.
Europe has already launched a European
currency, the euro, to replace national
currencies in Europe, and the growth of
international trade may push the world
toward the adoption of an international
monetary unit. Presently, the U.S. dollar
fulfills some of the roles of an interna-
tional monetary unit.

See also: Bimetallism, Latin Monetary Union
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INTERNATIONAL
MONETARY FUND

The International Monetary Fund (IMF),
is a supranational lending institution
whose primary mission lies in furnishing
short-term credit for countries suffering
balance of payments deficits. Balance of
payment deficits occur when a country’s
outflow of money from transactions with
foreign countries exceeds its inflow. Like
its sister institution, the World Bank, the
IMF was born of the Bretton Woods
Conference. That 1944 meeting of inter-
national monetary officials put foreign
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exchange markets under a system of
fixed exchange rates—a system that
lasted until 1971. The IMF began opera-
tions in 1946 and in 1964 it founded its
headquarters in Washington, D.C.
Although the mission of the World Bank
lay in financing development and recon-
struction projects, the IMF bore respon-
sibility for loaning foreign currency
reserves to countries on a short-term
basis.

An excess of imports and investment
in foreign countries relative to exports
and domestic investment financed by for-
eign investors causes an excess outflow of
a country’s currency. This leads to cur-
rency depreciation in foreign exchange
markets unless some type of market
intervention occurs. A country can pre-
vent currency depreciation by borrowing
foreign currencies from the IMF and
using these foreign currencies to pur-
chase its own currency in foreign
exchange markets, increasing the demand
for its own currency and arresting its
depreciation.

The funds of the IMF come from
subscriptions of member countries,
which contribute on the basis of such
variables as national income and for-
eign trade. In 1946, member countries
numbered 35, but by 1998, the number
had grown to 182 countries. Soviet bloc
countries did not join the IMF until
after their transition to market coun-
tries. The United States has the largest
quota of contributions and in 1998 con-
tributed about 18 percent of all IMF funds.
Each country contributes sums of its
own currency, which serve as the IMF’s
lending capital. Out of these funds, the
IMF might make foreign currency loans
to countries that use the proceeds to buy
up excess amounts of their own currency
in foreign exchange markets. The

borrowing country puts up its own cur-
rency as collateral for such a loan.

Perhaps the greatest economic inno-
vation of the IMF during the period of
fixed exchange rates was the develop-
ment of Special Drawing Rights (SDRs),
sometimes referred to as “paper gold.”
By international agreement, the SDRs
are exchangeable for other currencies
just as gold reserves.

Under the fixed exchange rate system,
the IMF loaned funds to countries that
needed to intervene in foreign exchange
markets to maintain the values of their
currencies at the fixed rates. Under the
floating exchange rate system, the indus-
trially developed countries had little need
of the resources of the IMF. The IMF
turned its attention to the less-developed
countries, making longer-term loans to
finance balance of payments of deficits,
and granting soft loans to the poorest of
the world’s countries. These balance of
payments deficits allowed these countries
to import capital.

The oil price revolution of the 1970s
not only pushed the fixed exchange rate
system to the breaking point, but also put
a heavy burden on the less-developed
countries of the world, which responded
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by incurring large amounts of debt to
foreign lenders. During the 1980s, high
interest rates increased the cost of servic-
ing this debt, and reduced exports to the
recession-ridden United States, decreas-
ing the inflow of dollars needed to service
this debt. Many of the less-developed
countries also turned to inflationary
policies at home, further endangering the
investments of foreigners. Under these
conditions, the IMF assumed the thank-
less task of requiring these countries to
follow responsible monetary and fiscal
policies as a condition for receiving addi-
tional IMF credit. The IMF usually
requires policies of high interest rates,
depreciated currencies, and smaller
budget deficits, translating as less social
spending. Private lenders often refuse
credit to countries that fail to follow IMF
adjustment programs.

The decade of the 1990s kept the IMF
unusually busy. The decade opened with
Soviet bloc countries making the transi-
tion to market economies and needing
domestic currencies convertible into
hard currencies at stable exchange rates.
The IMF provided expertise on the
organization of central banks and supplied
loans of hard currencies such as U.S.
dollars to help these countries stabilize
their currencies at stable exchange rates.
In 1995, Mexico fell victim to a severe
financial crisis, prompting the IMF to
extend a record loan of over $17 billion
to that country. Toward the end of the
decade, global financial crisis was plac-
ing heavy demands on the resources of
the IMF. By the end of 1998, Russia had
received over $20 billion in loans, and
$35 billion was committed to Korea,
Indonesia, and Thailand to assist with
the Asian financial crisis.

The U.S. financial crisis of 2008 left the
IMF with little role to play. Recapitalizing

banks stood outside its authority. With crisis
lending to developing countries down, the
IMF faced a budget deficit. In April
2008, it reduced its workforce by 15 percent
to cut costs (Economist, 2008).

See also: Bretton Woods System, Dollar Crisis
of 1971, World Bank
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ISLAMIC BANKING

Islamic banking operates in accordance
with Islamic principles, which absolutely
ban the payment or receipt of interest.
Islamic principles also prohibit banks
from furnishing capital to firms providing
immoral goods and services, such as
pornography. Compliance with prohibi-
tions against interest in financial transac-
tions is the core difference between
Islamic banks and their Western counter-
parts. For the purpose of banking and
finance, the key point in Islamic principles
is that paying or receiving interest is for-
bidden, but earning profits is permissible.
A fixed or predetermined rate of return
represented by interest violates Islamic
principles, but an uncertain rate of return
represented by profits raises no ethical
issues under Islam. The growth of Islamic
banking began to gain momentum in the
last half of the 1970s as oil revenue began
flowing into the Middle East.

Forms of Islamic banks can vary
between countries but follow a general
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line. These banks hold two forms of
deposits, transactions deposits and invest-
ment deposits. The transactions deposits
bear a strong resemblance to the demand
deposits held by Western commercial
banks. These deposits earn no interest and
act as a medium of exchange. The bank
guarantees the nominal value of the deposit
against loses. Investment deposits provide
the bulk of the Islamic banks’ funds. These
funds do not pay interest or a fixed rate of
return, and the bank does not guarantee the
nominal value of these funds. Investment
deposits bear a stronger resemblance to
Western style shares of corporate stock
than to the time and savings deposits of
Western banks. Like shareholders, invest-
ment depositors receive a share of the
profit and losses earned by the bank. The
bank only guarantees that the profits and
losses will be distributed between the bank
and a depositor in a certain proportion. The
proportion cannot be changed during the
life of a contract.

Islamic banks finance business activity
by acquiring profit-sharing assets.
Rather than pay interest, an entrepreneur
promises to pay the bank a predeter-
mined share of the profits. The bank
bears all the financial loss in the case of
unprofitable ventures. Large and long-
term ventures usually involve more than
one financial contributor. A predeter-
mined share of the profits are distributed
to the various contributors according to
the relative size of their respective con-
tributions. This system works similar to
an equity market in Western capitalism
in that shares in an investment project
can be acquired by the public, banks,
central banks, or the government.

In financial arrangements where there
are no profits to be shared, Islamic banks
have other methods. Zero return loans can
be made to individuals. On these loans, the

bank can charge an administrative fee as
long as the fee is a fixed amount and does
not vary with the value or length of the
loan. In the case of installment purchases,
the bank can buy a product on the bor-
rower’s behalf, and sell it to the borrower at
a higher price. The borrower pays a higher
price but can pay the higher price out in an
installment plan. Some contracts are set up
as lease-purchase agreements, in which the
bank leases the product to the borrower.
Part of each lease payment goes toward
final purchase of the good when the lease
expires. Manufacturers and farmers borrow
working capital by selling the finished
product or commodity to the bank, with the
condition that the bank will take delivery at
some specified date in the future, perhaps
at the end of harvest season.

See also: Bank
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Men pose with ivory tusks in Dar Es Salaam,
Tanganyika, the economic center of German
East Africa during the 19th century. (Frank
and Frances Carpenter Collection)
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Before the arrival of Arabian traders,
tribes in Uganda cut ivory discs that
served as a favored form of money.
Although anyone was free to cut ivory
discs, no one could kill elephants or pos-
sess ivory without the king’s permission,
and cutting ivory discs required special
skills possessed only by a few people. In
effect, the king had a monopoly on the
supply of ivory discs.

During the time of German coloniza-
tion of equatorial Africa, fines were set in
ivory, eventually leaving the colonial admin-
istration with a large stockpile. There is
also evidence of an ivory monetary unit in
Gabon. In Loma, a 100-pound chunk of
ivory represented a monetary unit for large
transactions, but it was a fictitious unit, in
reality representing an assortment of Euro-
pean goods. In the Nama tribe of south-
west Africa, ivory represented a stable
export and acted as a medium of exchange.

Ivory has functioned as money prima-
rily in Africa. Famous African explorer,
John H. Speke, who discovered Lake Victoria
as the source of the Nile, mentioned the
use of ivory as money in his book, The
Discovery of the Source of the Nile.
Henry M. Stanley, in his book, In Darkest
Africa, tells of treasuries of ivory and his
own use of ivory to pay for services ren-
dered by tribes. He also wrote of raiding
parties that captured slaves mainly to
exchange the slaves for ivory. Ivory might
have acted as money on a grander scale if
it had commanded more religious signifi-
cance for the Africans, or if the foreign
ivory demand had not been so high relative
to the domestic demand.

See also: Commodity Monetary Standard
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IVORY

The tusks of elephants are composed of
ivory, a substance much in demand
throughout history for its durability and
beauty. The demand for ivory has nearly
become the downfall of elephants, which
have been decimated in large numbers for
the sake of their tusks.

The role that ivory has played as money
is rather limited, in spite of the fact that its
aesthetic qualities and durability give it
some of the same attraction as precious met-
als. In mountain villages on the island of Ili
Mandriri in the Indonesian archipelago,
islanders used ivory as a store of value and
mark of social status. An individual’s social
standing was a function of the number and
size of ivory tusks that he or she owned. It
appears that not too far in the past ivory also
served as a medium of exchange. In the
post–World War II era, the islanders still
used ivory as the main form of bride money.
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JAPANESE DEFLATION

Between 1999 and 2005, Japan experi-
enced deflation (International Monetaray
Fund, 2003, 2008). That is, on average,
prices fell. Between 1985 and 1994,
Japan experienced an average inflation
rate of 1.4 percent, a relatively low infla-
tion rate by world standards. A slowing
economy brought the inflation rate down
to negative territory in 1995. It rebounded
and climbed to the 2 percent range in
1997, before falling again, sinking into
negative territory by 1999. The inflation
rate of consumer prices stood at zero in
2007. The inflation rate of consumer
prices edged into positive territory in
2008.

The economic deceleration that
marked the beginnings of deflation
began when an asset bubble burst. In
1986, the Nikkei Index of the Tokyo
stock market stood in the 12,000 range
(www.finance.yahoo.com). The market
took off, reaching the dizzy height of
roughly 39,000 in 1989. Then the market
began unwinding, sinking to the 15,000
range in 1992. The market never

recovered its previous high. In October
2008, the Tokyo stock market sank to
6994.9.

In monetary systems managed by
modern central banks, unwanted and
uncontrolled deflation poses a puzzle in
the eyes of many observers. In the past,
central banks were limited in the
amount of paper money they could issue
by a gold standard. Today, central banks
can issue as much money as is consis-
tent with stable prices. If a country is
caught in a deflationary spiral, the
central bank is free to augment domestic
circulating money stocks until prices
stop falling. The concept that printing
more money leads to inflation is standard
economic doctrine.

The trend toward deflation marked
the end of a spectacular phase of eco-
nomic development in Japan. Between
1960 and 1973, economic growth in
Japan averaged 9.8 percent annually,
over twice the rate of most developed
countries. Between 1973 and 1980,
economic growth in Japan slipped to
3.9 percent, still a relatively high growth
rate for that period. The United States



averaged 2.1 percent growth for the
same period. Nearly all countries expe-
rienced a substantial deceleration of
growth for that time frame. Between
1980 and 1988, growth converged
closer to the average of other developed
countries, averaging annual growth of
3.6 percent. The United States averaged
growth of 3.3 percent for this same
period. These comparisons are based on
data in Summers and Heston (1991). In
the 1990s, Japan went from above aver-
age growth to below average growth,
averaging less than 1 percent between
1992 and 2002 (Bank for International
Settlements, 2005).

In Japan, the overnight interest rate is
the main index of monetary policy,
comparable to the federal funds interest
rate in the United States. Monetary lax-
ness shows up as lower interest rates. To
arrest the deflation and stimulate
economic growth, the Bank of Japan
dropped the overnight interest rate. In
1995, the Bank of Japan changed the rate
from over 8 percent to less than 0.5 percent
(International Monetary Fund, 2003).
The easy money policy failed to stem the
tide of deflation. As inflation slipped into
the negative column, the Bank of Japan
pushed the overnight interest rate to
ranges measured in one thousandths of a
percentage point. For 1999, the Interna-
tional Monetary Fund reports an average
overnight interest rate of zero. The aver-
age rose to 0.2 percent for 2000, and then
sank back to zero for the years 2001
through 2005. The International Mone-
tary Fund reports an average rate of 0.2
percent for 2006. In February 2007, the
average rate stood at 0.5 percent.

The development of deflationary
expectations became a major complicating
factor. Expectations of inflation persuade
consumers and businesses to borrow

money and buy goods before prices go up.
Inflation encourages buying goods and
capital equipment sooner rather than later.
Expected deflation has the opposite effect.
Consumers and businesses are hesitant to
buy goods and equipment with borrowed
money if the goods and equipment are
selling for prices higher than what they
will sell for in the future. With expected
deflation, businesses require a higher
expected rate of return before borrowing
funds to purchase capital equipment.

Many economists believe Japan in the
1990s entered into a liquidity trap. In a
liquidity trap, money is in high demand
because of the expectation that all other
assets can be purchased on more favor-
able terms in the future. The strong
demand for money as a financial asset
frustrates efforts to increase spending by
increasing the money supply.

See also: Liquidity Trap
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JUILLIARD V. GREENMAN
(UNITED STATES)

In the case of Juilliard v. Greenman,
110 U.S. 421 (1884), the United States
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Supreme Court ruled that Congress had
the right to issue notes to be legal
tender for the payment of public and
private debt. Legal-tender notes are
treasury notes or banknotes that, in the
eyes of the law, must be accepted in the
payment of debts.

Under the Legal Tender Act of February
25, 1862, Congress authorized the
issuance of U.S. notes as legal tender for
all debts public and private, excepting
custom duties and interest on the public
debt, which were payable in coin. The
United States Constitution had not
explicitly conferred on Congress the
right to issue legal-tender notes, or other
legal-tender paper money, and many
doubted if legal-tender legislation was
constitutional. The Constitution was
framed while the memory of the hyper-
inflation episode of the Continental
currency was still fresh.

Hepburn v. Griswold, 75 U.S. 603
(1870), was the first Supreme Court case
to test the constitutionality of legal-tender
notes. The Court found that the issuance
of legal-tender notes amounted to an
impairment of contracts without due
process of law, which was forbidden
by the Constitution and therefore uncon-
stitutional. Contracts were abridged
because a creditor had to accept depreci-
ated notes rather than coin. Interestingly,
Chief Justice Chase, who wrote the
majority opinion, was secretary of the
treasury when the notes were issued at
his strong urging. Some observers felt
that Chase changed his mind to improve
his chances for a presidential bid.

The Hepburn decision did not stand
long. In Parker v. Davis, 79 U.S. 457
(1871), the Court—enlarged with two
new appointees—ruled in favor of
Congress’s power to issue legal-tender
notes, but the decision drew heavily on

the exigencies of war and left in doubt
the constitutionality of the issuance of
legal-tender notes in peacetime.

In 1878, Congress repealed an earlier
act providing for the retirement of out-
standing legal-tender notes (greenbacks)
and provided for the reissuance of these
notes. Because these notes where reissued
in peacetime, the constitutional authority
of Congress to maintain their legal-tender
status remained in doubt.

When Juilliard v. Greenman came
before the Supreme Court in 1884, the
Court held that Congress had the author-
ity to issue legal-tender notes even in
peacetime. The majority opinion argued
that Congress had the authority to issue
legal-tender notes under its constitutional
power “to raise money for the public use
on a pledge of the public credit,” includ-
ing the power “to issue, in return for the
money borrowed, the obligation of the
United States in any appropriate form of
stock, bonds, bills, or notes . . . adapted
to circulation from hand to hand in
the ordinary transactions of business”
(110 U.S. at 432). The majority opinion
also argued that the power to confer legal
status on money derived from the rights
of sovereignty as understood when the
Constitution was framed.

The decision of Juilliard v. Greenman
settled the question of the authority of
Congress to provide a national currency
for the United States.

See also: Case of Mixt Monies, Legal Tender
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LABOR NOTES

Labor notes, a unique monetary experi-
ment in the United Kingdom in the early
19th century, bore a face value equiva-
lent to a certain number of hours of
work. The notes were the brainchild of
Robert Owen (1771–1858), a successful
textile manufacturer in the United King-
dom, who rose to fame as a utopian
socialist reformer at the beginning of the
industrial age. He is famous in the
United States for involvement with New
Harmony, Indiana. In 1825, Owen pur-
chased 30,000 acres of land in Indiana
and launched New Harmony as a coop-
erative society, a project that would cost
him 80 percent of his fortune before he
abandoned it.

In 1832, Owen was publishing a
penny journal, The Crisis, in which he
publicized his plan to form an associa-
tion for the exchange of all commodities
on the principle of the numbers of hours
of labor embodied in each commodity.
All commodities that required the same
amount of labor to produce were to be

traded evenly, and other commodities
were to be exchanged at ratios ruled by
the number of hours of labor required to
produce each one. If it took two hours of
labor to produce product A and one hour
of labor to produce product B, then it
took two units of product B to purchase
one unit of product A. Owen adapted his

Robert Owen, English utopian socialist. 
(Jupiterimages)
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plan from the labor theory of value, a
widely accepted concept among 19th-
century economists, which held that all
value comes from labor.

To carry out his plan, Owen opened
the Equitable Labor Exchange on
September 3, 1832, at a building called
the Bazaar on Gray’s Inn Road, London.
Producers and manufacturers brought
goods to the exchange and received in
return labor notes equal to the amount of
labor required to produce the goods. The
labor notes could be used to buy other
goods at the exchange, which were
priced based on the hours of labor that
went into producing each good.
Exchanges opened in different regions;
one of the largest was in Birmingham,
where two series of labor notes were
issued in denominations of 1, 2, 5, 10,
50, and 80 labor-hours.

The exchanges were short lived. It
was a utopian idea that could not com-
pete with a market system that incorpo-
rates all the available information that
affects the prices of goods and services.
Owens closed down the London
exchange in March 1834 and paid off a
£2,000 deficit the exchange had run up.
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LAND BANK SYSTEM
(AMERICAN COLONIES)

During the first half of the 18th century,
land banks infused paper currency into
the economies of the American colonies,
helping to relieve the shortage of money
that hampered trade and industry. Aside

from two short-lived exceptions, these
were public banks, functioning under the
auspices of colonial governments.

Land banks loaned paper money to
citizens who put up collateral in the
form of some sort of real estate, such as
farm land or houses in town. Borrowers
ran the risk of forfeiting their property
in the event of default, although the
land banks, as public institutions,
enjoyed reputations for extending the
terms for debtors in difficulty. The real
estate nevertheless stood as security
maintaining the value of the paper
money, and foreclosure was a legitimate
weapon. When foreclosure failed to
produce sufficient revenue to redeem
the paper currency, then governments
were usually obliged to make good the
paper money. The borrowers paid inter-
est on the loans, which in most colonies
went to pay governmental expenses.
Often a local public board of property-
owning citizens acted as a loan board,
approving and disapproving loans as it
saw fit. In other cases, provincial
officials at a higher level made these
decisions. These boards or officials
received an allotment of paper currency
for issuance in a given locality.

During the 17th century, several
proposals were floated for organizing
private land banks in the American
colonies, particularly in Massachusetts,
but invariably the colonial assemblies
refused to grant charters for these private
ventures. In 1712, South Carolina led the
way in the land bank movement when it
established the first public land bank in
the American colonies. Other colonies
quickly followed the example set by
South Carolina. Massachusetts founded
a land bank in 1714, Rhode Island in
1715, New Hampshire in 1717, New
Jersey and Pennsylvania in 1723, North
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Carolina in 1729, Maryland in 1731,
Connecticut in 1732, and New York in
1737.

The British government viewed all
colonial paper money as a threat to
British creditors who faced severe losses
if colonists sought to wipe out debts with
a round of inflation. In 1720, royal
governors in America received orders
from London to suspend the operation
of any land bank, pending approval
from the Privy Council. Both American
and British officials, however, were 
slow to take action. The land bank in
Massachusetts remained in operation
until 1730, and the land banks in the
other colonies until 1740.

The saga of the land banks is another
chapter in the struggle of the American
colonies to fill the vacuum in the colo-
nial money supply left by the outflow of
hard specie in payment for European
imports. Great Britain aggravated the
money shortage by squashing efforts to
mint coins in the colonies and severely
restricting the authority of colonial gov-
ernments to issue paper money. After the
American Revolution, the Articles of
Confederation granted state govern-
ments authority to establish mints and
issue paper currency. The United States
Constitution gave Congress sole author-
ity to coin money and regulate the
money supply.

See also: Franklin, Benjamin, Massachusetts
Bay Colony Paper Issue
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LATIN MONETARY UNION

One of the early efforts to establish a
uniform and universal coinage, equally
acceptable in all countries, led to the for-
mation of the Latin Monetary Union.
The union itself came to life through the
work of a conference held in Paris,
France, in 1865. In addition to France,
three other countries, Italy, Switzerland,
and Belgium, participated in the confer-
ence, all three of which were on the
French bimetallic system. This confer-
ence was the first international meeting
on monetary affairs.

Under a bimetallic system, silver and
gold coins circulated as money and the
government set the value of silver rela-
tive to gold at a fixed ratio. Before the
conference, the value of silver was ris-
ing, causing holders of silver to buy gold
and leading to the disappearance of sil-
ver. Switzerland debased the value of its
silver coins to address the problem, and
France responded by banning the accept-
ance of Swiss coins in public offices.
The immediate technical problem facing
the conference participants was the over-
valuation of silver. Under the bimetallic
system of the Latin Monetary Union,
15.5 ounces of silver stood equal to one
ounce of gold in all member countries.

The conference participants saw the
treaty creating the Latin Monetary Union
put into effect on August 1, 1866. The
States of the Church (the lands in central
and north central Italy that were ruled by
the pope) joined the Union later in 1866,
followed by Bulgaria and Greece in
1867. Member countries minted gold
pieces in denominations only of 100, 50,
20, 10, and 5 francs. They also minted
silver pieces in denominations of 5, 2,
and 1 francs and 50 and 20 silver cen-
times. Each country minted coins that
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were made legal tender and circulated
throughout the union.

In 1867, France called another con-
ference to discuss the establishment of
a uniform world monetary system.
Hopes of expanding French influence
and prestige may have supplied the
motive that pushed Louis Napoleon to
call the conference. The need to keep
the bimetallic monetary standard alive
and working in the face of competition
from the United Kingdom’s gold stan-
dard may also have been a contributing
factor.

The United States accepted the con-
cept of a world monetary union and made
a case for France to begin minting a 
25-franc gold piece. Spokesmen for
United States, whose arguments for the
25-franc piece fell on deaf ears in France,
observed that:

Such a coin will circulate side by
side everywhere and in perfect
equality with the half eagle of the
United States and the sovereign of
Great Britain. These three gold
coins, types of the great commer-
cial nations, fraternally united and
differing only in emblems, will go
hand in hand around the globe
freely circulating through both
hemispheres without recoinage,
brokerage, or other impediments.
This opportune concession of
France to the spirit of unity will
complete the work of civilization
she has had so much at heart and
will inaugurate that new monetary
era, the lofty object of the inter-
national conference, and the
noblest aim of the concourse of
nations, as yet without parallel in
the history of the world. (Chown,
1994, 87)

The conference ended without reach-
ing an agreement, only passing a resolu-
tion to meet again. The United Kingdom
had refused to support the plan for a
world monetary union, but did establish
a Royal Commission on International
Coinage to study the findings of the con-
ference. The commission acknowledged
the advantages of an international cur-
rency, citing that:

Small manufacturers and traders
are deterred from engaging in for-
eign transactions by the compli-
cated difficulties of foreign coins
. . . by the difficulty in calculating
the exchanges, and of remitting
small sums from one country to
another. Anything tending to
simplify these matters would
dispose them to extend their sphere
of operations. (Chown, 1994, 89)

Nevertheless, the commission cited
numerous practical considerations that
stood in the way of forming an interna-
tional currency.

The commercial success of Great
Britain persuaded the major trading part-
ners of the world that the gold standard
was the wave of the future. The fate of
the bimetallic system of the Latin Mone-
tary Union was sealed when France lost
the Franco-Prussian War and had to pay
war reparations to Germany. The war
reparations enhanced Germany’s gold
reserves, giving Germany the where-
withal to follow Britain’s example and
adopt the gold standard. The value of sil-
ver dropped sharply, and the members of
the Latin Monetary Union had to restrict
the coinage of silver. The union wobbled
on until the 1920s, when the strains of
war and diverging gold and silver prices
put an end to the system.
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The idea of a European monetary
union, complete with a European central
bank, became a reality on January 1,
1999, when the European Central Bank
launched the euro in a non-physical
form. It functioned as a money of
account. Euro banknotes and coins first
entered into circulation on January 1,
2002, replacing major European bank-
notes and coins in German Marks and
French francs. This monetary union with
its uniform currency ended the risk of
fluctuations in foreign exchange rates
and the inconvenience of converting
domestic money into foreign exchange,
thus easing the path for the growth of
international trade.

See also: Bimetallism, Euro Currency, Interna-
tional Monetary Conference of 1878
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LAW, JOHN

In the Wealth of Nations (1776), Adam
Smith observed that “[t]he idea of the
possibility of multiplying paper money
to almost any extent was the real founda-
tion of what is called the Mississippi
scheme, the most extravagant project of
banking and stock-jobbing that perhaps
the world ever saw.” John Law was the
author of the Mississippi scheme. He
was a Scottish financier who felt that
Scottish industry languished from a lack
of money. He conceived the notion that a
bank could issue paper money equal in
value to all the land in a country. The
Scottish Parliament was not interested,
but the new regent of France, Philippe

d’Orleans, saw Law’s theories as a way
out of the bankrupt finances of France.
Philippe authorized Law to establish the
Banque Generale (1716). Among other
things, this was the first bank to issue
legal-tender paper money. It accepted
deposits, paid interest, and made loans.
The value of its paper money was
defined in terms of a fixed weight of sil-
ver. In April 1717, taxes were made
payable in the bank’s paper money.

In 1717, Law secured a royal charter
to launch the Mississippi Company. This
was a trading company organized to
exploit the Mississippi basin. Law sold
200,000 shares of this new company to
the public. The price stood at 500 livres
per share, but three-fourths of the pay-
ment could be made with government
notes at face value. These government
notes were then worth one-third of their
face value. The shares found a ready
market in holders of depreciating

John Law, 18th-century monetary theorist.
(Guizot, Francois Pierre Guillaume, A Popular
History of France From The Earliest Times,
1878)
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government notes eager for a piece of a
profit-making enterprise. Law became
bolder with success and instructed his
bank to buy the royal tobacco monopoly
and all French companies devoted to for-
eign trade. These companies he com-
bined with the Mississippi Company for
the complete monopolization of French
foreign trade.

In 1718, Law’s bank was reorganized
as the Banque Royal, and the govern-
ment made the bank’s paper money legal
tender. By 1720, the combination of
trading companies known as the Missis-
sippi Company was amalgamated with
the bank. The Banque Royal bought up
the national debt by exchanging it for
shares in the Mississippi Company.
Turning the national debt into shares of
the Mississippi Company set the exam-
ple that was soon copied by the South
Sea Company in Great Britain. The
prices of the shares in the Mississippi
rose to fantastic heights on a wave of
speculative frenzy. Law’s bank continu-
ally increased the supply of paper
money, much of which was used to bid
up the shares in the Mississippi Com-
pany. When prices of commodities rose
100 percent and wages 75 percent
between 1716 and 1720, the public lost
faith in the value of paper money.

In the meantime, things were not
going well for the Mississippi Company.
There were no precious metals to be
found, and no attraction could induce
families to emigrate to the Mississippi
basin. Profits fell far short of expecta-
tions.

In 1719, the price of the stock peaked
and the downward spiral began. Those in
the know sold their stock at the peak and
redeemed their bank paper money with
gold. As the sell-off gained momentum,
Law’s bank issued paper money to buy

the shares of stock. Holders of paper
money besieged the bank, demanding
silver or gold, and several people were
killed in the confusion. Law himself was
forced to leave France, passing his
declining years as a professional gam-
bler in Venice.

The Mississippi bubble left a deep
distrust of paper money and big banks in
the mind of the French people. Nearly a
century elapsed before France was will-
ing to try paper money again. Learning
the pitfalls of paper money has been a
slow process in modern capitalist coun-
tries. Angola, Argentina, and Bolivia
rank among the countries that have expe-
rienced hyperinflation in the post–World
War II era.

See also: Caisse d’Escompte, Hyperinflation
during the French Revolution
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LAW OF ONE PRICE

The Law of One Price states that identi-
cal goods sold at different geographical
locations will sell for identical prices
when the prices are expressed in a com-
mon currency. The law assumes that
traders and arbitragers would exploit
price differences between the same good
at different locations. They will purchase
the good at the cheapest location and
resell it in the location with the highest
price. The activity of traders exploiting
price differentials guarantees that the
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prices of identical goods sold at different
geographical locations will converge to
one price. The differences between
prices of identical goods at different geo-
graphical locations should only reflect
different transportation cost and trade
barriers.

The Law of One Price explains why
on any given day the price of gold in
U.S. dollars in London is nearly equal to
the price of gold in New York. The the-
ory does not work quite so well for other
goods. Since 1986, the Economist has
published a “Big Mac Index” showing
the prices of McDonald’s Big Mac sand-
wiches around the world. According to
the Law of One Price, if a Big Max cost
$3.00 in the United States and $1 equals
100 yen in foreign exchange markets,
then a Big Mac should cost $3, or 300
yen, in Japan. According to the Big Mac
Index reported in the May 25, 2006,
issue of the Economist, a Big Mac cost
$3.10 in the United States and $2.23 in
Japan. The same issue reported that in
China a Big Mac only cost $1.31 in U.S.
currency.

The Law for One Price works best for
highly tradable and homogeneous goods
such as steel, copper, and agricultural
commodities. Houses are not tradable
goods, and house prices are known to
vary substantially within regions inside
the United States. Departures from the
Law of One Price may reflect either
overvalued or undervalued exchange
rates. In the above example, a Big Mac
went for an unusually low price in China
at a time when it was known that China’s
currency was undervalued in foreign
exchange markets. The low price of a
Big Mac in China could have been inter-
preted as indicating that China’s cur-
rency would appreciate in the future,
which it did.

Studies have shown that disparate
regional prices of a tradable good tend to
converge to one price. Disparate regional
prices within a single country tend to
converge faster than disparate prices for
the same good between two separate
countries. Within the United States, dis-
tance between cities appears to be the
major determinant of the magnitude of
price differences for the same good
between cities.
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LAW OF THE MAXIMUM

See: Hyperinflation during the French Revolu-
tion, Wage and Price Controls

LEATHER MONEY

Leather money should perhaps be
regarded as the most immediate precur-
sor of paper money. It was usually
issued as an emergency measure under
the stress of war. The extinct city of
ancient Carthage issued leather-
wrapped money before the wars with
Rome. The leather wrapping was sealed,
and the substance inside the wrapping
remained a mystery.

Better documentation exists for the
use of leather money in France and Italy
as an emergency measure. In Normandy,
Philippe I (1060–1108) used as money
pieces of leather with a small silver nail
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in the middle. Leather currencies also
appeared under Louis IX (1266–1270),
John the Good (1350–1364), and
Charles the Wise (1364–1380). It is not
clear whether these leather currencies
bore an official stamp. Foreign ransoms
had impoverished France of its metallic
currencies, necessitating the develop-
ment of an inferior substitute.

In 1122, Doge Domenico Michaele,
ruler of Venice, financed a crusade by
paying his troops and fleets in money
made of leather with an official stamp. In
1237, the emperor Frederick II of Sicily,
one of the first European monarchs to
reestablish gold coinage after the long
hiatus of the Middle Ages, paid his troops
in stamped leather money during the
sieges of Milan and Faventia. In 1248, at
the siege of Parma, he again paid troops
in leather money. Frederick’s money was
converted into silver at a later date.

Leather money bearing an official
stamp bore a close kinship to modern
paper money. English history furnishes a
few references to leather money. In a
speech to Parliament in 1523, Thomas
Cromwell commented in referring to the
expenses of sending an expedition to
France:

Thus we should soon be made
incapable of hurting anyone, and
be compelled, as we once did to
coin leather. This, for my part, I
could be content with; but if the
King will go over in person and
should happen to fall into the
hands of the enemy—which God
forbid—how should we be able to
redeem him? If they will naught
for their wine but gold they would
think great scorn to take leather for
our Prince. (Einzig, 1966, 286)

Reports exist of leather money on the
Isle of Man during the 16th and maybe
17th centuries. A description of the Isle
of Man published in 1726 states that
leather currency had a history on the
Island of Man, and that men of substance
were allowed to make their own money
up to a limit.

See also: Siege Money
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LEGAL RESERVE RATIO

A legally required reserve ratio is one
of the important central bank instru-
ments for changing the stock of money
in circulation. The reserve ratio is the
fraction of customer deposits banks
hold in the form of assets that satisfy a
legal definition of reserves. In the
United States, only vault cash or
deposits at a Federal Reserve Bank may
legally serve as reserves. A reduction in
the legally required reserve ratio, allow-
ing banks to loan out more depositor
funds, leads to an expansion of the
money stock. Raising this ratio reduces
the money stock.

Commercial banks accept deposits of
funds from customers. On a given day,
the fresh deposits approximately offset
withdrawals from earlier deposits, leav-
ing the bank with an average level of
deposits available for loans to cus-
tomers. Banks keep a fraction of these
deposits as reserves to keep the bank
solvent during those intervals when
fresh deposits fall short of withdrawals.
Without government regulation of
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reserve requirements, banks often fall
prey to the temptation to trim reserves
too thinly and come up short of funds if
depositors suddenly place heavy
demands for cash withdrawals. Because
reserves are funds that are not invested,
and therefore not earning income, banks
have an incentive to hold reserves to a
minimal level.

In the United States, the Banking
Act of 1935 authorized the board of
governors of the Federal Reserve
System to vary the legally required
reserve ratio within prescribed limits.
Before the Act of 1935, legal reserve
ratios were set by statute. From 1935
until 1980, the board of governors
could change the reserve requirements
of commercial banks that were mem-
bers of the Federal Reserve System,
which included all commercial banks
with national charters. State banks
remained subject to state statutory
reserve requirements until 1980. The
Depository Institution Deregulation
and Monetary Control Act of 1980 gave
the board of governors authority to set
reserve requirements for all depository
institutions. The legal reserve ratio is
usually set well below 20 percent. In
1992, the board of governors reduced
the ratio from 12 to 10 percent.

If the level of deposits in a bank rises
by $1,000, and the legal reserve ratio is
10 percent, the bank has to retain only
$100 as reserves and can loan out the
other $900. If the reserve ratio is cut for
all banks, each bank can immediately
loan out more funds. Furthermore, as
deposits at each bank grow from the
lending at other banks, each bank can
loan out a share of new deposits. The
cumulative effect of these actions on the
ratio of customer deposits to vault cash

and deposits at the Federal Reserve
Banks can be dramatic. If the legal
reserve ratio decreased from 20 percent
to 10 percent, the ratio of customer
deposits to vault cash and deposits at the
Federal Reserve Banks could double.
Because bank deposits account for the
lion’s share of money supply measures, a
reduction in the legal reserve ratio can
sharply increase the money stock. An
increase in the legal reserve ratio can
have an equally blunt impact on the
money stock in the opposite direction.

Significant controversy arose out of
one of the early policy actions using
legal reserves requirements. In 1936,
commercial banks were flush with
reserves, representing a potential for
substantial increase in lending and mon-
etary growth. The U.S. economy was
still inching out of the Depression, but
the banking system brimming over with
reserves aroused inflationary fears. The
board of governors virtually doubled
reserve requirements to mop up excess
reserves. In 1937, the recovery stalled
out, nosing the economy over into
another recession, and many observers
put the blame at the feet of the improper
use of legal reserve requirements by the
board of governors.

Today, legal reserve ratios are one of
the less important means of regulating
monetary growth. Small changes in legal
reserve ratios have powerful effects and
create management difficulties for
banks. Open market operations have
become the most important means of
regulating the money stock in the United
States. Open market operations have to
do with central bank purchases and sale
of government bonds. When a central
bank purchases bonds with new funds,
the money stock increases.
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See also: Bank, Central Bank, Federal Reserve
System, Monetary Multiplier, Open Market
Operations
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LEGAL TENDER

Money is legal tender when creditors are
legally obliged to accept it in payment of
debts. “This note is legal tender for all
debts, private and public,” appears on all
Federal Reserve Notes, meaning that these
notes are acceptable in payment of taxes
or other obligations owed to the govern-
ment and also that creditors must accept
the notes in payment of all private debts.

In the expression “legal tender,” the
word “tender” means “offer,” as when an

individual tenders his resignation. The
term “tender,” with reference to money,
arose out of actions of creditors against
debtors in English courts. A debtor could
tender to the creditor the amount he or
she thought was owed to the creditor. If
the creditor thought the sum tendered
unacceptable, the debtor could deposit
the sum with the court, which would
decide if the tender met the debtor’s obli-
gation.

The legal-tender quality of a unit of
money can be restricted. The American
colonies issued paper money that was
acceptable for the payment of public
debts, but not private debts. The colonial
governments committed themselves to
accepting the money in payment of
taxes, but did not require private credi-
tors to accept it in payment of debts.
Currently in the United States, the dime
is legal tender for all debts up to $10.

English sovereigns arrogated to
themselves the privilege of coining

Seal of the Federal Reserve on a five-dollar bill. (Paul Topp)
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money and stipulated penalties for
refusing to accept the king’s coinage at
face value. Orders from the crown went
so far as to require the acceptance of
pennies that had been halved and
demanded that anyone refusing to
accept halfpennies should be seized for
contempt of the king’s majesty, impris-
oned, and exposed to public ridicule in a
pillory.

Although the English government
threw the full weight of its sovereign
power behind its coinage, disputes
between creditors and debtors contin-
ued to raise questions, leaving with the
courts the final authority for establish-
ing the legal-tender quality of money.
An important court case in 1601, The
Case of Mixt Monies, set the legal-
tender quality of money on firm footing
when it demonstrated that creditors had
to accept in payment for debts the
money that was legal tender when the
debt was paid, as opposed to the money
that was legal tender when the debt was
incurred.

The Constitution of the United States
specifies that: “No state shall coin
money; . . . make anything but gold and
silver coin a legal tender in payment of
debts.” Prior to 1862, no paper money in
the United States commanded the legal-
tender status. Nevertheless, the govern-
ment often accepted banknotes and
treasury notes in payment of taxes and
public land sales, giving the paper
money some legal-tender qualities. In
1862, amid the fiscal crisis of the Civil
War, the U.S. government issued paper
money that was legal tender for all pri-
vate debts, and many, but not all, public
debts. The power of the government to
issue legal-tender paper money was
challenged in the courts, but the wartime
crisis clouded the issue at first. When

paper money continued to circulate after
1878, the legal-tender issue came before
the Supreme Court, and in 1883 the
Court ruled in favor of the power of the
federal government to issue legal-tender
paper money. In 1890, the federal gov-
ernment issued the first paper money that
was legal tender in payment of all private
debts and all payments owed to the gov-
ernment.

Economists have not always written
approvingly of governments using their
power to adjudicate disputes to render
money legal tender. The famous econo-
mist John Stuart Mill wrote in book 3,
chapter 7 of his Principles of Political
Economy:

Profligate governments having
until a very modern period never
scrupled for the sake of robbing
their creditors to confer upon all
other debtors a license to rob theirs
by the shallow and impudent arti-
fice of lowering the standard; that
least covert of all modes of knav-
ery, which consists in calling a
shilling a pound that a debt of a
hundred pounds may be canceled
by the payment of one hundred
shillings. (Mill, 1965, 505)

When governments become major
debtors, they have an incentive to change
the standard to pay off the debts, and in
the 20th century, governments have
printed up legal-tender paper money to
cancel large public debts, the post–World
War I government of Germany being the
most notorious case. Despite the latent
possibility for abuse, governments
worldwide issue legal-tender paper
money, which poses no problems as long
as the supply is restricted to noninfla-
tionary levels.
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See also: Juilliard v. Greenman
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LIQUIDITY

The liquidity of an asset refers to the
ease with which that asset can be con-
verted into cash. Two main characteris-
tics enter into the liquidity of an asset.
One is the ability to sell the asset on
short notice, and the other is the ability
to sell the asset without significantly dis-
counting the price. Both of these charac-
teristics must be present for an asset to
be considered highly liquid. Money or
cash is the most liquid of all financial
assets. Ninety-day U.S. Treasury bonds
and shares of corporate stock can both be
sold on short notice, but the treasury
bonds are considered much more liquid.
Treasury bonds can be quickly sold at a
price close to the price paid for them.
The corporate stock can only be sold on
short notice at the current market price,
which may be significantly below the
price paid for the stock. A parcel of real
estate is likely to be less liquid than
shares of corporate stock. Finding a
buyer for a piece of real estate on short
notice can be difficult, and the price that
buyers are willing and able to pay for
real estate varies with economic condi-
tions and interest rates.

The liquidity of an asset does not
reflect its soundness. A sales person may
find that investing a sizable sum of cash

in a nice wardrobe can be a wise invest-
ment, one that pays off handsomely in
higher sales commissions. If that sales
person turns up jobless, however, and
needs to sell the wardrobe, that person
will likely recover only a small fraction
of the original investment. Often highly
profitable investments are illiquid.

In the case of financial investments,
the liquidity of the asset is not related to
the prospects that the investment will
pay off. A parent may grant a ten-year
loan to a studious, overachieving child
with perfect assurance that the loan will
be repaid. If the parent, however, tries to
discount that loan to a third party for
cash, they will find it very difficult. On
the contrary, if the parent purchases a
ten-year corporate bond, essentially
loaning funds to a corporation, that par-
ent can easily sell that bond before it
matures. For an asset to be liquid, there
has to be a market for it.

Liquidity confers certain advantages.
Cash does not earn interest, but it
enables its holder to take advantage of
bargains and speculative opportunities.
Interest earned by financial assets can be
interpreted as a reward that must be paid
to overcome a preference for liquidity.
Usually, but not always, long-term bonds
pay a higher interest rate than short-term
bonds. The higher interest earned on
long-term bonds is partly because liquid-
ity is given up for a longer period of
time.

Most business firms face a trade-off
between liquidity and profitability. This
trade-off is easily seen in the case of
banks. If a bank took all of its
depositors’ money and never loaned it
out, the bank would be highly liquid but
would report zero revenue. On the other
hand, the bank cannot loan out all of
depositors’ money and remain capable of
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honoring requests for withdrawals on
demand. Banks must strike a balance
between liquidity and profit maximiza-
tion, keeping cash holdings as low as
possible without jeopardizing the ability
to redeem deposits. Other businesses
may have to choose between holding
cash and holding inventories. Holding
cash guarantees that the business can
meet its short-term obligations. A busi-
ness may increase its profits by trimming
its cash holdings to a bare minimum and
investing in more inventories. Such a
strategy can increase profits, but it also
increases the risk that the firm will be
left unable to meet its short-term obliga-
tions. A firm with relatively large cash
holdings has greater chance of remaining
solvent in the event of sudden and
unexpected adversity.
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LIQUIDITY CRISIS

The liquidity of an asset refers to the
ease and quickness with which it can be
converted into money or other goods and
services. An asset that can be quickly
sold for money at low cost is a liquid
asset. Money is the most liquid of all
financial assets since it can be quickly
exchanged for goods and services. Liq-
uidity crises usually indicate difficulty in
converting nonmonetary assets, particu-
larly financial assets, into cash either by
selling the assets or by using them as
collateral.

Individual firms are said to face a liq-
uidity crisis when they cannot obtain
short-term financing. A retailer who can-
not obtain short-term loans to purchase

inventories or obtain goods on credit
from suppliers is said to suffer a liquid-
ity crisis. A liquidity crisis for a particu-
lar firm indicates that creditors worry
about the firm’s ability to pay. The fail-
ure of an anticipated loan to come
through or sudden and unexpected one-
time expenditures can leave a firm with a
liquidity crisis. For an individual firm, a
liquidity crisis may be virtually synony-
mous with a credit crunch.

The more serious liquidity crises can
put an entire financial sector under
severe pressure, can have wide macro-
economic dimensions, and usually
requires government or central bank
action to resolve. In the course of busi-
ness, financial institutions accept claims
against themselves that are liquid. In the
case of banks, depositors can withdraw
their money any time. The claims that
financial institutions accept against
themselves are offset by claims that
financial institutions accept against oth-
ers. Financial institutions cannot demand
payment on these claims against others
as quickly. A bank must redeem a bank
deposit on demand but it cannot demand
early repayment of loans. A wave of
depositors withdrawing money from a
financial institution can force that insti-
tution into a liquidity crisis even if all its
outstanding loans are sound and have an
excellent chance of repayment.

In the late 1980s, thrift institutions in
Texas went through a severe liquidity
crisis that virtually wiped out the savings
and loan (S&L) industry. The S&L insti-
tutions first encountered difficulty with
troubled loan portfolios. The crash in oil
prices plunged the Texas real estate mar-
ket into a deep slump, substantially
reducing the value of collateral that
S&Ls held against loans. A string of
well-publicized failures of Texas S&Ls
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caused worried depositors to start
pulling their money out. There was never
a run on these institutions, probably
because S&L deposits had deposit insur-
ance. It was a slow, steady withdrawal.
Pension funds and other large customers
began pulling money out. Texas S&Ls
began accepting deposits put together by
brokers at interest rates well above the
rates paid by thrifts in other states. Reg-
ulators tried to broker funds from
stronger thrifts to weaker ones, but the
effort was not sufficient. The large num-
ber of failures in Texas and elsewhere
bankrupted the Federal Savings and
Loan Insurance Corporation that insured
deposits at S&Ls. Congress enacted a
multimillion dollar bailout to meet the
claims of deposit insurance.

In 2008, the United States experi-
enced a liquidity crisis that threatened to
bring down an entire financial system.
Financial institutions were holding
mortage-backed securities, including
securities backed by mortgages extended
to borrowers with credit problems.
Financial institutions purchased these
mortgages by borrowing short term in
credit markets. When the default rate on
these mortgages rose above expected
levels, the market value of these securi-
ties plummeted. Financial institutions
were left unable to borrow short term
and unable to sell mortgage-backed
securities for cash. As an emergency
measure, the U.S. central bank, The Fed-
eral Reserve System, began granting
loans based on other kinds of collateral
than government bonds.
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LIQUIDITY TRAP

A liquidity trap is a macroeconomic con-
dition in which injecting additional
money and liquidity into an economy
exerts very little impact on overall price
levels, output, or employment. It is a
macroeconomic phenomenon, meaning
that it applies to the economy as a whole
and not to industries individually. Only
an economy at a low point in a business
cycle is at risk of developing a liquidity
trap. During a recession, a liquidity trap
can become a major hindrance to eco-
nomic recovery, considerably complicat-
ing the task of designing an effective
economic policy.

The liquidity trap at first seems more
of a puzzle than a trap. It seems para-
doxical that the money stock can grow
without commiserate growth in spend-
ing. Theories of inflation assume that
money stock growth does lead to com-
parable growth in spending, and the
growth in spending drives inflation.
Only economies experiencing deflation
or near deflation seem to be at risk of
developing a liquidity trap.

A liquidity trap becomes possible
because money, particularly bank bal-
ances, can act as a substitute for stocks
and bonds, and may even become an
attractive substitute if interest rates drop
to very low levels. Money pays little or
no interest, but it is the most liquid of all
financial assets. Liquidity confers certain
advantages. It puts one in a position to
exploit speculative opportunities or
handle financial emergencies. To offset
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the advantages of liquidity, stocks and
bonds pay dividends and higher interest.
The danger of a liquidity trap occurs
when interest rates reach very low levels,
probably lower than 1 percent. Unusu-
ally low interest rates of this order
occurred in the United States during the
1930s, and again in Japan in the 1990s.
Extremely low interest rates, coupled
with fear of deflation, makes bank bal-
ances a highly attractive financial asset
compared to much less liquid stocks and
bonds. Low interest rates involve the
expectation that interest rates will be
higher in the future. Investors do not
want to lock in a low interest rate by pur-
chasing longer term financial assets
when interest rates are low.

The practical significance of a liquid-
ity trap is that it leaves the monetary
authority powerless to stimulate the
economy by increasing the money sup-
ply. The main ingredient of a monetary
stimulus is the purchase of government
bonds with newly printed money. Called
“open-market operations,” this action
makes the bond market more of a seller’s
market, meaning bond sellers can sell
bonds at lower expected yields. In other
words, interest rates fall. In a liquidity
trap, the preference for holding bank bal-
ances over bonds becomes so strong that
open-market operations can no longer
reduce interest rates. Falling interest
rates no longer accompany above aver-
age growth in the money supply.

As a recession unfolds, the market for
used capital goods is likely to see severe
deflation, which will undercut the prices
of new capital goods. Businesses become
hesitant to purchase capital goods if they
come to expect that capital goods can be
purchased at lower prices in the future.
Falling demand for finished goods further
undermines the willingness to purchase

capital goods. With the liquidity trap act-
ing as a floor under interest rates, open-
market operations cannot push interest
rates low enough to stem the tide of
falling investment spending. The econ-
omy sinks deeper into recession.

The cure for a liquidity trap involves a
high level of government deficit spend-
ing to compensate for the absence of
business investment spending. In the
1990s, the Japanese government baulked
at enlarging the public debt on the scale
needed to lift Japan out of the liquidity
trap. The Japanese economy languished
in recession during much of the 1990s.

See also: Open Market Operations

References
Auerbach, Alan J., and Maurice Obstfeld.

“The Case for Open-Market Purchases in
a Liquidity Trap.” American Economic
Review, vol. 95, no. 1 (March 2005):
110–138.

Colander, David, and Edward Gamber. 2006.
Macroeconomics.

Hanes, Christopher. “The Liquidity Trap and
U.S. Interest Rates in the 1930s.” Journal
of Money, Credit, and Banking, vol. 38,
no. 1 (February 2006): 163–194.

LIQUOR MONEY

Perhaps some measure of the importance
of stimulants and depressants to civiliza-
tion can be seen in the use of these goods
as money. Stimulants such as coffee,
tobacco, and cocoa beans have served as
money, and alcohol—a depressant—has
also fulfilled the functions of money in
some societies.

During the 19th century, gin circu-
lated as money in Nigeria. A bishop
reported that it was impossible to buy
food in parts of the Nigerian Delta,
unless one could offer gin in payment.
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Bottles of gin changed hands for years,
eluding human consumption. Members
of a commission on native races, visit-
ing the home of a chief in the central
province, saw a stockpile of cases of
gin, some cases exceeding 30 years of
age. Gin functioned as a store of value,
with chiefs holding large stocks of gin
as a treasure. Gin owed part of its pop-
ularity as a form of wealth to the gov-
ernment’s practice of steadily raising
the taxes on imported spirits, rendering
domestic stocks more valuable.
Although there is no evidence that
prices were fixed in gin, signifying gin
as a standard of value, gin served as a
medium of exchange and store of
value. The government banned the
importation of spirits during World War
I, ending the use of gin money and
opening a period of a silver currency
shortage.

In Australia, rum served as the medium
of exchange of choice during the late 18th
and early 19th centuries, a time in
Australian history known as the “period of
the rum currency.” Metallic currency was
in short supply, a common problem
among remote colonies, including the
American colonies along the eastern
seaboard. Adding to the currency shortage
in Australia was the thinking among
British authorities that a convict colony
did not need to be provided with money.
Trade brought in a limited number of
Spanish dollars that were used to pay for
imports, and rum could be found in the
cargo of every ship that came into port.

Rum met the need for a domestic
medium of exchange in Australia.
Farmers sold their produce for rum,
workers expected to be paid in rum, con-
victs performed additional work for
payment in rum, and law enforcement
authorities offered rewards in rum for the

apprehension of criminals. Rum func-
tioned better as a medium of exchange
than as a store of value. Its value fluctu-
ated with the size of the last shipment,
and its owners often fell prey to the
temptation to drink it, rather than save it
to buy other goods. Although Europeans
accepted rum in payment for goods and
wages, there is no evidence that the abo-
rigines accepted rum in payment, unlike
the American Indians who were reported
to have had a fondness for whiskey.

Beer has found a place among the
ranks of currencies. Some tribes in
Uganda are reported to have made pay-
ments in homemade beer, and tribal
workers to have accepted beer in pay-
ment of wages. The consecration of a
goat or the manufacture of a shield cost
a pot of beer, and the barber charged a
pot of beer and one chicken. There is
no evidence that these tribes used beer
as a store of value, but there is some
evidence in Angola that during the
1980s imported beer served as a store
of value.

Some might expect liquor money to
challenge the physical and moral
strength of a society in ways that other
currencies would not. Many societies
have held up objects of reverence as
money, such as whales’ teeth on the Fiji
Islands, or even gold and silver in
ancient Western societies. In Angola,
the cynicism of war may deserve some
credit for the use of imported beer as
money. Also, colonial domination by
other cultures may be a factor in the use
of liquor money in Australia and
Nigeria.

See also: Beer Standard of Marxist Angola,
Commodity Monetary Standard
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LIVERPOOL ACT OF 1816
(ENGLAND)

The Liverpool Act of 1816 officially put
the United Kingdom on the gold standard
and provided for a subsidiary silver
coinage to complement the gold coinage
and banknotes that dominated the British
money supply. It gave silver a role to play
in a monetary system in which the mone-
tary standard was defined in terms of gold.

During the 18th century, Great Britain
was technically on a bimetallic standard,
but the market price of silver stood above
the mint price for most of that era, and
consequently no silver was brought to the
mint for coinage. Great Britain had in
practice settled into a gold standard, and
silver coins were in short supply. After
1785, the market price of silver tumbled,
and silver flowed to the mint in large
amounts for coinage, threatening to upset
an unofficial gold standard that met with
the approval of the British government.
Parliament hastily enacted legislation that
prohibited the mint from purchasing sil-
ver for coinage, circumventing the possi-
bility that silver would oust gold as the
predominant monetary metal. By 1797,
the financial stringencies of war with
Revolutionary France had forced Great
Britain onto an inconvertible paper stan-
dard that lasted until 1821, encompassing
the period of the Napoleonic Wars. As
pressure mounted for a return to the gold
standard, a complementary movement
gathered strength to reform the silver
coinage.

As early as 1798, the government had
appointed the Committee of the Privy
Council on the State of the Coinage, but

the committee failed to reach quick
agreement and chose not to make recom-
mendations until the war ended. In 1816,
the committee made its report, recom-
mending the coinage of both gold and
silver, but also recommending that the
monetary standard be defined in terms of
gold only, thus officially ratifying a
century-old gold standard. The commit-
tee’s recommendations left the weight
and denominations of gold coins
unchanged.

The committee recommended a return
to silver coins, but only as a subsidiary
coinage. Silver coins were to be regarded
as representative coins, legal tender for
payments of no more than 40 shillings.
The committee recommended that the
mint purchase silver for 62 shillings per
pound, but coin the silver at a rate of 66
shillings per pound. That is, the face
value of the silver coins struck from a
pound of silver was equal to 66 shillings.
The committee hoped that the slight
increase in face value per unit of silver
weight would make the melting down
and export of silver coins unprofitable.
Also, the remaining silver content,
which was still significant, would dis-
courage counterfeiters.

The government adopted the commit-
tee’s recommendations without delay in
the Liverpool Act of 1816. This act made
silver coins an important component of
the British money supply until 1947,
when the United Kingdom removed all
precious metal content from its “silver”
coinage. Beginning in 1947, British silver
coinage has been composed of cupro-
nickel alloy, a copper and nickel alloy.

See also: Bank Restriction Act of 1797, Gold
Standard

References
Chown, John F. 1994. A History of Money.



270 | Lombard Banks

Feavearyear, Sir Albert. 1963. The Pound
Sterling.

Jastram, Roy W. 1981. Silver: The Restless
Metal.

LOMBARD BANKS

Lombard banks were banks that accepted
deposits of goods and issued credits on
account. These credits could pass from
one person’s account to another’s as a
medium of exchange. The term “Lom-
bard” probably came from the importance
of Italian bankers in the early history of
the London financial market, sometimes
referred to as Lombard Street, just as Wall
Street signifies the financial center of New
York. In early English history, “Lombard”
was another name for “Italian.” According
to Merriam-Webster’s Collegiate Dictio-
nary, “Lombard,” broadly speaking, can
refer to a banker or moneylender.

In 1661, Francis Cradocke published
a pamphlet, Wealth Rediscovered, in
which he proposed the establishment of
banks secured by things other than pre-
cious metals or financial assets. Among
the commodities he advanced as possible
securities were jewels, “rich pictures or
hangings,” silks, iron, sugar, wines,
tobacco, and land. He recommended
dividing the kingdom into a hundred dis-
tricts, each of which would have a
“standing and constant Bank or Reg-
istry” that registered all lands, houses,
and rents, and granted credit on the basis
of land, goods, or pawns.

In 1676, Robert Murray published A
Proposal for the Advancement of Trade, a
proposal for a Lombard banking scheme,
in which he argued for the establishment
of a “Bank and Lombard united.” Under
his plan, people would deposit their “dead
stock” in magazines, and receive credit on

account that could be exchanged as
money. He recommended awarding credit
on account up to “two-thirds or three-
fourths of their value according to the
quality thereof.” In explaining the credit
on account, Murray explained that:

[N]o more is required than what is
already practised in Banks here
and abroad, where men deposite
Money and obtain the Bank-
Credit, which generally passeth in
Receipts and Payments without the
real issuing of Money, the Money
remaining as a Pawn or Ground of
Security in the Cash-Chest, or else
imployed by the Banker to his own
Benefit. (Richards, 1929, 101)

The most famous economist of the
era, William Petty, put in a good word for
Lombard banks in his Treatise of Taxes
and Contributions (1662). He wrote, “If
public Loan Banks, Lombards, or Banks
of Credit upon deposited Plate, Jewel,
Cloth, Wooll, Silke, Leather, Linnen,

William Petty, 17th-century British economist.
(The Print Collector)
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Mettals, and other durable Commodities
were erected, I cannot apprehend how
there could be above one-tenth part of the
Law-suits and Writings as now there are”
(Hull, 1963, 26). Lombard banks were
sometime called “Banks of Credit.”

In 1682, the city of London estab-
lished the Bank of the City of London,
which acted primarily as a Lombard
bank. Despite the noble mission of the
bank, which was to pay down the city’s
debt to the Orphans’ Fund, the experi-
ment collapsed suddenly.

Lombard banks were a hybrid of pawn-
shops and deposit banks. Unlike pawn-
shops of today, Lombard banks issued
credits that could circulate as money,
adding to the money supply. Although
pawnshops, called “Lombards,” had a
long history, it is not clear that Lombard
banks of the sort proposed in the 17th cen-
tury ever developed far beyond the theory
stage. Nevertheless, the Bank of England,
created by an act of Parliament in 1694,
was authorized to conduct a pawnbroker’s
business, reflecting the influence of Lom-
bard banking schemes at the time.

See also: Bank, Bank of England, Land Bank
System
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LONDON INTERBANK
OFFERED RATE

The London Interbank Offered Rate
(LIBOR) is the interest rate at which
large, internationally active banks can

borrow funds from other banks in the
London interbank market. The British
Bankers Association (BBA) reports the
rate daily, based on a filtered average of
the world’s most creditworthy banks’
interbank deposit rate for large loans.
The LIBOR is the world’s main bench-
mark interest rates, the basis for setting
interest rates on short-term interest loans
and deposits. It is the lowest rate of inter-
est at which the world’s most creditwor-
thy borrowers may borrow funds. Many
adjustable-rate mortgages in the United
States are tied to the LIBOR.

The LIBOR is set everyday in 10 dif-
ferent currencies and 15 different matu-
rities (Mollenkamp, June 2008). Each
currency has a panel of banks whose
borrowing costs determine the LIBOR
for that currency. The BBA decides the
composition of the panel of banks. The
LIBOR is fixed each day at 11:00 a.m.
London time. Every day, the BBA sur-
veys the members of each panel, asking
them the interest rates they must pay for
borrowing “reasonable amounts” in a
particular currency and maturity at 11:00
a.m. GMT (Michaud and Upper, 2008).
The maturities on the unsecured deposits
range from overnight to one year. The
BBA counts on the banks to supply accu-
rate information. One European central
bank, the Swiss National Bank, uses the
LIBOR as a target in monetary policy. In
May 2008, the Swiss National aimed at
maintaining a Swiss franc LIBOR rate of
2.75 percent for a three-month deposit
(Wall Street Journal, May 2008).

Payments on $90 trillion in dollar-
denominated mortgages, corporate debt,
and financial contracts are indexed
directly with the LIBOR. Interest pay-
ments on this debt fluctuate in step with
the LIBOR (Mollenkamp and White-
house, May 29).
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The LIBOR became a focal point of
attention as the subprime crisis deepened
in the United States. Normally, the three-
month unsecured LIBOR remained
barely above the rate at which commer-
cial banks borrow from central banks. In
November 2007, the gap between the
LIBOR and the U.S. federal funds rate
reached half a percentage point, an
unusually high gap. The U.S. federal
funds rate is a Federal Reserve–man-
aged interest rate at which U.S. commer-
cial banks borrow funds from each other
overnight. Not since Y2K had the gaps
between the LIBOR rate and central
bank-regulated rates grown so large. The
stickiness of the LIBOR kept interest
rates high on many loans and adjustable-
rate mortgages just as central banks were
trying to lower interest rates.

As central banks struggled against
financial crisis, critics began lodging
complaints against the LIBOR. One
problem cited asked whether the LIBOR
on dollar loans attached too much weight
to European banks in light of widespread
use of the benchmark rate in the United
States. Of the 16 banks composing the
LIBOR panel for dollar loans, only
three were U.S. banks (Mollenkamp,
June 2008). Ten members of the panel
were European banks. Another problem
cited related to the accuracy of the data
supplied by the panel banks. The quoted
interest rates received by the BBA are
nonbinding. No one expects a credit
transaction to take place. Therefore, the
banks enjoy some leeway in giving less
than accurate quotes to engage in some
strategic misrepresentation. The BBA
compensates for strategically misleading
quotes by ignoring quotes regarded as
atypical, removing the highest and low-
est quartiles of the quote distribution,
and averaging the remaining quotes.

To narrow the gap between the
LIBOR rate and the central bank-con-
trolled rates, central banks began loaning
more money against a broader range of
collateral and against a wider group of
financial institutions. Normally, central
banks only make loans to commercial
banks holding retail deposits, and only
accept as collateral government bonds.
The tendency of the three-month LIBOR
to remain stubbornly high in the face of
monetary easing reflected the wide-
spread fear of bank failures. LIBOR
deposits are unsecured.

In 2008, the LIBOR rose even higher
after the BBA opened an investigation
into the possibility that banks were
reporting interest rates below what they
were actually paying in hopes of
appearing stronger than they were
(Mollenkamp, June 2008). Among
banks, ability to borrow at a low interest
rate is a sign of health. It appeared that
what observers saw as an elevated
LIBOR should have been even higher.
To ease concerns, in June 2008, the BBA
announced changes to the calculation of
the LIBOR. One change increases the
number of banks reporting borrowing
costs for calculation of the LIBOR.
Another change involves plans to police
the accuracy of quotes received from
banks more carefully. The BBA also
announced that it had under considera-
tion a plan to establish new rates that
would reflect differences in borrowing
cost between European and U.S. banks.

See also: Federal Open Market Committee
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MACMILLAN COMMITTEE

See: Bank of England

MARAVEDIS

See: Vellon

MASSACHUSETTS BAY
COLONY MINT

The Massachusetts Bay Colony boasted of
the first and only mint in the American
colonies before the American Revolution.
The colonial economies fought against a
currency shortage that acted as a brake on
economic activity. The largest component
of the circulating coin in the colonies was
the Spanish dollar or pieces of eight, but all
currency tended to leave America faster
than it came in because of the huge need
for imported products from Europe. There
were no local coins per se, and the mint of
Massachusetts was erected on the initiative
of the Massachusetts colonial government
to meet the need for a colonial currency.

The mint was erected in 1652 and
remained in operation for 30 years, even-
tually falling victim to the royal displeas-
ure of the English crown. Apparently, it
was subject to the orders of the General
Court of Massachusetts. The first order
issued on May 27, 1652, said:

That all persons whatsoeuer have
libertie to bring into the mint
house, at Boston, all bullion, plate,
or Spanish coyne, there to be
melted and brought to the alloy of
sterling siluer by John Hull, master
of the sd. Mint, & his sworne offi-
cers, & by him to be coyned into
twelue pence, six pence, & three
pence peeces. (Watson, 1970, 3)

These silver coins were of small
denominations for the time.

The mint house was a square building
constructed of wood, measuring 15 feet
on each side, and 10 feet high. The coins
were legal tender in the area under the
jurisdiction of the General Court.

The Massachusetts mint debased its
coins about 22 percent relative to the



silver content of English coins of the same
denominations. The officials of Massa-
chusetts approved of this debasement in
an effort the keep the coins from going to
Europe in payment for American imports
of foreign goods. The European mer-
chants, however, simply raised the prices
of their products in Massachusetts coin,
and there remained the problem of hard
specie leaving the American colonies.

The English government complained
about debasement of the coins, contending
that coinage should be uniform through-
out the empire. To be sure, the English
government occasionally changed the sil-
ver content of its own coins, but was
unwilling that the silver content could
vary among colonies. It also objected to
the coinage of copper or other inferior
metals that would solely support internal
trade.

The operation of the mint contributed
to the friction that led the English gov-
ernment to revoke the first charter of the
Massachusetts Bay Colony in 1684,
which was the last year that the mint
operated. Other colonies asked for per-
mission to establish mints, but the Eng-
lish government refused. The coins from
the mint continued to circulate in the
American colonies until after the Articles
of Confederation authorized individual
states to establish mints. The constraints
that a coin shortage placed on the colo-
nial economy helped lift the discontent of
the colonists to a revolutionary pitch.

See also: Massachusetts Bay Colony Paper Issue
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MASSACHUSETTS BAY
COLONY PAPER ISSUE

The colonial government of the Massa-
chusetts Bay Colony has the dubious dis-
tinction of being the first to issue paper
money in America. The first hesitant
steps toward the issuance of paper
money occurred in 1676 when the colo-
nial government raised a loan from
provincial merchants and issued treasury
receipts as an acknowledgment of debt,
expecting these receipts to circulate as
currency. Public lands secured the loan.

In 1690, the Massachusetts Assembly
enacted legislation that authorized the
government to issue paper money. The
immediate circumstance that forced the
hand of the assembly was the need to pay
soldiers returning from a war expedition
in Canada. Paper money is similar to
many other inventions in that pressures of
war often serve to speed up its develop-
ment and acceptance, a theme that can be
explored into the 20th century.

Although war expenditures provided
the immediate pretext for the paper
money issue, broader concerns helped
create a political environment receptive
to the issuance of paper money. In 1686,
the governor’s council cited the “great
decay of trade and obstructions to manu-
factures and commerce in this country,
and multiplicity of debts and suits
thereon, principally occasioned by the
present scarcity of coin” (Nettels, 1934).
William Penn later commented that “the
want of money to circulate trade . . . has
put Boston herself upon thinking of tick-
ets to supply the want of coin” (Nettels,
1934). The law of 1690 also mentioned
“the present poverty and calamities of
the country, and through a scarcity of
money, the want of an adequate measure
of commerce” (Nettels, 1934).
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Historically, paper money has either
taken the form of banknotes, precursors
to the modern Federal Reserve Note in
the United States, or bills issued directly
by government treasuries. The Massa-
chusetts paper money was of the latter
variety. The government issued the paper
money and levied taxes that could be
paid with the paper money. As long as
the paper money issue was commensu-
rate with the tax levy, the money main-
tained its value.

The first bills issued by the Massa-
chusetts colonial government were not
legal tender for all debts. The legislation
of 1692 specified that the bills be
accepted “in all payments equivalent to
money,” effectively making the bills
legal tender. Bills issued between 1702
and 1712 were not legal tender, although
after 1710 these bills could be used to
stay out of debtors’ prison until legal-
tender currency could be obtained.

The Massachusetts paper money held
its value reasonably well until 1713.
Bills issued in 1709 were not redeemable
in taxes until four years beyond the issue
date, and the period of redemption for
paper money issued between 1710 and
1712 was postponed for six or seven
years. During the interim between
issuance and redemption, the bills
earned 5 percent interest, but many more
bills were issued than were needed to
pay taxes. The bills depreciated in value,
and hard specie flowed out in foreign
trade. In 1716, the assembly established
a public bank that issued banknotes
secured by land.

In 1748, over two million pounds of
paper money were in circulation when
Massachusetts received a large reim-
bursement from Great Britain for war
expenses, and used the proceeds to
redeem paper money at about 20 percent
of its face value. Gresham’s law that bad

money drives out good money had
played out its ruthless logic in Massa-
chusetts as paper money virtually dis-
placed the specie. After 1720, the British
government began to restrict the ability
of colonial governments to issue paper
money with legal-tender status. Experi-
ences of the colonial governments with
paper money led members of the Consti-
tutional Convention to endow the Con-
gress of the federal government with the
sole privilege to coin money.

See also: Land Bank System, Tabular Standard
of Massachusetts Bay Colony
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MEDICI BANK

The Medici Bank, perhaps the most
famous bank of Renaissance Italy, rose
to the top rank of European financial
institutions during the 15th century. It
accepted time deposits, the sum of which
was several times larger than the
invested capital, and was a lending insti-
tution. This was unlike some of the
exchange banks of the time that were
primarily involved in fund transfers
associated with international trade. The
Medici Bank was the chief bank for the
Curia, and it had branches in the major
cities of Italy, as well as London, Lyons,
Geneva, Bruges, and Avignon.

In Renaissance Italy, openly charging
interest (usury) was prohibited, but inter-
est charges were hidden in bills of
exchange through which foreign cur-
rency was purchased for delivery at a
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future date. Profit was at the mercy of the
foreign exchange markets. What was
called a “dry exchange” involved no
transfer of goods or foreign exchange and
effectively guaranteed interest to the
lender. In 1429, dry exchanges were out-
lawed in Florence, but the law was sus-
pended at least temporarily in 1435, right
after the Medici became the de facto, if
not legal rulers, of Florence. The Medici
Bank was organized as a partnership with
the Medici family being the largest
investor in the parent company and the
parent company being the largest investor
in the branch partnerships. The parent
company functioned like a modern hold-
ing company. The system of branch
banks was organized such that one
branch could be declared independent by
rearranging accounts. Such arrangements
protected the parent bank from the bank-
ruptcy of individual branches due to
localized economic difficulties.

Members of the Medici family entered
the Florentine banking business in the
latter 1300s. In 1393, Giovanni di Bicci
de’ Medici (1360–1429) took ownership
of the Roman branch of a bank owned by
one of his Florentine cousins. He
removed the headquarters of his bank to
Florence in 1397, the official founding
date for the Medici Bank. At the time
Rome was a source of funds, whereas
Florence offered a better market for mak-
ing loans. By 1402, the Medici Bank had
opened a branch bank in Venice, another
important outlet of investment opportuni-
ties. By then the bank boasted a total of
17 employees at its headquarters in Flo-
rence, five of whom were clerks.

In the 14th and 15th centuries, wool
and cloth industries were the export
mainspring of the Florentine economy.
In 1402, the Medici Bank loaned 3,000
florins (nearly one-third of its original
capital) to finance a Medici family part-

nership to produce woolen cloth.
The year 1408 saw the establishment of
a second and more successful shop for
producing woolen cloth. In addition to
banking, the Medici traded wool, cloth,
alum, spices, olive oil, silk stuffs, bro-
cades, jewelry, silver plate, citrus fruit,
and other commodities, diversifying
their risks by investing in a range of
ventures.

In 1429, Giovanni di Medici died,
passing the management of the bank into
the hands of his eldest son, Cosimo.
Under Cosimo’s leadership, the Medici
Bank became the largest banking house
of its time. In 1435, the bank opened a
branch in Geneva, the first branch beyond
the Alps. The Medici opened another
woolen cloth manufacturing shop and
acquired a silk shop in 1438. The Medici
Bank opened a branch in Bruges in 1439,
and branches in London and Avignon in
1446. The Milan branch was opened in
1452 or 1453. The Geneva branch was
transferred to Lyons in 1464.

When Cosimo died in 1464, the bank
had passed its peak. An invalid son, Piero
de’ Medici, assumed management of the
bank. According to Machiavelli, he began
calling in loans, causing a contraction in
credit and numerous business failures.
Piero died in 1469. Piero’s son, Lorenzo
the Magnificent, was a great statesman.
He had a humanistic education without
business training or experience. He turned
the management of the bank over to man-
agers, and the bank gradually lost ground.
On Lorenzo’s death in 1492, his son,
Piero di Lorenzo, assumed control of the
Medici political and business interests in
Florence. Piero had neither business nor
political acumen, and in 1494 the Medici
were ousted from Florence. The bank,
already tottering on bankruptcy, was con-
fiscated, and was not successful under its
new owners.
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See also: Bank of Venice, Florentine Florin,
House of St. George, Quattrini Affair
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MEXICAN PESO

See: De a Ocho Reales

MEXICAN PESO CRISIS 
OF 1994

The sharp depreciation of the Mexican
peso in December 1994 marked one of
the swiftest macroeconomic reversals in
the history of developing economies and
currency crises. President Ernesto Zedillo
had barely been in office three weeks
when, on December 19, 1994, his admin-
istration asked the Banco de Mexico to
undertake roughly 15 percent devaluation
of the peso, adjusting the pegged
exchange rate from 3.45 pesos per dollar
to 4.00 pesos per dollar (Sharma, 2001). It
was a modest devaluation, but it undercut
the confidence of foreign investors and
touched off a wild speculative run against
the peso. On December 22, 1994, the
Banco of Mexico, unable to defend the
peso against stampeding, panic-stricken
foreign investors, allowed the peso to
float. The peso immediately sank another
15 percent (Sharma, 2001). By February
16, 1995, the peso had depreciated 42
percent against the U.S. dollar (Torres,
February 1995). The peso reached its

nadir at 7.65 pesos per U.S. dollar
(Sharma, 2001).

The outgoing President Carlos Sali-
nas and the soon-to-be President Zedillo
met on November 20, 1994, to discuss
the currency situation. The Friday
before, Mexico had lost $1.7 billion in a
run on the peso. The two leaders agreed
that devaluation on the order of 10 per-
cent was needed, but the outgoing offi-
cials refused to devalue the currency on
their watch (Wessel, July 1995).

The peso crisis caught many
observers and investors by surprise.
Mexico had become the darling of Wall
Street. Mexico’s economic policy
seemed to have all the right ingredients.
It emphasized privatization and deregu-
lation of state-owned enterprises, restric-
tive monetary and fiscal policies, and a
pegged exchange rate relative to the U.S.
dollar. The ratification of the North
American Free Trade Agreement
(NAFTA) in January 1994 opened Mex-
ico’s economy to the largest consumer
market in the world. Between 1989 and
1994, Mexico’s gross domestic product
(GDP) growth averaged 3.9 percent
(Sharma, 2001). Mexico’s inflation rate,
which raged as high as 160 percent in
1987, sank to single-digit territory in
1993 (Sharma, 2001). Government
indebtedness as a percent of GDP shrank
from 15 percent in 1987 to 1 percent in
1992 and 1993 (Sharma, 2001). Between
1987 and 1994, government spending as
a percent of GDP shriveled from 44 per-
cent to 24.6 per cent (Sharma, 2001). In
February 1994, Mexico’s foreign
exchange reserves stood at $28 billion,
well above the $6.3 billion level held in
1989 (Sharma, 2001). With the dawn of
NAFTA, Wall Street saw no limits to
Mexico’s potential.

In hindsight, one economic statistic
signaled trouble. Mexico’s current
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account deficit steadily climbed from $6
billion in 1989 to $20 billion by the end
of 1993 (Sharma, 2001). Mexico’s
imports were growing much faster than
its exports. Current account deficits
reflect either a high level of government
deficit spending, high levels of private
investment spending relative to savings,
or some combination. In 1994, govern-
ment deficit spending in Mexico was
minimal, and the high level of private
investment spending seemed to reflect
Mexico’s bright future under NAFTA.
Foreign portfolio investments in Mexi-
can stocks and short-term bonds made
possible the high level of investment
spending. It also left Mexico vulnerable
to a sudden outflow of foreign capital.

In 1994, foreign investors began to
get jittery over the size of Mexico’s cur-
rent account deficit. Mexico tamed infla-
tion, but did not eradicate it. Under a
pegged exchange rate, inflation increases

the prices of domestic goods, but does
not affect the price of imported foreign
goods unless the peg is adjusted. Mexico
failed to adjust the pegged exchange rate
to compensate for domestic inflation,
encouraging Mexico’s consumers to pur-
chase more imported goods at the
expense of domestically produced
goods. As long as foreigners exhibited a
strong appetite for Mexican stocks and
bonds, the Mexican government felt no
pressure to devalue its currency. The
peso appeared to be in high demand at
the current exchange rate.

In 1994, the strong foreign demand for
portfolio investments in Mexico began to
diminish over worries about Mexico’s
rising current account deficit. Rising cur-
rent account deficits often lead to a deval-
uation of a currency. If a currency
depreciates 25 percent, foreign investors
immediately see the value of their invest-
ment depreciate by 25 percent.
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After the government’s announcement that it had effectively devalued the peso, a Mexican man
checks the peso exchange rate against the dollar at a Mexico City exchange house on December
20, 1994, in Mexico City. (AP Photo/Jose Luis Magana)



Part of the attraction of Mexican
stocks and bonds had to do with low
interest rates in the United States.
Throughout 1993, the U.S. federal funds
rate remained at 3 percent. In 1994, the
Federal Reserve System started raising
the federal funds rate, pushing it up to
5.5 percent by November 1994 (Sharma,
2001). As interest rates rose in the
United States, investors became less
willing to chase higher interest rates in
developing countries and emerging mar-
kets. When the Mexican government
announced a devaluation of the peso in
December 1994, foreign investors
decided it was time to get out of Mexico.

After the peso crisis, Mexico’s econ-
omy sank into steep recession. Inflation
soared as devaluation lifted the prices of
imported goods. In the United States,
President Bill Clinton put together a
nearly $50 billion rescue package (Green-
wald and Carney, 1995). Without the res-
cue package, the Mexican government
would have defaulted on a large amount
of dollar-denominated government
bonds. (In 1994, the Mexican government
had started issuing dollar-denomniated
bonds to ease investor fears about devalu-
ation of the peso.) The rescue package
helped calm markets and limited the dam-
age inflicted on other Latin American
countries.

See also: East Asian Financial Crisis, Currency
Crises
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MILLED-EDGE COINAGE

A milled-edge coin has various forms
of graining, ribbing, or serration around
its circumference. In an Order of Coun-
cil of May 1661, Charles II, king of
England, set forth that all coin was to be
struck as soon as possible by machin-
ery, with grained or lettered edges, to
stop clipping, cutting, and counterfeit-
ing. As the order reveals, the motivation
for the serrated edges lay in the search
for a means to discourage clippers, who
removed bits of precious metal from the
edges of coins, diminishing the metal
content of coins without rendering them
completely unacceptable in exchange.
Hammered coins minted by hand pro-
duced coins of irregular shape that
invited clipping.

Mechanized minting began in Italy,
which may also have been the birthplace
of the milled edge. Mechanized minting
passed from Italy to France and Germany,
and then to Spain and England. In 1553,
Eloy Mestrell fled from Paris, where he
was engineer to the mint, and arrived in
London, bringing knowledge of the meth-
ods of a horse-powered mill that turned
out uniform blank coins, stamped with
uniform images, and a milled-edge cir-
cumference. The machine for milling the
edge made use of counterrotating hand
screws. Mestrell’s coins that survived are
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of impressive quality, but he faced strong
opposition from established moneyers.
After an inquiry yielded adverse findings,
Mistrell was relieved of his duties at the
mint, and six years later he was hanged
for counterfeiting.

The Paris mint again lost talent to
London in 1625 when Nicholas Briot,
chief engraver in Paris, left France out of
frustration over the opposition of the
established moneyers. Between 1631
and 1640, Briot minted silver coins with
milled edges, but hammered coins still
dominated English coinage. In 1649,
Pierre Blondeau, an engineer from the
Paris mint, arrived in London. Blondeau
had developed an inexpensive and prac-
tical method of producing the milled
edge, prompting Louis III of France to
ban the minting of hammered coins in
1639. In England, Blondeau minted a
token quantity of milled-edge coins.
Apparently, both Briot and Blondeau
returned to France after the Common-
wealth government refused to progress
beyond the experimental stage with the
new methods of coinage.

After the Restoration returned Charles
II to the throne, he recalled Blondeau
from France and awarded him a 21-year
contract to develop and apply methods
for making milled and engrained edges.
The contract for turning out blanks and
stamping fell to three Flemish brothers,
John, Joseph, and Phillip Roettier. In
1663, the Tower mint produced a £1 coin
that signaled the beginning of mecha-
nized minting in England.

Methods for minting coins with the
serrated or corrugated edge also passed
from France to Spain. In the English
colonies and early United States, the
Spanish milled dollar was among the
most popular and widely circulated
coins, passing as legal tender for brief
periods. The Spanish milled dollar estab-

lished the dollar as the principal unit of
currency in the United States.

The practice of milled-edge coinage
continues to the present day. In the
United States, coins in denominations
larger than a nickel have milled edges.
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MISSING MONEY

The case of missing money refers to the
fact that more than half of U.S. currency
in circulation is held abroad by foreign-
ers. The money is missing in the sense
that the currency leaves the United States
for foreign destinations through under-
ground and illegal activities.

A study of $100 bills illustrates the
magnitude of the missing money. About
two-thirds of the outstanding currency in
circulation is in $100 bills, yet these bills
play a small part in daily transactions.
Cash registers do not have a slot for $100
bills, and automatic teller machines
(ATM) do not issue them. Instead, $100
bills rank among the important exports
of the United States.

In May 2006, the stock of U.S. cur-
rency stood at $742 billion, averaging
about $2500 per person. By these num-
bers, each family with two adults and
two children should be holding about
$10,000 in currency. Surveys have
shown that individual holdings of cur-
rency average much closer to $100 per
person. The amount of missing currency
therefore approximates $2,400 per per-
son, no small amount of money (Porter
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and Judson, 1996). Retailers and other
businesses hold currency to conduct
daily transactions but only a small frac-
tion of the $2,400 per person that is
missing. It is estimated that businesses
account for less than $100 per person of
the missing money. The underground
economy, including the informal trans-
actions aimed at dodging taxes, probably
accounts for slightly more than the legit-
imate business sector. Combining the
currency holdings of legitimate busi-
nesses and the underground economy
still puts the average currency holding at
less than $225 per person (Porter and
Judson, 1996).

Studies have uncovered that a large
share of the missing money is held in for-
eign countries. Anywhere between 55
and 70 percent of U.S. outstanding cur-
rency is held in foreign countries. During
the first half of the 1990s, roughly 75 per-
cent of the increase in U.S. currency emi-
grated abroad (Porter and Judson, 1996).

Residents of foreign countries often
see holding U.S. currency as protection
against domestic inflation. In the early
1990s, hyperinflation plagued several
countries that had been either part of the
Soviet Union or a member of the Eastern
Bloc. Between 1988 and 1995, about
half of U.S. currency that went overseas
found its way to Europe, particularly to
Russia and the other nations of Eastern
Europe (Porter and Judson, 1996). In
addition, residents of a foreign country
may hold U.S. currency in case they
must flee oppression and want to take
some of their wealth with them. Before
U.S. currency became popular in Russia,
Latin America held a large share of U.S.
overseas currency. In foreign countries,
U.S. currency does not circulate as a
medium of exchange or serve as a unit of
account, but it does serve as a store of
value.

The U.S. government does not regard
the large foreign holdings of U.S. cur-
rency as a problem. Outstanding cur-
rency is a liability on the Federal
Reserve System’s balance sheet. It is an
interest free loan to the Federal Reserve
and, indirectly, to the U.S. government.
The popularity of the U.S. dollar as a
store of value in foreign countries allows
the U.S. government to borrow funds
interest free. The European Central Bank
began issuing 500-euro notes, probably
hoping to enjoy some of the advantages
the United States receives from the pop-
ularity of $100 bills in foreign countries.
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MONDEX SYSTEM

See: Debit Card

MONETARISM

Monetarism is a school of macroeco-
nomic theory emphasizing the causal
role of the money stock in aggregate eco-
nomic fluctuations, and holding that the
key to aggregate economic stability lies
with a steady, noncyclical growth path in
the money supply. The aggregate eco-
nomic system experiences upswings and
downswings manifested in such statistics
as the unemployment rate. These cycli-
cal swings are a response to imbalances
between the total demand for all goods
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and services relative to the total supply,
as opposed to imbalances between sup-
ply and demand in individual markets,
such as the market for automobiles.

According to monetarism, the aggre-
gate economic system has strong intrin-
sic tendencies to gravitate toward a
full-employment equilibrium, and these
tendencies will assert themselves in the
absence of shocks to the money stock
growth rate. If the money stock growth
rate is stable, the aggregate economic
system will mirror that stability. Econo-
mists who adhere to the tenets of mone-
tarism are called “monetarists.”

In policy terms, “monetarism” means
that central bank monetary policy should
set target rates of growth of money stock
measures and rather single-mindedly
pursue those targets. Keynesian monetary
policy, the orthodox policy in the 1950s
and 1960s, emphasized interest rates as a
target of monetary policy, raising interest
rates to slow down the economy and
reducing interest rates to speed things up.
Monetarists contended that the Keyne-
sian policies took the focus off the money
stock and replaced it with subjective
ideas about what interest rates should be.
According to monetarism, financial mar-
kets should determine interest rate levels.

Monetarism rose to prominence in the
1970s as inflation began to eclipse unem-
ployment as the most dreaded economic
problem. Monetarists contended that the
relationship between inflation and money
stock growth was virtually a one-to-one
relationship, and that money stock
growth was feeding the inflation. Mone-
tarists clung to the money stock theory as
the sole explanation of inflation, exclud-
ing the possible role of government
budget deficits, powerful unions, monop-
olistic corporations, harvest failures, and
shortages of key raw materials.

Although restricted money stock
growth seemed a plausible antidote
against inflation, the first effects of
restricted money stock growth were seen
in rising unemployment rates rather than
falling inflation rates, making the tactic a
touchy matter in democratic societies
subject to the moods of voters. A presi-
dent no less conservative than Richard
Nixon preferred to give wage and price
controls a try rather than put the econ-
omy on a prolonged diet of restricted
money stock growth.

The decade of the 1980s saw what
might be called a monetarist experiment.
The governments of Margaret Thatcher
in the United Kingdom and President
Reagan in the United States imposed
strict monetarist policies of restricted
money stock growth in an effort to break
the back of double-digit inflation. In the
United States, the prime interest rate
soared to 20 percent, and unemployment
reached double-digit levels. Thatcher’s
policies put the United Kingdom through
similar rigors. The tight money policies
put these economies through recessions
deeper than any economic contraction
since the 1930s.

Monetarist policies succeeded in
bringing down inflation rates, and unem-
ployment rates began to fall back, sug-
gesting that monetarist policies were
succeeding. Nevertheless, in October
1987, stock markets crashed in New
York and London, and central banks
began increasing money stock growth to
reinflate world financial markets. Con-
trary to monetarists’ expectations, the
added money stock growth did not trig-
ger another round of inflation. During
the 1990s, inflation was less than
expected based on money stock growth,
casting a bit of doubt on monetarism.
Between 1999 and 2005 Japan reported
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deflation. Japan’s deflation persisted in
the face of interest rates that stood near 0
percent, further undermining confidence
in monetarism.

At the very least it can be said that
monetarism brought a stoical quality to
economic policy making that was
needed to endure the pain of disinflating
the economies of the world. Notwith-
standing the departure in the 1990s from
monetarist policies based on strict,
steady growth rates in money stocks,
inflation rates have steadily subsided,
perhaps reflecting the policy effects of
new knowledge gained from the mone-
tarists’ theoretical explorations.

See also: Central Bank, Equation of Exchange,
Monetary Theory
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MONETARY AGGREGATES

Monetary aggregates measure the money
stock, which is defined as the sum of
highly liquid assets that serve either as a
medium of exchange, standard of value,
or a store of value. Money supply meas-
ures in terms of monetary aggregates are
necessary because many assets serve the
same purpose as currency; for example,
checking accounts, savings accounts,
and so on. Therefore, operational meas-
ures of the money stock must take these
assets into consideration.

In the United States, the monetary
aggregate denoted “M1” is the most nar-
rowly defined measure of the money

stock, and a broader measure, denoted
“M2,” includes everything in M1 plus
additional assets. “M3” is an even
broader measure, including everything in
M1 and M2 and more.

In the United States, M1 includes all
the currency not held by the U.S. Trea-
sury, Federal Reserve Banks, foreign
financial institutions, and commercial
banks, plus an array of checkable
deposits and travelers’ checks. Currency
included in M1 is the currency circulat-
ing as a medium of exchange. Commer-
cial bank vault cash is excluded because
it is represented in depositors’ accounts,
and summing the vault cash with cus-
tomer checking accounts would be
counting those funds twice. The largest
share of checkable deposits are called
“demand deposits,” because the bank
owes that money to the depositor on
demand, without prior notice or other
conditions. Bank customers often call
these accounts “checking accounts.”
Another checkable account is the nego-
tiable order of withdrawal (NOW)
account, an interest-bearing account at
thrift institutions that resembles a sav-
ings account but has checking privileges.
Automatic transfer service (ATS)
accounts, which automatically transfer
funds from an interest-bearing savings
account to a checking account as needed,
are also included as checkable deposits
in M1, as are Credit Union Share Drafts
(CUSDs).

Checkable deposits owned by other
depository institutions, the U.S. govern-
ment, foreign banks, and other official
institutions are excluded from M1. M1
therefore represents highly liquid assets
acceptable as a medium of exchange.
Often, cash is preferred over checks for
small transactions, but for large transac-
tions checks are preferred over cash.
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In the United States, M2 includes
everything in M1 plus small repurchase
agreements (less than $100,000), money
market deposit accounts and money mar-
ket mutual fund accounts when minimum
deposits are less than $50,000, and sav-
ings and small time deposits (less than
$100,000). A repurchase agreement is an
arrangement under which a commercial
bank sells a government bond to a large
depositor and agrees to buy it back at a
higher price in the future, overnight in
some cases. It is an underhanded means
of paying interest, and grew into promi-
nence when regulations forbade interest
rate ceilings on checking accounts.
Money market deposit accounts and
money market mutual fund accounts
require high minimum deposits, pay high
interest, and allow only checks written
above a certain amount, such as $500.
M2 does not include deposits held in tax-
exempt retirement accounts, or those
owned by the federal government, for-
eign governments, or commercial banks.
M2 embraces assets less liquid than the
assets included in M1, but assets that can
readily be converted into cash.

The Federal Reserve System ceased
reporting statistics on M3 in 2005. Other
central banks still report M3 for their cur-
rencies. For the United States, M3
included everything in M2 but added
large repurchase agreements and time
deposits, Eurodollar accounts, large time
deposits, and money market mutual fund
accounts held by institutions. Eurodollar
accounts are accounts owned by U.S. res-
idents at foreign branches of U.S. banks
worldwide, and all banking offices in
Canada and the United Kingdom. An
even broader monetary aggregate is “L.”
L includes everything in M3 plus short-
term treasury bonds, commercial paper,
savings bonds, and bankers’ acceptances.
Commercial paper is an unsecured prom-

ise to pay. It is sold at a discount from a
face value and matures in a short time, no
more than nine months. Bankers’ accept-
ances, meaning a bank accepts (or guar-
antees) another firm’s promise to pay,
provide short-term financing for com-
mercial trade.

See also: Certificate of Deposit, Eurodollars,
Federal Reserve System, Money Market
Mutual Fund Accounts, Negotiable Order of
Withdrawal Accounts
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MONETARY LAW OF 1803
(FRANCE)

The French Monetary Law of 1803 rati-
fied the franc as the French money of
account and established France on a
bimetallic system. From the Carolingian
monetary reform in the eighth century
until the French Revolution, the livre was
the money of account in France. Under the
Carolingian, system each livre consisted
of 20 sols, and each sol consisted of 12
deniers. These basic provisions of the Law
of 1803 were first passed in Calonne’s law
of 1785, named after a comptroller gen-
eral of French finances. The chaos of rev-
olution disrupted the implementation of
Calonne’s law, but on October 7, 1793,
France acted on the precedent set by the
United States and Russia, and established
a decimal monetary system. In 1795, the
French revolutionary government changed
the name of the money of account from
livre, to franc. In 1799, the terms “franc,”

286 | Monetary Law of 1803 (France)



“dixieme,” and “centime” replaced “livre,”
“sol,” and “denier” as the official units
required in accounting.

The Law of 1803 fixed in law the pro-
visions of Calonne’s law, based on a dec-
imal monetary system with the franc as
the French monetary unit. The franc had
two legal equivalents, one in silver and
the other in gold. The law declared that
“[f]ive grams of silver, nine-tenths fine,
constitute the monetary unit, which
retains the name of franc.” The law also
provided that the mint strike silver
coins in denominations of a quarter-
franc, half-franc, three-quarter franc, 1
franc, 2 francs, and 5 francs.

After declaring the specifications and
denominations of the silver franc, the law
stated that “[t]here shall be coined gold
pieces of twenty francs and of 40 francs.”
The 20-franc Napoleon coin weighed
6.45 grams, making a gold franc equal to
0.3225 grams of gold. The defined metal
contents of the silver franc and the gold
franc established a bimetallic system in
which a gram of gold was 15.5 times as
valuable as a gram of silver.

Both gold and silver coins were legal
tender, and unlike the old livres each
coin bore a stamp of its value. Anyone,

including a foreigner, was free to bring
gold and silver to French mints for
coinage. The law specified that:

The expense of coinage alone can
be required of those who shall bring
material of gold and silver to the
Mint. These charges are fixed at
nine francs per kilogramme of gold,
and at three francs per kilogramme
of silver. When the material shall be
below the monetary standard, it
shall bear the charges of refining or
of separation. (Laughlin, 1968, 313)

Just as the United Kingdom became
the headquarters for the gold standard
during the 19th century, France became
the staunch defender of bimetallism. A
bimetallic ratio of between 15 and 16 to
1 continued until the 1870s when the
value of silver began to fall significantly,
forcing France and other bimetallic coun-
tries in Europe off the bimetallic standard
in favor of the gold standard. The United
State abandoned bimetallism in favor of
the gold standard during the same period.

See also: Bimetallism, Decimal System,
French Franc, Latin Monetary Union
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MONETARY MULTIPLIER

The monetary multiplier shows the mul-
tiple by which the money stock can
expand given an initial infusion of fresh
funds into the banking system. A central
bank, such as the Federal Reserve Sys-
tem, can infuse additional funds into
commercial banks by purchasing gov-
ernment bonds owned by commercial
banks or commercial bank customers.
The central bank can also loan funds to
commercial banks, but purchasing bonds
has a more permanent impact.

A customer of a commercial bank
sells a bond to the Federal Reserve Sys-
tem, taking the proceeds of the sale and
depositing it in an account at the com-
mercial bank. Under a fractional reserve
system of banking, the commercial bank
has to hold only a fraction of the new
deposit, say 20 percent if the legal
reserve ratio is 20 percent, and the
remainder the commercial bank can lend
to a borrowing customer. Whatever
amount is loaned out is likely to be
deposited in either the bank making the
loan, or more likely, in another bank.
The bank that receives this second
deposit originating from the bank loan
only has to keep a fraction of the new
deposit, and can lend the remainder.
Therefore, a second loan will be made.

The customer that first sold a bond to
the Federal Reserve System still has the
proceeds of that sale in the form of a
bank deposit, and two subsequent bank
deposits have been created, causing a

magnified expansion of the money sup-
ply, the bulk of which is bank deposits.
The expansionary process will continue,
as the proceeds of a second loan will, in
all probability, land in a bank deposit,
giving another bank a new deposit from
which it can make a loan. Each bank that
receives a new deposit must hold a frac-
tion of the new deposits as reserves, and
may lend the remainder.

Because each subsequent new deposit
is smaller than the previous new deposit,
the cumulative expansion of new
deposits slows to a halt. The monetary
multiplier shows how far bank deposits
could theoretically expand under ideal
conditions. If the monetary multiplier is
five, then an initial infusion of $1,000 of
fresh funds into commercial banks could
lead to a maximum expansion of bank
deposits of $5,000.

The simplest monetary multiplier is
calculated by taking the reciprocal of the
legal reserve ratio. A legal reserve ratio
of 20 percent produces a monetary mul-
tiplier of five. This simplest multiplier
ignores the possibility that banks may
purposely maintain a reserve ratio above
the legal reserve ratio, or that some funds
loaned out by a bank may leak into cir-
culation, never to be deposited in another
bank. In practice, the actual monetary
multiplier will be less than the theoreti-
cal monetary multiplier based only on
the legal reserve ratio. More complicated
multipliers incorporate a currency-to-
deposit ratio to adjust for the leakage of
cash into circulation.

The funds that the Federal Reserve
System injects into commercial banks is
sometimes called “high-powered
money,” because a series of commercial
banks making loans will multiply that
initial injection of funds into a much
larger money stock increase. The mone-
tary multiplier also shows that the
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money supply is not entirely in the hands
of the Federal Reserve System, but
expands and contracts with the eagerness
of commercial banks to make loans, giv-
ing the commercial banks as much influ-
ence on the money supply as the printing
presses at the Bureau of Engraving.

See also: Bank, High-Powered Money, Legal
Reserve Ratio
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MONETARY NEUTRALITY

In economics, the principle of monetary
neutrality holds that changes in the circu-
lating money stock leave no lasting impact
on the quantity of goods and services pro-
duced, unemployment rate, wages meas-
ured in real purchasing power, or other
indicators of economic prosperity. To
understand the concept of monetary neu-
trality, it helps first to understand what
economists mean by real variables. In eco-
nomics, nominal variables are not adjusted
for inflation whereas “real” variables are
adjusted for inflation. If the average nom-
inal wage in the United States doubled
over a span of time, and prices on average
doubled over the same span of time, then
economist would say that real wages
remained constant. Wages doubled, but
prices doubled. The result was that the real
purchasing power of wages remained con-
stant, and the standard of living of wage
earners saw no change. The same princi-
ple applies to other variables. If the money
supply doubles, but prices double, the real
money supply remains constant. The real
wage equals the nominal wage divided by

the average level of prices. The real money
supply equals the nominal money supply
divided by the average level of prices. The
“real interest rate” equals the contracted or
quoted interest rate minus the inflation
rate.

The principle of monetary neutrality
claims that even the real money supply
will not be impacted by a change in the
nominal money supply. If monetary
authorities double the money supply,
then after a period of adjustment prices
will double as a result, and the real
money supply will return to its original
level. The real money supply is a func-
tion of other real variables, such a real
output and real interest rates. According
to monetary neutrality, real variables are
functions of other real variables. There is
no causal nexus between changes in the
circulating money supply and real eco-
nomic variables.

The principle of monetary neutrality
casts some doubt on the value of mone-
tary policy. All advanced nations have
central banks that adjust domestic
money stocks to meet the needs of trade
and economic activity. If the only
impact of a 10 percent increase in the
money supply is to increase prices by
10 percent, one might ask whether any-
thing useful is being accomplished. The
answer lies in a consensus that the prin-
ciple of monetary neutrality does not
hold in the short run. Changes in the
money supply do not directly impact
prices, and in the adjustment process,
real variables are effected temporarily.
The strongest adherents of monetary
neutrality tend to favor a nonfluctuat-
ing rate of monetary growth that is in
line with the overall growth in eco-
nomic activity.

The principle of monetary neutrality
has strong logical and theoretical foun-
dations, but it is difficult to verify
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empirically. Economic data clearly
shows that the principle does not hold in
the short run. To test the principle as a
long-term concept, the money stock
would need to be held constant for a long
span of time, giving the economy plenty
of time to adjust to the last change in the
money stock. Then the economy would
have to undergo a one-time, abrupt
change in the money stock. With the
money stock held constant at the new
level, the economy would be given plenty
of time to assimilate the new money,
allowing ample time for adjustments to
work themselves out. These conditions
are never met in the real world.

Even with the difficulties of estab-
lishing it with unimpeachable proof, the
principle of monetary neutrality serves
as a warning against the abuse of mone-
tary policy. It shows that increases in the
money supply are not a road to perma-
nent increases in prosperity. In a reces-
sion, accelerated money stock growth
may help bring the unemployment rate
back to more normal levels, but cannot
permanently peg the unemployment rate
at an unusually low rate.
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MONETARY THEORY

Monetary theory, an important subarea of
macroeconomics, proposes to explain the
relationship between the money stock
and the macroeconomic system. Macro-

economics is the part of economics con-
cerned with the economy as a whole, as
opposed to individual industries or sec-
tors. Fluctuations in the economy as a
whole, that is, in aggregate output, cause
fluctuations in the unemployment rate,
interest rates, and average prices.

Monetary theory analyses the role of
money in the macroeconomic system in
terms of the demand for money, supply
of money, and the natural tendency of
the economic system to adjust to a point
that balances the supply and demand for
money, a point that is called “monetary
equilibrium.” One sector of the macro-
economic system is conceived as the
monetary sector, and the monetary sector
has a natural tendency to converge to
monetary equilibrium.

A phenomenon such as inflation can
be attributed to an excess of the supply
of money relative to the demand. Excess
money supply causes the value of money
to drop, which manifests itself as higher
prices, causing each unit of money to
buy less. A stock market crash can be
attributed to an excess demand for
money relative to supply, causing stock-
holders to sell stocks to raise money.
Theoretically, the macroeconomic sys-
tem converges to equilibrium, and one
necessary condition for macroeconomic
equilibrium is monetary equilibrium.

Monetary theory usually assumes as a
rough approximation that the money
supply is fixed by monetary authorities,
and can be changed as necessary for the
public’s interest. The demand for money,
however, is outside the control of public
officials and is a function of other eco-
nomic variables, particularly aggregate
income, interest rates, the price level,
and inflation. Aggregate income deter-
mines the amount of money households
and businesses plan to spend in the near
future. Households and businesses hold
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money because they plan to buy things in
the near future.

Money holdings of households and
businesses that will not be needed for
purchases in the near future may be
invested in long-term assets (stocks and
bonds) that earn income. Money holdings
earn little or no income. When money
holdings are used to purchase stocks and
bonds, the demand for money decreases,
and the demand for stocks and bonds
increases. Rising interest rates decrease
money demand as money holdings are
drawn into the purchase of bonds. Falling
interest rates cause bonds to become less
attractive, raising the demand for money.

Like rising interest rates, inflation
means that money can be put to better use
in other places, perhaps in the purchase
of gold, silver, or real estate. Inflation
reduces the demand for money, but defla-
tion makes hoarding money an attractive
investment, increasing the demand for
money. Higher price levels, however, will
eventually increase the demand for
money, as money is needed to finance
more costly transactions. Inflation
reduces the demand for money at first,
but when the inflation ceases, the demand
for money will level out at a higher level
than existed before the inflation started.

When monetary authorities change
the money supply, the macroeconomic
system adjusts to bring the demand for
money in line with the supply of money.
If the money supply is increased while
the economy is in a recession, the extra
money will probably flow into the stock
and bond markets, stimulating business.
As the economy expands, income grows,
and the demand for money grows, catch-
ing up with the supply of money and
restoring monetary equilibrium. If the
money supply is increased while the
economy is at full employment, the extra
money will cause an increase in the

demand for goods relative to supply.
Prices will go up until the real (inflation
adjusted) value of the money supply has
fallen sufficiently to stop the inflation.

Monetary theory supplies the theoreti-
cal foundation for monetary policy,
which has to do with the regulation of the
money supply growth rate. Economists
disagree as to whether the money supply
growth rate should be speeded up and
slowed down to meet the apparent needs
of the economy, or whether the money
supply growth rate should remain at a
fixed amount, probably between 3 and 5
percent per year. Many contemporary
economists argue that a fixed money sup-
ply growth rate is the best guard against
inflation and economic instability.

See also: Equation of Exchange, Monetarism,
Value of Money, Velocity of Money
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MONEYER

Before the mechanization of coinage,
mints were staffed by moneyers, who
physically struck the coins. In England
at least, moneyers seemed to have owned
their own tools. In 1484, Robert Hart, an
English moneyer, bequeathed to his
apprentice “my anvil, 4 hammers, a mal-
let, a pair of tongs, an hamnekyn, and 2
pairs of shears” (Challis, 1978, 5 foot-
note).

Moneyer as an organized trade or skill
stretches back to the ancient world. In
the Roman Empire, moneyers were
members of a hereditary profession,
recruited mainly from families holding
high positions in government. A member

Moneyer | 291



of the moneyer caste could not resign
without furnishing someone to take his
place. In Rome, as in later societies, trust
and character were an important qualifi-
cation for the profession of moneyer.
The same skills that allowed a moneyer
to strike coins meeting official specifica-
tions could be put to work to forge coun-
terfeit coins, or to debase official coinage
at a secret profit to the moneyer.

English moneyers organized them-
selves into a company or guild and
elected a leader, the provost, who could
call a meeting of the moneyers at any
time and impose mild disciplinary penal-
ties. New recruits to the company had to
serve as apprentices for seven years and
take an oath to serve the company and
the crown loyally. The warden of the
mint paid the provost, who in turned paid
individual moneyers. Mints lay idle por-
tions of the year, and moneyers came to
work only when the mint was in opera-
tion. The most important mint in
medieval England was the Tower Mint,
and moneyers from the Tower Mint were
assigned to local mints in other parts of
England. A few localities provided hous-
ing for moneyers while they were
engaged at the mint. Some of the mon-
eyers worked for goldsmiths when the
mint lay idle, and judging from their
debts, moneyers were not poor people.

Codes of law in medieval England
regulated the conduct of moneyers. One
provision stipulated that a moneyer
found guilty of issuing debased or light
coin should have the offending hand sev-
ered and fastened to the mint. Although
the profits from forgery were high, the
risks were also substantial. At Christmas
in 1124, Henry III summoned all money-
ers to Winchester, where, according to
the Anglo-Saxon Chronicle, within a
period of 12 nights all were mutilated.
According to the Margam Annals, 94

were punished. By the close of Henry’s
reign, 19 out of 30 mints had shut down,
probably because of a shortage of mon-
eyers.

In the 17th century, mechanization
began to replace the moneyers. Money-
ers were now supervisors who oversaw
the work of laborers operating machin-
ery. The term “moneyer” does not seem
to have been used in the United States. It
was still applied to British mint workers
into the 19th century, but it fell into dis-
use in the 20th century. Today there are
no craftsmen working at mints who bear
the title “moneyer.”

See also: Milled-Edge Coinage
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MONEY LAUNDERING

Money laundering refers to the processes
of turning money earned from criminal
activity into untainted, innocent money
that bears no traces of its illegitimate ori-
gin. Laundering money hides untaxed and
otherwise illegitimate income from tax
collectors and law enforcement. It trans-
forms the profits from crime into legiti-
mate investments. More recently, the term
has been applied to money secretly chan-
neled into financing terrorist activity.
Money laundering makes it more difficult
to trace the origin of terrorist activity.

The age of computer networking and
liberalized capital flows opened new
opportunities for money launderers. As
late as 1989, Columbian police, after
shooting dead a Columbian drug lord,
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unearthed his stash of millions of dollars.
He had buried it because sneaking it into
the financial system unnoticed was too
difficult (Economist, July 1997). Accord-
ing to some experts, now it is much easier.
Rapid growth in the number of cross-bor-
der transfers played into the hands of those
needing to hide ill-gotten gain. In addition,
the multiplication of sophisticated finan-
cial instruments has aided and abetted the
work of money launderers. On one case,
money launders fabricated a profitable
options trade to account for the sudden
appearance of a hefty sum of cash in a
bank account. Russian crime-lords have
gone so far as to buy a whole bank.

Money laundering is service that can
be purchased by those who know where
to look. By one estimate, the going rate
for cleansing drug money is Britain is
between 5 and 10 percent (Economist,
May 2006). Britain has some of the
world’s toughest laws against money
laundering.

About three quarters of laundered
money probably originates from the
profits of illicit trade. Estimates of the
total amount of criminal money cleansed
through the global financial system
ranges as high as $1.5 trillion per year
(Economist, April 2001). The total
amount of criminal money in the global
financial system could easily run into the
trillions. Some even suspect that flows of
criminal money inflate and deflate finan-
cial markets. In the 1990s, both Mexico
and Thailand underwent currency crises.
Although economic mismanagement
existed in each case, it was also true that
both countries were centers for money
laundering.

Aside from criminals themselves, the
main culprits in money laundering are the
off-shore banks, particularly the “shell”
or “brass-plate” banks. The shell or
brass-plate banks have no physical pres-

ence in any location. In one case, U.S.
investigators discovered that illegal drug
money has been wired to a bank account
outside the United States. After getting
the government in the bank’s country to
assist in the investigation, investigators
discovered that the bank and bank
account to which the money was wired
actually resided in another country. Offi-
cials in this last country discovered that
the bank had no buildings or branches. It
turned out the shell bank had an account
in a correspondent bank in New York.
That was where the money was found.

In 1986, the United States enacted the
Money Laundering Control Act, the
world’s first law specifically directed
against money laundering. As the War on
Terror became a major concern after
September 11, 2001, the United States
strengthened its stance against money
laundering, levying heavy fines against
offending banks. In both the United
States and Britain, banks are obligated to
report suspicious transactions. The prob-
lem of money laundering resembles the
problem of global warming in that effec-
tive action requires cooperation of all
countries. So far, an international con-
sensus has not emerged on what bans
should exist on money laundering. Some
remember the experience of Jews in Ger-
many who violated capital controls to
get money out of Germany and into
Swiss bank accounts. Bans on money
laundering could interfere with the legit-
imate needs of oppressed people to move
assets to a safe haven.
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MONEY MARKET MUTUAL
FUND ACCOUNTS

Money market mutual fund accounts
(MMMFA) arose during the 1970s as a
financial innovation designed to circum-
vent Regulation Q, a federal rule that lim-
ited the interest rate payable on checking
and savings accounts to less than 6 per-
cent. The high inflation rates of the 1970s
put unreasonably low government ceilings
on checking and savings account interest
rates. Ninety-day treasury bills were
exempt from interest rate ceilings, but
these bills were only available in denomi-
nations of $10,000, outside the reach of
the small saver. Other large denomination
financial instruments, such as commercial
paper and banker’s acceptances, were also
inaccessible to small savers.

Mutual funds raise capital by selling
shares to investors, and invest the capital
in an array of assets. They distribute the
income from these investments to share-
holders, minus management and other
fees. Money market mutual funds sell
shares to investors, but the value of
shares is manipulated to remain at a
fixed amount, such as $1 per share. The
proceeds from the sale of shares are
invested only in safe, short-term assets,
such as U.S. Treasury bills, giving small
savers access to the high earnings of the
high-denomination assets.

Small savers can often open a
MMMFA with a small investment,
maybe as little as $500 but usually
between $2,000 and $4,000. As long as a
minimum investment is maintained, the

shareholder of a MMMFA enjoys limited
check-writing privileges, generally in
minimum amounts of $500 against their
share holdings. An MMMFA is techni-
cally not a deposit subject to the regula-
tions of a depository institution, but the
accounts are managed to act as a deposit
with check-writing privileges. Although
an MMMFA cannot boast of the safety of
deposits insured by the Federal Deposi-
tory Insurance Corporation (FDIC),
MMMFAs often invest a high proportion
of their capital in U.S. Treasury bills, giv-
ing them the same guarantee of the fed-
eral government as deposit insurance.

With check-writing privileges,
MMMFAs began to serve the same pur-
poses as checking accounts, an impor-
tant component of the money supply.
Between 1976 and 1992, MMMFAs
grew from $2.4 billion to $360 billion,
due to the movement of deposits from
checking and savings accounts. The
Federal Reserve System includes
MMMFA accounts in M2, a monetary
aggregate economists often consider the
best operational definition of the money
supply.

On December 14, 1982, banks
received authorization to offer money
market deposit accounts (MMDAs),
which offer depositors comparable inter-
est rates on assets similar to MMMFAs
and have the added advantage of protec-
tion from the FDIC. At first, MMDAs
grew rapidly at the expense of MMM-
FAs, and the depository institutions
regained ground lost to MMMFAs. By
the 1990s, MMMFAs had established
themselves as an important monetary
asset, but the volume of MMMFAs
remained below the volume of the
MMDAs.

See also: Certificate of Deposit, Monetary
Aggregates, Negotiable Order of With-
drawal Accounts
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MUGHAL COINAGE

The Mughal emperor Jahangir
(1605–1627) wrote in his diary of his
new coinage bearing signs of the zodiac:

Previous to this the rule of the
coinage was that on the face of the
metal they stamped my name, and
on the reverse side the name of the
place and the year of the reign. At
this time, it entered my mind that
in the place of the month they
should substitute the figure of the
constellation which belonged to
that month. (Williams, 1997, 96)

One of Jahangir’s coins bore a resem-
blance to himself with a cup of wine in
his hands, a significant departure from
Islamic coinage practice.

Evidence of Indian coinage prior to
Alexander the Great’s invasion
(329–325 BCE) is scanty, but Indian
coinage may have appeared soon after
the invention of coinage in Lydia. What-
ever the date, early Indian coinage seems
to follow Greek models, and Alexander
can be credited with spreading the tech-
niques of Greek coinage in India. Indian
coinage spread eastward in the wake of
Indian culture and religion, and by the
13th century could be seen as far away as
Indonesia and the Philippines.

In the 16th century, the Mughals
descended on India from the northwest,
establishing an Islamic kingdom. Under
Islam, a new ruler could expect to have
his name mentioned at the daily Mosque

prayers and to have the privilege to issue
coinage bearing his name.

The money of account of the Mughals
was the silver rupee, which also dates
back to 16th-century India. To be
accepted as money, coins had to bear the
name of the current Mughal emperor, a
custom that persisted even after the
Mughal emperor existed in name only
and the Mughal empire had splintered
into autonomous kingdoms. Roughly
300 types of rupee circulated when the
British reformed India’s currency and
standardized the rupee early in the 19th
century.

Under the Mughal system, money-
changers, called “shroffs,” played a
prominent and necessary role in mone-
tary transactions. All large transactions
required the presence of shroffs to count
each coin and assign discounts according
to the wear of each coin and the time and
location that each was struck.

Late in the 18th century, the British
introduced mechanical coinage into
India. Mechanical coinage had been uni-
versal in Europe since 1700. In 1835, the
British reformed India’s currency and
standardized the rupee, ending the multi-
tude of rupees and the need for shroffs.
The British continued the practice of
issuing coins in the name of the Mughal
emperor, a necessary condition to make
coins acceptable. Under the prestigious
influence of the British Empire, the
rupee became the standard unit of cur-
rency in the Persian Gulf and southern
Arabia, and spread as far south as British
East Africa and Natal in South Africa.

See also: Ottoman Empire Currency
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In the most famous book on economics,
Wealth of Nations, published in 1776,
Adam Smith wrote that “there is at this
day a village in Scotland where it is not
uncommon, I am told, for a workman to
carry nails instead of money to the
baker’s shop or the alehouse” (Smith,
1937, 23).

Smith goes on to speculate why met-
als have been the money of choice for
many countries:

[M]en seem at last to have been
determined by irresistible reasons
to give the preference for this
employment to metals above every
other commodity. Metals can be
kept with as little loss as any other
commodity, scarce anything being
less perishable than they are, but
they can likewise, without any loss,
be divided into any number of
parts, as by fusion those parts can
easily be reunited again, a quality
which no other equally durable

commodities possess, and which
more than any other quality ren-
ders them fit to be the instruments
of commerce and circulation. . . .
The man who wanted to buy salt,
for example, and had nothing but
cattle to give in exchange for it,
must have been obliged to buy salt
to value of a whole ox, or a whole
sheep at a time. . . . If, on the con-
trary, instead of oxen or sheep, he
had metals to give in exchange for
it, he could easily proportion the
quantity of the metal to the precise
quantity of the commodity which
he had immediate occasion for.
(Smith, 1937, 23)

There is some evidence that nails
served as money in one of the 19th-
century French coal fields. Nails were
perhaps a convenient form of a metallic
currency, functioning without the service
of a mint, and putting the metal in a form
that was equally serviceable as a
medium of exchange or as a practical
commodity.



See also: Spartan Iron Currency
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NATIONAL BANK ACT OF
1864 (UNITED STATES)

The National Bank Act of 1864 gave the
United States a uniform currency, uni-
versally accepted at par, sparing mer-
chants the necessity to consult banknote
detectors to appraise the value of various
banknotes received from customers.
Banknote detectors were regularly pub-
lished booklets showing the discount on
each banknote.

Before the National Bank Act of
1864, the United States had no perma-
nent and uniform national currency but
only a confusing medley of state ban-
knotes trading at various discounts, usu-
ally depending on the distance from the
issuing bank. The National Bank Act
established a system of note-issuing
national banks, with national charters, to
compete with the state banking system,
which was regulated by separate banking
regulations in individual states.

The National Bank Act bore a striking
similarity to much of the states’ free
banking regulations, allowing any group
of five or more persons meeting certain
capitalization requirements to obtain a
national charter. Capital requirements
varied from $50,000 to $200,000,
depending on the size of the city the
bank proposed to serve. Larger cities
required larger capitalization. A third of
the capital, or $30,000, whichever was
smaller, had to be held as U.S. government
bonds deposited with the comptroller of

the currency, a new position created to
supervise the national banking system.
In exchange for the government bonds,
the bank received national banknotes.
Aside from other advantages, the new
national banking system created a mar-
ket for U.S. government debt.

The act provided for a hierarchy of
reserve banks that led to a pyramiding of
reserves in New York, creating an unstable
link between the banking system and Wall
Street financial markets. Country banks
had to meet a 15 percent reserve require-
ment, three-fifths of which could be
deposited in banks located in 18 large
cities designated as redemption centers.
The act subjected banks in the redemption
centers to a 25 percent reserve require-
ment, half of which could be deposited
with New York banks. The reserve require-
ment was the fraction of outstanding check-
ing accounts or other deposits that a bank
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had to keep as reserves—vault cash or a
reserve deposit at an acceptable institution.

Separate legislation effectively gave
national banks a monopoly on the privi-
lege to issue banknotes. In 1862, Congress
put a 2 percent tax on the issuance of state
banknotes. In 1866, Congress increased
the tax to 10 percent, putting an end to the
profits of state banknotes, and leaving only
national banknotes in circulation. About
one-fourth of the state banks in northern
states survived the National Bank Act and
the tax on state banknotes. In the later
1800s, the substitution of the personal
check for banknotes brought a resurgence
of the more gently regulated state banks.

The National Bank Act significantly
advanced the monetary system in the
United States, but it made no provision
for a lender of last resort to act as a
safety net during financial crises. Con-
cern over recurring financial crises led
the United States to further centralize its
monetary system with the establishment
of the Federal Reserve System in 1913.

See also: Federal Reserve System, Greenbacks
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NEGOTIABLE ORDER OF
WITHDRAWAL ACCOUNTS

Negotiable order of withdrawal (NOW)
accounts are interest-bearing checking
accounts offered by banks and, particularly,

thrift institutions, in the United States.
The so-called M1, the narrowest defini-
tion of the money supply in the United
States, includes NOW accounts. NOW
accounts came about from a process of
regulatory evolution rather than con-
sciously thought-out planning for the
monetary system.

The Glass–Steagall Act of 1933
banned payment of interest on checking
accounts, reflecting the Depression-era
thinking that interest-paying checking
accounts had contributed to the high
incidence of bank failures. Payment of
attractive interest rates on checking
accounts was one means banks used to
attract depositors away from other
banks, and banks that lost a large quan-
tity of deposits faced bankruptcy.

Because savings and loan and other
thrift institutions were not authorized to
issue demand deposits, the zero-interest
rate ceiling on demand deposits did not
directly affect them. Thrift institutions
were authorized to issue passbook
accounts and regular savings accounts,
which allowed customers to deposit
funds or make withdrawals anytime dur-
ing business hours. Technically, thrift
institutions could require a seven-day
notice before allowing the withdrawal of
funds from these accounts, but in practice
this requirement was usually waived.

The first NOW accounts were offered
in 1972 by the Consumer Savings Bank
in Worchester, Massachusetts, a mutual
savings bank. Massachusetts had mutual
savings banks, which were insured by a
state insurance fund and therefore inde-
pendent of the regulations imposed on
the federally insured depository institu-
tions. By 1970, Massachusetts savings
banks were already authorized to waive a
30-day withdrawal notice for regular
savings accounts, and depositors could
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walk into a savings bank and transfer
funds to a third party by using counter
checks devised for that purpose. The
Worchester bank only proposed changing
the location at which the third-party draft
was written. The idea came before the
Massachusetts Supreme Judicial Court,
and the court took two years before decid-
ing that the Consumer Savings Bank had
a point. After 1972, NOW accounts spread
rapidly among mutual savings banks in
Massachusetts. Regulatory bodies
allowed NOW accounts to penetrate the
rest of New England, and then New York
and New Jersey. Title III of the Deposi-
tory Institution Deregulation and Mone-
tary Control Act of 1980, called the
Consumer Checking Account Equity Act,
authorized the savings and loan industry
to offer NOW accounts nationwide. The
act also authorized credit unions to issue
similar accounts called share drafts. The-
oretically, share drafts pay dividends
rather than interest, but the practical
implications are the same.

Before the introduction of NOW
accounts, savings deposits at thrifts fluc-
tuated with opportunities to earn interest
in other types of financial investments. A
period of rising interest rates was invari-
ably attended with a withdrawal of funds
from savings deposits at thrift institu-
tions. The availability of interest on NOW
accounts eased some of the pressure on
depositors to find investments for their
money outside of the thrift institutions.
NOW accounts increased the costs of
funds to thrift institutions, but also have
added stability to savings accounts.
From the consumer’s stand point,
accounts that pay interest are not as vul-
nerable to inflation, because the interest
earned offsets the deterioration in pur-
chasing power from inflation.

See also: Certificate of Deposit, Depository
Institution Deregulation and Monetary Con-
trol Act, Monetary Aggregates, Money Mar-
ket Mutual Fund Accounts

References
Rose, Peter S. 1986. Money and Capital

Markets, 2nd ed.
Woerheide, Walter J. 1984. The Savings and

Loan Industry.

NEW YORK SAFETY 
FUND SYSTEM

The New York Safety Fund System rep-
resents one of the early efforts to protect
the public from bank failures and is an
ancestor to the Federal Depositary Insur-
ance Corporation (FDIC) in the United
States. The Safety Fund System required
that banks chartered by the state of New
York contribute to a safety fund to pay
for the redemption of banknotes issued
by failed banks.

Under the pre–Civil War banking system
individual banks issued their own ban-
knotes, which in principle they stood
ready to redeem in specie. Banknotes
played the role that checking accounts
play in the modern banking system. When
banks, failed the public could no longer
convert the banknotes of failing banks
into gold and silver coins. In the modern
banking system, bank failures, in the
absence of deposit insurance, leave the
banking public unable to withdraw bank
deposits in cash.

The legislature enacted the New York
Safety Fund Act on April 2, 1829, and
the system remained in effect until the
era of free banking that began in 1838.
Some of the public skepticism toward
banks at the time can be read in the
wording of the act, which referred to a
bank as a “monied corporation.” The act
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required that each bank annually con-
tribute 0.5 percent of its capital to a fund
until the bank’s contribution to the fund
equaled 3 percent of its capital. The
interest earned on the fund, after
allowances for administering the fund,
was paid back to the banks. When a bank
failed, the safety fund paid the debts of
the failing bank, but the fund did not
reimburse the owners of the bank for loss
of capital. The act put the administration
of the fund in the hands of three com-
missioners, one appointed by the gover-
nor, and two by the banking community.
The act provided that a bank could be
liquidated if the bank was two months
behind in its contribution to the safety
fund, had sustained a loss of half of its
capital stock, had suspended specie
payments on its banknotes for 90 days,
or had refused access to bank commis-
sioners. The act also required that bank
officers pledge an oath that a bank’s
stock was not purchased with a bank’s
own banknotes, a common abuse of
banking laws at the time.

The safety fund system worked well
until 1837, but the crisis of 1837 was more
than the fund could handle. The safety
fund appears to have remained in exis-
tence into the era of free banking, but not
on sound footing. In 1842, the act was
revised to remove the safety fund from
responsibility for bank deposits and debts,
but maintained the fund’s responsibility
for banknotes.

R. Hildreth, writing in 1837 on the
banking system, commented on the
safety fund, saying: “it does not level the
root of the evil; and it has the obvious
defect of taxing the honest for the sins of
the fraudulent” (Chown, 1994).

See also: Central Bank, Free Banking, National
Bank Act of 1864, Suffolk System
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OPEN MARKET
OPERATIONS

Open market operations are the most
important means of expanding and con-
tracting money supplies in modern mon-
etary systems regulated by central banks.
Central banks, such as the Federal
Reserve System in the United States,
regulate money supplies as a means of
maintaining economic stability and price
stability.

To infuse additional money into the
U.S. economy, the Federal Reserve Sys-
tem purchases U.S. government bonds,
paying for the bonds with freshly created
funds added to commercial bank
deposits at any of the twelve Federal
Reserve Banks. Commercial bank
deposits at Federal Reserve Banks, cou-
pled with vault cash, make up what is
called “high-powered money,” because a
system of commercial banks, making
loans, can expand customer demand
deposits by some multiple of the volume
of high-powered money.

To withdraw money from circulation
in the U.S. economy, the Federal
Reserve system sells from its holdings of
U.S. government bonds, and withdraws
the proceeds of the sales from circulation
and the banking system, leading to a
contraction of money supplies.

The Bank of England may have been
the first to regulate credit markets along
the lines of modern open market opera-
tions. Late in the 19th century, the Bank
of England would borrow funds in the
London money market as a means of
raising interest rates.

The Federal Reserve System appar-
ently discovered by accident the practice
of open market operations as an instru-
ment of monetary control. The Federal
Reserve Act of 1913 did not specifically
address open market operations but did
empower individual Federal Reserve
Banks to buy and sell securities along
the lines set forth by the rule sand regu-
lations of the the Federal Reserve Board.

An economic slowdown in the 1920s
reduced the demand for Federal Reserve
Bank loans to commercial banks.



Federal Reserve Banks began buying
government securities in the open mar-
ket as a means of acquiring income-
earning assets, compensating for the loss
in the discount loan business to commer-
cial banks. At first, individual Federal
Reserve Banks separately purchased
government securities, occasionally pit-
ting individual banks against each other
in bidding for securities. The Federal
Reserve Banks collectively decided to
coordinate all purchases of government
securities through the New York Federal
Reserve Bank. In 1922, the then Federal
Reserve Board, since renamed the Board
of Governors of the Federal Reserve
System, established a special committee,
composed of board members and offi-
cials of the Federal Reserve Banks, to
make decisions about open market oper-
ations. The comparable committee is
now called the Federal Open Market
Committee.

The Federal Reserve Banks soon
learned the impact of open market oper-
ations on money supplies, interest rates,
and credit conditions, but the board
remained split on the wisdom of open
market operations until the 1930s. Dur-
ing the Great Depression of the 1930s,
open market operations began to play a
larger role in monetary policy. By the
end of World War II, open market opera-
tions had become the most important
tool in the central bank arsenal of mone-
tary controls.

See also: Central Bank, Federal Reserve System
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OPERATION BERNHARD

The scale of Operation Bernhard dwarfs
all other counterfeiting operations in the
history of paper money. Nazi Germany
counterfeited British £5 banknotes and,
later, £50 banknotes to fund its foreign
intelligence operations. Operation
Bernhard got its name from Bernhard
Kruger, who headed a workshop in
which Germany’s security service forged
passports, motor licenses, university
degrees, and other personal documents.

Counterfeiting as a weapon of war
stretched well back into the 19th century,
and at the beginning of World War II,
Britain had dropped forged German food
and clothing coupons over Germany and
had made awkward attempts to counter-
feit German marks. Germany’s technical
mastery of counterfeiting, however, far
surpassed all preceding operations.

The decision to counterfeit money
went all the way to Adolf Hitler, who
approved counterfeiting British pounds
in his own handwriting but with the pro-
viso that “dollars, no. We’re not at war
with the United States” (Pirie, 1962, 6).
Germany stuck to counterfeiting Bank of
England banknotes even after the United
States entered the war, but toward the
end of the war German apparently pre-
pared plates to counterfeit French francs
and U.S. dollars.

The practical problem of counterfeit-
ing British banknotes was broken down
into three separate parts: (1) production of
paper identical to paper in British bank-
notes, (2) construction of plates identical
with Bank of England plates, and
(3) devising a numbering system.
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After finding that rags made from
Turkish flax produced paper almost iden-
tical to Bank of England banknotes, the
Germans hit on the expedient of sending
the rags to factories to get dirty first, and
then cleaned the used rags before using
them to make banknote paper. Engravers
spent seven months making plates that
matched the original prints even when
enlarged 20-fold. The numbering prob-
lem was the last to be solved. Apparently,
the necessity of developing a numbering
system that would blend in with the
British numbering system posed the
most troublesome obstacle. The finished
plates were among the most closely
guarded secrets in Germany.

Later in the project, the German coun-
terfeiters attacked the problem of making
the notes age. As printed notes age, the
oil in the printing ink begins to seep into
surrounding areas, blurring the quality of

the print. German counterfeit notes were
not aging properly until the Germans
learned to treat their printing ink with
chemicals to make it seep into surround-
ing areas, producing an aging effect.

After the technical problems were
solved, the Germans sent an agent to the
Swiss, carrying a bundle of counterfeit
notes and a letter from the Deutsche
Reichsbank asking the Swiss to find out
if the notes were forged. When the Swiss
replied that the notes were genuine with-
out a doubt, the agent feigned a lingering
suspicion and asked the Swiss to check
with the Bank of England. The Bank of
England also returned a reply that the
notes were genuine.

At first, the German government
planned to use an infusion of counterfeit
notes to ruin the British economy, but
efforts to inject large quantities of notes
into circulation led to diplomatic
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embarrassments, and the German govern-
ment dropped the plan. Then Germany’s
secret intelligence service decided to use
counterfeit notes to finance its operations,
and that is how the counterfeit notes were
put into circulation.

The Bank of England banknotes were
counterfeited at the Sachsenhausen con-
centration camp. Three hundred prison-
ers, some of them experts in forgery, took
part in the project, and for a time these
prisoners produced 400,000 notes per
month. About £130 million were counter-
feited in banknotes. As the demand for
counterfeit money increased, the
Germans began to counterfeit £50 notes.

Both the Germans and the Allies kept
Operation Bernhard a secret. Because of
the circulation of counterfeited bank-
notes, the Bank of England withdrew all
notes of £10 or above in 1943 and
changed the paper of the £5 note in 1944.
In May 1945, notes from £10 to £1,000
ceased to be legal tender.

Toward the end of the war, the Ger-
mans dumped counterfeiting supplies
and a vast quantity of notes into the
Toplitzee, a lake in Austria. Large num-
bers of floating notes fueled rumors of
the dumping, and the Allies sent divers
into the lake, but no banknotes were
recovered. The first public knowledge of
Operation Bernhard came in 1952 when
Readers Digest carried an article about
it, and gradually more knowledge of the
operation came to light. Only in 1959
did divers finally recover the vast quanti-
ties of notes and printing supplies. Notes
recovered from the lake were indistin-
guishable from genuine Bank of England
notes.

Apparently, some of the notes contin-
ued to circulate until 1955, when the
Bank of England went to colored notes,
and its older notes ceased to be legal ten-

der. Some evidence suggests that as late
as 1961 these notes were sold behind the
Iron Curtain to people looking for a store
of wealth until the communist regimes
fell.

See also: Counterfeit Money
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OPTIMAL CURRENCY
AREA

In the post–World War II era, econo-
mists raised the issue of the optimal cur-
rency area, which is that area that stands
to gain from an independent currency.
The issue grew in importance as Europe
made plans to establish an all-European
currency, the euro, to replace individual
national currencies such as the German
mark, French franc, and Swiss franc.
Although Europe merged into one large
currency area, the break-up of the Soviet
Union held out the spectacle of a large
currency area splintering into smaller
currency areas. New nations such as
Ukraine replaced rubles with their own
currency.

One theory of optimal currency areas
emphasizes the importance of resource
immobility. Consider two areas, one with
a high unemployment rate and another
with a low unemployment rate. If labor is
a mobile resource, the unemployed
workers will migrate to the area with the
low unemployment rate. If labor is not
mobile, due to distance, national laws, or
language differences, then differences in
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currency exchange rates between the two
geographical areas can serve some of the
same purpose, assuming the two areas
have their own separate currencies. The
area with high unemployment can lower
the value of its currency, making its
exports cheaper to the area with low
unemployment. Also, the lowered cur-
rency value will increase the cost of
imports to the high-unemployment area,
encouraging domestic consumers to buy
locally produced goods. Therefore,
adjustments in the exchange rate will
increase the demand for goods produced
in the high-unemployment area, and
lower the demand for goods produced in
the low-unemployment area, indicating
that areas with immobile resources
should have their own currency. Accord-
ing to this criterion, Canada is probably
too large to have a single currency
because of the vast distance between the
east coast and west coast, making mobil-
ity difficult. Among members of the
European Union, reductions in barriers
restricting the flow of capital and labor
between countries preceded the introduc-
tion of the euro in 1999.

Another theory of optimal currency
areas looks at the importance of internal
trade relative to trade with outsiders. In
the case of Europe, this theory looks at
the size of trade between European coun-
tries, such as France and Germany, rela-
tive to the size of trade between Europe
as a whole and outsiders, such as the
United States. An area that trades a great
deal with itself, and not so much with the
rest of the world, should qualify as an
optimal currency area, and have its own
currency. Under this criterion, Canada
again would not constitute an optimal
currency area if regions in Canada traded
largely with the United States, rather than
with other regions in Canada. If regions

in Canada trade mostly with other Cana-
dian regions, then Canada benefits from
having its own currency. This criterion
leaves the case of Europe somewhat in
limbo, because Europe trades signifi-
cantly within itself, but also trades signif-
icantly with outsiders.

Another criterion for an optimal cur-
rency area is that the area must have insti-
tutions that can make political and
technical decisions for the area as a
whole. Nation-states are the most obvi-
ous currency areas for this reason.
Canada obviously qualifies as an optimal
currency area under this criterion. Europe
has moved toward political integration,
including the election of a European Par-
liament, making Europe much more suit-
able as an optimal currency area.

See also: Euro Currency, European Currency
Unit, Snake, The
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OPTIONAL CLAUSE

See Bank of Scotland, Scottish Banking Act
of 1765

OTTOMAN EMPIRE
CURRENCY

At its height, the Ottoman Empire ruled
present-day Turkey, the Middle East,
North Africa (including Egypt), and
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southeastern Europe. By World War I,
the Ottoman Empire had largely disinte-
grated, and after the war the core of the
empire was organized as the Republic of
Turkey. Although the Sunni-Ottoman
dynasty dates back to the 13th century,
the empire became a power to be reck-
oned with after the capture of Constan-
tinople in 1453. Perhaps the most
famous sultan of the Ottoman Empire
was Suleiman the Magnificent
(1520–1566), whose conquest in the
16th century gave the Ottoman Empire
control of East-West trade.

The prime coins of the Ottoman
Empire were the akce, silver coins that
provided the basis of monetary calcula-
tions for prices and wages. Suleiman’s
architect earned 55 akce per day. A niche
for smaller coins was filled by the
dirham, with its quarter, and the
manghir, which were copper. The most
important gold coin was the ashrafit, pat-
terned after the Venetian ducat. To com-
pete with Austrian talers, which rapidly
gained acceptance in areas of the empire,
Suleiman III (1687–1691) minted a sil-
ver coin known as the qurush.

To meet the coinage needs of the
empire, the Ottomans purchased blank
coins from Austria and the Dutch.
Unlike other Islamic coinage, which
often bore religious inscriptions, Ottoman
coins bore inscriptions of the Sultan’s
titles. One coin bore an inscription that

translates as “sultan of the two lands and
lord of the two seas.”

Mechanized methods of minting
coins first appeared in Turkey in the mid-
19th century, two hundred years later
than the widespread adoption of these
methods in Europe. Iran saw its first
mechanized mint established in Tehran
in 1876. In the 20th century, European
mechanized mints supplied coins for col-
onized areas of the Ottoman Empire.

Paper money also made its debut in
the mid-19th century. The Ottomans led
the way with the issuance of notes in
Turkey, setting an example that was soon
followed by other provinces of the
empire. Iran waited until the late 1880s
to issue banknotes. Colonial powers
often introduced paper money, paving
the way for newly independent countries
to issue their own paper money. In the
20th century, the paper money issued in
countries of the old Ottoman Empire was
often printed in European countries. A
British firm, De La Rue, printed paper
money for Iraq until the invasion of
Kuwait in 1990 cut Iraq off from Europe.

See also: Mughal Coinage
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PACIFIC COAST GOLD
STANDARD

California and Oregon remained on a
gold standard during the 1862 to 1879
period when the rest of the country trans-
acted business on an inconvertible paper
standard. During the Civil War the Con-
federate government abandoned all mon-
etary discipline and flooded the South
with Confederate paper money. In 1862,
the North began issuing inconvertible
greenbacks, and only in 1879 provided
for the redemption of greenbacks in gold
and silver specie. During the 1862 to
1879 period, Gresham’s law drove all
gold and silver coins out of circulation in
the eastern United States, but state laws
and organized business interests kept
gold in circulation on the Pacific coast.
The Pacific coast could boast of no less
than $25 million of gold and silver coins
in circulation during the period when the
rest of the country used paper money as
a medium of exchange and standard of
value.

Before the Civil War, both California
and Oregon relied exclusively on gold
and silver coins rather than banknotes to
circulate as money. When greenbacks
were first issued, banknotes accounted
for almost half of the circulating money
in the East. The constitutions of both
California and Oregon banned the
issuance and circulation of paper money,
and banks were forbidden to create
“paper to circulate as money.”

Aside from legal barriers to the circu-
lation of paper money, merchants collec-
tively agreed not to accept greenbacks on
par with gold. The merchants of San
Francisco agreed to neither receive nor
make payment in greenbacks at any rate
other than the greenback market value in
terms of gold. They set prices in gold
and accepted greenbacks at whatever
discount the market dictated. When lead-
ing merchants in Portland agreed to
accept greenbacks at the going rate in
San Francisco, merchants throughout
Oregon enforced the same policy. The
merchants in Portland went so far as to



circulate an announcement that cus-
tomers who insisted on paying debts in
greenbacks would find their names on a
blacklist of the Portland merchants’
association. Commercial ostracism
awaited any businessperson who paid a
business debt in greenbacks, that is, who
“greenbacked” a creditor. Banks in Cali-
fornia and Oregon refused to accept
deposits in greenbacks, and newspapers
worked to keep down the circulation of
greenbacks.

After the federal government began
issuance of greenbacks, the legislatures
of both California and Oregon enacted
measures allowing people to contract
debts in either coin or greenbacks but
requiring that payment be made as speci-
fied in the contract. The Oregon legisla-
ture enacted legislation requiring the
payment of state and local taxes in only
gold and silver coin, ruling out green-
backs. The California Supreme Court
ruled that greenbacks were not acceptable
in the payment of state and county taxes.

Organized opposition to greenbacks
triggered a bitter debate on the Pacific
coast. Critics charged that repudiation of
greenbacks was tantamount to refusing to
share in the financial burden of the Civil
War. Crowding all the greenbacks on to
the East Coast caused faster depreciation
of the greenbacks, putting a greater bur-
den of inflation on the East Coast.
Although prices in greenbacks doubled
over the course of the Civil War, Oregon
prices in gold increased only 25 percent.

Two factors may help explain opposi-
tion to greenbacks on the Pacific coast.
First, gold discoveries in California had
already given that region a taste of infla-
tion caused by increases in the money
supply. A paper issue would only acceler-
ate money growth, contributing to further
inflation. Second, as a gold-producing

region, the Pacific coast did not want to
encourage the use of any other form of
money. As abundant gold production
drove out silver money, the Pacific coast
moved essentially to a gold standard
between 1862 and 1879, a unique excep-
tion to the paper standard that reigned in
the rest of the country.

See also: Gold Rushes, Gold Standard, Green-
backs
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PAPAL COINAGE

The Roman papal court rose to become a
significant European financial center in
the late Middle Ages, and the papal mint,
called the Zecca, was a major focus of
curial activity. The famous Renaissance
artist and architect, Donato Bramante,
built a new mint for Pope Julius II.
Another Renaissance architect of some
renown, Antonio da Sangallo the Younger,
later remodeled the mint, his facade
remaining on the building to this day. The
Renaissance popes needed money to pay
soldiers, hire artists, and build monuments
and buildings, and the papal mint often
furnished the coins to make payment.

The popes minted gold and silver
coins. The principle gold coin of the
Renaissance era was the gold ducat of
the Chamber, named after the Apostolic
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Chamber that handled the financial
affairs of the papacy. The gold ducat was
preceded by the gold florin of the Cham-
ber, approximately equivalent in value to
the ducat. In 1530, the papal mint issued
a new coin, the scudo d’oro in oro, a coin
that in value fell short of the ducat by a
small margin. A papal ducat equaled
about one-third of a Tudor pound ster-
ling. The papal mint struck silver coins
called carlina, and later, giulii, that
equaled approximately one-tenth the
value of a ducat.

The papal treasury and Roman treas-
uries tended to accumulate precious
objects, and during times of financial
stress, treasures were melted down and
minted. Under Innocent III, the opening
of a sepulcher of a noble lady of imperial
Rome brought to light a golden brocade
on her robes, which was promptly sent to
the mint and melted down.

The papal court of Rome drew
income from benefices across Europe,
and the Apostolic Chamber expected
payment in its own coinage, partly to
protect itself from payments in mixed
and depreciated silver money. Princes
usually made payments in gold and the

lower classes in silver. The combined
gold and silver sent to Rome raised the
ire of northern Europe, leading to
charges that the Roman church was
bleeding Europe white.

Papal coinage was noted for its
beauty, a trait not surprising in light of
the celebrated Renaissance artists who
applied their gifts to coinage at the papal
mint. The most eminent was Benvenuto
Cellini, the Renaissance goldsmith,
sculptor, and author of a famous autobi-
ography. Perhaps less known is
Francesco Francia, who struck coins so
distinguished by their beauty that they
became collectors’ items and sold at pre-
miums soon after his death. Vasari, in his
Lives of the Most Eminent Painters,
Sculptors, and Architects, says of Fran-
cia that he was “so pleasant in conversa-
tion that he could divert the most
melancholy individuals, and won the
affection of princes and lords and all
who know him”(Vasari, 1927, 119).

Papal coinage is among the more mod-
ern manifestations of a familiar theme in
monetary history. Temples and religious
institutions usually have had the inside
track on the accumulation of gold and
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silver. Because of the reverence for these
institutions, the treasures of these institu-
tions are usually safe from theft and extor-
tion. (This reverence did not keep the
papacy from losing much of its treasure
during the Sack of Rome in 1527.) The
moral leadership of these institutions can
also add credibility to the precious metal
purity of coinage. Historically, these insti-
tutions have often held a stronger claim of
trust on the public than kings and princes.

Today the Vatican issues its own
paper money, in francs and lire, which is
noted for beautiful pictorial and religious
themes.
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PIG STANDARD OF 
NEW HEBRIDES

Until the eve of World War II, pigs
played the role of money in the New
Hebrides. The pig standard of New
Hebrides was more than another live-
stock standard that combined a ready
source of food with a store of wealth. In
the New Hebrides boar hogs with curved
tusks conferred status in a unique eco-
nomic, political, and social system. On
some islands, neutered pigs qualified, if
they also grew tusks. The length of the
tusks was the crucial quality determining
the value of pigs, rather than weight or

condition of the animal. Islanders
removed two teeth from the upper jaw,
causing the tusks to grow longer, adding
to the pig’s value.

The special role of pigs as sacrificial
victims at feasts raised them above the
category of a common source of food,
endowing them with a special cultural
significance that substantially increased
their value as a store of wealth. Islanders
gauged a man’s wealth by the number of
boars in his possession, which enabled
him to make handsome contributions to
sacrifices and feasts. They were too valu-
able for the small change of everyday
transactions, which were facilitated by
other exotic forms of money, such as
mats, shells, quartzite stone money, and
feathers. Pigs were used to buy land, pay
workers (including magicians, dancers,
and mortuary officials), purchase brides,
and pay blood money, ransoms, and fines
for violating taboos. Debts were defined
in terms of pigs, and a large share of the
murders on the islands arose from dis-
putes over pig debts.

The social life of the islanders was
dominated by men’s clubs or secret soci-
eties. To purchase a bride, gain admis-
sion to a secret society, or earn
promotion within a secret society, young
men borrowed pigs, probably from rela-
tives. A young man already in a secret
society borrowed pigs from fellow mem-
bers. A person acquired power by being
able to loan pigs to those who needed to
borrow them. Interest on debts was paid
not by returning to the lender more pigs
than were originally borrowed, but by
returning pigs with longer tusks.
Because pigs became more valuable as
their tusks grew, interest on debts was
paid by returning to the lender pigs with
longer tusks. The rate of interest was
determined by the growth of the tusks.
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In the 1930s, pigs with quarter-circle
tusks fetched 4 British pounds, half-circle
tusks 6 pounds, three-quarter-circle tusks
between 10 and 15 pounds, and full-circle
tusks over 30 pounds. Pigs with tusks
extending beyond one circle, perhaps a
circle and a half, commanded premium
prices.

The pig standard of New Hebrides
shows that cultural and religious factors
can outweigh utilitarian factors in raising
up a commodity to serve as a medium of
exchange in universal demand. Live-
stock standards are founded in the reality
that people must find food on a daily
basis, rendering them receptive to
accepting edible livestock in exchange.
Having a large reservoir of livestock, as
a source of food, however, can become a
status symbol, further enforcing the
value of the livestock as money. In the
New Hebrides, the length of a pig’s tusks
bore no relationship to its food value, but
the tusks became a status symbol that
acquired a cultural life of its own, mak-
ing tusk length the lynch pin of the mon-
etary standard.

See also: Cattle, Goat Standard of East Africa

References
Cheesman, Evelyn. 1933. Backwaters of the

Savage South Seas.
Einzig, Paul. 1966. Primitive Money.
Humphreys, C. R. 1983. The Southern New

Hebrides: An Ethnological Record.

PLAYING-CARD
CURRENCY OF FRENCH

CANADA

The French colonies shared with the
British colonies the problem of insuffi-
cient money to transact the volume of

business that was possible in a land
with bountiful resources. French
Canada turned to using playing cards as
paper money to cope with a currency
shortage.

Wheat, moose skins, beaver skins,
and wildcat skins are among the com-
modities that belonged on the list of
mediums of exchange in 17th- and 18th-
century Canada. In 1713, the British sol-
diers stationed at Nova Scotia, which
France had just ceded to Great Britain,
petitioned the British authorities to end
the practice of paying soldiers in rum,
asking “that they be payd in money, or
Bills, & not in Rum or other Liquors,
that cause them to be Drunk every days,
and Blaspheme the name of God”
(Lester, 1935). In 1740, the accounts of a
storekeeper in Niagara showed a “deficit
by 127,842 cats” (Lester, 1935).

In 1685, the colonial authorities faced
a cash-flow crisis that led to the issuance
of ordinary playing cards as a form of
paper money. During that year, the
French government ended its practice of
appropriating and sending funds to
French Canada in advance of a budget
period. The funds for 1685 did not reach
Quebec until September, leaving the
civil and military authorities in Canada
to fend for themselves for the first eight
months of the year. By June 1685, the
authorities saw the necessity of issuing
some sort of paper money that they could
redeem when fresh funds arrived from
France. The absence of suitable paper
and printing facilities to produce paper
money forced the expedient of using
playing cards. Each denomination of
paper money was associated with play-
ing cards of a certain color and cut into a
certain shape. It was a system easily
understood by the generally illiterate
population. Also, the colonial agent of
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the treasurer wrote the denomination on
each card and, with the governor general
and the intendant, signed each card. As
long as the French government sent ade-
quate funds once a year to redeem the
playing-card money, prices in the new
currency remained steady.

The authorities acted to discourage
counterfeiting. In 1690, a surgeon found
guilty of counterfeiting was condemned
“to be beaten and flogged on the naked
shoulders by the King’s executioner”
(Lester, 1939). He got six lashes of the
whip in each “customary square and
place.” After surviving this ordeal, the
surgeon was sold into bondage for three
years. Later, the crime of counterfeiting
drew the death penalty, often by hanging.

When hostilities broke out between
France and England, France stopped
sending silver coin to Canada for
redemption of playing-card money.
Instead, the authorities redeemed play-
ing-card money with bills of exchange
drawn payable in silver coin in Paris.
The merchants in Canada made use of
these bills of exchange to pay for sup-
plies imported from France.

As was the case with many other early
experiments with paper money, war
proved to be the greatest enemy to the
integrity of the playing-card system. The
supply of playing-card money stood at
120,000 livres in 1702, when war erupted
between England and France. By 1714,
one year after the war ended, the supply
stood at more than 2 million livres. Dur-
ing the war, France began paying the bills
of exchange in paper money rather than
silver coin, and prices in Canada entered
a spiral of inflation. In 1714, the French
government offered to redeem all the
playing-card money in silver coin at half
its face value. The program of redemp-
tion took place over a five-year period,

and after 1720, the playing-card money
was declared worthless.

From 1730 to 1763, the French gov-
ernment again issued card money in
Canada, but the cards were blank cards
rather than playing cards. The second
issue of card money was again reason-
ably successful until war put a strain on
resources.

The use of playing-card money seems
a far-fetched expedient for a New World
that had supplied the Old World with an
abundance of precious metals for coin-
ing money. Unlike the Spanish colonies,
however, the French and British colonies
were not rich in deposits of precious
metals. The episode of playing-card
money shows the flexibility, adaptability,
and inventiveness of an expanding eco-
nomic system to raise up something to
serve as a medium of exchange. It is also
a reminder of the role of culture in iden-
tifying a suitable medium of exchange.
The sensibilities of the New England
Puritans would have been shocked at
accepting playing cards as a form of
money.

See also: Inconvertible Paper Standard, Siege
Money
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PONTIAC’S BARK MONEY

Pontiac was an Ottawa Indian chief and
intertribal leader who organized the
Indian resistance to British control in the
aftermath of the French and Indian War
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in North America. The Indian resistance,
known as Pontiac’s War (1763–1764),
gave rise to one of the first examples of
siege money in America.

The French defeat in the French and
Indian War had left the Great Lakes area
in control of the British, who were less
hospitable to the Indians. The Indians
also discovered that the British were the
thin edge of the wedge of an aggressive
settler movement. As friction developed
between the British and the Indians,
Pontiac organized virtually every Indian
tribe from Lake Superior to the lower
Mississippi and launched a coordinated
and simultaneous assault against 12
British forts in the area. Each tribe
attacked the nearest British fort, and
Pontiac laid siege to the fort at Detroit.

Pontiac’s siege of Detroit lasted from
May through October, and, unlike the
assaults on most of the other forts, ended
in failure. Nevertheless, while the siege
was in process, Pontiac had recourse to
an interesting experiment in money. In
October, Pontiac issued “notes” in pay-
ment for supplies his warriors needed to
continue the siege. These notes were
none other than pieces of birch bark.
Each bark note bore two images, an
image of the item that Pontiac wanted to
purchase with it, and a figure represent-
ing the otter, which he adopted as his
totem or hieroglyphic signature. Appar-
ently, Pontiac fulfilled his commitment
to redeem all the notes after the war, and
the notes were withdrawn from circula-
tion, but the details of how this was done
are sketchy.

Pontiac’s confederation of Indian
tribes achieved a momentary success,
but in 1766, Pontiac, seeing the
inevitable superiority of the British,
negotiated a peace treaty. His expedient
of bark money probably indicates how

far European practices had influenced
the Indians rather than the evolution of
ancient Indian practices. The French
trappers and hunters, who still had
strong connections with the Indians, had
agitated against the British, and the bark
notes bear a striking resemblance to var-
ious sorts of token money or inconvert-
ible paper money that governments often
issue during wartime. By the time of
Pontiac’s War, the British colonies had
issued vast quantities of paper money to
finance the French and Indian War.

See also: Siege Money
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POSTAGE STAMPS

Postage stamps have served as money in
areas as diverse as the United States,
Europe, and the Far East. During the
U.S. Civil War, merchants, struggling
with a shortage of small coins, began the
practice of making small change with
postage stamps. Daily purchases of
stamps increased fivefold in New York
City alone, and individual stamps circu-
lated until they became too dirty and tat-
tered for recognition. John Gault, a
Boston sewing-machine salesman, pro-
posed the encasement of stamps in circu-
lar metal discs with transparent mica on
one side showing the face of the stamp.
Soon the metal side of the discs was
bearing inscriptions of advertisements;
one series of encased stamps bore the
slogan, “Ayer’s Sarsaparilla to Purify the
Blood.” Denominations of encased

Postage Stamps | 315



stamp money ranged from 1 cent to 
90 cents, and one rectangular encase-
ment had three 3-cent stamps, making a
9-cent coin.

The government took up the idea of
postage money and begin issuing
postage currency in denominations of 5-,
10-, 15-, and 50-cent stamps, and some
of the postage currency was even perfo-
rated around the edges to resemble
stamps. The postage currency soon
dropped any association with postage
stamps and became simple fractional
currency in denominations of 3 cents to
50 cents and bearing the inscription
“Receivable for all U.S. stamps.”

The British South Africa Company
issued stamps affixed to cards bearing
the statement, “Please pay in cash to the
person producing this card the face value
of the stamp affixed thereto, if presented
on or after the 1st August 1900. This
card must be produced for redemption
not later than 1st October 1900”
(Beresiner, 1977, 210).

Either during or immediately after
World War I, postage stamps circulated
as money in Germany, Austria, France,
Russia, Italy, Norway, Denmark, 
Belgium, Greece, and Argentina. 
Germany and Austria imitated the U.S.
practice of encasing the stamps in a cir-
cular metal disc with a transparent face,
and a reverse side bearing an advertise-
ment. France issued similar discs, but
put a numeral on one side indicating the
value of the encased stamp. Russia
issued stamps on stout cards that bore
the inscription “On par with silver cur-
rency.” The Russian stamps were
intended to circulate as money, but could
also be used as postage stamps.

During World War II, Ceylon and the
Indian state of Bundi issued small
change in the form of cards printed with

contemporary stamps. In 1942, Filipino
guerrillas fighting the Japanese issued 
5-peso notes to which stamps of the
appropriate amount were affixed.

In both World War I and World War II,
the British government declared postage
stamps legal tender, but the stamps were
never encased for special protection, or
affixed to a special card.

Postage stamp money has usually
emerged as money for domestic circula-
tion when wartime finance has mobilized
hard currency for purchasing military
goods abroad.

See also: Shinplasters
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POTIN

See: Celtic Coinage

POTOSI SILVER MINES

Potosi, a desolate plateau 12,000 feet
above sea level, now in Bolivia, was the
site of a virtual “silver mountain,” dis-
covered in the 16th century. As a flood of
silver poured into Europe, in England
and Spain the word “Potosi” became
synonymous with “wealth”; in France,
the word “Peru” symbolized wealth,
because that area of Latin America was
then called Peru.

In the aftermath of Columbus’s dis-
covery of America, until 1530, Europe
imported substantial quantities of readily
accessible gold from the New World, but
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silver was not significantly in evidence.
After 1530, silver production in the New
World reached significant levels, but still
was dwarfed by the gold imports follow-
ing Pizarro’s conquest of the Incas
between 1531 and 1541.

Europeans discovered the silver
mountain of Potosi in 1545, a time when
silver was still a highly favored metal in
the Middle and Far East; a unit weight of
silver exchanged for twice as much gold
in the Eastern world as in Europe. Also,
existing silver deposits were playing out,
putting silver in strong demand. The
base of the silver mountain measured six
miles in circumference. The windy,
dusty plateau of Potosi nourished a few
fields of potatoes amid an otherwise
agricultural wasteland. From an unin-
habited, desolate plateau, Potosi grew to
a sizable city, boasting a population of

55,000 by 1555, and climbing to a peak
of 160,000 by 1610. Everything to meet
the needs of this population had to be
brought in, and a journey to Lima, the
capital of Peru, took two and a half
months.

Even high wages could not compen-
sate for the prohibitive cost of living and
arduous living conditions that the new
immigrants faced at Potosi. To supple-
ment a voluntary labor force, the mita
system of forced labor required Indian
villages within a certain radius of Potosi
to send a quota of conscripted or drafted
young men to work in the mines. The
work was harsh, and labor in the silver
mines came down through history as a
symbol of Spanish oppression of the
Indians. One eyewitness tells the follow-
ing account of the plight of the Indian
miners:
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The only relief they have from
their labors is to be told they are
dogs, and be beaten on the pretext
of having brought up too little
metal, or taken too long, or that
what they have brought is earth, or
that they have stolen some metal.
And less than four months ago, a
mine-owner tried to chastise an
Indian in this fashion, and the
leader, fearful of the club with
which the man wished to beat him,
fled to hide in the mine, and so
frightened was he that he fell and
broke into a hundred thousand
pieces. (Vilar, 1969, 127)

In 1563, rich mercury deposits were
discovered at Huancavelica, located
between Potosi and Lima, Peru. Conve-
nient accessibility to mercury enabled
the Spanish to employ the mercury amal-
gam process of silver extraction, sub-
stantially increasing the productivity of
low-quality silver ore left after the rich-
est veins were mined.

Much of the silver found its way to
the East to cover Europe’s balance of
trade deficit, and some of the silver was
shipped directly from the New World to
China. China enjoyed an economic
boom until silver shipments fell off in
the 1640s, plunging China into a depres-
sion. In Europe, the infusion of silver
fueled the price revolution, the century-
long wave of inflation that engulfed
Europe from 1540 until 1640.

Spain came to view the flood of silver
less as a blessing from heaven and more
as the curse of the devil. In the 17th cen-
tury, Spain entered into a phase of mone-
tary disorder that could rival any of the
modern periods of inflation. Spain squan-
dered its newfound wealth on costly
wars, royal extravagance, and the growth

of churches, convents, and ecclesiastics.
By the second half of the 17th century,
Spain had reverted to the Bronze Age, its
coinage minted from copper.

See also: Great Bullion Famine, Price Revolu-
tion in Late Renaissance Europe, Silver
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POUND STERLING

The pound sterling is the currency unit
for the United Kingdom and has a longer
continuous history than any other cur-
rency. For 1,300 years the pound has
been the currency unit of England, never
replaced by a “new pound” or any other
change of name signifying a break with
the past. Even the French franc, dating
back to 1803, is young compared to the
pound sterling. The German Deutsche
Mark came into being immediately fol-
lowing World War II.

Around the time of William the Con-
queror, the English government began
striking coins from a silver alloy con-
taining 925 parts of pure silver per
1,000. Debased coins appeared occa-
sionally, but Norman and English kings
always returned to the silver alloy con-
taining over 92 percent pure silver,
which came to be known as the “ancient
right standard of England.” Early in the
12th century, the English called their sil-
ver pennies “sterling.” The reputation of
the English silver coinage for consistent
fineness gave rise to the term “sterling
silver.”
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The English currency system traces
its ancestry directly to the Carolingian
currency reform. Charlemagne’s father,
Pepin, established a silver standard that
made 1 livre (pound) equal to a pound
weight of silver. Also, 240 silver denarii
(pennies) equaled a pound, and 
20 shillings equaled a pound. In the Eng-
lish version of the Carolingian system, 
1 pound equaled 20 shillings, which
equaled 240 pence. The Carolingian sys-
tem did not remain intact long on the
Continent, particularly regarding the sil-
ver content of the pound, but it came to
England with the Norman Conquest,
where it survived longer than anywhere
else. Only in 1971 did the United King-
dom decimalize its currency, making 100
pence equal to a pound.

Over the first eight centuries of its
existence, the pound lost two-thirds of its
silver content, averaging a depreciation
of 0.13 percent per annum. After 1696,
the silver content of the pound remained
steady until 1817 when the United King-
dom officially adopted the gold standard,
and silver coinage became only sub-
sidiary. During the 19th century, the
pride of the British currency was the
gold sovereign, equal to 20 shillings or 1
pound. The sovereign and half-sovereign
continued in circulation until 1914.

During the 19th century, the pound
sterling began to wear the aspect of an
international currency. Although the
pound sterling played no special role on
continental Europe, the currencies of
other European countries financed trade
only within colonial empires, leaving the
field free for the pound sterling to
become the dominant international cur-
rency.

After World War I, the United King-
dom made a frantic, and briefly success-
ful, effort to return to the gold standard

at the prewar parity, which was 
3 pounds, 17 shillings, and 10.5 pence
per fine ounce. In truth, the United 
Kingdom needed to devalue the pound
sterling, and failure to do so helped usher
in the British Great Depression. In the
Gold Standard Amendment Act of 1931,
the United Kingdom abandoned the gold
standard, and other countries had to
decide to keep their currencies tied to the
pound sterling, remain on the gold stan-
dard, or follow an independent policy.
The Commonwealth countries, except-
ing Canada, the British colonies, Portu-
gal, and the Scandinavian countries,
elected to keep their currencies linked to
the pound sterling, and these areas
became known as the sterling area.

The pound sterling emerged from
World War II as second only to the U.S.
dollar as an international currency. In the
post–World War II era, the prestige of
the pound sterling suffered from cur-
rency devaluation, and the vast U.S. gold
stock, combined with production facili-
ties undamaged by war, gave the U.S.
dollar the preeminent position as the
international currency.

England’s long history of conser-
vatism in monetary matters may explain
why the United Kingdom has been slow
to participate in the European movement
toward monetary union. In May 1998,
members of the European Union
announced plans to launch a European
currency to replace the national curren-
cies of several European countries,
including France and Germany. The
European Union launched the euro in a
non-physical form on January 1, 1999,
and on January 1, 2002, euro notes and
coins replaced the circulating currencies
of several European countries, including
Germany and France. As of mid-2009
Britain still refused to adopt the euro and
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planned to retain its own national cur-
rency, the pound sterling.

See also: Act for Remedying the Ill State of the
Coin, Bank of England, English Penny,
Gold Standard, Gold Standard Act of 1925,
Gold Standard Amendment Act of 1931,
Liverpool Act of 1816
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POW CIGARETTE
STANDARD

A unique form of commodity money
surfaced in the Nazi prisoner-of-war
(POW) camps during World War II. Cig-
arettes came to fulfill all the functions of
money: a medium of exchange, unit of
account, standard of deferred payment,
and store of value.

The Red Cross furnished the prison-
ers with cigarettes along with food,
clothing, and other goods. The goods
were distributed without precise knowl-
edge of individual needs and taste, giv-
ing prisoners an incentive to barter
unwanted goods for goods that more
closely met their needs. A situation in
which trade can considerably raise indi-
vidual welfare is fertile ground for the
emergence of a money commodity, and
in the POW camps cigarettes came to
play the role of money.

Prisoners set prices in cigarettes.
Shirts cost 80 cigarettes, and one pris-
oner would do another prisoner’s laun-
dry for two cigarettes. Even nonsmoking

prisoners kept a store of cigarettes to buy
other goods and services, and prisoners
built up supplies of cigarettes as savings,
making cigarettes a store of value—
another function of money. Cigarettes
met the need for a standard of deferred
payment. Debts were also run up in cig-
arettes, particularly gambling debts, and
prisoners bought goods and services on
credit, promising to pay out of future
allocations of cigarettes.

As a monetary commodity, cigarettes
possessed many advantages. Their value
was maintained by a strong consumer
demand; they were somewhat durable,
not perishable; and to make change they
could be subdivided from a box to indi-
vidual packages and even to individual
cigarettes.

The history of POW cigarette money
furnishes examples of a wide range of
monetary phenomenon. Gresham’s law
could be seen in the tendency for inferior
cigarettes to remain in circulation while
prisoners hoarded higher-quality ciga-
rettes. Sometimes prisoners debased the
currency by removing tobacco in the mid-
dle of the cigarette and replacing it with
inferior material. A diminished (or expec-
tation of a diminished) influx of cigarettes
caused a fall in the velocity of circulation
as prisoners hoarded cigarettes, which
were becoming more valuable as prices in
cigarettes fell. An added infusion of ciga-
rettes, or rumors of an added infusion,
brought a rise in velocity, dishoarding,
and rising prices in cigarettes. Even
banks were established that issued bank-
notes convertible into cigarettes, but
unfortunately the banknotes were often
easily forged. Communal stores emerged
that were capitalized in cigarettes, and
paid dividends in cigarettes.

The history of cigarette money contin-
ued after the war. In postwar Germany, a

320 | POW Cigarette Standard



cigarette standard emerged, particularly
in transactions between Germans and
British and U.S. troops. In the late 1980s
in the Soviet Union, packs of Marlboro
brand cigarettes served as a medium of
exchange in a large underground econ-
omy that had lost faith in the ruble.

See also: Commodity Monetary Standard, Gre-
sham’s Law
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PRICE REVOLUTION IN
LATE RENAISSANCE

EUROPE

Historians call the wave of inflation that
swept Europe during the 16th and 17th
centuries the Price Revolution. It is seen
as revolutionary in character partly
because it followed a long period of 
stable prices, and partly because the pre-
vailing view at the time was that prices
and wages should be matters of fairness
and justice rather than functions of 
supply and demand. By the mid-17th
century, the inflation had ceased in most
countries, followed by a century of sta-
ble or even falling prices.

Economists have mostly ascribed the
influx of gold and silver from the New
World as the cause of the inflation. An
increase in the supply of anything,
including money, relative to its demand
causes its value to go down. A reduction
in the value of a unit of money translates
as inflation to the public. Scholars in
other areas seem less satisfied with this
single explanation. The timing of the
beginning, the peak, and the end of the

inflation only roughly corresponds with
the timing of dates for the influx of gold
and silver. The economist Jean Bodin
(1530–1596) listed five reasons for the
inflation: (1) the abundance of gold and
silver, (2) monopolies, (3) scarcity of
goods caused by exports and waste, (4)
the luxury of kings and nobleman, and
(5) the debasement of coin. He regarded
the abundance of gold and silver as the
principal reason.

The inflation struck Spain the hardest,
quadrupling prices within a century. In
England from 1580 to 1640, prices of
necessities rose 100 percent while wages
inched up only 20 percent. England’s
first series of humane poor laws came
into being in the midst of the Price Rev-
olution. The acceleration in prices
reached a peak in most countries
between 1540 and the 1570s. Wages and
rents fell behind prices and profits
soared. Entrepreneurs ploughed these
profits into new industries and new 
ventures of trade, speculation, and build-
ing, laying the foundation for further
economic expansion.

See also: Gold, Inflation and Deflation, Potosi
Silver Mines, Silver
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PRICE STICKINESS

“Price stickiness” refers to the tendency
of prices to adjust sluggishly to changes
in the economy. Many economists
believe that if wages and prices adjusted
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freely and quickly, then changes in the
money supply should cause only propor-
tionate changes in prices and the rest of
the economy would feel no repercus-
sions. With perfectly flexible wage and
prices, a doubling of the money stock
would double the average level of prices.
According to this thinking, if doubling
the money stock quickly doubled prices,
other important variables such as the
unemployment rate and the level of
industrial production would remain
unchanged.

The level of prices is measured by
indices such as the consumer price index
(CPI), the gross domestic product (GDP)
deflator, and the producer price index
(PPI). Because of price stickiness, the
level of prices does not quickly mirror
changes in the money stock. Therefore,
changes in the money stock can bring
about at least temporary adjustments in
real variables such as the unemployment
rate and industrial production.

In some markets, prices are highly
flexible. For commodities such as corn
and wheat, prices react quickly to
changes in supply and demand. In these
markets, the sellers have no control over
the prices of the commodities they pro-
duce and sell. Farmers that grow these
commodities are what economists call
price takers. They have to take the mar-
ket price and cannot charge one cent
more without all the buyers disappear-
ing. Corn farmers produce a standard-
ized product and one farmer cannot
claim that his corn is superior to the corn
produced in other markets. Price sticki-
ness does not occur on any appreciable
scale in these markets.

It is in markets where producers and
sellers set the price that price stickiness
occurs. In industries populated with only
a handful of sellers, competition becomes

personalized rivalry. These sellers
become fearful of price competition as a
path to destructive price wars. The U.S.
automobile industry of the 1950s and
1960s is a good example of an industry
that shunned price competition. Instead,
the U.S. automobile industry of that era
favored competition based on styling,
advertising, and gadgetry, unveiling new
body styles yearly. In times of falling
costs, individual sellers in these types of
industries are afraid to cut prices for fear
of sparking a price war. In times of rising
costs, these sellers are afraid to raise
prices out of fear that competitors will
not raise prices.

In some industries, firms that set their
own prices face a large number of com-
petitors. Restaurants are a good example
of this type of industry. The fear of price
wars does not loom as large in these
industries, but these firms may still find
it costly to change prices too often.
These firms bear what are called “menu
costs.” Changing prices involves produc-
ing a new menu or catalogue. Menu
costs can be as simple as the cost of
remarking the prices of goods already on
the shelf.

The regulation of prices accounts for
some price stickiness. Utility rates for
electricity and gas are still set by regula-
tory authorities. Union contracts make
some wages rigid, which may contribute
to some price rigidity among unionized
employers. In addition, some prices are
fixed by long-term contracts.

Economists have studied the fre-
quency of price changes among firms
that set their own price. One study found
that nearly half the firms in a sample
changed prices no more than once a year.

Some economists refuse to accept that
price stickiness is the deciding consider-
ation in the relationship between the
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money stock and real variables such as
industrial production. They argue that
the general tendency of producers to
increase production when prices go up
and vice versa leads to a positive corre-
lation between money stock changes and
output changes. This positive correlation
occurs because producers tend to only
see the prices of their own products
going up, and are unaware that other
prices and costs are increasing at roughly
the same rate.

See also: Monetary Neutrality
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PRIVATE PAPER MONEY
IN COLONIAL

PENNSYLVANIA

In 1766, eight Philadelphia mercantile
houses issued short-term, interest-
bearing promissory notes that circulated
as a medium of exchange. The experi-
ment was short-lived but represents the
first instance of private money in what
was to become the United States.

The colonial economies suffered
from a shortage of currency. Parliament
forbade the coinage of money in the
colonies, and the enactment of the Cur-
rency Acts of 1751 and 1764 restricted
the authority of colonial governments to
issue paper money. In addition, colonial
economies invariably faced an excess of
imports over exports, and an outflow of

metallic currency paid for the extra
imports, further leaving the colonial
economies impoverished of currency.
Colonial governments lobbied for the
repeal of the Currency Act of 1764, not
because of a need to finance budget
deficits, but because a currency short-
age was strangling the colonial
economies.

By 1766, the shortage of colonial cur-
rency led to an appreciation of colonial
currency relative to British pounds ster-
ling, putting at a disadvantage export
merchants who earned British pounds
sterling in exports and had to convert
British money back into colonial money
to purchase colonial goods for export.
The currency appreciation enhanced the
incentives for creating fresh supplies of
colonial currency that could be used to
purchase colonial goods for export to
earn British pounds.

Eight Philadelphia mercantile compa-
nies saw an opportunity to issue private
notes, easing the shortage of a circulat-
ing medium of exchange and purchasing
domestic produce at good prices for
profitable export. These firms issued
30,000 pounds in short-term, interest-
bearing promissory notes to pay for
“Wheat and other Country Produce.”
The notes were payable in nine months
in British sterling pounds.

A public outcry rose up against the
issuance of private paper money for
profit. Nearly 200 provincial merchants
put an advertisement in the Pennsylvania
Gazette on December 11, 1766, declar-
ing that they would not accept these
notes in payment for goods. A month
later the inhabitants of the city and
county of Philadelphia petitioned the
General Assembly, the Pennsylvania
colonial legislature, pleading that the
privilege to issue money belonged only
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to the legislature. Eventually the king’s
attorney general and solicitor general
took up the issue and declared that the
notes were probably not illegal, but the
notes were withdrawn in the face of a
strong negative public reaction.

After the War of Independence private
banks began to issue banknotes, but dur-
ing the colonial period the issuance of
paper money remained strictly a govern-
ment prerogative.

See also: Land Bank System, Currency Act of
1764
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PRODUCER PRICE INDEX

The producer price index (PPI) for all
commodities is an index of the domestic
price level that the United States Bureau
of Labor Statistics estimates and pub-
lishes once a month. It is concerned only
with domestic producers and the prices
that they receive for their output. The
PPI ranks among the oldest economic
indicators assembled and reported by the
Federal Government. It owes its origins
to a resolution passed by the United
States Senate in 1891. This resolution
authorized the Senate Committee on
Finance to look into the impact tariffs
had “on the imports and exports, the
growth, development, production, and
prices of agricultural land manufactured
articles at home and abroad.”(Senate
Committee on Finance, 1893) In 1902,
the United States Department of Labor

published a bulletin on the course of
wholesale prices between 1890 and
1901, marking the first publication of a
U.S. price index. Until 1978, the PPI was
called the “wholesale price index.” The
change in name was intended to empha-
size that the PPI aims to measure the
prices received by producers from the
first buyers.

The PPI for all commodities and the
consumer price index (CPI) provide the
two main measures of monthly inflation
in the United Sates. Whereas the CPI
emphasizes the retail prices of goods and
services relevant for a family’s or house-
hold’s cost of living, the PPI measures
what prices output bring for the produc-
ers rather than for the retailers. It includes
all kinds of goods absent from the CPI,
such as business capital equipment. The
PPI includes the price of footwear, but it
also includes the prices of leather, hides,
and skins. The prices of agricultural and
construction equipment are reflected in
the PPI, but not in the CPI. The prices of
aircraft, ships, and railroad equipment
help make up the PPI.

The PPI for all commodities incorpo-
rates fifteen different commodity group-
ings. The groupings are Farm Products;
Processed Foods and Feeds; Textile
Products and Apparel; Hides, Skins,
Leather, and Related Products; Fuels and
Related Products and Power; Chemicals
and Allied Products; Rubber and Plastic
Products; Lumber and Wood Products;
Pulp, Paper, and Allied Products; Metals
and Metal Products; Machinery and
Equipment; Furniture and Household
Durables; Nonmetallic Mineral Prod-
ucts; Transportation Equipment; and
Miscellaneous Products. Indexes are cal-
culated for each one of these sub-groups,
as well as for individual commodities
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within these subgroups. As a case in
point, there is a price index for Fuels and
Related Products and Power subgroup.
The fuel subgroup is broken down into
further subgroups including crude petro-
leum, refined petroleum products, elec-
tric power, and gas fuels. A price index is
also reported for each of the subgroups
within the Fuel subgroup.

The PPI calculations also make avail-
able price indexes for subgroups based
on the stage of processing. A finished
goods index provides a price index for a
class of goods ready to be purchased by
final users. They need no further pro-
cessing and may be either durable or
nondurable goods. Finished goods
include capital equipment for business
firms. Another index measures the cost
of intermediate materials, supplies, and
components. The intermediate goods
undergo some processing before they
serve as material and component inputs
to other manufacturing and construction
activities. Another index measures the
cost of crude materials, which are
unprocessed goods and raw materials.

In the calculation of the PPI, the
Bureau of Labor Statistics make
allowances for changes in the quality for
products. Suppose the cost of a new
automobile rises by $500, but $300 of
the price increase is owed to extra safety
equipment required by new government
regulations. The PPI only counts $200 of
the price increase as an increase in the
price of automobiles.
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PROMISSORY NOTES ACT
OF 1704 (ENGLAND)

The Promissory Notes Act of 1704 offi-
cially established promissory notes as
negotiable instruments. A promissory
note is negotiable when it can be trans-
ferred to a third party by an endorse-
ment, usually in the form of a signature
of the recipient of the note. Because the
banknote is a direct descendant of the
promissory note, the act of 1704 fur-
nished the legal prerequisites for the use
of banknotes as a medium of exchange.

In 17th-century England, people
deposited gold in the safekeeping of
goldsmiths, who in return issued some-
thing like a warehouse voucher made out
to the owner of the gold. It was a receipt
for a deposit of gold. Rather than
exchange gold in trade it was much eas-
ier to exchange warehouse receipts, giv-
ing rise to the custom of making these
receipts transferable by endorsement.
Promissory notes originated from these
receipts. The wording on promissory
notes entitled a certain person, or the
“bearer,” of the note, to a fixed amount of
gold on demand. The custom arose of
transferring the ownership of promissory
notes with signature endorsements. The
ownership of these notes might change
over and over as long as there was room
for more endorsements. With promissory
notes changing hands through repeated
endorsements, invariably disputes came
before the courts involving cases in
which someone did not want to redeem
an endorsed promissory note, or in which
the recipients of endorsed promissory
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notes did not receive the same considera-
tion as the initial recipients of the notes.
For promissory notes to circulate as a
medium of exchange, it was necessary
that the holders of endorsed notes suffer
no disadvantages when demanding that
notes be paid in gold. That is, the prom-
issory notes had to be negotiable. The
courts waffled on the issue of the nego-
tiability of promissory notes, forcing
Parliament to take action.

Parliament named the law “An Act for
giving like Remedy upon Promissory
Notes, as is now used upon Bills of
Exchange, and for the better Payment of
Inland Bills of Exchange.” The act pro-
vided that promissory notes payable to
order, or bearer, were legally binding
obligations, assignable by endorsement
to new holders, and new holders could
sue in the courts for enforcement of their
rights. Parliament cited the benefits to
trade and commerce accruing from the
provisions of the act.

The first step toward the evolution of
banknotes came when goldsmiths
dropped the names of individuals enti-
tled to gold, and instead made the
unnamed “bearer” of the note entitled to
a fixed amount of gold. The rise of
engraved notes completed the transition
to banknotes. Indorsed checks also
became negotiable instruments by virtue
of the act of 1704. With the legal status
of notes clarified, banknotes grew in
popularity. Adam Smith observed in The
Wealth of Nations, published in 1776,
that bank money had surpassed metallic
money in quantity of circulation, mark-
ing a turning point in monetary history.

See also: Check, Goldsmith Bankers
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PROPAGANDA MONEY

As a circulating medium, money has
drawn the attention of political organiza-
tions looking for a vehicle to spread
propaganda. In times of war and social
turmoil paper money is particularly
susceptible to becoming a medium for
bearing revolutionary messages.

In 1967, the Chinese Communist
Party instigated riots against the Hong
Kong government and put to use the cir-
culating money of Hong Kong to propa-
gate messages discrediting the
government. The communists were
exploiting a touchy economic situation
associated with the devaluation of the
pound sterling and subsequent devalua-
tion of the Hong Kong dollar. Hong
Kong was a colony of the British gov-
ernment at the time.

The Hong Kong and Shanghai Bank-
ing Corporation issued notes in Hong
Kong, and the communists took in 
$10 and $100 notes and overprinted
messages calculated to inflame the pop-
ulace against the government. The top
left corner of the overprinted $10 notes
bore the famous figure of John Bull
with outstretched hands and a gaping
mouth. Behind his head in Chinese
characters was the message, “He is so
greedy that he swallows money.” At the
bottom of the overprinted $10 notes
were two Chinese characters meaning
“Devaluation.” On the reverse side of
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the $10 banknotes the communists
overprinted a text heavily sprinkled
with words such as “imperialism,”
“banditry,” and “fascism,” and describ-
ing the British exploitation of Hong
Kong that led to the devaluation of the
Hong Kong dollar.

The communists overprinted the $100
notes with a caricature of a pirate with a
sack of protruding $100 notes thrown
over his back. Printed on the sack were
the words “Open Banditry.” In the center
of the bill the communists overprinted
the message, “Worth only 94.30 dollars
after devaluation.” On the reverse side
the communists overprinted a text end-
ing with the rallying cry, “fellow broth-
ers: in order to survive we must unite
together and fight to the end against the
British in Hong Kong.”

During the Vietnam War, peace pro-
testers in the United States drew peace
symbols and slogans on dollar bills. At
the height of the peace protests the Fed-
eral Reserve Banks withdrew the bills
bearing antiwar messages. During World
War II, the British authorities over-
printed German military notes with
propaganda messages derogatory of
Adolf Hitler.

Metallic coinage may have begun as a
means of advertising seaports, and the
use of propaganda money demonstrates
that money is a vehicle for communica-
tion. Propaganda money defaces a sym-
bol of government—usually images
hallowed by time that are typically
placed on paper money—and at the
same time propagates a message that 
discredits the government.

See also: Siege Money
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PUBLIC DEBTS

In Montesquieu’s The Spirit of Laws,
published in 1748, one reads that: “Some
have imagined that it was for the advan-
tage of the state to be indebted to itself:
they thought that multiplied riches by
increasing the circulation” (Mon-
tesquieu, 183). The reasoning behind
this statement had to do with the exclu-
sive use of gold and silver for money. By
issuing government bonds that house-
holds and businesses were willing to
hold instead of hoarding gold and silver,
more gold and silver became available to
circulate as a medium of exchange.
Alexander Hamilton, first secretary of
treasury of the United States, also saw
advantages in a public debt. He argued
that interest-bearing government bonds
gave businesses a place to earn interest
on capital when it was not in use.

Most national governments of highly
industrialized economies have public
debt. The degree of indebtedness can be
a matter of concern. The main consider-
ation in debt, private or public, is the
amount of income available to repay it.
Doubling one’s debt while doubling
one’s income, does not raise the debt
burden or the chance of default. Econo-
mists use the ratio of public debt to gross
domestic product (GDP) to measure the
degree of indebtedness of a particular
government. As long as GDP grows
faster than public debt, the ability of a
government to pay off its debt is always
improving. Below is a list of countries
with public debts measured as a percent
of GDP.

Public debts often soar significantly
during wars. Following the Napoleonic
wars, Great Britain’s public debt as a
percent of GDP stood close to a dizzy
300 percent. It steadily fell, dropping
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below the 50 percent range by the eve of
World War I (Miles and Scott, 606). By
the end of World War II, the United
Kingdom’s debt had climbed to a lofty
level of 250 percent of GDP. The United
States finished World War II with a pub-
lic debt above 100 percent of GDP
(Miles and Scott, 266). Inflation helps
countries reduce the burden of public
debts. In the post–World War II years,
inflation helped reduce the public debt
burdens of the United Kingdom and the
United States. The stress of wartime
finance, coupled with war reparations
sent post–World War I Germany into a
frenzy of runaway inflation.

It is true that a government should
never face default if its debt is denomi-
nated in its own currency. It can always
print up the currency to redeem a debt, but
the outcome is likely to be inflation and
economic chaos. Governments usually
turn to hyperinflation to get out from
under a debt only if creditors have lost
confidence in the government and are
withholding credit. All the U.S. govern-
ment debt is denominated in U.S. 
dollars. Governments in developing coun-
tries often contract debt denominated in

the currency of a foreign government.
These governments can face default if
they run short of foreign currency
reserves.

In the United States, the public debt
as a percent of GDP steadily fell from
the end of World War II until around
1980 (Miles and Scott, 266). It reached a
trough roughly at 25 percent of GDP. In
the 1980s, the U.S. public debt as a per-
cent of GDP turned upwards with larger
budget deficits, reaching a level of 70
percent of GDP in 1996 (OECD, 2008).
The public debt as a percent of GDP
steadily fell from 1997 until 2001, and
then began climbing. In 2008, the OECD
Economic Outlook was expecting the
U.S. public debt as a percent of GDP to
reach 80 percent in 2010.

The public debt equals the accumula-
tion of past budget deficits. The budget
deficit is the annual shortfall in govern-
ment revenue relative to government
spending. A public debt indicates that
over a span of years the annual budget
deficits outweigh annual budget sur-
pluses. Even if a public debt remains
within a moderate range, observers and
critics claim that the annual budget
deficits have harmful effects. Firstly,
these deficits subtract from the amount
of credit available to finance house pur-
chases and business capital expansion.
Secondly, they elevate interest rates, and
create a class of financial assets that pay
good interest rates at low risk. Foreign
investors in the pursuit of these govern-
ment bonds bid up the value of the
domestic currency in foreign exchange
markets. A strongly valued currency in
foreign exchange markets makes imports
less costly to domestic consumers and
home exports more costly to foreign
consumers. Critics charge that imports
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Public Debt as a Percent of GDP for
Selected Countries in 2007

Australia 15.4
Canada 64.1
France 70.1
Germany 65.5
Italy 113.2
Japan 170.6
Switzerland 48.6
United Kingdom 46.9
United States 62.9

Source: OCED Economic Outlook no.
84, 2008



swell while exports shrink, and that the
result is fewer domestic jobs.

See also: Foreign Debt Crises
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QUATTRINI AFFAIR

The quattrini was one of the three silver
coins that circulated in fourteenth-
century Florence. The “quattrini affair”
refers to a devaluation of the quattrini in
1371 that set in motion a course of
events leading in 1378 to a popular
uprising and a brief dictatorship of the
proletariat.

The Florentine money of account was
the lira, originally meaning a pound of
silver, and in the Florentine currency
system 240 denarii equaled 1 lira,
60 quattrini equaled 1 lira, and 8 grossi
also equaled 1 lira. Florence also minted
the florin, a gold coin that circulated
mainly in international trade and among
the wealthiest members of society. The
exchange rate between silver coins and
florins varied with the silver content of
silver coins.

The money stock of a 14th-century
Italian city-state consisted of a varying
medley of domestic and foreign coins
and the rate of coinage depended on the
amount of private silver brought to the
mint. Private persons took their silver to

city-state mints that struck coins with the
greatest excess of face value per weight
of silver. A city-state such as Florence
could debase the silver content of its cur-
rency, increasing the face value of its
coinage relative to silver content, and
attract more silver to its mint. The sys-
tem encouraged cities to engage in com-
petitive devaluation, and devaluation
became a plague that spread from one
city to another.

Florentine authorities balked at cur-
rency devaluation, and by the mid-14th
century the coinage of denarii, quattrini,
and grossi came to a halt because no sil-
ver was brought to the mint. Currency
from Pisa invaded the Florentine econ-
omy, driving out Florentine currency in
accordance with Gresham’s law that bad
money drives out good. In 1366, the Flo-
rentine authorities gave way and slashed
the silver content of the denaro, the most
overvalued of the Florentine coins, by 
36 percent. The authorities also banned
the circulation of petty foreign currency,
apparently under the expectation that
the ban would have no practical
significance.



Next, Florentine grossi and quattrini
came under pressure as Pisan grossi and
quattrini with the same face value but
less silver content were exchanged for
the Florentine coins. Florentine grossi
stood only slightly above Pisan grossi in
silver content, and in 1366, Florence
debased the grossi by 2.5 percent, a suf-
ficient debasement to bring Florentine
grossi into parity with Pisan grossi.

The Florentine quattrini, overvalued
relative to Pisan quattrini by a good
18 percent, now came under pressure. The
Florentines had sought to avoid devaluing
the quattrini because local prices were
most often quoted in quattrini and the
whole domestic price structure and mone-
tary stability depended on quattrini. The
invasion of devalued Pisan currency again
forced the hand of the Florentines, and in
1371, the silver content of Florentine quat-
trini fell by 18 percent and Florentine
denarii by 5 percent.

Silver flowed into Florentine mints
with the rise in face value relative to sil-
ver content, and soon a boom in the
coinage of quattrini and denarii was
underway. As supplies of quattrini and
denarii soared, the forces of currency
depreciation made themselves felt with a
merciless logic, in time sending a thun-
derclap through the Florentine economy.

The florin rose in value as the silver
content of the silver coinage fell, prices
rose faster than wages, and discontent
rose to a boiling point among the minor
artisans. In 1378, Michele di Lando, a
barefoot workingman, led the wool

carders in a proletarian revolution against
the financial oligarchy that ruled
Florence. The revolutionaries dismissed
the government officials, established a
dictatorship of the proletariat, and set out
to reform society, repealing laws against
unionization, enfranchising unions of
lower-paid workers, imposing a 12-year
debt moratorium on debts of wage earn-
ers, and reducing interest rates. Busi-
nesses fought back by closing down and
recruiting outside forces to overthrow the
government. The proletarians split into
factions between more conservative
skilled labors and unskilled labors sympa-
thetic with communistic ideas. An armed
force from the countryside overthrew the
government in 1381, but not before the
government had melted down large quan-
tities of quattrini in an effort to end the
pressures for currency depreciation.

The quattrini affair gives some sup-
port to Lenin’s comment that the best
way to destroy the capitalist society is to
debauch its currency. Inflation and mon-
etary instability have attended all major
revolutions, including the French Revo-
lution, the Russian Revolution, and the
Chinese Revolution.

See also: Florentine Florin
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RADCLIFFE REPORT

In 1957, the British government formed
a committee “to inquire into the working
of the monetary and credit system, and
to make recommendations.” In August
1959, this committee issued a report
called the Radcliffe Report after the
committee chairman, Lord Radcliffe,
that played down the importance of
keeping the growth of the money stock
within strict limits. The report became a
symbol of the kind of government views
of monetary policy that let inflation
accelerate and develop a momentum of
its own in the 1970s. According to Glyn
Davies (1994), “No official report has
ever in British history (nor I believe else-
where) shown such skepticism regarding
monetary policy in the sense of trying to
control the economy by controlling the
quantity of money” (400).

The report was sprinkled with such
exaggerated statements suggesting that
banknotes are a relatively unimportant
part of the money supply and that the supply
of banknotes should respond passively to
the needs of trade.

The report cited two main factors that
impaired the operational significance of
regulated money stock growth. The first
factor was the importance of monetary
substitutes that were always ready to come
forth and fill gaps in the money supply.
Obvious examples of money substitutes,
or near-monies, were savings accounts and
government bonds. The report stressed
that it was an individual’s liquidity posi-
tion, rather than money holdings, that
shaped that individual’s spending deci-
sions. An individual with modest money
holdings might nevertheless be in a very
liquid position financially.

The second factor hampering the
effectiveness of regulated money stock
growth was the velocity of circulation.
An increase in velocity has the same
economic impact as a money stock
increase, and changes in velocity can
offset changes in money stock growth.
The flavor of the report’s findings is cap-
tured in the following passages:

If, it is argued, the central bank has
both the will and the means to con-
trol the supply of money . . . all



will be well. Our view is different.
It is the whole liquidity position
that is relevant to spending deci-
sions. . . . The decision to spend
thus depends upon the liquidity in
the broad sense, not upon immedi-
ate access to money. . . . Spending
is not limited to the amount of
money in circulation. (400,
author’s emphasis)

In a highly developed financial system
the theoretical difficulties of identifying
“the supply of money” cannot be lightly
swept aside. Even when they are disre-
garded, all the haziness of the connection
between the supply of money and the
level of total demand remains: the haziness
that lies in the impossibility of limiting the
velocity of circulation (Davies, 1994, 401).

The findings of the Radcliffe Report
essentially threw out the control of the
money stock in the arsenal of weapons
against inflation, a weapon that was
sorely needed in the 1970s. The views
expressed in the report became economic
orthodoxy in the 1960s, and treated as the
accepted view in economics textbooks.
As inflation mounted in the 1970s, the
views of the Radcliffe Report came under
increasing criticism, and by the 1980s the
quantity theory of money had largely sup-
planted the views of the Radcliffe Report.
The quantity theory of money emphasizes
the connection between the quantity of
money and inflation.

See also: Bank of England, Deutsche Bundes-
bank, Equation of Exchange, Monetarism,
Velocity of Money
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REAL BILLS DOCTRINE

The real bills doctrine holds that if banks
make loans only to finance short-term
commercial transactions, the money supply
will expand and contract to meet the
needs of trade and fluctuations in the
money supply will not be a source of
economic instability leading to either
inflation or deflation. The self-liquidating
nature of these loans, and their use to
finance the production of goods and
services, allegedly checks the rise of
inflationary forces. The doctrine found
favor with Adam Smith and it has com-
manded some interest to the present day.

To appreciate the doctrine one must
first understand that when banks advance
loans, the money supply expands. When
banks allow money to build up as vault
cash or other forms of reserves, the
money supply contracts.

The real bills doctrine first broke into
public debate in the United Kingdom
during the Napoleonic Wars. Under the
stress of wartime finance, Great Britain
had suspended the convertibility of bank-
notes into precious metal, putting Britain
on an inconvertible paper standard com-
parable to inconvertible paper standards
in the United States or the United King-
dom today. So-called bullionists argued
that the money supply should remain
proportional to precious metal reserves,
such as gold reserves, to maintain its
value and avoid inflation or deflation.
Antibullionists defended the suspension
of convertibility on the grounds of the
real bills doctrine and attributed prob-
lems of rising prices and currency depre-
ciation to other causes. After the
Napoleonic Wars, the United Kingdom
established a gold standard and a new
monetary debate developed between the
banking school and the currency school.
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Both schools supported the gold stan-
dard but the banking school felt that
banks should have the flexibility to make
loans according to the real bills doctrine,
allowing the money supply to expand
and contract to meet the needs of trade.
The currency school made the case that
the money supply should remain propor-
tional to gold reserves, and should only
change as gold flowed in and out of the
country.

In the early stages of development
the Federal Reserve System followed
the real bills doctrine in practice. Dur-
ing the post–World War II era the real
bills doctrine and similar doctrines have
lost credibility in favor of proposals to
increase the money supply at a fixed
rate, such as 3 to 5 percent per year, to
encourage the economy to mirror the
same stability.

See also: Bank Restriction Act of 1797, Bank-
ing School, Currency School, Monetarism,
Radcliffe Report
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REDENOMINATION

The term “redenomination” refers either
to a change in the number of zeros asso-
ciated with a given currency, or it can
apply to the introduction of a new
currency. On January 1, 2005, Turkey
slashed six zeroes from its currency. One
million of the old Turkish lira con-
verted to one of the new Turkish lira

(Economist, August 2004) Before the
redenomination, 1 euro equaled 1.8 mil-
lion Turkish lira. After the redenomina-
tion, 1 euro equaled 1.8 new Turkish lira.
In July 2008, Zimbabwe slashed ten
zeroes from its currency (US Fed News
Service, July 2008). At the time of
Zimbabwe’s redenomination its currency
was trading a 110 billion Zimbabwe
currency to one U.S. dollar. When a
currency is redenominated, balance
sheets, debts, and financial portfolios are
adjusted accordingly.

The introduction of the euro can be
viewed either as the introduction of a
new currency or a redenomination but it
raised many redenomination issues.
Debts and balance sheets in displaced
European currencies had to be redenom-
inated in terms of the Euro. Each gov-
ernment enjoyed certain autonomy in
deciding the redenomination process
for their own currencies. The French and
Italian authorities decided that their
debt would not have any decimal places
after redenomination whereas German
authorities used decimal places. The
timetable allowed governments to imple-
ment redenomination anytime between
1999 and 2002.

More commonly, redenomination
refers the removal of zeroes from a cur-
rency. There are several reasons why
countries undertake redenomination.
One obvious reason is that it simplifies
the mathematics of currency transac-
tions. Extra zeros put a burden on
accounting and statistical records, data
processing software, and payment sys-
tems. From political and psychological
perspectives, slashing zeroes wipes out
evidence of past hyperinflation and
monetary chaos, and serves as a
commitment from government that
uncontrolled inflation is a thing of the
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past. Redenomination may represent the
finishing touches on tough but success-
ful economic reform measures. Less
common is the case where governments
use redenomination to confiscate
resources. Laos only gave its citizens
one day to exchange old currency for
new currency in 1976 (Mosely, 2005).
The Soviet Union in 1991 and
Nicaragua in 1988 only gave citizens
three days to swap old currency for new
currency (Mosely, 2005). In these situa-
tions, some citizens will not succeed in
getting their old, worthless currency
exchanged for the new currency. The
loss to the citizens left holding the old
currency becomes revenue to the gov-
ernment.

Between 1960 and 2003, developing
and transition economies redenominated
currencies on 60 different occasions
(Mosely, 2005). In 14 of these cases of

currency redenomination, only one zero
was removed. In nine cases six zeros
were removed. The median redenomination
removed three zeros. Nineteen countries
redenominated only once, and ten coun-
tries redenominated twice. As of 2003,
Brazil has redenominated six times, the
former Yugoslavia/Serbia five times, and
Argentina four times (Mosely, 2005). A
few countries have added digits to their
currency: South Africa, 1961; Sierra
Leone, 1964; Ghana, 1965; Australia,
1966; the Bahamas, 1966; New Zealand,
1967; Fiji, 1969; the Gambia, 1965;
Malawi, 1971; and 
Nigeria, 1973 (Mas 1995). Adding digits
makes the currencies more comparable
to a key currency such as the U.S. dollar.
Triple digit inflation or higher often
leads to redenomination, but not always.

Japan has debated redenomination for
the yen. In 2008, the yen often traded
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around 110 yen per one U.S. dollar. The
introduction of the euro prompted
concern that the yen’s stature as an
international currency might suffer from
new competition. A sluggish Japanese
economy in the 1990s encouraged
Japanese policy makers to consider the
advantages of redenomination. In 1999,
the ruling Liberal Democratic Party
formed a committee to evaluate the idea
of removing two zeros from the yen.

Among highly industrialized coun-
tries, Korea has the highest exchange rate
with the U.S. dollar. The U.S. dollar is
equal to more than 1000 Korean won.
South Korean Officials have also dis-
cussed the possibility of redenomination.
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REGULATION Q

See: Eurodollars, Glass–Steagall Banking Act
of 1933

REICHMARK

See: Gold Mark of Imperial Germany,
Rentenmark

RENTENMARK

The rentenmark was the currency that
the German government issued in the
aftermath of the hyperinflation that
occurred in Germany immediately fol-
lowing World War I. Hyperinflation had
completely discredited the mark, leaving
the price of something as simple as a
newspaper at 70 million marks. Toward
the end of 1923, the rentenmark replaced
the mark as a new, stable currency.

A costly war and heavy war repara-
tions had left Germany virtually bank-
rupt, and without the gold and foreign
exchange reserves needed to support a
paper currency. Usually, governments
seeking to restore monetary stability had
arranged foreign loans that allowed them
to issue a new currency convertible at an
official rate into gold and foreign
exchange. Germany, lacking access to
foreign loans, faced the challenge of
establishing a new currency that would
command the confidence of the public
without the backing of significant
reserves of gold and foreign exchange.

Germany handled these monetary dif-
ficulties in much the same spirit that
France handled similar difficulties in the
past. Early in 18th-century France, John
Law’s Banque Royal had issued paper
money on the security of land in
Louisiana, a financial venture that set the
stage for France’s first paper money
debacle. Later the revolutionary French
government issued paper money called
“assignats,” backed by land confiscated
from the church. At first the church land
was reserved for sale to owners of assig-
nats, but too many assignats were issued
and the plan ended in a storm of hyper-
inflation.

The Deutsche Rentenbank, a new bank
of issue organized to issue rentenmarks,
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held collateral in the form of agricultural
and industrial mortgages. Theoretically,
the agricultural and industrial mortgages
could have been liquidated and the
proceeds used to redeem the renten-
marks, but in practice such a liquidation
would have been difficult. One renten-
mark was worth 1 billion of the old
marks.

In addition to reforming the currency,
the German government reformed its fis-
cal affairs, balancing the budget in terms
of rentenmarks and ending government
dependence on the central bank to pur-
chase government bonds. The German
government, by getting its own house in
order, diffused the pressure for inflation-
ary finance. In turn the Rentenbank, by
strictly limiting the issuance of renten-
marks, ended the spiral of inflation,
showing the world that gold and foreign
exchange reserves were not necessary
for a stable, noninflationary currency.
The experience of the rentenmark under-
lined the role of government fiscal mis-
management as the force that invariably
fuels hyperinflation.

Late in 1924, Germany received a siz-
able loan under the Dawes Plan,
enabling it to reorganize the Reichbank,
which had suspended the issuance of
banknotes after the formation of the
Rentenbank. The Reichbank again took
over responsibility for issuing banknotes
and the rentenmark was renamed the
reichmark. The reichmark was convert-
ible into gold but gold coins did not cir-
culate as currency, a system that spread
to the rest of the world during the 1930s.
Following World War II, the reichmark
was discontinued and replaced by the
deutsche mark.

Although land-secured paper money
had twice led France into the chaos of
hyperinflation, Germany had embarked

on a land-secured system of paper
money determined to contain inflation-
ary pressures. Germany’s experience
with the rentenmark demonstrated that a
society may avoid inflation and stabilize
the value of a currency by strictly limit-
ing currency supplies. By strict mone-
tary discipline, Germany’s experiment
succeeded where similar efforts had
failed.

See also: Deutsche Mark, Hyperinflation in
Post–World War I Germany, Gold Mark of
Imperial Germany
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REPORT FROM THE
SELECT COMMITTEE ON

THE HIGH PRICE OF 
BULLION

The so-called Bullion Report, pub-
lished on June 8, 1810, ranks with the
most famous documents in the history
of monetary theory. The report was
actually written by Henry Thornton, a
prominent banker and economist.
Thomas Malthus and David Ricardo,
the most famous economists of the day,
rallied to support the conclusions of the
report, which cited fiat money (money
inconvertible into a precious metal at
an official rate) as the cause of the high
price of bullion. Actually, the first vol-
ley had come from the pen of Ricardo,
who wrote newspaper articles and pam-
phlets on the subject, one entitled The
High Price of Bullion (1810).
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During the French Revolution and
Napoleonic Wars, the Bank of England
suspended convertibility of banknotes
into metallic coinage and precious metal,
an action that would become common
practice during future wars but was then
unprecedented. Inflation measures calcu-
lated from price indices were unavailable
at the time, but the price of gold bullion
in British pounds soared and the British
pound depreciated relative to other Euro-
pean currencies in foreign exchange mar-
kets. Discussions on the high price of
bullion and currency depreciation led to
the appointment of a select committee to
make an inquiry.

The current state of knowledge of
monetary theory would have the finger of
suspicion immediately turn to the
issuance of fiat money, but at the thresh-
old of the 19th century other causes were
cited for the high price of bullion and the
depreciation of the British pound. To the
observation that the high price of gold
was due to increased demand for gold to
supply French armies, the Report
answered:

Your Committee is of the opinion
that in the sound natural state of
the British currency the foundation
of which is gold no increased
demand for gold from other parts
of the world however great or from
whatever causes arising can have
the effect of producing here for a
considerable period of time a mate-
rial rise in the market price of gold.
. . . it was to be expected that those
who ascribed the high price here to
a great demand abroad, would have
been prepared to state that there
were corresponding high prices
abroad. . . . [I]t does not appear that
during the time when the price of

Gold bullion was rising here as val-
ued in our paper there was any cor-
responding rise in the price of Gold
bullion in the market of the Conti-
nent as valued in their respective
currencies. (Chown, 1994, 239)

The select committee was equally
unimpressed with theories that attributed
the depreciation of the pound to harvest
failures, Napoleon’s blockade, subsidies
of foreign allies, and support of armies
in foreign lands. In the words of the
report:

From the foregoing reasoning rela-
tive to the state of the Exchanges if
they are considered apart, Your
Committee find it difficult to resist
an inference that a portion at least
of the great fall which the
Exchanges lately suffered must
have resulted not from the state of
trade but from a change in the
relative value of our domestic
currency. But when this deduction
is joined with that which your
Committee have stated respecting
the market price of Gold, that infer-
ence appears to be demonstrated.
(Chown, 1994, 241)

The report recommended a return to
convertibility as soon as possible, but the
exigencies of war outweighed the logic
of the report and a resumption of con-
vertibility had to wait until 1821.

The bullionist controversy demon-
strated the difficulty of pinpointing the
causes of currency depreciation and
inflation. Often the blame was laid at
the feet of shortages, greedy labor
unions, monopolies, and speculators,
when a more careful examination
placed the cause in undisciplined
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growth in money stocks. The report
recommended a return to convertibility
as a means of maintaining monetary
discipline.

See also: Bank Restriction Act of 1797,
Monetarism, Gold Standard, Real Bills
Doctrine

References
Chown, John F. 1994. A History of Money.
Spiegel, Henry Williams. 1971. The Growth

of Economic Thought.

REPURCHASE
AGREEMENTS

A repurchase agreement is the sale of a
security coupled with a promise to buy
back the security at a specific price and
date in the future. It is called a repur-
chase agreement but it is actually a loan.
The seller receives cash for the security
sold. The buyer of the security is loan-
ing cash to the seller, and holding the
security as collateral. The seller agrees
to buy back the security at a higher price
after a certain amount of time has
elapsed. By repurchasing the security at
a higher price in the future, the seller is
in effect paying interest on funds bor-
rowed from the buyer. Typically, the
selling price is set equal to the repur-
chase price plus a negotiated amount of
interest. If the borrower fails to
repurchase the security at the agreed on
date in the future, the lender can sell 
the security to a third party and recoup
the funds lent. If the lender fails to
resell the security to the previous owner,
the previous owner can use the funds for
repurchasing the security to purchase
another investment.

Repurchase agreements have long
played a role in the U.S. monetary

system. As early as 1917, Federal
Reserve Banks used repurchase agree-
ments to extend credit to commercial
banks. During the 1920s the New York
Federal Reserve used repurchase agree-
ments to extend credit to nonbank deal-
ers in short-term credit instruments.

As U.S. inflation led to higher inter-
est rates in the post–World War II era,
repurchasing agreements grew in popu-
larity. Nonbank dealers in treasury
bonds went searching for less costly
financing than what commercial banks,
their traditional sources of credit, were
offering. At the same time, large state
and local governments and nonfinancial
corporations discovered that, despite
rising interest rates, bank deposits paid
zero interest. By being party to a repur-
chase agreement these institutions
could earn interest on funds idly sitting
in interest-free bank accounts. Purchas-
ing a treasury bond under a repurchase
agreement involved minimal risk, nego-
tiable maturities, and routine mechan-
ics. Treasury bond dealers and
institutional cash managers created a
market for repurchase agreements.
After the 1970s the growth in U.S.
Treasury marketable debt and rising
short-term interest rates made repur-
chase agreements attractive to all kinds
of creditors, including school districts
and other small creditors that could not
earn interest on checking accounts
(Garbade, 2006). Repurchase agree-
ments became a common vehicle for the
short-term investment of surplus cash.
Congress lifted the ban on interest-bear-
ing checking accounts in 1980.

The securities most often involved in
repurchase agreements are U.S. Treasury
and federal agency bonds, but repur-
chase agreements can be arranged for
mortgage-backed securities, and various
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short-term money market credit instru-
ments, including negotiable bank certifi-
cates of deposit.

Repurchase agreements are nearly all
short-term agreements. Overnight repur-
chase agreements are the most common
type of treasury bond repurchase agree-
ment. Other standard maturities for
repurchase agreements include one, two
and three weeks, and one, two, three, and
six months. The parties to the repurchase
agreement may negotiate flexible terms
to maturity.

The purchaser of a security in a
repurchase agreement only earns the
interest that is agreed on in the con-
tract. A treasury bond in a repurchase
agreement will usually remain regis-
tered in the name of the seller. The
seller in the repurchase agreement will
directly receive any coupon payments
earned by the bond while the buyer is
holding it.

U.S. commercial banks regard repur-
chase agreements as a close substitute
for Federal funds borrowing. The inter-
est rate commercial banks pay on repur-
chase agreements is usually 25 to 30
basis points below the Federal funds rate
(Lumpkin, 1987). The interest rates on
repurchase agreements are a bit lower
because repurchase agreements are
backed by high-quality collateral. Rather
than borrow funds in the Federal funds
market, a commercial bank may arrange
an overnight repurchase agreement with
one of its large depositors. Some coun-
tries include the repurchase liabilities of
depository institutions in the broader
measurers of the circulating money
stock. The Federal Reserve Bank of New
York also arranges repurchase agree-
ments with primary dealers in treasury
securities as a part of its open market
operations.

See also: Monetary Aggregates
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RESERVES

See: Bank, Forestall System, High-Powered
Money, Legal Reserve Ratio, Monetary
Multiplier, National Bank Act of 1864

RESUMPTION ACT OF
1875 (UNITED STATES)

The principle objective of the Resump-
tion Act of 1875 was to provide for the
resumption of specie payments on green-
backs, the fiat paper money born of the
Civil War, which was still current in the
1870s.

The act had three important sections.
The first section provided for the retire-
ment of the fractional paper currency
that been current since the Civil War.
The fractional paper currency was in
denominations of 10, 25, and 50 cents.
The act of 1875 provided for the
issuance of subsidiary silver coin to
replace the fractional currency. This pro-
vision was a bow to the silver interests
because only gold coins circulated at the
time. The second section got rid of
seigniorage, or mint charges, on the
coinage of gold, a provision that pleased
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the mining interests. The third section of
the act removed limitations on the total
number of banknotes that national banks
could issue, a provision that met the
demand for what then was called free
banking. The treasury was to retire
greenbacks in an amount equal to 80 per-
cent of the increase in national bank-
notes, until greenbacks in circulation fell
to 300 million.

The third section took up the heart of
the legislation, the redemption of green-
backs. After January 1, 1879, green-
backs were redeemable in coin when
brought to the assistant treasurer at New
York in sums no less than $50. The act
also authorized the secretary of treasury
to “issue, sell and dispose of, at not less
than par, in coin” any of the bonds
authorized under existing legislation.

A certain amount of pessimism sur-
rounded the Resumption Act of 1875.
Many opponents felt that resumption was
not feasible, that people would show up in
mass to exchange greenbacks for gold,
that it would trigger an unbearable con-
traction of the money supply, and that
Congress would not stand firmly in favor
of resumption. In 1878 a bill to repeal the
Resumption Act failed to pass Congress

by a narrow margin, and Congress did
raise from 300 million to 346 million the
maximum number of greenbacks that
could remain in circulation. Nevertheless,
the expected eagerness to exchange green-
backs for gold had been overstated, and
resumption took place without difficulty.

The term “coin” in the legislation
was generally assumed to refer to gold
coins. In 1878, the Bland–Allison Sil-
ver Purchase Act made silver legal ten-
der, opening up the possibility that
bonds sold to raise coin—gold coin—
could be redeemed in silver. Advocates
of silver felt that redemption of bonds
was legitimate, but the proposal aroused
strong opposition. President Hayes in
his veto message on the Bland–Allison
Act (the act was passed over a presiden-
tial veto) cited the large number of
bonds the government had sold. He
noted that the bonds were sold for gold,
and that the bondholders expected the
bonds to be redeemed in gold, and
would not have bought the bonds other-
wise. In the words of his veto message:

National promises should be kept
with unflinching fidelity. There is
no power to compel a nation to
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repay its debts. Its credit depends
on its honor. The nation owes what
it has led or allowed its creditors to
expect. (Watson, 1970, 154)

Despite the provisions of the Bland–
Allison Act making silver legal tender,
the U.S. government maintained its com-
mitment to redeem public bonds in gold.

The Resumption Act of 1875 is one of
the important pieces of coinage legisla-
tion in U.S. history because it ended an
era of fiat money.

See also: Bland–Allison Silver Repur-
chase Act of 1878, Free Silver Move-
ment, Greenbacks
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RETURN TO GOLD:
1300–1350

During the first half of the 14th century,
Europe saw gold currency displace sil-
ver currency as the primary circulating
medium. The Carolingian reform of the
eighth century had ended gold coinage
in Europe, and for over 400 years
Europe had contented itself with mint-
ing the silver denarius, a small denomi-
nation coin, predecessor to the modern
penny. A critical development in return-
ing Europe to gold coinage was the 
discovery of Hungarian gold deposits

around Kremnica in Slovakia, which
became producing mines around 1320.

In the mid-13th century, Florence and
Genoa had introduced gold coinage and
Venice followed later in the century with
the gold ducat to rival the Florentine
florin. Dependence on African gold
restricted the supply of the early Italian
gold, limiting its circulation to the
Mediterranean area.

After 1320, Hungarian gold grew in
abundance, enabling Charles Robert of
Anjou, King of Hungary, to began mint-
ing gold coins in 1328. These gold coins
imitated the Florentine florin and were
the first gold coins minted north of the
Alps. An exchange of Bohemian silver
for Hungarian gold enabled John the
Blind of Luxemburg, king of Bohemia,
to begin coinage of gold florins coinci-
dentally with the Hungarian coinage as
part of a Hungarian-Bohemian monetary
cooperation.

Hungarian gold profusely poured into
Italy in exchange for Italian goods and
services. In 1328, Venice effectively aban-
doned a silver standard in favor of a gold
standard, and coinage of the gold ducat
began to vastly outstrip the silver grossi.

In the 1330s, France and England
borrowed from Italian bankers large
sums of gold florins to finance wars. The
pope also subsidized France with vast
sums of florins, and in 1337, France
began minting large quantities of it own
gold coin, the ecu.

Gold coinage began on a large scale
in the Low Countries around the same
time. In 1336 the mint of Flanders began
striking large quantities of gold coins,
and the mints of Brabant, Hainault,
Cambrai, and Guelders first struck gold
coins in 1336 and 1337.

Most of the German mints striking gold
coins during the 14th century were located
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in the valleys of the Rhine and Main. One
important exception, Lubeck, the principle
city of the Hanseatic League, received
royal permission to mint gold and silver
coins in 1340. In 1342, Lubeck began
striking gold Lubeck coins.

England had made an abortive effort to
coin gold pennies in 1257, roughly coin-
ciding with the appearance of gold
coinage in Italy. England’s second and
more successful effort at gold coinage
began in 1344. Edward III engaged
Florentine mintmasters and issued a gold
coin, the “leopard,” which proved unsuc-
cessful because its official value in terms
of silver exceeded its market value. After
adjustments in metal content, Edward II
minted another gold coin, the “noble,” 
valued at 6 shillings and 8 pence. Nobles,
half-nobles, and quarter-nobles became
important components of English coinage.

Scotland first launched a gold coin in
1357, but the first gold coinage failed,
and a successful gold coinage had to
wait until the end of the century.

As gold coinage spread silver coinage
took on the role of subsidiary coinage
suitable for small, local transactions, a
role the silver continued to play until
alloyed token currency replaced 
full-bodied metallic currency.

See also: Florentine Florin, Gold, Venetian
Ducat
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RICE CURRENCY

The history of rice currency takes into
scope geographical areas as diverse as
the Far East and the American colonies,

and touches on familiar subjects in the
history of money, including debasement,
Gresham’s law, paper money, and 
religious associations.

The most developed system of rice
currency emerged in feudal Japan. At the
opening of the 17th century, Japan added
up its wealth, measured in koku of rice,
and found the country’s wealth equiva-
lent in value to 28 million kokus. After
the 16th century, copper, gold, and silver
circulated alongside rice, but values
were expressed in rice, debts were con-
tracted in rice, and taxes were collected
partly in rice and partly in metallic
money. Workers received rice in pay-
ment for work, and the retainers and
attendants of feudal lords received
stipends in rice.

Large landowners issued rice notes,
maintained large storehouses to redeem
those notes, and often sought to redeem
the notes at harvest season to make
room for the new crop. When they 
discovered that some of the note bearers
never claimed the rice, they began, in
the manner of the goldsmith bankers, to
issue more notes than they could actu-
ally redeem in rice. After a rash of
abuses, the Tokugawa banned this prac-
tice in 1760.

Rice currency shared an inconven-
ience common to commodity money—
it was bulky to transport for large
commercial transactions. With the
growth of trade, Japan began to sup-
plant rice currency with metallic
money, but not without hearing from
the political philosophers, who saw
metallic money as the opening wedge
for all kinds of evil. Perhaps these
philosophers echoed the Confucian
emphasis on social stability and saw
metallic money as a revolutionizing
influence. Other ancient societies,



including Sparta of ancient Greece, saw
metallic money as an immoral influ-
ence. Rice currency survived in some of
the remote villages of Japan up to the
eve of World War II.

In the 19th century, local govern-
ments in Burma measured their revenue
in baskets of rice. The Burmese ate the
good rice and circulated as money the
inferior broken rice unsuitable for food
or seed, giving history another example
of currency debasement and Gresham’s
law.

Rice was the most important primitive
currency in the Philippines. In 1775, the
Sultans of Magindan collected taxes
from the Philippines in unthreshed rice.
The prime monetary unit was a handful
of unthreshed rice, called palay. A scale
of denominations of palay rose from 
1 handful to 1,000 handfuls. A day’s
wage of a mountain wood gatherer was 
5 handfuls. Some of the Philippine tribes
endowed rice with religious significance.
No women could enter a rice storehouse,
and men had to perform certain religious
rituals before entering.

In 1739, the colony of South Carolina
enacted a law that made rice an accept-
able means for paying taxes. The follow-
ing year the colonial government
collected 1.2 million pounds of rice. The
government issued “rice orders” to public
creditors, which were redeemable after
taxes were collected in rice at a rate of 30
shillings per 100 pounds of rice. These
rice orders circulated as money, and long-
term contracts were struck in terms of
rice.

As a commodity, rice was relatively
light, making it easier to transport than
some commodities, and it could be
stored up to eight or nine years. Rice
could serve the monetary functions of a
medium of exchange and store of value

better than most monetary commodities,
which accounts for its relatively rich
history as a form of money.

See also: Commodity Monetary Standard, Vir-
ginia Tobacco Act of 1713
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RIKSBANK (SWEDEN)

The Riksbank, or Bank of Sweden, the
oldest central bank in the world, was the
first European bank to issue banknotes.
The English goldsmiths issued receipts
that circulated as money, but the Riks-
bank was the first bank to issue paper
money.

The Riksbank came into being in
1656 as a private bank split into two
departments. One department was an
exchange or deposit bank organized
along the lines of the Bank of Amsterdam.
It accepted deposits of coins and pre-
cious metals, and these bank deposits
changed ownership without precious
metals or coins leaving the bank. They
served as money, and were backed up by
100 percent reserves of precious metals.
The second department was a lending
bank.

The Riksbank issued its first bank-
notes in 1661. Other banks had already
pioneered the use of bills of exchange
and transferable bank deposits that sup-
plemented the circulation of coins.
Sweden turned to banknotes as a
medium of exchange because payments
in copper, which served as money in
Sweden, were bulky and heavy, even
for domestic transactions. Sweden
adopted copper as the basis for money
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in 1625, perhaps because Sweden
boasted of the largest copper mine in
Europe and the Swedish government
owned a share of it. Copper mines
paved the way for banknotes when, for
convenience and utility, they began
paying miners in copper notes that
could be redeemed for copper at the
mines. These notes were preferable to
copper coins and traded at a premium.

In 1668, ownership of the Riksbank
passed into the hands of the govern-
ment, making it the oldest central bank
in operation today. By the early 1700s,
banknotes were no longer a rarity in
Europe. The Bank of England was char-
tered in 1694 for the purpose of making
loans and issuing banknotes, and by
1720, France was learning the disastrous
consequences of issuing banknotes
without discipline.

In 1789, the Riksbank began issuing
government currency, and the Riksbank
Act of 1897 conferred on the Riksbank a
monopoly on the issuance of currency in
Sweden. As late as 1873, the number of
central banks in the world remained in
single-digit territory, but by 1990, more
than 160 central banks dotted the finan-
cial landscape, the oldest being the
Riksbank.

See also: Bank of England, Bank of France,
Central Bank
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ROMAN EMPIRE
INFLATION

During the third and fourth centuries CE,
inflation in the Roman Empire rose to
astronomical numbers, aiding and
abetting those internal forces of
economic, political, and social decay
that made the Empire easier prey for the
barbarians.

Early in the first century, Augustus
had minted full-valued gold and silver
coins. In the following two centuries, the
Roman emperors slowly whittled down
the weight of the coins and reduced the
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fineness of the silver coins. In the second
century, the silver content of the denar-
ius sank to 75 percent during the reign
of that philosophic prince, Marcus
Aurelius. By mid-third century, creeping
inflation had gradually lifted prices
about threefold.

Early in the third century, the Cara-
calla replaced the silver denarius with a
new silver coin, 50 percent silver in con-
tent, called the Antoninianus. At midcen-
tury, this coin still contained 40 percent
silver, but thereafter debasement gath-
ered momentum at a heady pace and
reached a climax under Gallienus,
emperor between 260 and 268 CE. The
silver content sank to 4 percent, and
prices—already triple the first-century
level—finishing the third century at 
50 to 70 times higher than the first-cen-
tury price level.

The political stage mirrored the mon-
etary disorder, or vice versa. In a space
of 40 years, starting with the assassina-
tion of Gordian in 244, 57 emperors
donned the imperial purple, until the
accession of Diocletian in 284 ended the
revolving door for the imperial title.

The root cause of the inflation could
be found in the fiscal affairs of the
Roman government. The government
paid its expenses in coins and had no
major credit market in which to raise
funds when expenditures exceeded tax
revenue. Perhaps because of the inertia
of tradition or political opposition, tax
rates could be changed only with great
difficulty. The more notorious emper-
ors found that raising funds through
taxes was not as easy as raising funds
by condemning wealthy senators and
citizens on trumped-up charges and
confiscating their estates. The remain-
ing alternative was debasement of the
currency.

When Aurelian assumed the reins of
power in 270, facing galloping inflation,
he adopted a currency reform that was
almost a good as printing paper money. He
simply raised by about 2.5 times the nom-
inal or face value of the silver-plated 
copper coins that had replaced the silver
coins of the empire. Under his reign, the
treasury began supplying sealed bags that
contained 1,000 of these silver-plated
coins. During this inflationary ordeal, the
government kept the gold coins much
purer, but it paid its expenses in silver-
plated coins, which were legal tender.

Diocletian was the first emperor to
aggressively combat the rampant inflation.
He came to power in 284, amid an econ-
omy flooded with inferior coinage, and in
295, he put in place a major reform of the
currency, issuing full-weight pure gold
and silver coins. His aureus equaled one-
sixtieth of a pound of gold, and his pure
silver coin equaled one-ninety-sixth of a
pound of a silver. His coins were compa-
rable in weight and fineness to the coins in
Nero’s time, when prices were 100 times
lower. Inflation continued to surge through
the Roman economy and, perhaps out of
frustration, Diocletian resorted to wage
and price controls in 301. Raising prices
above legal levels became a capital
offense, and inflation may have begun to
slow a bit.

Constantine became emperor early in
the fourth century. He eased up the wage
and price controls and continued
Diocletian’s policy of increasing the
value of the currency. He minted a coin
called the gold solidus, equal to one-
seventy-second of a pound of gold. This
coin maintained its value for 700 years,
becoming one of the most famous coins
in history. After making Christianity the
official faith in 313, Constantine looted
the pagan temples of vast quantities of
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gold to supply his mints. The govern-
ment mints, however, continued to turn
out huge amounts of the debased copper
coins, and the added supply of gold may
have added fresh fuel to the fires of
inflation. The debased denarii continued
to fall in value. By the mid-fourth cen-
tury, one gold solidus in Egypt equaled
30 million denarii. By then the govern-
ment protected itself by collecting taxes
in gold or in kind. The mass of the pop-
ulation paid the penalty for the inflation
while the wealthy hedged against infla-
tion by investing in gold and land. The
inflation began to decelerate toward the
end of the fourth century, but by then the
empire was tottering in the face of a 
barbarian onslaught. The Visigoths 
captured Rome in 410, and in 476,
Odoacer the Barbarian replaced the last
Roman emperor, Romulus Augustulus.
Constantinople continued to mint the
solidus.

See also: Inflation and Deflation
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ROSSEL ISLAND
MONETARY SYSTEM

Rossel Island, about 200 miles south-
east of New Guinea, can lay claim to
one of the most novel and complicated
primitive monetary systems, one in
which time was a significant factor in
measuring the value of goods. The
actual pieces of money had been
handed down virtually unchanged to

successive generations since time
immemorial and allegedly were of
divine origin.

Rossel money split into two varia-
tions. Dap money came in single pol-
ished pieces of shells, and ko money in
sets of 10 discs made from shells. Dap
money covered a larger range of values
and stretched into the smallest values,
whereas ko money exchanged hands in
the larger transactions. These two
variations bore some gender connota-
tion, dap money was looked on as
men’s money, and ko money as
women’s money. Some goods were
only priced in one type of money, and
other goods in a combination of dap
and ko money.

The system of denominations of
shells of different values made the
Rossel money unique among primitive
currencies. The actual names were a bit
clumsy, but 22 different values are
represented. For simplification it 
is easiest to regard the lowest
denomination as number 1, the next
lowest denomination as number 2, and
so on, until the largest denomination of
number 22 is reached. Dap came in all
22 denominations, but ko came only in
denominations of numbers 8 through 22.
One denomination was not a multiple of
other denominations, and no one
denomination was equivalent to a fixed
number of other denominations, con-
trary to the U.S. monetary system in
which 100 pennies equal a dollar. A
good costing a number 10 could not be
purchased with anything but a number
10, and not in a multiple of smaller
denominations.

The differences in value between
denominations were based on the amount
of time one denomination would have to
be loaned out before repayment could be
required in another denomination. If a
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number 10 was loaned out for a length of
time, the loan had to be repaid in a num-
ber 11. A loan of a number 10 for longer
lengths of time called for repayment in a
number 12, or a higher denomination,
depending on the length of the loan.

Transactions involved a highly
elaborate system of credit. Suppose
individual A sought to purchase a prod-
uct priced at number 10 in dap, and this
individual owned denominations below
number 10 and above number 10, but
not in number 10. This individual
would borrow a number 10, and would
repay the loan in the future with a
denomination higher than a number 10,
as a means of paying interest. This
individual would not mind this arrange-
ment, having the opportunity to loan
out his own dap denominations and
earning interest also. If a number 
22 was loaned out, an initial interest
payment was made in a smaller denom-
ination, and in the future the loan was
repaid with another number 22. A spe-
cial class of brokers arranged these
necessary transactions.

The currency units, or shells, of the
higher-valued denominations (number
18 and above) were known on an indi-
vidual basis by active financial traders.
Only seven currency units of denomina-
tion number 22 were in existence, all
owned by chiefs. The higher values were
considered sacred. When a number 18
exchanged hands, the parties involved
crouched down. Numbers 19 to 22 were
kept enclosed, always protected from the
light of day.

See also: Yap Money
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ROYAL BANK OF
SCOTLAND

The Royal Bank of Scotland, like the
Bank of England, began when a group of
holders of public debt received a royal
charter to incorporate as a banking insti-
tution. Parliament granted the royal char-
ter creating Scotland’s second public
bank on May 31, 1727. The Scottish Par-
liament had chartered Scotland’s first
public bank, the Bank of Scotland, on
July 17, 1695, before the unification of
Scotland and England. In the Rebellion
of 1715, the Bank of Scotland had
appeared to stand on the Stuart side, a
point frequently recalled by those who
wanted to create a rival bank, the Royal
Bank of Scotland. Parliament later char-
tered a third Scottish public bank, and
also encouraged the growth of private
banks. Scotland promoted competition
among banks to a much greater extent
than England, pioneering the develop-
ment of free banking, which flourished
in the United States in the first half of the
19th century.

The Royal Bank of Scotland earned a
place in the history of money and bank-
ing when it developed the antecedents
of overdraft privileges. In his famous
book, An Inquiry into the Nature and
Causes of the Wealth of Nations, per-
haps the most famous book on econom-
ics, Adam Smith attributed this
important banking innovation to the
public banks of Scotland. Although he
does not credit a single bank for the
innovation, his description captures the
spirit of the innovation in the language
of the day:

They invented, therefore, another
method of issuing their promis-
sory notes; by granting what they
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RUM CURRENCY

See: Liquor Money

RUSSIAN CURRENCY 
CRISIS

On August 13, 1998, the Russian stock
and bond markets crashed amid wide-
spread investor anticipation that the
Russian government would devalue the
ruble and default on its debt. The stock
market lost 75 percent of its value
between January and August 1998
(Chiodo and Owyang, 2002). Annual
yields on ruble-denominated bonds
rose above 200 percent. The expecta-
tion of crisis accelerated the crisis. On
August 17, the Russian government
devalued the ruble, defaulted on its
debt, and declared a moratorium on
payments to foreign creditors (Chiodo
and Owyang, 2002). On September 2,
1998, the Russian government let the
ruble float. By April 1999, the ruble
traded at 22 percent of its value com-
pared to where it stood before it began
to drop in August 1998 (McKay, April
1999).

called cash accounts, that is by giv-
ing credit to the extent of a certain
sum (two or three thousand
pounds, for example) to any indi-
vidual who could procure two per-
sons of undoubted credit and good
landed estate to become surety for
him, that whatever money should
be advanced to him, within the sum
for which the credit had been
given, should be paid on demand,
together with the legal interest.
Credits of this kind are, I believe,
commonly granted by banks and
bankers in all different parts of the
world. But the easy terms upon
which the Scottish banking compa-
nies accept of repayment, are so far
as I know, peculiar to them, and
have, perhaps, been the principal
cause, both of the great trade of
those companies and of the benefit
which the country has received
from it. (Smith, 1937, pp. 282)

Other authors, such as Glyn Davies,
confer the credit for this innovation to the
Royal Bank of Scotland, and cite this
innovation as the beginning of the flexible
overdraft. The Royal Bank of Scotland
(now called the Royal Bank of Scotland,
Limited) remains one of the leading com-
mercial banks of Scotland. In 2008, it
became one of the leading beneficiaries of
the United Kingdom’s plan to bailout
banks who had overinvested in toxic
assets. In 2009, it became officially
classified as a public-sector entity,
because the United Kingdom’s
government had absorbed such a large
share of its liabilities (MacDonald and
Norman, February 2009).

See also: Bank of Scotland, Scottish Banking
Act of 1765



In 1997, the outlook in Russia
remained optimistic. After reporting
negative growth in 1995 and 1996,
Russian economic growth inched into
positive territory at 0.8 percent for 1997
(Chiodo and Owyang, 2002). Inflation
subsided to the 11 percent range com-
pared to over 200 percent inflation in
1994 (Chiodo and Owyang, 2002). Oil
sold in the $23 per barrel range, a rela-
tively high price at the time. Oil and
nonferrous metals accounted for up to
two-thirds of Russia’s foreign exchange
earnings. Large foreign exchange
earnings from trade provide resources
to keep domestic currencies strong in
foreign exchange markets. Russia’s
credit rating was improving, and by late
1997, about 30 percent of short-term

government debt belonged to non-
residents (Chiodo and Owyang, 2002).
Some problems remained. One vulnera-
ble point was the public sector deficit,
which remained high because of 
Russia’s inefficient tax system.

In August 1997, speculative attacks
sparked currency crises in East Asian
economies. This episode alerted foreign
investors to other possible soft spots in
the global financial system. In November
1997, the Russian ruble came under
speculative attack, causing the Central
Bank of Russia to lose $6 billion in
foreign exchange reserves (Chiodo and
Owyang, 2002).

The Russian government was count-
ing on 2 percent economic growth in
1998 to help pay for rising debt. As the
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price of oil and nonferrous metal fell in
the wake of the East Asian Crisis,
Russia’s economic situation began to
deteriorate. Output would actually fall
by nearly 5 percent in 1998. In February,
the Russian government requested an aid
package from the International Mone-
tary Fund (IMF). It was be July before
the IMF approved an emergency aid plan
for Russia. The IMF demanded certain
reforms before approving the plan.

In April 1998, the ruble came under
another speculative attack. On May 19,
the Central Bank of Russia increased its
lending interest rate from 30 to 
50 percent (Chiodo and Owyang,
2002). With inflation in the 10 percent
range, these interest rates were unusu-
ally high. This action increased the
interest rate paid by ruble-denominated
assets. Raising domestic interest rates
tends to shore up the value of a currency
in foreign exchange markets. The cur-
rency becomes a ticket to higher inter-
est rates. On May 27, 1998, the Central
Bank of Russia raised its lending inter-
est rate to 150 percent (Chiodo and
Owyang, 2002).

Missteps in public relations may have
aggravated the crisis. Early in May, the
chair of the Central Bank of Russia
warned government ministers of a debt
crisis. The warning came at a meeting
with reporters in the audience. At about
the same time, the prime minister of
Russia stated in an interview that tax rev-
enue was 26 percent less than targeted,
and that the government was “quite poor
now” (Chiodo and Owyang, 2002).
When the prime minister refused to meet
with a deputy secretary of treasury of the
United States, regarding him as not high
enough in the government, big investors

became worried, and began selling Russ-
ian bonds and stocks.

Russian gross domestic product
(GDP) growth recovered, growing 
8.3 percent in 2000 and roughly 
5 percent in 2001 (Chiodo and Owyang,
2002). The year following the crisis,
Russia saw consumer prices soar 
92.6 percent (Chiodo and Owyang,
2002). By 2000 and 2001, consumer
price inflation had subsided to a range
of 20 to 22 percent. In 2000, a world
escalation of oil and commodity prices
put the government’s budget in the sur-
plus column for the first time since the
formation of the Federation.

See also: Currency Crises, Foreign Debt Crises
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RUSSIAN PAPER MONEY

See: Yeltsin’s Monetary Reform in Russia

RUSSIAN RUBLE

See: Decimal System, Hyperinflation during
the Bolshevik Revolution, Russian Currency
Crisis, Tzarist Russia’s Paper Money
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SALT CURRENCY

The word “salary” stems from the Latin
word “salarium,” meaning “salt money.”
The Romans paid soldiers, officers, and
civil administrators an allowance of salt,
and “salarium” came to be a term for
military pay after salt was no longer used
to pay soldiers.

Marco Polo in The Travels of Marco
Polo, writing at the end of the 13th
century, tells of Chinese salt money in
the province of Kain-Du. In the words of
Polo:

In this country there are salt springs,
from which they manufacture salt
by boiling it in small pans. When
the water is boiled for an hour, it
becomes a kind of paste, which is
formed into cakes of the value of
two pence each. These, which are
flat on the lower, and convex on the
upper side, are placed upon hot
tiles, near a fire, in order to dry and
harden. On this latter species of
money the stamp of the grand khan
is impressed, and it cannot be

prepared by any other than his own
officers. Eighty of the cakes are
made to pass for a saggio of gold.
But when these cakes are carried by
traders amongst the inhabitants of
the mountains, and other parts little
frequented, they obtain a saggio of
gold for sixty, fifty, or even forty of
the salt cakes, in proportion as they
find the natives less civilized. (Polo,
1958, 187)

Ethiopia offers the most recent exam-
ple of a society circulating salt as money,
a practice that lasted into the 20th
century in remote areas. As early as the
16th century, visiting European explor-
ers noted the use of salt as money. Bars
of salt money were called “amole,” after
the Amole tribe that first introduced salt
money to the Ethiopians. The bars of
rock salt bore a marked resemblance to a
whetstone, 10 to 12 inches in length,
1.5 inches thick, and black in color, per-
haps from handling. They weighed about
a pound. Referring to a millionaire,
Ethiopians say “he eateth salt.” During
the 19th century, Richard Burton visited



Harar and observed that a slave cost a
donkey-load of salt bars.

20th-century reports on the value of
salt bars varied, some putting the
exchange rate of salt bars at less than
seven bars per dollar, and others report-
ing as many as 48 bars per dollar. In
some areas, the bars could be broken up
for small change, and Ethiopians
enjoyed a reputation for accurately gaug-
ing the amount to break off.

The Ethiopians are known for having a
strong attraction to the taste of salt, but
the black bars were not used for con-
sumption. White salt of a finer quality met
the needs for seasoning, and the black
bars were reserved for monetary uses.

The use of salt as money gives added
meaning to the phrase “worth his salt.” In
virtually every quarter of the globe exam-
ples can be found of salt circulating as
money at some point in history. It is one
of those commodities universally in
demand. Following the inflationary chaos
of the Bolshevik Revolution, salt was the
main standard of value, medium of
exchange, and store of value in Moscow.

See also: Commodity Monetary Standard
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SAVINGS AND LOAN
BAILOUT (UNITED

STATES)

In August 1989, Congress enacted the
Financial Institution Reform, Recovery,
and Enforcement Act. This legislation

furnished funds to redeem insured
deposits at failed Savings and Loan insti-
tutions (S&Ls) and created the Resolu-
tion Trust Corporation, an agency
responsibly for liquidating the assets of
failed savings and loans. The bailout was
expected to cost the federal government
$160 billion over a 10-year period and
maybe as much as $500 billion over
40 years.

Between 1988 and 1991, over 1,000
S&Ls failed, putting out of business
approximately one-third of all the S&Ls
in the United States. The Federal Sav-
ings and Loan Insurance Corporation
(FSLIC), the agency responsible for
insuring deposits at S&Ls, ran out of
money to redeem insured deposits at
these institutions. In effect, the S&L col-
lapse bankrupted the FSLIC.

During the 1970s, a period of rising
inflation in the United States, S&Ls
faced strict legal limits on the interest
rates that depositors could earn on S&L
deposits. S&Ls paid low interest rates on
deposits and made relatively low interest
loans on home mortgages.

During the 1980s, the United States
economy made the transition from an
inflation economy to a disinflation econ-
omy, and the S&L industry also changed
from a highly regulated industry to a
deregulated industry. The deregulation
of the S&Ls lifted the interest rate ceil-
ings of S&L deposits, and allowed S&Ls
to enter the business of consumer and
commercial loans. Interest rates esca-
lated rapidly in the early 1980s under the
pressure of a tight, anti-inflation, mone-
tary policy, squeezing S&Ls that held
low interest mortgages while paying
high interest rates on current deposits.

Savings and loans tried to save them-
selves by turning to riskier consumer and
commercial loans that paid higher interest
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rates. When depression struck in the oil
and real estate industry in the last half of
the 1980s, S&Ls began to fail rapidly.

The S&L collapse in the United States
uncovered an unsuspected weakness in
deposit insurance: fully insured deposi-
tors had no incentive to favor S&Ls with
conservative investment policies over
S&Ls with risky investment portfolios.
That is, depositors had no incentive to
keep track of investment practices of
individual S&Ls, allowing them free rein
to finance risky business ventures.

In addition to the the Financial Institu-
tion Reform, Recovery, and Enforcement
Act, Congress later enacted the Federal
Deposit Insurance Corporation Improve-
ment Act of 1991. The first act placed
responsibility for insuring S&L deposits
with the Federal Deposit Insurance Cor-
poration (FDIC), the agency that before
had only insured commercial bank
deposits. The second act provided that
the FDIC vary the insurance premiums
paid by financial institutions according to
the riskiness of their loan portfolios.
Financial institutions carrying high-risk
loan portfolios pay higher deposit insur-
ance premiums. In 2005 Congress
enacted the Federal Deposit Insurance
Reform Act of 2005. This act tightened
the linkage between insurance premiums
and the riskiness of the institution.

See also: Depository Institution Deregulation
and Monetary Control Act of 1980,
Glass–Steagall Banking Act of 1933, Trou-
bled Asset Relief Program
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SCEATTAS

See: English Penny

SCOTTISH BANKING 
ACT OF 1765

The Scottish Banking Act of 1765 estab-
lished the legal foundations that enabled
Scotland to pioneer the development of
free banking, a system of banking that
flourished in the United States before the
Civil War. Under a system of free banking
no one bank, usually called a “central
bank,” claims a monopoly on the issuance
of banknotes, as the Federal Reserve Sys-
tem enjoys in the United States. Instead,
each private bank issues its own bank-
notes, and maintains the convertibility of
its notes into gold or silver, or other com-
modity, depending on the monetary stan-
dard. Under free-banking systems, the
privilege to start a new bank is removed
as far as possible from political processes.

The act of 1765 was entitled “An Act
to prevent the inconveniences arising
from the present method of issuing notes
and bills by banks, banking companies,
and bankers, in that part of Great Britain
called Scotland.” The act authorized all
“banks, banking companies, and
bankers” to issue banknotes, and for a
century, the issuance of banknotes
became the defining characteristic of
Scottish banks. In England, the Bank of
England had a monopoly on the privilege
to issue banknotes in London. In Scotland,
the Bank of Scotland and the Royal Bank
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of Scotland campaigned to give them-
selves a monopoly on the issuance of
banknotes, but the public sided with the
small banks wanting to maintain the priv-
ilege to issue banknotes.

The act forbade the issuance of bank-
notes with a face value less than
20 shillings (or 1 pound sterling, £1).
The smallest note issued by the Bank of
England was £5, but small note issues
had circulated widely in Scotland, some
as small as 5 shillings, or even 1 shilling.
In Scotland, a shortage of small change
created a vacuum that low-denomination
banknotes filled.

The act of 1765 also forbade the 
so-called optional clause. In 1730, the
Bank of Scotland, to protect itself from
bank runs, began printing on its notes the
optional clause, stating that the bank could
either redeem the banknotes on demand,
or defer redemption for up to six months.
The clause also stated the interest rate that
banknotes would earn if redemption was
deferred. The notes only bore interest for
the time redemption was suspended. To
encourage banks to follow safer banking
policies, optional clauses were banned.

Scotland’s free banking system did not
exactly find smooth sailing. Several banks
failed in 1772, including the Ayr Bank that
Adam Smith described in the Wealth of
Nations. Notwithstanding a few bank fail-
ures, Smith sang the praises of Scotland’s
banking system, and noted the expansion
of Scottish commerce that had coincided
with the development of banking. During
the Napoleonic Wars, Parliament came to
the rescue of the Bank of England and
Bank of Ireland by ordering the suspen-
sion of their banknote convertibility. The
banks of Scotland, however, maintained
the convertibility of their banknotes and
never had to throw themselves on the gov-
ernment for protection.

See also: Bank of Scotland, Free Banking,
Royal Bank of Scotland
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SECOND BANK OF THE
UNITED STATES

The Second Bank of the United States
met the need for a central bank in the
United States between 1816 and 1836.
During the War of 1812, state banks sus-
pended the conversion of banknotes into
specie (gold and silver coins). At that
time, each bank issued its own paper
money and held specie to redeem its
paper money. Today, banks issue check-
ing accounts and hold paper money to
redeem the checking accounts. When the
banks suspended specie payments in
1814, six months before the war ended,
the federal government had no way to
pressure them to return to convertibility.
The Second Bank of the United States
bore a strong resemblance to the First
Bank of the United States, which had
lost its charter in 1811 because of consti-
tutional questions and foreign owner-
ship. At the time, many questioned if
Congress had the authority to grant a
charter of incorporation, much less sanc-
tion a monopoly. The First Bank of the
United States provided monetary disci-
pline by demanding that all banknotes
deposited with it be redeemed in specie
by the bank that issued them. As the gov-
ernment began to miss the monetary dis-
cipline enforced by the First Bank of the
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United States, critics—mainly followers
of Jefferson and Madison—began to
soften their constitutional objections and
came to support the creation of the Sec-
ond Bank of the United States. Now the
Jeffersonian Republicans were support-
ing such a bank instead of the New
England Federalists.

Congress approved the charter for the
Second Bank of the United States early in
1816, and President Madison signed the
bill on April 10 of that year. The Second
Bank was capitalized at $35 million. The
government owned one-fifth of the stock
and appointed five of the 25 directors.
Shares of stock were sold at a price to
attract broadly based ownership. Foreign-
owned stock had no voting rights, and
large shareholders were limited to
30 votes. Subscribers could pay as little
as one-fourth in specie and the remainder
in government securities.

The Second Bank got off to a wobbly
start. In 1818, a House committee investi-
gated the bank. It then had $2.4 million in
specie to support $22 million in demand
liabilities. The bank was on the verge of
suspending specie payments itself. The
investigating committee discovered that
the Second Bank had extended loans to its
own stockholders who used stock in the
bank as collateral. This practice enabled
speculators to buy stock in the Second
Bank by using the bank’s own money.
The officers of the bank had speculated in
its stock, and the Second Bank had also
been slow in demanding specie payments
on notes issued by state banks.

The Second Bank’s poor management
had consequences for the economic con-
traction in 1818. The bank’s effort to bring
its own house in order hastened the eco-
nomic downturn. The Baltimore branch
failed. It had made bad loans, and its
officers had speculated in its stock. The

president of the Second Bank resigned, and
Langdon Cheves assumed the leadership of
the bank (1819). His conservative adminis-
tration put the bank on firm financial foot-
ing. Nicholas Biddle succeeded Cheves in
1823. Biddle’s understanding of the role of
a central bank put him ahead of his time.
He placed the public responsibilities of the
bank above the private interests of its stock-
holders. In 1834, a French traveler termed
the Second Bank the “banque centrale.”

The Second Bank forced the state
banks to maintain specie payments for
their banknotes. To reduce money in cir-
culation, the Second Bank accumulated
specie. The bank increased the money in
circulation by making more loans. The
bank’s practices made enemies of state
banks in the West and South, which
resented its regulation of state banknotes.
These banks tended to expand the supply
of banknotes in circulation beyond what
their reserves of specie could be counted
on to redeem.
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Nicholas Biddle became president of the Sec-
ond Bank of the United States in 1823.
(Library of Congress)



The state banks had a powerful ally in
President Andrew Jackson. Biddle and his
advisors saw the hostility to the bank
gathering momentum. Rather than wait
for the Second Bank’s charter to expire in
1836, they asked Congress for a renewal
of the charter in 1832. The bill for rechar-
tering the bank passed the House and the
Senate. President Jackson vetoed the bill.

Critics charged that the bank put too
much power in the hands of officials who
were neither elected directly by the people
nor responsible to elected officials. In
addition, paper money had not yet estab-
lished itself in the confidence of the voters.
President Jackson himself was a “hard
money” person. The public saw paper
money as the culprit in depressions. In his
veto message, President Jackson stated:

Equality of talents, of education, or
of wealth cannot be produced by
human institutions . . . but when the
laws undertake to add to these natu-
ral and just advantages artificial dis-
tinctions . . . to make the rich richer,
and the potent more powerful, the
humble members of society—the
farmers, mechanics, and laborers—
who have neither the time nor the
means of securing like favors to
themselves, have a right to com-
plain of the injustice of their Gov-
ernment. (Schlesinger, 1945, 90)

Jackson’s rhetoric may bear the stamp of
the demagoguery of the frontier politi-
cian rather than the best thinking of the
time. Perhaps the best-educated and
most cosmopolitan of all the presidents,
Thomas Jefferson, described his opinion
of banks in this way:

I have ever been the enemy of
banks; not of those discounting

cash; but of those foisting their
own paper into circulation, and
thus banishing our cash. My zeal
against those institutions was so
warm and open at the establish-
ment of the [First] bank of the U.S.
that I was derided as a Maniac by
the tribe of bank-mongers, who
were seeking to filch from the pub-
lic their swindling and barren
gains. (Cappon, 1959, 424)

With the establishment of the Federal
Reserve System in 1913, the United
States finally came to terms with the idea
of a central bank. By then, the role of
central banks in maintaining economic
stability was better understood, and
banks were better accepted than they
were in Jefferson’s day.

See also: Bank of England, Bank of France,
Central Bank, Federal Reserve System, First
Bank of the United States
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SECURITIZATION

Securitization occurs when a loan or
pool of loans is transferred into a trust,
and the trust then issues bonds that are
rated by the large ratings agencies and
sold in the bond market. The loans most
often associated with securitization are
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home mortgages, and the bonds sold by
these trusts are called mortgage-backed
securities (MBS). The individual mort-
gages are secured by homes and property
of the borrowers. The trust holds these
collateralized mortgages as collateral for
the bonds that these trusts issue.

Years ago, a potential homebuyer
applied for a mortgage at a bank or finan-
cial institution. The financial institution
that approved and funded the loan kept
the loan on its own balance sheet until 
the borrower repaid it. Today, that finan-
cial institution is called the “originator”
of the loan. The originator of the loan
sells the loan to a third party. Some of 
the well-known third parties are Ginnie
Mae, a government agency, Fannie Mae,
a government-sponsored entity, and
Freddie Mac, also a government-
sponsored entity. The originator may also
sell the loan to private sector financial
institutions. The third party pools the
mortgage with other mortgages and sells
the payment rights to investors. The
process of packaging a bundle of mort-
gages and selling the package to investors
is called “securitization.”

A bundle of packaged mortgages
might take the following form. Suppose
an originator has negotiated 500 mort-
gages averaging $200,000 each. The
mortgages are all scheduled for repay-
ment over 30 years at a fixed interest
rate of 7 percent. This $100 million
bundle of mortgages can act as collat-
eral for 10,000 bonds. Each bond is
worth $10,000, matures in 30 years, and
pays 6.5 percent interest. Each of these
bonds is called a mortgage-backed
security (MBS). The interest earned on
the bonds comes from the mortgage
interest payments on a pass through
basis. Payments made on mortgage
principals go toward paying down the

principal on the bonds. The mortgages
charge slightly higher interest than the
bonds earn because intermediates charge
fees for their services.

From an investor point of view, the
MBSs issued by Ginnie Mae, Fannie
Mae, or Freddie Mac are safer invest-
ments than those sold by private finan-
cial institutions, which are more often
based on mortgages negotiated with less
credit worthy borrowers.

Private financial institutions structure
securitization to meet risk-reward prefer-
ences of various investors. In the context
of securitization, subordination means
that issued bonds carry different bank-
ruptcy priorities. In case of mortgage
default, the subordinated classes of
bonds bear the first losses. A securitiza-
tion may involve up to six layers of sub-
ordination (Rosen, 2007). The senior
bonds have priority in bankruptcy. The
first defaults are allocated to the lowest
layer of subordination. There are two
other methods for controlling risk. One
is overcollateralization, and the other is
widened interest rate spreads between
the bonds and the underlying mortgages.

The packaging and sale of an MBS is
not necessarily the end of the securitiza-
tion process. Bundles of MBSs are also
packaged and sold. Bonds backed by
securitized bundles of MBSs are called
collateralized debt obligations (CDOs).
CDOs can be backed by MBSs or other
CDOs. Similar to the CDO is the struc-
tured investment vehicle (SIV). SIVs
issue short-term and medium-term debt,
whereas CDOs issue long-term debt.
SIVs are also backed by bundles of
assets such as MBSs or CDOs.

In 2008, the process of securitization
came under scrutiny in the United States.
The originators of mortgages had little
incentive to be concerned about the
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prospects for repayment. The credit rating
agencies, such as Moody’s and Standard
and Poor’s, overrated the credit worthiness
of MBSs. The mortgage default rate rose
to high levels. The price of houses sank,
undermining the value of the collateral
backing the MBSs. Investors in MBSs dis-
covered themselves holding illiquid assets
without a measurable market value. Fred-
die Mac and Fannie Mae saw their stock
continue to plummet in 2008 as MBSs lost
all credibility. Rather than let two institu-
tions key to home financing go under, the
United States Treasury nationalized Fred-
die Mac and Fannie Mae. The boards of
directors of the two institutions sold an 80
percent stake in each entity to the United
States Treasury for 0.001 cent per share
(Jenkins, 2009, p. A13).

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

Seigniorage is the profit or revenue
raised through coining or printing
money. The word “seigniorage” stems
from the French seigneur, a word for
“feudal lord,” referring to feudal manors
that often exercised the privilege to mint
coins in the Middle Ages. In modern
societies, the rights of seigniorage
belong to government.

Historically, kings, dukes, counts,
bishops, or city-states exercised the priv-
ilege to coin money. The coinage usually
bore the name, symbol, or portrait of the
responsible ruler who guaranteed the
weight and purity of the precious metal
content. Originally, seigniorage was the
mint’s share of the coins that were struck
from precious metals brought to the mint
by private citizens. Some authorities
define seigniorage more narrowly as the
profit that mints earn from coinage of
precious metals supplied by citizens.

Mints operated on the principle that
private citizens brought precious metals
to them, and they then tested the metal
for weight and purity. A private citizen
that brought precious metal meeting
mint standards either received coins that
had already been struck, or received the
coins struck from the precious metal that
he or she brought to the mint. Minted
coins were worth more than equivalent
amounts of precious metal because they
were much more convenient for transact-
ing business, sparing the need to weigh
and evaluate the precious metal. Today, a
gold coin such as South Africa’s
Krugerrand enjoys a market value exceed-
ing the market value of its gold content. By
adding value to the coined metals, a mint
could get by with taking a cut for itself.

Early in European monetary history,
governments began minting bullion
brought to mints without deducting
seigniorage, minting free of charge.
England began the practice of free coinage
in 1666. Under England’s system, a citi-
zen could bring gold bullion to the mint,
wait until the mint turned bullion into
coins, or take the bullion to the Bank of
England and receive gold coins immedi-
ately at a discount of less than 0.5 percent.

The development of government
paper money opened new opportunities
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for seigniorage because the face value of
paper money far exceeds the value of the
paper as raw material. When the govern-
ment prints additional paper money, it
makes the paper money already in circu-
lation worth less. Prices rise, in effect
imposing a tax on existing money
balances in the hands of the public.

The dependence on seigniorage rev-
enue varies substantially among modern
governments. The United States govern-
ment raises about 3 percent of govern-
ment revenue from seigniorage, but Italy
and Greece raise over 10 percent of
government revenue from seigniorage.
Seigniorage often accounts for 50 percent
or more of government revenue in
countries caught in a spiral of hyperin-
flation. The chief cause of hyperinflation
is excessive government dependence on
revenue from seigniorage, rather than
from taxes or borrowing.

See also: Great Debasement
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SEIZURE OF THE MINT
(ENGLAND)

The Seizure of the Mint refers to an
episode in 1640 in which Charles I,
reigning king of England from 1625 to
1672, intercepted the flow of coins from
the mint to the government’s major cred-
itors, the goldsmiths and merchants.
Minting coins had become such a boom-
ing business under Charles I that the
Tower Mint could not keep up, causing
Charles I to open branch mints through-
out the kingdom.

Charles I was always in need of money,
despite a treaty with Spain that assured
him of abundant supplies of bullion. On
one occasion, Charles I forced the East
India Company to sell him its entire
stock of pepper on credit, payable after
two years. Charles I bought the pepper at
a price of 2 shillings 1 pence per pound,
and then turned around and sold it for
1 shilling 8 pence per pound, raising
instant cash in a roundabout credit trans-
action that angered the merchants of
London. On two occasions, the Privy
Council blocked proposals that Charles I
advanced to increase the mint profits by
debasing the coins, a favorite stratagem
of monarchs for squeezing more
resources from subjects. Debasing the
coin meant reducing the precious metal
content in coins with a given face value.
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The only British monarch to be executed, King
Charles I ruled during the tumultuous English
Civil War. (Library of Congress)



The machinery of public finance was a
bit primitive during the reign of Charles
I. The government’s creditors, mainly
goldsmiths and merchants, claimed
freshly minted coins when they became
available. In 1640, Charles I stopped the
flow of coins from the mint, planning to
uses the coins for his own expenditures,
and instead promised to pay the crown’s
creditors 8 percent interest on his out-
standing debt. A howl rose from gold-
smiths and merchants who wanted their
money immediately, causing Charles I to
relent and send two-thirds of the coins to
the crown’s debtors. Charles I kept one-
third of the coins and promised to pay his
creditors 8 percent for six months.

Charles I eventually paid the creditors
in full, but only after the merchants and
goldsmiths had lost faith in the govern-
ment’s management of monetary affairs.
Already there was talk of setting up a
national or public bank, and the incident
of the mint seizure convinced influential
people that the government could not be
trusted with direct power over such a
bank. The Bank of England came into
being in 1694 and developed as a private
institution that nevertheless enjoyed
close ties with the government.

See also: Bank of England, Stop of the
Exchequer
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SHERMAN SILVER ACT OF
1890 (UNITED STATES)

The Sherman Silver Act of 1890 nearly
doubled the government’s monthly pur-
chase of silver and provided for the

issuance of legal-tender treasury notes in
payment of silver.

The Coinage Act of 1873 made no
provision for the coinage of silver dol-
lars, an omission that became an angry
point of contention as deflation and
depression spread in the late 19th cen-
tury and silver interest saw silver prices
steadily decline. A “free silver” move-
ment sprang up, calling for unlimited
coinage of silver. The Bland–Allison Act
of 1878 provided for restricted purchase
of silver and coinage of silver dollars,
but silver prices continued to fall, and
agitation for “free silver” mounted
strength. The Sherman Silver Act of
1890 extended the monetization of silver
about as far as possible without embrac-
ing “free silver,” and returning to a
bimetallic gold-silver standard.

The act called for the treasury to pur-
chase 4.5 million ounces of silver per
month at market prices as long as the
market prices did not exceed $1.29 per
ounce, the historic mint price since 1837.
The treasury was to pay for the bullion in
treasury notes in denominations not less
than $1 or more than $1,000. These
treasury notes were legal tender for all
debts, private and public. The act made
these notes redeemable in either gold
coin or silver coin, depending on the dis-
cretion of the treasury. The act only
required the treasury to coin quantities of
silver bullion as needed to redeem treas-
ury notes.

The act authorized the issuance of
treasury notes to save on coinage
expenses. Since the market value of sil-
ver fell short of its official price, silver
was preferred over gold in the payment
of government obligations. Silver dollars
tended to return to the treasury as fast as
they were issued, notwithstanding the
treasury’s practice of shipping the silver
coins to distant places at no cost.
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Complaints were heard about the storage
costs and inconvenience of the silver
dollars. Before the act of 1890, the gov-
ernment was issuing treasury notes that
were not legal tender.

The Sherman Silver Act passed the
Congress after a “free silver” bill had
already passed the Senate. Apparently,
one motivation for enacting this legisla-
tion was to avoid what gold standard
defenders saw as a worst alternative, a
free silver bill.

Since the United States and the coun-
tries of Europe were on either a de facto or
an official gold standard in the 1890s, gold
coin was preferred over silver coin. Banks
tended to ask the treasury to redeem treas-
ury notes in gold coin, and the treasury
obliged. The treasury’s gold reserves
dwindled, whereas silver reserves grew.
Foreigners who had purchased U.S. secu-
rities with gold became fearful that these
securities would be redeemed in silver, at
a rate well below the market value of sil-
ver. Foreigners began to sell U.S. securi-
ties, taking payment in gold and causing a
gold outflow to Europe. In 1893, after the
government had to sell bonds to raise gold
reserves, Congress repealed the Sherman

Silver Act. The treasury stopped purchas-
ing silver except for subsidiary coinage,
and the flight of capital from the United
States ceased. The Gold Standard Act of
1900 officially put the United States on the
gold standard.

See also: Bimetallism, Bland–Allison Silver
Repurchase Act of 1878, Crime of ‘73,
Free Silver Movement, Gold Standard Act
of 1900
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SHILLINGS

See: Carolingian Reform, Ghost Money

SHINPLASTERS

Shinplasters are small-denomination
banknotes or forms of paper money. The
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A mock banknote parodying the “shinplasters” of the 1837 panic. Such small-denomination notes
were based on the division of the Spanish dollar, the dominant specie (money in coin) of the time.
Hence they were issued in sums of 6 (more accurately 6 1/4), 25, 50, and 75 cents. These
fractional notes proliferated during the Panic of 1837 with the emergency suspension of specie
payments by New York banks on May 10 of that year. (Library of Congress)
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face value of shinplasters is usually less
than $1. The name probably arose from
similarities to plasters used on sore shins.

The term goes back at least to the
early 19th century, when some banknotes
in the United States were issued for as lit-
tle as 12.5 cents. In 1834, Senator
Thomas Hart Benton, a famous “hard
currency” advocate who referred to him-
self by the nickname “Old Bullion,” was
heard to say, “What! Do you want a coro-
ner’s jury to sit and say, ‘Old Bullion died
of shinplasters?’” (Schlesinger, 1945).

Adam Smith in the Wealth of Nations
does not mention shinplasters per se but
devotes a good deal of attention to dis-
couraging the issuance of small denomi-
nation notes. According to Smith:

Where the issuing of bank notes for
such very small sums is allowed
and commonly practiced, many
mean people are both enabled and
encouraged to become bankers. A
person whose promissory note for
five pounds, or even for twenty
shillings, would be rejected by
everybody, will get it received with-
out scruple when it is issued for so
small a sum as a sixpence. . . . It
were better, perhaps, that no bank
notes were issued in any part of the
kingdom for a smaller sum than five
pounds. Paper money would then
confine itself . . . to circulation
between the different dealers
[wholesalers]. . . . Where paper
money is . . . confined to circulation
between dealers and dealers, as at
London, there is always plenty of
gold and silver. Where it extends
itself to a considerable part of the
circulation between dealers and
consumers, as in Scotland, and still
more in North America, it banishes

gold and silver almost entirely from
the country. (Smith, 1952, 139)

In 1829, Great Britain banished bank-
notes of less than £5. In the United
States, a treasury circular of April 1835
disallowed the acceptance of notes under
$5 for payment of federal obligations. In
February 1836, the treasury extended the
ban to notes under $10, and prohibited
banks holding U.S. government deposits
from issuing such notes. In April 1836,
Congress enacted legislation banning
notes under $20.

In April 1862, the Congress authorized
the issuance of a paper currency in frac-
tional units of a dollar. At first, the cur-
rency took the form of postal stamp
designs engraved on notes, but later took
other forms. This fractional currency
could be exchanged for legal-tender notes
in amounts up to $5. In 1875, Congress
provided for the replacement of fractional
currency with subsidiary coinage.

In 1870, a shortage of silver coins led
the Dominion Government of Canada to
issue paper currencies in denominations
of a fraction of a dollar, familiarly
known as shinplasters because of their
small size. The Canadian government
discontinued the shinplasters in 1935
after issuing over 300 different varieties
of shinplasters over the 65-year period.

The fact that history is inflationary
may have put an end to shinplasters. The
United States has attempted to replace
the $1 bill with a coin, suggesting that
the dollar bill is beginning to fall into the
range of small change, in the same value
range as the shinplasters.

See also: Inconvertible Paper Standard, Postage
Stamps
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SIEGE MONEY

During a siege, coins and precious metal
invariably go into hiding, in secret
hoards, and cities under siege have often
turned to a form of fiat money, usually
paper money.

In 1574, the Spanish laid siege to the
city of Leyden in the Lowlands. The city
needed all the metal it could muster to
manufacture arms, and even collected
the metallic coinage to contribute to the
effort. The burgomaster of Leyden
issued small pieces of paper to take the
place of coinage. These scraps of paper
money predate by nearly a century the
permanent introduction of paper money
in Europe.

Several cities issued siege notes dur-
ing the wars of the French Revolution
and Napoleon. In 1793, the royalists in
Lyons, France, revolted and took con-
trol of the city. The republican forces
laid siege. The royalists printed crude
notes on cardboard with the expression
“The Siege of Lyon” (Beresiner, 1977,
180) and distributed them as money. In
the same year, Austria laid siege to the
German town of Mainz, then under
French control. The French authorities
printed up a paper currency with the
expression, “Siege de Mayence Mai
1793 2e de la Rep. France” (Beresiner,
1977, 180). In 1796, the city of Mantua
in Italy issued a siege currency when
the city came under siege by Napoleon.
Colburg, Prussia, issued siege currency

in 1807, under the pressure of a
Napoleonic siege. Also, several Italian
cities issued siege currencies during the
uprisings of 1848.

In 1884, the British government dis-
patched General Charles George Gordon
to the Sudan to evacuate Egyptian forces
from Khartoum, which was about to be
overrun by Sudanese rebels. Gordon
reached Khartoum in February 1884,
and a month later the rebels laid siege to
the city. The siege lasted until January
26, 1885, when the rebels took the city
and killed the defenders, including
Gordon. Gordon’s death after a colorful
career and heroic struggle made him a
martyr, and the siege of Khartoum
became one memorable episode in the
history of the British Empire, the stuff of
Hollywood movies.

One of the less well-known aspects
of the siege of Khartoum was the
issuance of a siege paper money. On his
arrival, Gordon found the treasury of
Khartoum empty, and within a few
weeks Gordon issued emergency notes.
Each note bore Gordon’s signature. The
first 50,000 notes he signed by hand,
and the rest bore his printed signature.
Gordon’s signature accompanied a
statement on each note saying that he
(Gordon) was “personally responsible
for the liquidation, and anyone can
bring action against me, in my individ-
ual capacity, to recover the money”
(Beresiner, 1977, 179). The total value
of the notes was approximately 168,500
Egyptian pounds. About 2,000 speci-
mens of these notes have survived,
mostly in the hands of collectors.

The exigencies of sieges have forced
governments to experiment with fiat
money, helping to make way for the
ascendancy of fiat paper money in the
20th century.

Siege Money | 365



See also: Inconvertible Paper Standard, Pon-
tiac’s Bark Money

References
Beresiner, Yasha. 1977. Paper Money.
Weatherford, Jack. 1997. The History of

Money.

SILVER

Silver and gold were the most aristo-
cratic of the monetary metals. Silver
owes its chemical symbol, Ag, to its
Latin name, argentum, meaning “white
and shining.” Ancient artisans found sil-
ver malleable, resistant to oxidation, and
beautiful. It is one of the most reflective
of all metals, under favorable conditions
reflecting about 95 percent of the light
striking its surface.

The use of silver for ornaments, jew-
elry, and a store of wealth stretches into
the mists of ancient history. In the book
of Genesis, Abraham, after returning
from Egypt, is described as very “rich in
cattle, in silver, and gold.” The laws of
Moses put a silver value on men, cattle,
houses, fields, and provisions. Silver
seems to have been in greater use than
gold as a monetary metal among the
ancient Hebrews, but gold possessed
greater religious significance. Hiram,
king of Tyre, furnished gold for decora-
tion of the Temple of Jerusalem.

The practice of coinage began in
Lydia in the seventh century BCE and
crossed the Aegean Sea to ancient
Greece, a country endowed with rich sil-
ver deposits. The Laurion silver mines
furnished Athens with abundant supplies
of silver, and the commercial leadership
of Athens lifted the Attic silver standard
to a position of dominance in Mediter-
ranean trade. The Roman Empire debased
its silver coinage, but maintained the

purity and weight of its gold coinage.
During the Middle Ages, the Byzantine
world maintained its gold standard, but
gold virtually disappeared from Europe.
Silver remained an important monetary
metal in India and the Far East. Given
the disappearance of gold, the Carolin-
gian reform of 755 CE put Europe on a
silver standard that lasted until the end of
the Middle Ages. Nevertheless, silver
coinage was rare and often severely
debased.

Gold coinage returned to Europe in
the 13th century, but silver remained an
important monetary metal. Great Britain
moved firmly toward the gold standard
only in the 18th century. On the Conti-
nent, silver rivaled gold as a monetary
metal until late in the 19th century.

The discovery of the New World
infused vast supplies of silver through-
out the world-trading system. It is not
commonly appreciated that 98 percent of
all the precious metal taken out of the
New World was silver. Silver was a
favored metal in India and the Far East,
and some silver was shipped directly
from Latin America to China. The Span-
ish silver dollar became a worldwide
medium of exchange, remaining legal
tender in the United States until the
1850s.

In the 19th century, Europe and the
United States began moving away from
silver as a monetary standard, although
silver continued in use as subsidiary
coinage. The subsidiary coinage always
kept the silver content sufficiently low to
discourage melting down coins for
profit. In China and India, the silver stan-
dard survived into the 20th century.

Although gold became the preemi-
nent precious monetary metal during the
19th and 20th centuries, silver may have
an even longer and more varied history
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as money. Silver was light enough to be
carried in ships, although overland trans-
portation favored gold, which was
lighter per unit of value. Silver, however,
was next to gold in value per unit of
weight. Gold was too precious for many
ordinary transactions, but silver, between
gold and copper in value, was light
enough to be carried around in values
useful for ordinary transactions. In addi-
tion, silver deposits, unlike gold, were
scattered all over the earth, making silver
very accessible.

See also: Chinese Silver Standard, Free Silver
Movement, Indian Silver Standard, The Wiz-
ard of Oz
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SILVER CERTIFICATES
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SILVER PLATE

The silver plate that adorned the dinner
tables of European nobility was treated
as monetary reserves and frequently
played that role. To help pay for the
Seven Years War (1756–1763) Frederick
the Great of Prussia requisitioned the sil-
ver plate from the royal palaces. He sent
it to the melting pots at the mint, and
minted it into 600,000 thalers at a rate of

21 thalers per Cologne mark of fine sil-
ver, rather than the usual 14 thalers. King
Louis XIV of France also sent the royal
plate to the mint to pay his troops.

In 1536, Henry VIII sent 20,878
pounds sterling of plate to the mint to
furnish money urgently needed to pay
troops. Later, in the last of the French
wars, Henry VIII disgorged another
10,020 pound sterling of plate for
coinage, again furnishing money to wage
war. Henry also confiscated vast
amounts of ecclesiastical plate and sent
it to the mint.

Those further down the social scale
used plate to pay benevolences, subsi-
dies, and tithes levied against them, and
the mint could convert a quantity of plate
into a coinage equivalent. Nobles need-
ing funds to finance political intrigue
sent plate to the mint. Plate was the clos-
est thing to a near-money owned by
English households in the 16th and 17th
centuries, and at times the mint offered a
premium to attract more silver plate to
be coined. The government also legally
mandated a higher standard of fineness
for plate than for coinage, trying to pre-
vent coinage from being melted down
and fashioned into plate. That silver
plate was associated with monetary
affairs is revealed in a proclamation of
the English king, Charles II, in 1661. It
declared: “The nation had flourished for
many hundred of years, famous for her
constant silver standard and renowned
for her plenteous stock of monies and
magnificence of plate” (Einzig, 1966,
368 footnote).

One common denominator in many
types of money, whether it is human
heads in Sumatra, or manillas in Africa,
is that the money has ornamental value.
Even coinage is sometimes converted
into ornaments. The Argentine gauchos
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made leather belts a foot wide and stud-
ded with large silver coins from Peru.
Although articles that serve the dual pur-
pose of money and ornament are most
common in primitive societies, silver
plate in the stately homes of England
was a vestige of ornamental money.

See also: Dissolution of Monasteries, Pound
Sterling, Silver
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SILVER PURCHASE ACT OF
1934 (UNITED STATES)

Under the Silver Purchase Act of 1934,
the federal government purchased large
quantities of silver and issued silver cer-
tificates, significantly adding to the U.S.
monetary base. The act marked a
renewed emphasis on silver as monetary
metal, reversing a trend to demonetize
silver, which had been evident since the
late 19th century.

The deflation of the 1930s created fer-
tile conditions for another silver move-
ment, an echo of the 19th-century free
silver movement. The monetization of
silver appeared as a means of increasing
the money stock and reinflating prices
while remaining committed to precious
metal money rather than fiat paper
money. After the depression-driven tum-
ble in prices of all commodities, pre-
cious metal monetary standards of any
stripe held little charm for governments.
The silver-producing interests, however,
still had sufficient political clout to
advance silver as a partial answer to the
woes of economic depression.

The Agricultural Adjustment Act of
1932 (AAA) had an amendment
attached, the Thomas amendment,
authorizing the president to return the
country to a bimetallic standard that
would define the dollar in both a gold
equivalent and a silver equivalent, and
provide for the unlimited coinage of gold
and silver. The United States had been
on a bimetallic standard from 1792 until
1873, and then populist political leaders
had taken up the banner of the free silver
movement, advancing the idea of re-
enfranchising silver as a monetary metal.
By the turn of the century, gold seemed
to have won a clear victory over silver as
a competing monetary standard, but the
Great Depression of the 1930s inter-
vened to dethrone the much-vaulted gold
standard.

After the adoption of the Thomas
amendment, the United States aban-
doned the gold standard, and President
Roosevelt showed no indication that he
planned to exercise his authority under
the Thomas amendment. Silverites in
Congress, those favoring a return to a
bimetallic standard based on gold and
silver, pressed ahead with new legislative
proposals, and Roosevelt finally compro-
mised, sending a message to Congress
that led to enactment of the Silver Pur-
chase Act of 1934.

The act authorized the government to
purchase silver until either the monetary
value of the U.S. silver stock equaled
one-third of the value of its monetary
gold, or the market price of silver
climbed to the monetary value of $1.29
per ounce. Under the act, the government
purchased silver at market prices and
made payment in silver coins and silver
certificates, a form of paper money simi-
lar to Federal Reserve Notes. Soon after
the passage of the act, the government
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nationalized domestic silver stocks at
$0.50 per ounce. By 1938, the govern-
ment had acquired 40,000 tons of silver,
an amount that raised the issue of stor-
age. The grounds of the West Point mili-
tary academy became the home of a
depository that held the silver until indus-
try found a need for it in the 1960s.

The Silver Repurchase Agreement
raised the world price of silver, and silver
production increased in the United
States. Rising silver prices put a hardship
on the handful of countries still on a sil-
ver standard because it made the exports
of these countries more expensive to the
rest of the world, forcing these countries
to undergo domestic deflation to remain
competitive worldwide. China aban-
doned the silver standard in November
1935, and Mexico began exchanging its
silver coins for paper. In 1936 and 1937,
the United States government let the
price of silver fall, but the trend toward
demonetization of silver in silver stan-
dard countries had already established
momentum. Because of its depression-
inducing effects on silver-standard coun-
tries, the act of 1934 actually reduced the
monetary demand for silver abroad, can-
celing long-term benefits to the U.S. sil-
ver industry. In the United States, the
monetization of silver had no inflationary
effects because the government retired
Federal Reserve Notes to compensate for
the infusion of silver certificates.

In the 1960s, the industrial demand
for silver accelerated, lifting silver prices
above the official price of $1.29 per
ounce. The government began selling off
its silver stocks. In 1963, Congress
repealed the Silver Purchase Act of 1934
and authorized the issuance of Federal
Reserve Notes in denominations of $1
and $2, enabling the government to retire
silver certificates. The Coinage Act of

1965 allowed the government to substan-
tially cut the silver content of its silver
coinage, and thus further curtail its silver
purchases. The final chapter on the
demonetization of silver in the United
States closed on June 24, 1968, when the
right to redeem silver certificates
expired.

See also: Bimetallism, Hyperinflation in China,
Free Silver Movement, Sherman Silver Act
of 1890, Silver
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SLAVE CURRENCY

Slaves often served as a form of wealth
in primitive societies, making slaves a
suitable medium of exchange, particu-
larly for large transactions. In the mod-
ern era, Africa provides the most
evidence of the use of slaves as money.
In the 19th century, a slave was the unit
of account in the Sudan. A standard unit
was defined as a slave that met certain
measurements. The value of a slave was
equivalent to 30 cotton pieces, 6 oxen, or
$10. In the Bagirmi country of equatorial
Africa, a slave of medium qualities,
defined as a standard slave, served as a
standard of value for large transactions.
The prices of better slaves were some
multiple of the standard slave. Wealth
took the form of “heads,” and a success-
ful slave raid depreciated the value of the
standard, causing the prices of com-
modities expressed in slaves to rise. In
Ghana, slave payments were made for
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a unit of account of one slave girl lasted
well into the Christian era, long after the
practice of trading human beings for
goods had ended. People in western areas
of New Guinea priced calico and other
traded goods in terms of slaves.

The use of slave money probably
began when warriors took more captives
in war than they could personally use,
and therefore they traded these captives
for goods. From this small beginning,
the practice of trading human beings
evolved into the use of slaves as a type of
money.

See also: Slave Currency of Ancient Ireland
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SLAVE CURRENCY OF
ANCIENT IRELAND

Although ownership of slaves repre-
sented wealth in slave-holding societies,
and slaves were popular subjects for
barter, ancient Ireland made slave girls,
called “kumals” or “ancillae,” a unit of
account for measuring the values of
goods and services. A legendary king in
ancient Irish literature owned a chess-
board, and each chess piece was said to
equal 6 kumals in value. Queen Maeve, a
figure in an epic poem dating from
before the Christian era, boasted of a
chariot worth thrice seven bondsmaids.
During the fifth century in Ireland, 
St. Patrick wrote in his Confessions:
“You know how much I have paid out to
those who were judges in all the regions,
which I have often visited; for I think
that I have given away to them not less
than the price of fifteen humans” 

large transactions, and slaves served as a
standard of value. In Guinea, slaves were
the favored unit of account in large trans-
actions, and kings charged European
ships port dues ranging from 7 to 
12 slaves, depending on the number of
masts on each ship. In Nigeria, slaves ran
a close second to cowries as the prime
unit of currency. A report in the late 19th
century said of the slave: “He has been the
cheque book of the country and has been
necessary for all large payments. Unfortu-
nately he has a trick of dying while pass-
ing from hand to hand” (Einzig, 1966).

The standard of value was defined in
terms of a slave of a certain age, and in the
course of a transaction, each slave was
valued in terms of this standard slave. In
Nigeria, slaves were the choice medium
of exchange for large transactions, and
rich men amassed wealth in slaves. In the
Congo, slaves passed in payment for
goods, and met the need for a standard of
value. The people of this area practiced
cannibalism, and the value of a slave
could not drop below the value of the
pounds of meat that could be gotten from
the slave if the owner ate his money. In
17th-century Angola, a 20-year-old slave
was a standard unit of value.

Some authors pin the blame for
African slavery on the absence of a con-
venient currency. Slaves were mobile and
often carried other forms of primitive
money that was bulky and difficult to
transport. Merchants brought slaves
carrying other currencies on trading expe-
ditions, and exchanged the slaves along
with the other currencies for merchandise
when the opportunity arose.

In early Cambodia, slaves ranked with
cattle, buffaloes, horses, pigs, and ele-
phants as an acceptable means of paying
fines. In early England, values were occa-
sionally estimated in slaves, and in Ireland,



(Einzig, 1966). The wording suggests
that St. Patrick did not pay in slaves, but
was using slaves as a standard of value
for reckoning what he did pay. St.
Patrick would not have used slaves as a
means of payment. Under his guidance,
the Hiberian Synod decreed that retribu-
tion for the murder of a bishop or high
prince demanded either crucifixion or
payment of seven ancillae. The decree
also required that if blood money was
paid in specie, one-third must be in sil-
ver, a clear indication that ancillae were
only a unit of account, and not a tangible
means of payment.

It was probably during the second
century that the kumal transformed into
an abstract unit of account. The laws
under King Fegus, king of Uldah,
required a blood money payment of
“seven kumals of silver” and “seven
kumals of land” for the murder of any-
one under the king’s protection. These
laws clearly show that land and silver
were mediums of exchange, and kumals
were only a unit of account. These laws
were set forth in two legal texts, the
Senchus Mor and the Book of Aicill, both
of which contained a table legally sanc-
tioning the kumal standard:

8 wheat-grains = 1 pinginn of silver

3 pinginns = 1 screpall

3 screpalls = 1 sheep

4 sheep = 1 heifer

6 heifers = 1 cow

3 cows = 1 kumal

The example of slave-girl money in
Ireland brings to the forefront four sepa-
rate functions of money. Money serves
as a medium of exchange, a store of
wealth, a unit of account or measure of
value, and a standard of deferred payment.

The slave-girl money evolved into a unit
of account only, whereas the other roles
of money were filled by various com-
modities, land, and precious metals.

The origin of the social acceptance of
the use of kumals as a medium of
exchange may have stemmed from the
prestige conferred by slave ownership.
Also, slaves may have been regarded as
the rightful spoils of war, and warriors
capturing more slaves than they could
employ were free to trade them for land,
livestock, and goods and services that
they needed. Perhaps the spread of
Christianity in Ireland and the concept of
Christian love helped liberate Ireland
from the base practice of actually
exchanging human beings in trade, mak-
ing kumals less acceptable as a medium
of exchange, but still sanctioned by tra-
dition as a unit of account.

See also: Slave Currency
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SNAKE

The so-called snake was a coordinated
policy among European Community
(EC) countries to constrict exchange rate
variations between member countries to a
narrower band than allowed by the Inter-
national Monetary Fund (IMF). It was
the first stage toward the monetary
unification of Europe, a goal that became
a reality on January 1, 1999, with the
introduction of a European currency unit,
the euro. The snake system began in
March 1972 and remained in operation
until January 1979 when the European
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Monetary System (EMS) replaced the
Economic and Monetary Union (EMU).
The EMS and its predecessor, the EMU,
were agreements of cooperation in mone-
tary affairs between members of the EC.
The EMS took a further step toward mon-
etary unification with the introduction of
the European Currency Unit (ECU).

Early in the 1970s, the IMF allowed
the currencies of member countries to
vary within a range of 2.25 percent
above or below parity with the dollar, or
4.5 percent overall. The members of the
EMU committed themselves to keeping
the variation between European curren-
cies to within 2.25 percent of each other,
and fluctuations in the aggregate of
European currencies was kept with the
4.5 percent band of parity with the dol-
lar. The European currencies became
known as the “snake in the tunnel”
because these currencies moved up and
down together relative to other curren-
cies. When the Belgium-Luxembourg
monetary union kept its own currency
fluctuations within a tighter range, then
the “snake in the tunnel” began to reveal
a “worm in the snake.” When the fixed-
exchange-rate regime broke down in
1973, and the dollar floated freely, the
European “snake in the tunnel” became
the “snake in the lake.”

The snake terminology survived in
the EMS, in which a measure of
exchange-rate divergence from other
European currencies was treated as a
warning sign or signal that intervention
may be necessary. This warning sign was
called the “rattlesnake.”

The snake was intended to keep EC
currencies fluctuating in step with each
other, a preliminary measure to the com-
plete monetary unification of Europe.
The transition to a European currency
unit, the euro, managed by the European

Central Bank, removed the need for this
sort of coordination, as the euro replaced
the German mark, French franc, and sev-
eral other European currencies.

See also: Euro Currency, European Currency
Unit, Optimal Currency Area
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SOCIAL DIVIDEND
MONEY OF MARYLAND

More than half of the first paper money
issued by the colony of Maryland flowed
into the economy as a social dividend,
equivalent to a gift to each inhabitant
over 15 years of age. Historically, the
major sources of paper money have been
banks that issued it on the strength of
promissory notes, and governments that
issued it to finance government expendi-
tures. Often governments have issued
paper money during wartime when
demands on government spending are
particularly heavy. Maryland’s first
experiment with paper money was
unique for that era because its colonial
government issued paper money solely
for the purpose of stimulating the private
economy, without feeling pressure to
finance a portion of the public sector’s
budget.

Like other American colonies,
Maryland struggled against a shortage of
currency that kept the colonial economy
on a tight leash, limiting trade to what
could be transacted with a limited money
supply. Great Britain made no special
provision to supply the colonies with
coins and currency, and the colonies had
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to get by with what could be earned from
trade with the rest of the world. To infuse
additional coin into the local economy,
the Maryland legislature in 1729 granted
a 15-percent reduction in import and
export duties if they were paid with
imported gold or silver.

Maryland shared with Virginia an
almost exclusive dependence on tobacco,
either to pay for foreign trade or as the
principle medium of exchange in the local
economy. In the 18th century, however,
tobacco production outpaced demand
and the price of tobacco on the world
market steadily declined, accounting for
the depression in Maryland’s economy.
Maryland’s first proposal for issuing
paper money was part of a scheme for
limiting tobacco production in an effort to
raise the price of tobacco. In 1731, the
Maryland legislature enacted a law that
provided for the issuance of £30,000 of
paper money to pay for tobacco that
would be taken out of production. For
each 6,000 tobacco plants standing during
the month of July, the owner was to burn
and destroy 150 pounds of tobacco. In
return for each 150 pounds of tobacco
destroyed, the owner received from the
colonial government 15 shillings in paper
currency. For some reason, this plan was
never implemented, and the paper money
never issued.

The Currency Law of 1733 provided
for the social dividend money issue. It
authorized the issuance of £90,000,
£48,000 of which were to be distributed
as a “bounty of thirty shillings per tax-
able.” That included all citizens over
15 years of age excepting ministers of
the Church of England, imported male
servants, and slaves. The government
issued the remaining £42,000 as loans
paying 4 percent interest and secured by
real estate appraised at twice the value of

the loans. The government levied a tax of
1 shilling and 3 pence per hogshead of
tobacco exported from Maryland. The
proceeds of this tax paid for investment
in Bank of England stock, creating a
fund for redeeming the paper money,
beginning at the end of 15 years. Within
30 years, the government planned to
retire all the paper money.

The paper money issue helped finance
an economic expansion in Maryland.
The paper money depreciated in value
moderately until 1748 when the govern-
ment retired the first £30,000. After
1748, the value of the paper money
stabilized. The colonial government
redeemed in shillings the entire issue of
the paper money at face value, making
Maryland’s paper money experience the
most successful in the American
colonies.

See also: Land Bank System, Massachusetts
Bay Colony Paper Issue
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SPANISH INCONVERTIBLE
PAPER STANDARD

Spain stood aloof from the classical gold
standard that brought monetary order to
the world from the 1870s until 1914. In
1883, Spain abandoned convertibility of
banknotes into precious metal and never
returned to a metallic standard, even in
the aftermath of World War I, when most
of the world’s trading partners adopted a
gold exchange standard.

In 1868, Spain adopted a bimetallic
standard along the lines of the Latin
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Monetary Union. Like the Union, Spain
fixed the official ratio of silver to gold at
15.5 to 1. In 1874, the government con-
ferred on the Bank of Spain a monopoly
on the issuance of banknotes. The value
of silver fell as the world turned to the
gold standard, raising the free market
ratio of silver to gold to 18 to 1 by 1876.
Gresham’s law set to work in Spain.
Because gold could buy more silver
abroad than in Spain, gold flowed out
and silver displaced gold as domestic
currency. Gold currency decreased from
1,131 million pesetas (the monetary unit
of Spain) in 1874 to 736 million in 1883.
Gold reserves in the Bank of Spain
increased substantially until 1881, and
then dropped precipitously in 1883.

The suspension of convertibility in
1883 may have been triggered by an
international financial crisis, including a
stock market crash in France and a dete-
riorating balance of trade for Spain.
When Spain’s gold reserves dropped to
60 percent of their 1881 level, the gov-
ernment suspended convertibility.

Despite abandonment of the gold stan-
dard, Spain’s prices remained relatively
stable, mildly deflationary during the
world depression of the 1880s and early
1890s, and rising gently in the two
decades before World War I. From
1883 until 1913, the Spanish wholesale
price index (1913 = 100) rose from 89.5 to
100, an annual average increase substan-
tially below 1 percent. The exchange rate
of pesetas to British pounds rose signifi-
cantly during the Spanish-American War,
when the government ran large budget
deficits, but returned to presuspension lev-
els by the eve of World War I. Over the
same time span, the money supply grew at
an average annual rate of 2 percent.

Spain eluded the severe monetary
disorder many countries witnessed

during experiments with inconvertible
paper money. During the heyday of the
classical gold standard, Spain main-
tained monetary stability with incon-
vertible paper, providing lessons that are
relevant today. Despite inconvertible
paper money, Spain’s government
engaged in only modest deficit spend-
ing, excepting the brief episode of the
Spanish-American War. Spain invari-
ably ran a trade surplus, exporting more
goods and services than importing, and
the Bank of Spain accumulated gold
reserves, leading speculators to expect a
return to convertibility. Spain’s experi-
ence proved that monetary stability
could be maintained without the much-
vaunted gold standard.

Nevertheless, Spain paid a toll for not
adopting the gold standard. The Bank of
Spain kept interest rates in Spain above
international levels, a necessary expedi-
ent to attract capital from countries con-
sidered safer because of the gold
standard. Even with high interest rates,
Spain saw a reduction in foreign capital
inflows. The higher interest rates also
acted to retard domestic investment in
Spain, further reducing indigenous eco-
nomic growth.

Spain’s experience from 1883 to 1914
was unique because it occurred when the
gold standard was heralded as the
guardian of monetary stability. During
the 20th century, Spain has shared many
of the difficulties of other countries on
inconvertible paper standards. In the
1970s, Spain’s economy sank into the
doldrums of stagflation, largely because
the Bank of Spain issued banknotes to
finance government deficits. In the
1980s, Spain reformed its public finance
and monetary policy, and now Spain
enjoys one of the best records for mone-
tary stability in Europe.
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See also: Gold Standard, Inconvertible Paper
Standard, Latin Monetary Union
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SPANISH INFLATION OF
THE 17TH CENTURY

The 17th century, almost from beginning
to end, saw Spain debase its silver
coinage with copper and mint vast quan-
tities of copper coins, causing inflation
and shortages, punctuated with fits of
deflationary policies and solemn prom-
ises of currency reform. Ironically, Spain
struggled for nearly a century with
debasement and inflation after exploiting
vast gold and silver discoveries during
the 16th century. The percent of Spain’s
domestic coinage made of copper rose to
92 percent, hardly believable in light of
the influx of gold and silver from the
New World in the 16th century.

At the beginning of the 17th century,
Spain’s government budget was bloated
after years of financing wars and the
royal pomp necessary for a great world
power. Spain’s revenues from gold and
silver mines in the New World began
trailing off, and the Spanish crown
turned to minting copper coins to pay for
heavy government expenditures. Spain’s
dependence on foreign treasure had per-
haps already sapped vitality from
domestic industries, rendering inflation-
ary policies tempting in an economy that
could not generate sufficient tax revenue
to finance its government.

During the first quarter of the 
17th century, the government’s unbridled

coinage of copper coins spawned a wave
of inflation that drew public protest. The
face value far exceeded the intrinsic
value of copper coins, and the crown was
reaping the difference as a profit for
minting the coins. By 1627, widespread
inflation aggravated public anger over
wheat and livestock shortages, pressuring
the government to switch to a deflation-
ary monetary policy. The nominal values
of the copper coins were cut in half with-
out compensating the holders of the
devalued copper coins. The government
began a practice of making solemn prom-
ises not to tamper with the currency—
promises only meant to be broken.

In 1634, the government resumed a
policy of inflationary finance. To save
the expense of supplying copper to
the mints, the government restamped the
existing copper coins, raising the face
value. Coins were called in several times
and restamped, often doubling or tripling
nominal values. Between 1627 and
1641, copper coins were inflated three
times and deflated four times. In 1641,
inflation reached a peak, and silver was
selling at a premium of 190 percent. In
1642, the government undertook a brutal
deflationary devaluation, reducing the
face value of copper coins by 70 to
80 percent.

In 1651, the government, again short
of money for military outlays, called in
copper coins of one denomination and
restamped them, quadrupling their face
values. In 1652, the government returned
to a deflationary monetary policy and
devalued copper coins. This time the
government compensated holders of
devalued copper coins with interest-
bearing bonds.

Counterfeiting contributed signifi-
cantly to the depreciation of copper cur-
rency. After 1660, counterfeiting was
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punishable with the death penalty, and
burning at the stake awaited those partic-
ipating in the importation of counterfeit
coins.

Monetary disorder reached a climatic
crisis in 1680 with silver selling at a
premium of 275 percent. The govern-
ment issued a decree devaluing copper
currency by half, equivalent to one-
fourth its 1664 value. Prices plummeted
45 percent in a few months, forcing a
harsh readjustment. The government
began reducing the supply of copper
coins, and had ceased minting copper
by 1693. Monetary stability returned to
Spain and lasted throughout the first
half of the 18th century.

Nearly a century of monetary disorder
ravaged the Spanish economy. The
woolen industry in Toledo and the num-
ber of cargo ships sailing between Spain
and the Indies shrank by three-fourths,
and some industrialized areas lost half
their populations. Monetary chaos stifled
private initiative, contributing to Spain’s
economic deterioration.

See also: Copper, Great Debasement, Inflation
and Deflation
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SPARTAN IRON
CURRENCY

In about 600 BCE, Lycurgus, the famous
Spartan lawgiver, put into Sparta’s con-
stitution a provision that banned the cir-
culation and possession of gold, silver,

or other precious metals as a means of
transacting business and replaced these
forms of money with an iron currency,
variously reported as being in the form
of discs or bars. This provision was part
of a plan of social reform intended to
spare Sparta the evil consequences of
wealth concentrated in the hands of a
few citizens. According to Plutarch,
Lycurgus, after effecting a land reform
that spread out the ownership of that
wealth, set to work reforming the
currency. In Plutarch’s Lives of Noble
Grecians and Romans (1952), we read
that Lycurgus:

Not content with this [land
reform], he resolved to make a
division of their moveables too,
that there might be no odious dis-
tinction or inequality left amongst
them; but finding that it would be
very dangerous to go about it
openly, he took another course, and
defeated their avarice by the fol-
lowing stratagem: he commanded
that all gold and silver coin should
be called in, and only a sort of
money made of iron should be cur-
rent, a great weight and quantity of
which was very little worth; so that
to lay up twenty or thirty pounds
there was required a pretty large
closet, and, to remove it, nothing
less than a yoke of oxen. With the
diffusion of this money, at once a
number of vices were banished
from Lacedaemon; for who would
rob another of such a coin? Who
would unjustly detain or take by
force, or accept as a bribe, a thing
that it was not easy to hide, nor a
credit to have, or of any use to cut
in pieces? For when it was just red
hot, they quenched it in vinegar,
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and by that means spoilt it, and
made it almost incapable of being
worked. (36)

Part of the motivation for the reforma-
tion of Sparta’s currency may have been
the discouragement of trade with for-
eigners, because there is no record of
exchange rates between Sparta’s iron
currency and the coinage of other cities
of the same era. It is unlikely, but possi-
ble, that Sparta was attempting to com-
pensate for a shortage of domestic
supplies of gold and silver, possessing
no gold or silver mines of its own. Soci-
eties sometimes develop substitute
monies when the growth of commercial
activity is restricted by a shortage of
money. The whole tenor of these reforms,
however, seems to have been intended to
limit the growth of commercial activity
rather than promote it.

Lycurgus’ reforms sound a familiar
refrain in the ancient literature on
money, variations of the Biblical warn-
ing that “the love of money is the root
of all evil.” The use of money first
spread in the seaport cities, such as
Athens, where traders and sailors of all
religions and creeds met at the cross-
roads of international trade. Exposure
to foreign creeds, morals, and traditions
often weakened the hold of domestic
religions on the citizens of the seaport
towns. Traders from all over the world,
away from home, pockets full of
money, made a ready market for all
sorts of vices that thrived in these cities.
The inland cities such as Sparta,
dependent on agriculture rather than
foreign trade, sought to protect them-
selves from the moral chaos that they
saw as a direct result of the introduction
of money and the massive inequality of
wealth in the seaport cities.

History, however, was on the side of
the societies that made use of money,
and Sparta nearly disappeared as Athens
grew to a world-class city.

See also: Barter
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SPECIAL DRAWING
RIGHTS

Special drawing rights (SDRs) are a
form of fiat international monetary
reserves that substitute for gold as
monetary reserves in the international
economy. The SDR also serves as an
international monetary unit of account in
the accounts of the International
Monetary Fund (IMF).

SDRs were born of a shortage of
international gold reserves that arose in
the 1960s. Participants at the annual
meeting of the IMF in 1967 at Rio de
Janeiro drafted an agreement to issue
SDRs. Member countries ratified the
agreement in 1969, and the first alloca-
tions of SDRs came forth in 1970. Each
country received allocations of SDRs
proportional to its quota of funds con-
tributed to the IMF. The IMF receives its
lending resources from the contributions
of member countries, which are assigned
individual quotas based on such factors
as national income and volume of inter-
national trade.

Physically, SDRs are bookkeeping
entries in accounts with the IMF. Known
in some circles as paper gold, SDRs can
be created with the stroke of a pen. At
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first, the value of SDRs were fixed in
terms of gold. In mid-1974, the gold val-
uation of SDRs was dropped in favor of
a system that defined SDRs in terms of a
“basket” of major international curren-
cies. In 1981, the basket was simplified
to five currencies, the United States
dollar, German mark, French franc,
Japanese yen, and British pound. The
value of an SDR is based on a weighted
average of the values of major interna-
tional currencies. Every five years, the
IMF adjusts the weights, which deter-
mines the significance of each currency
that enters into the value of an SDR. The
IMF last adjusted the weights in 1995.

Individual countries may draw on
SDR accounts to settle international
payments that could normally be settled
with gold reserves or foreign exchange
reserves. SDRs do not play a role in pri-
vate international transactions, but, by
international agreement, are accepted in
intergovernmental transactions on a par
with gold and foreign exchange. For
example, the United States could buy
French francs from France’s central
bank by paying for them by drawing on
its SDR account at the IMF. The United
States might use the French francs to
buy goods and services from France or
buy U.S. dollars in foreign exchange
markets, propping up the value of the
dollar.

The value of SDRs fluctuates on a
daily basis, reflecting the daily fluctua-
tions in the values of currencies in for-
eign exchange markets. The daily
values of SDRs are reported in the for-
eign exchange tables in publications
such as the Wall Street Journal. In time,
SDRs should replace gold and the
United States dollar as the principle
international monetary reserve. Already

the IMF uses SDRs rather than a spe-
cific national currency as a unit of
account in financial reports. Some
countries define domestic currencies in
terms of SDRs.

See also: Bretton Woods System, International
Monetary Fund
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SPECIE CIRCULAR
(UNITED STATES)

On July 11, 1836, President Andrew
Jackson issued an executive order, called
the Specie Circular, requiring payment in
specie (gold and silver coins) for all gov-
ernment lands sold to the public. The gov-
ernment no longer accepted banknotes in
sales of government land. The Specie
Circular actually came from the pen of
Senator Thomas Hart Benton, who unsuc-
cessfully advanced a Senate resolution
with the same intent. Jackson and Benton
were both “hard currency” advocates, and
Benton had supported Jackson’s veto of
the rechartering of the Second Bank of the
United States. As the bank war raged in
the Senate, Benton thundered, “Gold and
silver is the best currency for a repub-
lic, . . . it suits the men of property and the
working people best; and if I was going to
establish a working man’s party, it would
be on the basis of hard money; a hard
money party against a paper party”
(Schlesinger, 1945, 81).
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With the demise of the Second Bank,
banking regulation was strictly in the
hands of state governments. The prolif-
eration of banks and the multiplication
of banknotes fed a wave of inflation and
a speculative frenzy in land. Banks in
the East made loans on the condition
that banknote proceeds were used to pay
for land in the West, maximizing the
chance that the banknotes would not
find their way back to the lending bank
for redemption. By accepting the bank-
notes in payment for land the
government—in effect guaranteeing
that banknotes could be redeemed in
land—was underwriting the banking
system. Benton roared in the Senate, “I
did not join in putting down the Bank of
the United States, to put up a wilderness
of local banks . . . I did not strike Caesar

to make Anthony master of Rome”
(Schlesinger, 1945, 129).

The speculative frenzy hit the skids in
1837, and Jackson’s Specie Circular
may belong with the immediate agents
that brought down an overextended
banking system. By increasing the
demand for specie in payment for land,
the government forced banks, which
now found it more difficult to maintain
specie reserves, to contract banknote
circulation.

See also: Independent Treasury, Second Bank
of the United States
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STATE NOTES

See: Exchequer Orders to Pay, Greenbacks,
Treasury Notes

STERILIZATION

Sterilization is a market intervention
undertaken by central banks to prevent
inflows and outflows of capital from
influencing domestic money stocks.
When central banks buy and sell finan-
cial assets, whether foreign currencies or
domestic bonds, domestic money stocks
are affected. If a central bank purchases
a government bond, the domestic money
stock will increase by some multiple of
the amount of the purchase. The central
bank purchases the bond with newly cre-
ated funds. If the central bank sells a
government bond, the domestic money
stock contracts. Buying and selling gov-
ernment bonds is the most important
method central banks have for regulating
domestic money stocks. The procedure
is called “open market operations.”
When a central bank purchases foreign
currency in foreign exchange markets, it
again pays for the foreign exchange with
newly created funds and the domestic
money stock increases. It will also have
an impact on the money stock in the
home country of the foreign exchange
that is purchased. That is, if the United
States Federal Reserve Bank purchases
one million British pounds, the U.S.
money stock increases and the United
Kingdom’s money stock declines. Both
the United States and the United
Kingdom could undertake open market
operations to cancel out the effects of the
foreign exchange transaction on domestic
money stocks. It is called “sterilization”
when central banks undertake offsetting

open market operations to cancel the
domestic money stock effects of foreign
exchange intervention. Since a central
bank purchase of foreign exchange
increases domestic money stocks and a
central bank sale of a government bond
decreases domestic money stocks, the
central bank can sterilize the money
stock effects of the foreign exchange
purchase by selling government bonds.

Issues of sterilization often come up
in discussions of economic stabilization
in fast-growing emerging markets.
Before a U.S. investor can invest in
South Korea, the U.S. investor must first
use dollars to purchase South Korean
currency. If there is a strong inflow of
foreign capital into South Korea, foreign
investors will be buying large amounts
of South Korean currency, bidding up
the price or exchange rate of South
Korean currency in foreign exchange
markets. South Korea’s central bank has
a choice of selling South Korean cur-
rency for foreign currency, or letting
South Korea’s currency appreciate in
foreign exchange markets. Letting South
Korea’s currency appreciate will cause
the price of South Korea’s exports to
increase in foreign markets, possibly
dampening South Korea’s growth. If
South Korea’s central bank meets the
stronger demand for South Korean cur-
rency by selling South Korean currency
for foreign currency, then South Korea’s
money supply may grow at an inflation-
ary rate. The central bank of South
Korea can sterilize the effects of the cap-
ital inflows by selling South Korea gov-
ernment bonds, and taking the proceeds
out of circulation, cancelling the money
supply growth driven by the purchase of
foreign currency. Put differently, a nearly
simultaneous purchase of foreign cur-
rency and sale of government bonds has
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a zero effect on South Korea’s stock of
money. Some emerging economies have
had difficulty making this policy work
because selling government bonds tends
to push up domestic interest rates, which
attracts even more foreign capital.

Some observers claim that aggressive
sterilization contributed to Japan’s
episode of deflation. In 2004, Alan
Greenspan described Japan’s currency
market interventions as “awesome”
(Makin, March 2004). Japan was pur-
chasing U.S. dollars in foreign exchange
markets to strengthen the value of the
dollar. A strong dollar lowers the cost of
Japanese goods to U.S. consumers. At the
time, Japan was experiencing deflation,
giving Japan reason to welcome the infla-
tionary effects of dollar purchases with
yen. Instead, Japan sterilized its foreign
exchange intervention by withdrawing
yen from domestic money markets.

See also: Hot Money
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STOP OF THE
EXCHEQUER (ENGLAND)

In January 1672, Charles II issued a
proclamation that suspended payment on
tallies and Exchequer orders to pay, an
action that became known as the Stop of
the Exchequer. The British treasury is
called the Exchequer, because during the
Middle Ages transactions with the
British treasury took place in a room

with tables covered by checkered cloth.
The modern term “check” is a derivative
of “exchequer.”

During the reign of Charles II, the
Exchequer discounted tallies and Exche-
quer orders to pay to goldsmith bankers,
paying interest rates above 6 percent.
Tallies were wooden sticks that repre-
sented a debt of the government, and
Exchequer orders to pay were paper
orders that were replacing the wood tal-
lies, which were a holdover from the
Middle Ages. The goldsmith bankers
paid 6 percent interest on near-money
accounts (deposits not readily available
on demand, such as modern certificates
of deposit) to raise funds for discounting
tallies and paper orders from the govern-
ment. Tallies and paper orders were sim-
ilar to some present-day government
bonds that are bought at a discount (at
less than face value) and can be
redeemed at face value at some maturity
date in the future. The government
pledged to redeem the tallies and paper
orders in a rotating order.

When the goldsmith bankers had no
more money to loan out, and were no
longer able to discount tallies and paper
orders, Charles stopped redemption of
the tallies and paper orders already held
by the goldsmiths. This Stop of the
Exchequer initially caused a run on the
goldsmith bankers, and many were even-
tually ruined by this action. Later, the
government honored about half of its
debt to the goldsmith bankers.

The Stop of the Exchequer reminded
people of the seizure of the mint in 1640
and created more doubt about govern-
ment involvement in banking. It also cast
a shadow on paper money, and post-
poned the development of an institution
such as the Bank of England for another
20 years. The credibility of government
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money suffered a severe setback from
this experience, and in England issuing
paper money became the province of
banks.

See also: Bank of England, Seizure of the Mint,
Tallies
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SUFFOLK SYSTEM

The Suffolk System was the first effort
to regulate private banking in the United
States. Although banking regulation
later became a government activity, the
Suffolk System was born of a private
initiative that saw a need to regulate
country banks.

The Suffolk Bank of Boston first
established the Suffolk System in 1819,
and in 1824, six other Boston banks
joined the system. The Suffolk System
required country banks around Boston to
deposit reserve balances totaling $5,000
in one or more of the seven Boston banks
participating in the system. These
reserve balances acted as a guarantee
that country banks could always redeem
their banknotes in specie.

In the pre–Civil War United States,
individual banks issued their own bank-
notes, rather than the current practice of
issuing checkbooks or debit cards to
accompany checking accounts. In
today’s United States economy, only the
Federal Reserve System can issue bank-
notes. Under the banking system in
which individual banks issued their own
banknotes, financially sound banks
could always redeem their banknotes in

gold and silver coinage; therefore their
banknotes circulated at face value, and
were accepted in trade as equivalent to
gold and silver coinage or other bank-
notes. Bankers, however, often fell prey
to the temptation to issue more bank-
notes than was reasonable, considering
the bank’s gold and silver coin reserves.
This left the public holding banknotes
that they could not be confident would
be redeemed in gold and silver coin.
These banknotes circulated below par,
and anyone accepting one of these bank-
notes in trade risked taking a loss. Banks
that often had to take banknotes as
deposits were particularly vulnerable to
sustaining a loss from banknotes issued
by overextended banks.

The Suffolk System was designed to
protect the public and Boston banks
from country banks that issued more
banknotes than they could be counted on
to redeem in gold and silver coin. The
Suffolk banks always accepted at par the
banknotes of country banks that main-
tained reserves in the Suffolk System.

In the course of trade, banknotes
issued by country banks flowed into the
hands of the Suffolk banks. The Suffolk
banks then immediately presented these
banknotes to the issuing banks for
redemption, as a way of keeping the
issuing banks honest. The Suffolk banks,
however, treated the banks that kept
reserves within the Suffolk System with
a certain amount of consideration, allow-
ing these banks to redeem their bank-
notes at a steady pace over time. Country
banks refusing to keep reserves in the
Suffolk System often found themselves
suddenly presented with a large volume
of their banknotes for immediate
redemption, putting an intolerable strain
on reserves of gold and silver coin. With-
out a legal sanction, the Suffolk System
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was able to coerce the country banks to
participate in the Suffolk System.

By 1825, virtually all New England
banknotes could be converted at face
value in the banknotes of any other bank,
or in gold and silver coin, due in no
small part to the discipline enforced by
the Suffolk System. From 1825 to 1860,
New England boasted of the advantages
of a uniform currency, a rare accom-
plishment at that stage of the history of
paper money in the United States. The
practice of centralizing reserves in a few
banks made itself felt in the development
of modern central banks such as the Fed-
eral Reserve System.

See also: Central Bank, Federal Reserve Sys-
tem, New York Safety Fund
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SUGAR STANDARD OF
THE WEST INDIES

From the mid-17th century sugar
became the reigning monetary standard
on the Leeward Islands, and to a lesser
extent on Barbados and Jamaica.
Jamaica, because of its importance as a
naval base as well as a favorite of the
buccaneers, was always furnished with a
plentiful supply of coins, but neverthe-
less made use of sugar money. Barbados

and the Leeward Islands perennially
wrestled with coinage shortages, forcing
the expedient of commodity money.
Before sugar rose to the forefront,
tobacco met the need for a medium of
exchange and unit of account in the West
Indies.

A Barbados law of 1645 concerning
family prayers provided that “whomso-
ever shall swear or curse, if a master or
freeman he shall forfeit for every offense
4 pounds of sugar; if a servant, 2 pounds
of sugar” (Einzig, 1966, 291). Fees and
wages were also measured and some-
times paid in Muscovado or brown sugar
at rates established by an act of the legis-
lature. A rate of 10 shillings per 100
pounds of sugar prevailed for a time as the
monetary standard of Barbados.

Sugar displaced tobacco a bit later on
the Leeward Islands. Laws enacted in
1644 and 1688 declared that a fine of a
1,000 pounds of good tobacco in a roll
awaited anyone found guilty of com-
merce with the heathen or Sabbath
breaking by “unlawful gaming, immod-
erate and uncivil drinking—or any other
prophane and illicious Labours of the
Week-days, as digging, hoeing, baking,
crabbing, shooting and such like inde-
cent actions” (Einzig, 1966, 293).

The Leeward Islands turned to sugar
as the monetary commodity after mid-
century. In 1668, Montserrat paid an
“able preaching Orthodox Minister” a
salary of “fourteen thousand pounds of
sugar or the value thereof in Tobacco,
Cotton Wool, or indigo” (Einzig, 1966,
293). The going rate for sanctifying a
marriage was 100 pounds of sugar or
“the value thereof in Tobacco, Cotton
Wool or Indigo.’ (Einzig, 1966, 293). For
about 30 years, the sugar standard on the
islands maintained a stable parity for
sugar, equating “five score pound of
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good dry merchantable Muscavado
Sugar” to 12 shillings and 6 pence
(Einzig, 1966, 293).

By the beginning of the 18th century,
metallic currency had made inroads into
the Leeward Islands’ monetary system.
An act of 1700 provided that coinage
could be substituted for commodities in
payment of debts at a rate of:

12 shillings and 6 pence for 100
pounds of Muscovado sugar

2 shillings for one pound of indigo

9 pence for one pound of cotton
wool

1.5 pence for one pound of tobacco
or ginger

(Einzig, 1966, 294)

Sugar played a modest monetary role
in the 18th century. On August 24, 1753,
the assembly of Nevis considered, but
failed to enact, legislation making sugar

and other commodities legal tender for
debts in an attempt to ease a shortage of
metallic currency. In 1751, Jamaica,
which did not have a coin shortage,
enacted legislation making sugar legal ten-
der “where both parties agree for payment
in sugar and other produce of this kind”
(Pitman, 1917, 139). In 1756, up to two-
thirds of a tax obligation in Antigua could
be paid in sugar. In 1784, St. Christopher
enacted revenue legislation stating that,
“And whereas it may be burdensome and
oppressive to the inhabitants of this Island
to pay the amount in specie, be it enacted
that the payment of the taxes aforesaid
may be in cash, sugar, or rum at the option
of the person or persons liable to pay the
same” (Einzig, 1966, 294).

By the end of the 18th century, coins
had edged out commodity money in the
West Indies.

See also: Commodity Money, Commodity Mon-
etary Standard

384 | Sugar Standard of the West Indies

Engraving of a West Indies sugar cane refinery, 1667. (Library of Congress)



References
Einzig, Paul. 1966. Primitive Money.
Nettels, Curtis P. 1934. The Money Supply of

the American Colonies before 1720.
Pitman, Frank, W. 1917. The Development of

the British West Indies: 1700–1763.
Quiggin, A., and A. Hingston. 1949. A Sur-

vey of Primitive Money.

SUSPENSION OF
PAYMENTS IN WAR OF
1812 (UNITED STATES)

The British attack on Washington in
1814 unnerved the public’s confidence in
a banking system that had overextended
itself in the issuance of banknotes.
Banks in the Washington area suspended
payments on their obligations to redeem
banknotes, touching off a round of pay-
ment suspensions that spread to every
region except New England.

In the early banking system, individ-
ual banks issued their own banknotes,
which they were obliged to redeem in
gold and silver coin (specie). Bank cus-
tomers received banknotes instead of a
checking account and checkbook, and
each bank held reserves of coin to
redeem banknotes, just as a modern bank
holds vault cash and other reserves to
redeem checking accounts. A suspension
of payments meant that banks no longer
redeemed their banknotes with specie,
putting the United States on an incon-
vertible paper standard. An inconvertible
paper standard is a monetary system
based on paper money that cannot be
converted into precious metal at an offi-
cial rate.

The War of 1812 contributed only part
of the pressure on the banking system
that preceded the crisis. From 1799 until
1811, the First Bank of the United States

oversaw the banking system and made
sure that individual banks could redeem
their banknotes in coin. In 1811, the First
Bank lost its charter from the United
States government, substantially remov-
ing what regulation there was of state-
chartered banks. From 1811 to 1815, the
number of banks increased from 88 to
208, and the value of banknotes in circu-
lation rose from $23 million to $110 mil-
lion. The capitalization of the banking
system only doubled during the same
time, and most states allowed banks to
issue banknotes without regard to capital
or reserves. The circulation of banknotes
had outgrown the supply of gold and sil-
ver, leaving the banking system floating
on a thin film of public confidence. After
the suspension of payments, these bank-
notes circulated at discounted values, usu-
ally between 10 and 20 percent, but some
notes from Kentucky banks were dis-
counted 75 percent.

The United States government encoun-
tered difficulty financing the war because
its bonds not only sold at a discount, but it
received payment in depreciated bank-
notes. In addition to interest-bearing
bonds, the treasury issued $5 noninterest-
bearing notes that were not legal tender
but were acceptable as payment of taxes.

Congress soon regretted its decision
not to renew the First Bank’s charter, and
in 1816, granted a charter for the Second
Bank of the United States. The bank
opened for business on January 17,
1817, and by February had negotiated
agreements with state banks in major
cities to resume redemption of banknotes
in of gold and silver coins.

The suspension of payments put the
United States on an inconvertible paper
standard for over two years, a rather
short time considering that Great Britain
was on an inconvertible paper standard
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from 1797 until 1821. Just as Great
Britain avoided the excesses of the paper
money of the French Revolution, the
United States during the War of 1812
avoided the excesses of paper money
that arose during the American Revolu-
tion. Today, virtually all countries are on
an inconvertible paper standard.

See also: Inconvertible Paper Standard, Second
Bank of the United States
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SWEDEN’S COPPER 
STANDARD

Like most European countries, Sweden
emerged from the medieval period on a
silver standard. In 1625, however,
Sweden monetized copper and switched
to a bimetallic standard based on copper
and silver. As often happened under
bimetallic systems, one metal currency
drove out the other metal currency, and
in Sweden’s case copper currency dis-
placed the silver currency in domestic
circulation, putting Sweden on a copper
standard. Sweden’s copper standard
remained technically in effect until 1776,
but its operational importance ended in
1745 when Sweden introduced an incon-
vertible paper standard.

Sweden turned to a copper standard
not because of any perceived commer-
cial advantage, but because copper min-
ing was an important industry in
Sweden, and the Swedish government

sought to increase the demand for
copper. Gustavus Adolphus, king of
Sweden from 1611 to 1632, felt that
drawing copper into use as circulating
money would reduce the supply of cop-
per in world markets and lead to an
increase in copper prices. Spain, then the
foremost power in Europe, had furnished
a recent precedent for the monetization
of copper when it debased its own silver
coinage with a copper alloy. “Vellon”
was the name given to Spain’s debased
silver coinage, which in the first half of
the 17th century became virtually all
copper in content. Spain’s de facto
copper standard supplied the first stimu-
lus to the copper industry, causing the
Swedish government to look to the
copper industry, which it controlled, as
its main source of revenue.

Because the purpose of the copper
standard was to create a domestic
demand for copper, it would have served
no purpose to reduce the copper weight
of the copper coinage relative to face
value. Therefore, the copper coins were
full-valued coins, with the face value of
the coins close in value to the bullion
value of the copper. Because copper per
unit of weight was equal to about one-
one-hundredth the value of silver, copper
coins on average had to be about 100
times the size of silver coins, and the
sheer size of the copper coins seems to
have been the major drawback of
Sweden’s copper standard. In 1644, the
Swedish government issued probably the
heaviest coins in history, 10-daler cop-
per plates weighing over 43 pounds
each. In 1720, a Danish diplomat wrote
home somewhat humorously about Swe-
den’s copper coinage:

A daler is the size of a quarto 
page . . . many carry their money
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around on their backs, others on
their heads, and larger sums are
pulled on a horsecart. Four riksdaler
would be a terrible punishment for
me if I had to carry them a hundred
steps; may none here become a
thief. I shall take one of these dalers
back to you unless it is too heavy
for me; I am now hiding it under my
bed. (Heckscher, 1954, 90)

The transportation of any sizeable
sum of copper coins required the use of
wagons, and problems associated with
the transportation of the tax revenue
came to the attention of the highest
councils in Sweden’s government.

The copper standard failed to increase
world prices of copper, apparently
because Sweden increased domestic
copper production to meet the increased
demand for copper as coinage. Neverthe-
less, Sweden’s copper standard did lead
to Europe’s first peacetime flirtation with
paper money. Copper mines discovered
that it was easier to pay miners in copper
bills, representing ownership of copper,
rather that the bulky copper itself. In
1661, Sweden saw its first banknotes
based on the copper coinage. These bank-
notes, the first in Europe, were an imme-
diate success, being much more
convenient than the bulky copper
coinage. In 1656, Johan Palmstruch had
received royal permission to form a
bank, and five years later his bank started
issuing banknotes. Paper money experi-
ments, however, seem to be especially
vulnerable to the pitfalls of success. The
Palmstruch’s bank overissued banknotes,
the public staged a run on the bank, and
the bank failed. The failed bank, how-
ever, was purchased and reorganized as
the Riksbank, now the oldest central
bank in Europe.

Despite the fear inspired by the col-
lapse of Sweden’s first note-issuing
bank, in 1745, Sweden suspended its
copper standard and issued irredeemable
banknotes. Monetary disorder marked
Sweden’s paper-money experiment until
1776 when Sweden returned to a pure
silver standard.

See also: Commodity Monetary Standard,
Copper, Riksbank, Sweden’s First Paper
Standard
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SWEDEN’S FIRST PAPER
STANDARD

Between 1745 and 1776, Europe had its
first experience with an inconvertible
paper standard. Sweden had been the
first European country to introduce bank-
notes early in the 17th century, but by the
mid-18th century, Great Britain and
France had both made use of banknotes,
and France had furnished Europe with its
first example of a paper money debacle.
Neither Great Britain nor France had
officially adopted a paper standard when
the Swedish government put Sweden on
an inconvertible paper standard.

In the 18th century, Sweden had a
parliamentary government, in which two
parties vied for power. One party, the
Hats, identified with the exporting indus-
tries, the military, the nobility, and the
monarchy, and generally favored poli-
cies of foreign expansion and increased
influence abroad. By 1720, Sweden had
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lost its Baltic empire, much to the cha-
grin of the Hats, who wanted to maintain
Sweden as a player in European politics.
The other party, the Caps, represented
agricultural interests, and what might be
called the commoners. The Caps prefer-
ence for policies of pacifism earned them
the nickname “Nightcaps,” shortened to
Caps, because they supposedly wanted
to sleep while the great powers of
Europe passed Sweden by.

Before the adoption of a paper stan-
dard, Sweden, home to vast copper
reserves, had functioned on a copper
standard. Copper, worth less than gold
and silver per unit of weight, was bulky
and awkward to transport in large mone-
tary values, and Sweden turned to bank-
notes as a convenience. In the mid-17th
century Sweden saw its first suspension
of banknote convertibility and bank
panic. Banknotes fell into disfavor at
first, but the Swedish public found bank-
notes much more convenient than copper
coinage, and banknotes returned to cir-
culation by popular demand rather than
government policy.

The Hats held the upper hand in Par-
liament from 1739 until 1765 and pur-
sued a policy of inflationary war finance,
a policy opposed by the Caps. Between
1741 and 1743, the financial strain of
war with Russia prompted the Swedish
government to look for salvation in the
printing press. Because copper was
bulky, the sheer cost of transporting cop-
per enabled the government to vastly
increase banknotes without triggering an
export of copper coins. With copper
reserves held intact, the convertibility of
banknotes into copper was not immedi-
ately threatened.

The issuance of banknotes continued,
partly for subsidies to manufacturers,
and by 1745, the Swedish authorities

imposed an inconvertible paper standard.
Unlike the suspensions of payments in
the 17th century, the public did not panic,
but inflation rose to the forefront of eco-
nomic problems. The Swedish currency
depreciated on foreign exchange mar-
kets, making foreign goods much more
expensive in Sweden and Swedish
exports cheaper in foreign markets.

The inflationary policy irritated the
Caps, who wasted no time kicking the
monetary rudder in the opposite direc-
tion when they returned to power in
1765. The Caps imposed a deflationary
policy. As Swedish currency appreciated
in foreign exchange markets, foreign
imports became cheaper in Sweden, but
Sweden’s export industries had to slash
prices to remain competitive in foreign
markets. Prices in export industries fell
faster than wages and raw material
prices, plunging the export industries
into a depression.

Political opposition to the Caps’
monetary policy mounted as economic
distress defused throughout Sweden,
and the Caps fell from power in 1769.
The Caps’ experience with disinflation
policies inspired a political drama that
history would see replayed again when-
ever democratic governments imposed
deflationary policies. Unemployment,
bankruptcies, and virtually every other
form of economic discomfort invari-
ably accompanies disinflation and
deflationary policies, and often demo-
cratic governments find it difficult to
pursue these policies for extended time
periods.

The Hats regained power and reverted
to inflationary policies before the Caps
returned briefly to power in 1771 through
1772. The political sphere began to mir-
ror the turbulence in the economic
sphere, and in March 1772, a bloodless
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coup d’état engineered by the Hats,
displaced Sweden’s parliamentary gov-
ernment with a constitutional monarchy.
Sweden’s parliament survived, shorn of
much of its power, and the parties of the
Hats and Caps disappeared. In 1776,
Sweden established a silver standard,
completely breaking with the copper
standard and putting an end to inconvert-
ible banknotes.

Sweden’s 18th-century episode of
monetary disorder demonstrates how a
society, exhausted with war, may find
inflationary policies attractive, and how
these policies are associated historically
with political instability.

See also: Inconvertible Paper Standard,
Sweden’s Copper Standard
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SWEDEN’S PAPER
STANDARD OF WORLD

WAR I

During World War I, Sweden sought to
weaken the link between gold and
domestic currency in an effort to tame
inflationary forces. Sweden’s policy was
unprecedented, considering that the gold
standard usually receives strongest sup-
port from those quarters where inflation
is most feared. The 19th century had
seen several countries abandon a silver
standard to avoid currency depreciation,
reacting to the depreciation of silver rel-
ative to gold, which was a stronger metal
monetarily and clearly the preferred bul-
wark against inflation.

Sweden had adopted the gold stan-
dard in 1873. A gold standard country
must stand ready to buy and sell gold at
an official price in its own currency. A
country’s commitment to sell gold at an
official price in its own currency puts a
strict limit on the volume of paper
money issued, acting as a guard against
the issuance of inflationary levels of
paper money. When a country suspends
gold payments, as often happens during
times of fiscal stress, such as wars, the
country expects to see its currency
depreciate, and domestic prices go up.

The other side of the gold standard is
the commitment to buy gold at an official
price, a commitment that Sweden sus-
pended in February 1916. During World
War I, Sweden supplied war materials
and supplies to the belligerents and often
received gold in payment. Foreign cur-
rencies sold at a discount relative to the
Swedish krone, and gold would have
sunk in value relative to the krone if the
Swedish central bank had not been com-
mitted to buy gold at the official price.
The influx of gold and foreign currencies
would not have created difficulties if
Sweden’s opportunities for importing
foreign goods had increased proportion-
ately with its accelerating opportunities
for export. Wartime conditions, however,
favored exports over imports.

Sweden found itself faced with a
swelling domestic money supply, fueled
by gold inflows, and a shrinking supply
of goods for domestic consumption as
exports rose relative to imports. The
Swedish central bank saw itself having
to buy large quantities of gold that paid
no interest. Also gold was sinking in
price worldwide, which acted to drag
down the values of gold-standard curren-
cies, such as the Swedish krone. These
difficulties converged to push Sweden
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into unhinging itself from the gold stan-
dard.

Freed from an obligation to buy
gold at an official price and to mint all
gold brought to the mint, Sweden con-
tinued to import gold, but at reduced
prices, and to augment the domestic
money supply. Between the first quarter
of 1916 and the last quarter of 1917, the
circulation of paper money increased 62
percent and prices climbed 65 percent.

Although nullifying the gold stan-
dard did not spare Sweden from a bout
of inflation, it restrained the levels that
inflation reached. In the Stockholm for-
eign exchange market, the Swedish
krone rose in value relative to the U.S.
dollar, the Swiss franc, and the British
pound. The krone rose about 10 to
25 percent above the value it com-
manded when it was on a strict gold
standard, and Swedish coins were
worth 10 to 25 percent more than the
value of their gold content.

The Swedish experience of World
War I was a reminder that precious met-
als do not offer fail-safe protection
against inflation, as Europe discovered
after the influx of gold and silver from
the New World.

See also: Gold Standard, Sweden’s First Paper
Standard
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SWEEP ACCOUNTS

“Sweep accounts” refer to accounts for
which a computer program “sweeps”
excess funds overnight from checking

accounts, which must meet mandated
reserve requirements, to money market
deposit accounts (MMDA), which are
exempt from reserve requirements. Since
reserves earn no interest, depository
institutions feel an incentive to minimize
reserve holdings. The Federal Reserve
System gets its name from one of its
principle assignments, which is to insure
that depository institutions (commercial
banks, thrifts, and credit unions) main-
tain adequate reserves. Only two assets
can serve as reserves, cash in the bank
vault, or an account at a Federal Reserve
Bank. The Federal Reserve System
requires depository institutions to hold a
percentage of checking account deposits
in the form of reserves. Depository insti-
tutions may hold a balance directly with
a Federal Reserve Bank, or indirectly
through a correspondent institution,
which holds deposits in a Federal
Reserve Account for other depository
institutions on a “pass through” basis.
Checking accounts are subject to reserve
requirements because these accounts
undergo a high rate of daily turnover in
the form of new deposits and new with-
drawals. Banks must hold reserves to
cover the days of heavy cash with-
drawals relative to new deposits. MMDA
accounts experience less activity in terms
of daily deposits and withdrawals and are
therefore exempt from mandated reserve
requirements. To be exempt from reserve
requirements, an MMDA cannot allow
more than six withdrawals per month.
The withdrawals can be in the form of
either writing a check or a pre-authorized
transfer. MMDA’s attract depositors by
paying interest.

Banking industry data suggest that
without mandatory reserve require-
ments, a typical bank would elect to hold
vault cash equal to roughly 5 percent of
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transactions accounts, and deposits at the
Federal Reserve equal to roughly 1 percent
of its transaction accounts (Anderson and
Rache, 2001). Since the mandated reserve
requirement for transaction deposits usu-
ally ranges between 10 and 20 percent,
banks regard themselves as paying a
“reserve tax.” Reserves are assets that
earn no interest, and banks must hold
more reserves than they think necessary
do conduct day-to-day banking opera-
tions. Therefore, banks stand eager to
embrace any procedure that enables them
to reduce reserve holdings within the con-
straints of the legal reserve requirements.

In January 1994, the Federal Reserve
Board, the governing body of the Federal
Reserve System, gave commercial banks
the go ahead to use a new type of com-
puter software that dynamically reclassi-
fies balances in customer accounts from
transactions deposits (demand and other
checkable deposits) to money market
deposit accounts. At first, the new prac-
tice caught on slowly, but after April
1995, it spread quickly.

Key to sweep accounts is the MMDA,
which did not come into being until
1982. In the 1970s, when paying interest
in checking accounts was illegal, banks
began “sweeping” customer deposits
into overnight repurchase agreements.
An overnight repurchase agreement
refers to a situation in which a bank sells
a treasury bill to a customer overnight
and “repurchases” it the next day at a
higher price. Repurchase agreements
were a way of indirectly paying interest
on a checking account that could not
legally pay interest. Only the bank’s
largest customers benefited from
“sweeping” into repurchase agreements.
The development of MMDAs in the
1980s allowed depository institutions to
apply the procedure of “sweeping” to a

much larger range of depositor accounts.
It also relieved commercial banks of the
need to keep an inventory of treasury
bills on balance sheets for overnight
repurchase agreements.

Sweep accounts appear to have
removed the statutory reserve require-
ments that depository institutions face.
That is, with intelligently designed soft-
ware, banks can reduce required reserves
to below the levels banks would volun-
tarily choose to hold to cover day-to-day
banking operations. At first some
observers feared that the spreading use
of sweep accounts might force banks to
turn to the federal funds market more
often for overnight loans, causing more
volatility in the federal funds interest
rate. The federal funds rate is the key tar-
get interest rate the Federal Reserve reg-
ulates in the conduct of monetary policy.
Greater volatility in the federal funds
market might hamper the Federal
Reserve’s ability achieve its goals. Prob-
lems in this area, however, never materi-
alized.

See also: Legal Reserve Ratio
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SWISS BANKS

Swiss banks enjoy a worldwide reputa-
tion for protecting the identity of depos-
itors. This important characteristic
helped Switzerland grow to one of the
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world’s major banking centers in the
20th century. Another factor contribut-
ing to the growth of Swiss banking is
Switzerland’s position of neutrality. On
May 20, 1815, the Vienna Congress
established the permanent neutrality of
Switzerland among the European
powers—a position the superpowers of
the world honored through two great
wars in the 20th century.

Switzerland was not a pioneer in early
European banking. Geneva was the first
of the Swiss cities to become a banking
center. By 1709, Geneva boasted of a
dozen bankers who left a name in Swiss
financial history, and Louis XIV floated
loans in Geneva to finance his wars.
Geneva bankers kept close ties with
France and remained involved in financ-
ing French public debt until the end of
the 19th century.

Basel developed a significant banking
industry only in the 19th century. In
1862, the Basel Register listed 20 banks,
nine of which were exclusively devoted
to banking.

Financial activity of various sorts
appeared in Zurich during the 16th cen-
tury. In 1679, an injunction from the city
council prohibited a reduction of interest
rates from 5 percent to 4 percent. Mer-
chant bankers, who accepted deposits for
investment in securities, appeared in the
middle of the 18th century. Zurich
waited until 1786 to see the formation of
a bank in the broad sense. In 1805, the
official register of Zurich reported two
banks devoted exclusively to banking.

By the eve of World War I, Switzer-
land ranked as one of the international
financial centers. Six large banks—
Swiss Credit Bank, Swiss Bank Corpo-
ration, Union Bank of Switzerland,
Trade Bank of Basel, Federal Bank, and
Swiss People’s Bank—controlled a sys-

tem of branches throughout Switzerland.
These banks floated international loans
for European governments and railroad
and other industrial concerns in the
United States. After World War I, infla-
tion in the currencies of the former bel-
ligerents made Switzerland more
attractive as a safe haven.

In the post–World War II era, three of
the big banking houses remained in busi-
ness: the Swiss Credit Bank, the Swiss
Bank Corporation, and the Union Bank of
Switzerland. There was also a large net-
work of smaller banks, rural loan associa-
tions, and branches of foreign banks. In
1968, Switzerland had a population of six
million people and 4,337 banking offices,
which added up to one banking office for
every 1,400 individuals.

In the 1930s, Switzerland enacted
laws that strengthened the anonymity
protection of depositors in Swiss
banks. During that time, some coun-
tries prohibited citizens from holding
assets abroad on pain of criminal
penalties, and even sent agents into
Switzerland to track down assets owed
by their own citizens. On the other
hand, some people wanted to keep
deposits in Switzerland in case they had
to make a hasty departure from their
homeland for political or racial rea-
sons. Swiss banks began opening the
so-called numbered accounts, which
substantially reduced the number of
bank employees who knew the name of
a depositor. Also, the Swiss govern-
ment claimed no right to pry into bank
accounts either to collect information
on its own citizens or the citizens of
foreign countries. Governments around
the world have lodged complaints
against Swiss banks for holding
deposits of foreigners evading taxes.
Switzerland recently has yielded to
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pressure to open up information on
deposits when criminal activity and tax
fraud are involved.

In 1997, it came to light that
Switzerland, thought to have been a
neutral country in World War II, acted
as a banking center for Nazi Germany,
and that Swiss commercial banks had
accepted three times as much gold in
deposits from Nazi Germany’s central
bank as was originally thought. Jewish
groups launched a class-action lawsuit
in an effort to force Swiss banks to
compensate Holocaust victims, empha-
sizing that Swiss banks held on to dor-
mant accounts of Holocaust victims
and laundered millions of dollars in
gold stolen from Jews. On August 12,
1998, representatives of Holocaust sur-
vivors and Swiss banks announced a
$1.25 billion reparation settlement to

compensate Holocaust survivors and
their heirs.

Banking remains the traditional
strength of Switzerland. In 2004, the
Economist reported that Swiss banks
hold one third of all private financial
assets invested across borders, substan-
tially more than any other financial cen-
ter. It also reported that the financial
services industry accounted for about
11 percent of Switzerland’s gross
domestic product (GDP).

In 2008, Swiss banks again drew the
wrath of foreign governments over secret
accounts. An ex-employee of Switzer-
land’s largest bank, the Union Bank of
Switzerland (UBS), confessed to a
Florida court tales of smuggling dia-
monds in toothpaste tubes to help U.S.
clients evade taxes. The ex-employee
claimed that he was only a small cog in
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large tax-evasion operations conducted
by UBS (Economist, July 2008).

See also: Swiss Franc
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SWISS FRANC

Over the years, Switzerland developed a
legendary reputation for financial pro-
bity, helping to lift the Swiss franc above
the crowd of national currencies and
become a symbol of strength and mone-
tary soundness. Internationally, it is a
favored currency for hoarding money,
partly because Swiss banking secrecy
laws protect the anonymity of depositors
in Swiss banks. International pressure
has steadily eroded some of the protec-
tion of anonymity afforded to depositors
in Swiss banks, particularly for deposi-
tors engaged in criminal conduct.

In 1848, Switzerland adopted the
French monetary system, preferring a
coherent application of the decimal sys-
tem. Switzerland had first tasted the
French system during the Napoleonic
era, when France conquered Switzerland
and turned it into the Helvetian Republic.

In 1860, Switzerland debased its sub-
sidiary silver coins to prevent the expor-
tation of its silver coinage. In 1865,
Switzerland was one of the countries
attending a conference in Paris that led

to the formation of the Latin Monetary
Union. Switzerland argued for the adop-
tion of the gold standard and conversion
of silver coinage into subsidiary coinage.
The Union agreement, however, pro-
vided for a bimetallic standard based on
gold and silver. Switzerland, along with
France, Italy, and Belgium, agreed to
mint gold pieces only of 100, 50, 20, 10,
and 5 francs. The Union members agreed
to mint a fully weighted 5-franc silver
piece, but lower denomination silver
coins became subsidiary coinage with
reduced weight. Under the Union agree-
ment, coins from each country circulated
freely in other Union countries. After
Germany adopted the gold standard in
1871, the Latin Monetary Union broke
down, and the member countries adopted
the gold standard.

During World War I, the Swiss sus-
pended the gold standard, and the Swiss
franc appreciated relative to the currencies
of the belligerents, and even relative to the
U.S. dollar. Following World War I,
Switzerland returned to the gold standard
at its prewar parity and maintained parity
through the 1920s and well into the 1930s.

During the Great Depression period,
Switzerland, along with France, Belgium,
Holland, Italy, and Poland, organized a
“gold bloc” that sought to withstand the
pressures for devaluation. Switzerland
devalued the Swiss franc long after the
United States and Britain had devalued
their currencies, and only after France had
devalued the French franc in September
1936. The French franc and the Swiss
franc were devalued by 30 percent.

During World War II, the Swiss franc
remained firm, but not as firm as during
World War I. In July 1945, the Swiss
franc traded at a 3 percent premium over
the U.S. dollar. During the post–World
War II era, the Swiss franc remained
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strong relative to the dollar and Swiss
authorities had to take steps to discour-
age demand for Swiss francs. Under the
Bretton Woods system of fixed exchange
rates, slightly over 4 Swiss francs were
needed to purchase a U.S. dollar. After a
system of floating exchange rates
replaced the fixed exchange rate system
in the 1970s, the value of the Swiss franc
rose relative to the dollar. In the late
1990s, about 1.5 Swiss francs were
needed to purchase a U.S. dollar.

Switzerland is home to the world’s
largest gold market, and Swiss residents
have always enjoyed unfettered freedom to
hold gold, unlike citizens in the United
States, where the government outlawed the
domestic ownership of gold in the decades
immediately preceding and following
World War II. Banknotes in Switzerland are
backed by a minimum of 40 percent gold
reserves, suggesting that gold is still impor-
tant in Switzerland, even though none of the
world’s major trading partners—including
Switzerland—is now on a gold standard.

See also: Swiss Banks
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SYMMETALLISM

Symmetallism is a type of monetary sys-
tem in which a standard monetary unit is
equivalent to a fixed number of ounces
of gold, coupled with a fixed number of
ounces of silver. The standard monetary
unit becomes equivalent to a bundle of
two precious metals, combined in a
fixed, unchanging proportion. As an

illustration, the dollar might be set
equivalent to 0.0242 ounces of gold, plus
0.3878 ounces of silver. The term “sym-
metallism” seems to have been coined
by Alfred Marshall, a prominent econo-
mist around the turn of the century who
proposed a symmetallic system as an
answer to world monetary woes. Sym-
metallic systems were not without prece-
dent, however, because the ancient
kingdom of Lydia is credited with strik-
ing the first coins from a metal called
electrum, which was a mixture of gold
and silver found in a natural state.

During the last half of the 
19th century, the world’s major trading
partners engaged in a monetary tug of
war between a bimetallic system, based
on gold and silver, and a monometallic
system relying strictly on gold. The
United Kingdom favored a gold stan-
dard, which eventually displaced a
bimetallic standard that France and the
United States had championed without
success. The bimetallic system, like the
symmetallic system, made use of two
metals, but it set a fixed value for each
metal in terms of the other metal. Under
a bimetallic system, a government might
officially set the value of 15 ounces of
silver as equal to 1 ounce of gold, and
would stand ready to exchange gold for
silver at this ratio. Because officially
fixed values often varied from freely
fluctuating market values, the bimetallic
system worked less successfully in prac-
tice than in theory. In contrast to the
bimetallic system, the symmetallic sys-
tem does not fix a ratio of value between
two metals, but fixes the value of a com-
posite unit composed of a fixed quantity
of each of two metals. A monometallic
system circumvents the complications of
two metals and fixes the value of a mon-
etary unit in terms of a fixed weight of a
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single metal. Under the post–World 
War II monometallic gold standard, the
United States officially fixed the price of
an ounce of gold at $35.

The last quarter of the 19th century
saw a spreading wave of mild deflation
in the face of the strict discipline of
a worldwide gold standard, in which
the world gold supply did not keep pace
with the monetary needs of an expanding
world economy. Alfred Marshall held
out the symmetallic system as a means
of avoiding the awkwardness of the
bimetallic standard, while adding to the
world’s stock of monetary metals, and
venting deflationary pressures. He also
argued that the value of a composite
quantity of gold and silver would fluctu-
ate less than the values of gold and silver
separately. He advanced his proposal to
the Gold and Silver Commission in the
United Kingdom in 1888.

Marshall’s proposal apparently
made little impression on policy

makers at the time, but academic
economists found it a fruitful idea that
could be expanded. They saw no reason
why the number of commodities in the
composite standard had to be limited to
two, or why the commodities had to be
precious metals. They extrapolated
Marshall’s concept into schemes that
included all the commodities in the
wholesale price index as part of the
composite monetary commodity. These
kinds of extensions of Marshall’s idea
surfaced in the 1980s as anti-inflation
policies stood at the top of research
agendas in economics.

See also: Bimetallism, Gold Standard
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TABULAR STANDARD IN
MASSACHUSETTS BAY

COLONY

During two separate periods of rapid
inflation, the Massachusetts Bay Colony
put in practice a tabular standard in
which debts payable in shillings were
adjusted for changes in the purchasing
power of the paper currency. Under the
tabular standard, a 100 percent rise in the
price level meant debtors owed twice as
many shillings as they had borrowed.
Without the protection of a tabular stan-
dard, the money that came back to cred-
itors in repayment for loans had less
purchasing power than the money they
first loaned out.

The first experiment with a tabular
standard occurred in 1742, when the leg-
islature authorized a new issue of paper
currency. At the same time, the legisla-
ture enacted a so-called equity law,
requiring the repayment of all debts of
5 years duration and contracted after
March 1742 at a rate of 6 2/3 paper

shillings to an ounce of silver. The most
innovative portion of the law, however,
empowered justices of the Massachusetts
courts, in adjudicating disputes involv-
ing debts paid in paper currency, to
“make Amends for the depreciating of
said Bills from their present stated
Value,” which was 6 2/3 shillings to an
ounce of silver. That is, the justices could
force debtors to pay more than 6 2/3
shillings to an ounce of silver to com-
pensate creditors for the erosion in pur-
chasing power of their money while it
was loaned out. (Creditors often do not
fully anticipate inflation and do not
charge enough interest to compensate for
inflation.) Every six months the purchas-
ing power of the new bills was adjusted
according to “the Rates that said Bills
then commonly pass at in Proportion to
Silver and Bills of Exchange payable in
London.”

Debtors complained that the equity
law only considered the exchange ratio
between paper shillings and silver, which
might only reflect speculative activity,
and ignored the cost of living in paper



shillings, which was more pertinent to
their lives. In 1747, the legislature
amended the equity law to provide that
“when any valuation shall be made of the
bills . . . in pursuance of said act [1742] . . .
regard shall be had not only to silver and
bills of exchange, but to the prices of pro-
visions and other necessaries of life”
(Lester, 1939). This law did not remove
all disagreement about the rate of depre-
ciation of the bills, but it diffused the
issue until 1749 when Massachusetts
received from Great Britain a large reim-
bursement for war expenditures and
began redeeming its paper money.

The colonial legislature faced similar
problems during the American Revolu-
tion when Massachusetts soldiers com-
plained that their pay, set at the time of
enlistment, had lost all but a tiny fraction
of its purchasing power. To encourage
reenlistment, the legislature computed
the original pay in terms of what it
would buy in Indian corn, beef, sheep
wool, and sole leather, and compensated
the soldiers accordingly for the balance
owed them in four bond issues, bearing
6 percent interest. The bond issues
matured in 1781, 1782, 1783, and 1784,
successively. Soldiers refusing to enlist
received similar bonds maturing in 1785,
1786, 1787, and 1788. The legislature
indexed the principal and interest on
these bonds to the prices of four staple
commodities. A statement on the face of
these bonds read:

both principal and interest to be
paid in the then current money of
said state [Massachusetts], in a
greater or less sum, according as
five bushels of corn, sixty-eight
pounds and four-sevenths parts of a
pound of beef, ten pounds of sole
leather shall then cost, more or
less, than one hundred and thirty

pounds current money, at the then
current prices of the said articles.
(Lester, 1939, 158)

The advent of fiat paper currency
opened the possibility of episodes of
rapid inflation that was unknown in
monetary systems based on precious
metal standards, such as gold and silver.
Rapid bouts of inflation wiped out the
claims of creditors against debtors, set-
ting the creditors against the debtors,
and making the hidden seam separating
debtors and creditors a major point of
social division and political discontent.
Massachusetts Bay Colony demon-
strated Yankee ingenuity in developing
a scheme for balancing the interest of
creditors and debtors at a time when
inflationary finance was inevitable.

See also: Massachusetts Bay Colony Paper
Issue
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TALER

The taler was originally a German coin
equal to three German marks, but the
word “taler” became a common name
for currency that, in various guises,
appeared in other languages and coun-
tries. The English word “dollar” evolved
from “taler,” as did the Italian tallero, the
Dutch daalder, and the Swedish and
Danish dalers.

The first talers came from Jachymov,
now a small village in the Ore Moun-
tains in the western part of the Czech
Republic. At the opening of the 16th cen-
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tury, Jachymov fell within the Holy
Roman Empire and was administered
under German authority. In 1516, the
local ruler, Count Hieronymus Schlick,
found a silver deposit close to his home.
As early as 1519, Count Schlick, without
official sanction, began minting silver
coins in his castle, and on January 1,
1520, he received official approval to
operate a mint. Minting silver into coins
was probably more profitable than merely
selling silver. Between 1534 and 1536,
King Ferdinand I ordered the construction
of an imperial mint in Jachymov. The
building housing the imperial mint served
as a museum as late as 1976.

The coins were first called “Joachim-
stalergulden” or “Joachimstalergroschen”
after the German name for the valley,
Joachimsthal, where they were minted.
The names were shortened to “taler-
groschen,” and later to “thalers,” or
“talers.”

With the stimulus of silver mining,
Jachymov blossomed into a bustling
community of 18,000 inhabitants. In
1568, a plague left its mark on this min-
ing community, but the most severe
devastation was wrought by religious
intolerance. Jachymov became strongly
Protestant, but the Bohemian monarchy
was Catholic. Religious persecution
killed the community, which could only
boast of 529 inhabitants in 1613, and in
1651, the government moved the offi-
cial mint to Prague.

In the first year of operation, Count
Schlick’s mint struck about 250,000
talers. During the years of peak produc-
tion, between 1529 and 1545, the mines
produced enough silver to mint 5 million
talers. By the end of the century, Count
Schlick’s mint had sent about 12 million
talers into circulation.

The coinage of talers spread through-
out the German-speaking world. During

the 16th century alone as many as 1500
different types of talers found their way
into circulation from various German
states and municipalities. By 1900, as
many as 10,000 different types of talers
had been minted for metal currency and
commemoration medals.

Maria Theresa, a famous Austrian
Empress of the 18th century, gave her
name to the best known, longest circulat-
ing of all talers. In 1773, the Gunzburg
Mint first struck a taler bearing the image
of Maria Theresa. After her death in 1780,
subsequent talers were always dated
1780. After the dissolution of the Holy
Roman Empire early in the 19th century,
the Austro-Hungarian Empire continued
to mint the Maria Theresa talers with the
1780 date. Following the break up of the
Austro-Hungarian Empire after World
War I, the Austrian Republic minted talers
until Hitler invaded in 1937. Mussolini
found Maria Theresa talers the favored
coin in Ethiopia, causing Italy to mint its
own talers between 1935 and 1937 to
facilitate trade with Ethiopia. After World
War II, the Republic of Austria resumed
the coinage of talers, still bearing the date
of 1780. Austria continued to mint talers
until 1975.

See also: Dollar
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TALLIES (ENGLAND)

In England tallies were wooden sticks
that functioned as instruments of credit
and exchange in public finance. The
Exchequer (treasury) began using tallies
in the Middle Ages, and by the humor of
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history the use of tallies survived into the
early 19th century.

A tally was a wooden stick with
notches denoting various sums of
money. A notch the length of a man’s
hand denoted 1,000 pounds, and a notch
the width of a man’s thumb denoted
100 pounds. A simple V-shaped notch
represented 20 pounds. The handle of
the tally remained notchless. In a credit
transaction, the notched segment of the
wooden tally was split lengthwise down
the middle and the handle remained
with one half of the tally. The creditor
kept the larger half with the handle, and
the debtor kept the smaller half, called
the “foil.” The two halves would match
or “tally.” The tallies were assignable,
meaning creditors could transfer owner-
ship of tally debts to third parties. In
this connection tallies circulated as
money.

Tallies entered into the British public
finance system in two ways. First, a citi-
zen owing taxes to the government might
hand the Exchequer a tally, signifying a
debt of taxes. The government would use
the tally to pay for goods and services.
The recipient of the tally presented it to
the taxpayer who had the other half (the
foil) and demanded payment. A second
use of tallies in public finance occurred
when the government issued tallies in
payment for goods and services. In this
instance, the government was the debtor,
and tallies originating from the govern-
ment could be used in payment of taxes.
Originally, the government pledged
future tax revenue from specific sources
earmarked for redemption of these tal-
lies. Later, the government issued tallies
to be redeemed from the general revenue.
Tallies used as an instrument of govern-
ment debt paid interest.
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It was this second use of tallies that
contributed to the growth of a primitive
money market in London. Purveyors of
goods to the government received tallies,
and discounted them—that is they sold
them at less than face value—to gold-
smith bankers rather than using them in
exchange, a practice that reached its
zenith in the 17th century. The goldsmith
bankers, in turn, expected the govern-
ment to redeem at face value at some
date in the future the tallies they had pur-
chased. Later, the Bank of England also
discounted tallies, creating an even more
ready market in tallies and adding to
their acceptability in exchange.

By the 17th century, tallies were
already an anachronism, but they were
not officially discontinued until 1834. In
addition to assisting the emergence of
the London money market, tallies
reduced the need for money minted from
precious metals and eased pressure on
the English government to debase the
coinage to finance excess government
expenditures.

See also: Exchequer Orders to Pay
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TEA

In 19th- and early-20th-century Tibet,
sheep served as a measure of value, but
Tibetans used tea as a medium of
exchange. Tea bricks and sheep also
acted the role of money in Sinkiang.

In the 19th and 20th centuries, tea
bricks displaced sheep as currency in

inner Asia, and particularly Mongolia.
During the 19th century, the Chinese
paid Mongolian troops in tea bricks.
Consumers went to the market with a
sackful or cartload of tea bricks. A sheep
cost between 12 and 15 bricks, and a
camel between 120 and 150 bricks.
Between two and five bricks could pur-
chase a Chinese pipe. Credit transactions
were negotiated in tea bricks, and reports
were heard of houses purchased with tea
bricks. In Burma, a tea brick was the
monetary equivalent of a rupee and cir-
culated as such.

The weight and size of tea bricks
were not always consistent, but two
main sizes predominated, one weigh-
ing two and one-half pounds and a
larger one weighing close to five
pounds. The bricks consisted of leaf
stalks of the tea plant mixed with other
herbs and glued with the blood of a
steer or young bull. The inferior qual-
ity tea went into the production of tea
bricks intended for monetary purposes,
as if additional evidence was needed to
validate Gresham’s law. This unappe-
tizing concoction was shaped into
bricks and dried in an oven. Value per
unit of weight was not a selling point
for tea brick money. The transportation
of a $100 worth of tea required the
sturdy back of a camel.

Asiatic Russia also furnished exam-
ples of tea brick money, particularly in
areas near the Mongolian border. Goods
were purchased and wages were paid in
tea bricks. Sugar, iron goods, tools, and
arms also circulated among various
tribes, and in the 1930s, jam became a
favorite and circulated as a medium of
exchange in these areas.

Evidence of tea money outside Asia is
scanty. In medieval Russia, tea became a
form of payment for government
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officials. Paraguay under Jesuit rule was
a barter economy, but there is evidence
of tea currency, including for the pay-
ment of taxes.

Stimulants and depressants, concomi-
tants of most if not all civilizations, show
up frequently as money. Tobacco, cocoa
beans, and various varieties of alcohol
come to mind as obvious examples. Tea
shares some of the characteristics of
these commodities and carries a reli-
gious significance in Buddhist cultures,
rendering it a likely candidate to fill a
monetary role.

See also: Commodity Monetary Standard
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TOBACCO NOTES

See: Virginia Tobacco Act of 1713

TOUCHSTONE

Touchstones were stones used to test the
purity of precious metals such as gold
and silver. Touchstones were also called
“Lydian stones,” after the country of
Lydia, the birthplace of precious metal
coinage and the first country credited
with the use of touchstones. The spread
of gold coinage particularly increased the
profits that could be earned from adulter-
ating and alloying gold coinage, and
touchstones offered an inexpensive and
useful test for purity of gold coinage.
Both individuals and governments were
known to reduce the purity of precious
metals by alloying them with cheaper
metals.

Touchstones were cut from black
siliceous stone or opaque quartz, brown,
red, or yellow in color, with a smooth
surface, and convenient for holding in
one hand. Ancient and medieval assayers
tested the purity of gold or silver by rub-
bing the metal across a touchstone with
sufficient pressure to leave a streak. Dif-
ferent metals left streaks of different col-
ors. The color of the streak left on the
touchstone by a metal of unknown purity
could be compared with the color of a
streak left by a piece of metal of known
purity. Nitric acid was put on the streaks
to dissolve impurities, and sharpen the
contrast between the streaks of pure and
impure metal. From this comparison, an
assayer rendered a judgment about the
purity of a metal. Because differences in
shades of color can be slight, the test
involved a significant subjective compo-
nent. Nevertheless, the test brought to
light the more outrageous debasements
and was sufficiently accurate for most
purposes.

Before the development of more
advanced techniques, the Goldsmiths’
Company of the City of London kept test
metals of known purity, called “touch
needles,” for use in making touchstone
tests. The Company made available 
24 gold needles for each of the traditional
24 gold carats. They kept similar pieces
for silver.

Touchstone tests are not decisive in
detecting silver alloyed with copper, but
can be used to assay gold with some
accuracy. By the 15th century, the
Tower Mint in London was using a new
method, cupellation, which makes use
of the tendency of various metals to
fuse at high temperatures. The new
method using fire grew out of the exper-
iments of the alchemists during the
medieval era.
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See also: Trial of the Pyx
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TRADE DOLLAR

In 1873, Congress authorized the
coinage of the trade dollar, a special sil-
ver dollar coin intended to facilitate
trade between the United States and
China, and to furnish a market demand
for rising silver production in the West-
ern states. At first, the coin was legal ten-
der only for up to $5, but Congress later
withheld its legal-tender status. The
treasury stopped minting the trade dollar
in 1877, and Congress officially discon-
tinued the coin in 1887.

Trade between the United States and
the Far East, particularly China and
Japan, accelerated around 1869 through
1870, and a popular medium of
exchange in the Pacific Basin was the
Mexican silver dollar containing 416
grains of silver. The U.S. silver dollar,
containing 412.5 grains of silver (before
discontinuance on 1873), was not com-
petitive with the Mexican dollar. The
state of California petitioned Congress to
coin a silver dollar containing 420 grains
of silver, hoping to draw to California
the Chinese and Japanese trade then
flowing to Mexico.

The act of 1873, known in U.S. folk-
lore as the Crime of ‘73, discontinued
the silver dollar as a standard of value in
U.S. coinage, but created the trade dollar
strictly for commercial purposes with
other nations. The act defined the value
of the standard dollar strictly in terms of
a fixed weight of gold, and silver
coinage, excepting the trade dollar,
remained only as a subsidiary coinage

with a face value exceeding the market
value of its bullion content. Apparently,
Congress by accident gave the trade
dollar a legal-tender status on par with
the other subsidiary coinage, making it
legal tender for debts up to $5. On July
17, 1876, Congress passed a joint resolu-
tion declaring that the trade dollar was
not legal tender. The treasury minted
nearly $36 billion of these coins, and all
but about $6 million of these coins were
exported.

The trade dollar was ill-fated from the
outset. The traditional U.S. silver dollar
remained in circulation, although new sil-
ver dollars were no longer minted. The
old silver dollars, containing 7.5 grains
less silver than the trade dollar, were legal
tender, acceptable in payments of public
debts, and the government was committed
to maintaining their parity with the gold
dollar. The trade dollar had more intrinsic
value, but enjoyed none of these charac-
teristics, giving rise to no small amount of
confusion. Declining silver bullion prices
put a tighter seal on the fate of the trade
dollar, which commanded no official
value and was worth only the market
value of its silver content.

To put an end to an awkward situa-
tion, Congress on February 19, 1887,
discontinued the coin and authorized the
treasury to accept trade dollars in
exchange for standard dollars or sub-
sidiary coinage for a period of six
months. Congress further provided that
the treasury melt down the trade dollars
received in exchange and recoin the sil-
ver content as subsidiary coinage. Over
$7 million of trade dollars flowed into
the treasury for exchange. As a legacy of
the trade dollar, many Pacific nations,
including Australia and New Zealand
adopted the name “dollar” for their
domestic currency.
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See also: Bimetallism, Crime of ‘73, Free
Silver Movement
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TREASURY NOTES

Treasury notes were interest-bearing
treasury bonds that circulated as money
in the pre–Civil War era in the United
States. The notes were not legal tender
but were accepted for payments owed
the federal government, including tax
obligations.

For the first two decades of its exis-
tence, the new government of the United
States steered clear of the issuance of
government notes that circulated as
money. The hyperinflation during the
American Revolution remained a
thought-provoking memory of the dan-
gers of paper money, and Alexander
Hamilton stood as a staunch opponent of
treasury issues of paper money.

By the War of 1812, Congress was in
the hands of people without firsthand
experience of the Revolutionary hyperin-
flation, and wartime demands for
resources pressed hard on government
officials. On June 30, 1812, Congress
authorized the issuance of $5 million of
treasury notes, redeemable within one
year, and paying 5.4 percent interest.
The following years saw authorizations
for additional issues, $5 million in 1813,
$18 million in 1814, and $8 million in
1815. The notes circulated as money and
were acceptable in payment of federal
government taxes.

The Constitution had strictly forbid-
den the states from declaring any money
other than gold and silver to be legal ten-
der and did not expressly give the federal
government authority to declare any
money legal tender. Most people at the
time felt that the issuance of legal-tender
paper money was at best against the
spirit of the Constitution, and at worst
unconstitutional. On November 12,
1814, Congress entertained a resolution
that read as follows: “That the treasury
notes which may be issued as aforesaid
shall be a legal tender in all debts due or
which hereafter may become due
between citizens of the United States or
between a citizen of the United States
and a citizen of any foreign state or
country” (Breckinridge, 1969).

Congress brushed aside the idea of
declaring treasury notes legal tender in a
decisive 95–45 vote. After the war the
government retired the notes. By 1817
only 2 percent of the total issue remained
in circulation.

The money panic of 1837 sent the
government into a budgetary tailspin,
and Congress again authorized the
issuance of treasury notes. The notes
were to be redeemable in one year, and
pay interest no greater than 6 percent.
Some of these notes paid as little as
0.1 percent interest per year. In 1838,
Congress authorized the treasury to reis-
sue treasury notes that had been paid in
for taxes or other government obliga-
tions, removing an important distinction
between treasury notes and circulating
paper money. Congress authorized simi-
lar issues in years leading up to and
including the war with Mexico from
1846 to 1848. By 1850, the government
had retired the treasury note issues, but
in 1857 a budget crisis once again turned
the government to treasury notes to meet
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a budget shortfall. These notes were ear-
marked for retirement until the budget
crisis of the Civil War overtook budget-
ary policy. In 1862, the government
began issuing legal-tender notes that
were soon dubbed “greenbacks.”

The history of the treasury notes
reveals how hesitant the federal govern-
ment was to issue legal-tender paper
money. Congress accepted without ques-
tion that the issuance of treasury notes
with the legal-tender function was
beyond its power.

See also: Greenbacks, Legal Tender
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TRIAL OF THE PYX
(ENGLAND)

The Trial of the Pyx is a public trial or
test of the purity of gold and silver coins
that began in the 13th century and con-
tinues into the present day. In 1982,
Queen Elizabeth II and Sir Geoffrey
Howe, chancellor of the Exchequer,
attended the Trial of the Pyx in celebra-
tion of its 700th anniversary. The oldest
extant writ ordering a trial came at the
behest of Edward I in 1282. Although
similar tests were conducted at regional
mints, the most meticulous and thorough
tests were held for coins struck at the
Royal Mint in London.

To conduct a trial, a specified sample
of coins of each denomination was set

aside and stored in leather bags identi-
fied by the month of coinage. In 1485, a
sample consisted of 10 shillings from
every 10 pounds of gold and 2 shillings
from every 100 pounds of silver. These
leather bags were put in a chest, or pyx.
The pyx was locked with three keys, one
held by the warden of the mint, a second
by the comptroller, and a third by the
master-worker. The crown could call for
a trial every three months, but the trials
were much less frequent.

To conduct a trial, the officers of the
mint appeared before the Council in Star
Chamber, together with the lord trea-
surer’s clerk and officials of the Exche-
quer who brought the contracted
specifications for the weights and fine-
ness of coins. The pyx was unlocked
before the council.

The Trial of the Pyx has always made
use of the most advanced methods for
assaying gold and silver, beginning in
the earliest times with the use of the
touchstone. A public jury of 12 lawful
citizens and 12 members of the Gold-
smith’s Company of London actually
conducted the public testing. If the jury
held the coins to meet the prescribed
standards, based on the fineness of the
bullion sent to the mint by the crown, the
master-worker received a letter of
acquittance. If the coins fell short of the
required weight and fineness, the master
paid a penalty to the crown proportionate
to the profits the master skimmed by
reducing the purity of the coinage. Of
course, the king was never brought
before a public jury to test the purity of
the precious metal he sent to the mint.
Presumably the mint master assured
himself of the purity of the metal sup-
plied by the king.

The custom of the Trial of the Pyx
bore witness to the ever-present danger
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of debasement of the coinage, either at
the hands of the crown, or at the hands of
dishonest mint officials. The longevity of
the custom stood as a reminder of the
importance certain groups in society,
particularly merchants and bankers,
placed on the trustworthiness of the
coinage. The Trial of the Pyx helped the
English crown control the temptation to
debase the currency, contributing to Eng-
land’s reputation for sound currency and
laying the foundation for England’s
commercial success.

See also: Touchstone
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TROUBLED ASSET RELIEF
PROGRAM

The Troubled Asset Relief Program,
known as TARP, was the cornerstone of
the United States program to address the
U.S. financial crisis that began in 2008.
It came into being in October 2008 with
the enactment of the Emergency
Economic Stabilization Act of 2008. The
legislation was commonly billed as a
$700 billion bailout for banks.

The TARP plan evolved over time but
originally its purpose was to buy bad
loans, mortgage-backed securities, and
collateralized debt obligations from
banks. These assets went by the term
“toxic assets” because they had no 
market value, and amounted to a severe
threat to solvency of the banking system.
At first it was thought that the govern-
ment might be able to recover its invest-
ment because it would be purchasing
these assets at bargain basement prices,
and selling them for a profit later when

the financial crisis had passed. Further
consideration brought the realization
that purchasing these assets at low prices
undercut the capitalization of the bank-
ing system. Two weeks after the pro-
gram’s enactment, the secretary of
treasury shifted the focus of the program
to emphasize the purchase of preferred
stock in banks and guaranteeing troubled
assets. If a bank recovers with the bene-
fit of the government’s help, and its stock
climbs, the government can sell its stake
and recover at least some of the taxpay-
ers’ investment.

Citigroup was one of the large banks
that benefited from the program. The
United States Treasury first purchased
$25 billion in preferred stock in Citi-
group, and later another $20 billion. The
United States government in addition
guaranteed troubled loans and securities
on Citigroup’s balance sheet on the order
of $306 billion. In return for the guaran-
tees, the government received another
$7 billion stake in Citigroup (Curran,
November 25, 2008).

The government forced the top banks
to participate in the government bailout.
Otherwise, banks that elected not to par-
ticipate would appear financially
stronger, which might give a competitive
advantage over the banks that did partic-
ipate. For smaller banks, participation
was voluntary. In the beginning, many
smaller banks worried that participation
in the program was equivalent to a con-
fession of financial weakness. Once the
government let it be known that it would
not let banks that were fundamentally
unhealthy participate in the program,
perceptions changed. Banks began to
fear that not applying for participation
might be regarded as financial weakness.

TARP drew criticism from the outset.
The government did not seem to be
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doing enough to track how banks were
using the infusions of government capi-
tal. Homeowners facing foreclosures
received no relief from TARP funds.
People wondered why it was more
important to bail out Wall Street than to
bail out families facing bankruptcy and
home foreclosure. None of the TARP
funds helped homeowners refinance
mortgages that they could not pay. In
December 2008, President Bush used his
executive authority to make TARP funds
available to U.S. automobile manufac-
turers. Both General Motors and
Chrysler received TARP funds. The most
controversial beneficiary of TARP funds
was American International Group, a
large insurance company. In January
2009, the new administration of Presi-
dent Obama vowed to revise the TARP
plan to alleviate the rate of home
foreclosures.

Bank bailouts became a global phe-
nomenon in 2008. The United Kingdom
established a plan similar in strategy and
scale to the one in the United States. The
Royal Bank of Scotland was the largest
beneficiary of government bailout
money in the United Kingdom. In 2008,
Sweden announced a sweeping bailout
plan to save its banking system.
Belgium bailed out a large bank in
October 2008. Germany and Iceland
both bailed out financial institutions.
Switzerland, eager to protect its status as
global banking center, put together a
massive recapitalization of the United
Bank of Switzerland.

See also: Savings and Loan Bailout
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TURKISH INFLATION

The March 2001 edition of Newsweek
carried an article entitled “Is This the End
of Inflation? Turkey’s currency crisis
may be the last battle in the global war
against hyperinflation.” The article cited
Turkey as the last major country strug-
gling against out-of-control prices. The
1990s saw inflation rates around the
world subside to the point that some
observers suggested that the global econ-
omy could turn the corner from inflation
to deflation. Turkey was one exception to
the trend. As of 2008, Turkey had pared
inflation down to single-digit territory.

Turkish inflation is more notable for
its long, sustained rise in prices rather
than for episodes of wild hyperinflation.
Between 1964 and 2001, Turkey only
saw two episodes of inflation that sent
prices increasing at triple-digit rates, and
even then, the inflation rates fell short of
hyperinflation territory. In 1980, annual
inflation soared to the 110 percent range.

In 1994, Turkey once again posted
annual inflation rates around 110 percent
(Leigh and Rossi, 2002). Nevertheless,
average inflation rates steadily climbed.
Between 1964 and 1980, annual inflation
rates in Turkey averaged roughly 21 per-
cent. Between 1981 and 1989, annual
inflation rates in Turkey averaged
roughly 41 percent. Between 1990 and
2001, annual inflation rates averaged
roughly 72 percent (Leigh and Rossi,
2002).

The core problem appeared to be polit-
ical. No one party could ever win an
absolute majority, and the coalitions put
together to form governments encouraged
short-sighted thinking. Various govern-
ments borrowed to pay for various vote-
catching programs, including substantial
pay raises to public employees. An ineffi-
cient tax collection system and large
underground economy compounded the
problems. Subsidies to sluggish state-
owned enterprises and interest on the pub-
lic debt added to the deficit. Before the
spike in inflation in 1994, Turkey had
seen public sector borrowing as a percent
of gross domestic product (GDP) rise
from 3.7 percent in 1986 to 12.3 percent
in 1993 (Dowden, June, 1996). Short-
term borrowing from the central bank
accounted for 15 percent of the govern-
ment’s budget (Dowden, June, 1996).
When central banks purchase government
bonds, they add to the money stock in cir-
culation. The central bank also had a his-
tory of caving in to demands of ailing
commercial banks for more funds.

In 2001, the IMF approved a rescue
package of $8 billion to help Turkey
avoid hyperinflation and debt default
(Economist, May 2001). The $8 billion
was on top of a previous $11 billion
committed under a previous anti-
inflation program. The package came
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with conditions that Turkey privatize
debt-ridden state enterprises, reform a
corrupt banking sector, and increase
government tax collections. The IMF
also required Turkey to peg the Turkish
lira’s value to a basket of euros and dol-
lars. Turkey could not add to the supply
of Turkish lira without increasing the
central bank’s holdings of foreign
reserve assets.

Turkey brought down inflation with
highly stringent monetary policy. As of
2006, Turkey’s central bank was keeping
its key lending rate steady at 22.5 percent
and inflation was hovering around 10 per-
cent (www.emerging-markets-online.com,
November 2006).

Persistent inflation left its marked on
the Turkish currency, the Turkish lira.
Before the reform of the Turkish currency
in 2005, Turkey boasted the largest
denominated banknote in the world, a
20 million Turkish lira banknote (Interna-
tional Financial Law Review, 2005). The
large number of zeros in figures recorded
in financial statements caused technical
and operational problems, particularly for
banks and the treasury. The Law on the
Currency Unit of the Republic of Turkey,
No: 5308 became effective on January 1,
2005. This law created a new currency
equal to the old currency minus six zeros.
One unit of the New Turkish lira equaled
1 million units of the old currency unit.
Both the New Turkish lira and the Turkish
lira circulated concurrently for one year.
As of January 1, 2006, the New Turkish
lira became the Turkish lira. All bank
accounts were converted from Turkish
lira to New Turkish lira.
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TZARIST RUSSIA’S PAPER
MONEY

Of the European countries, only Sweden
beat Russia to the punch on the issuance
of government-sanctioned paper money
inconvertible into precious metal. Per-
haps it is no accident that Russia first
saw paper money under Catherine the
Great (1762–1795), whose wars broke
the power of Turkey and made Russia a
player among the powers of Europe. The
first issue of paper money, called
“roubles-assignats” appeared in 1768 to
help finance the first Turkish war. Russia
termed its paper money “assignats”
before the French issued their own, more
famous assignats during the French Rev-
olution, which fueled one of the great
hyperinflation episodes in history.

The government created two note-
issuing Assignation Banks to issue the
notes. The supply of assignats swelled as
Catherine fought a second Turkish war
and wars with Sweden, Poland, and Per-
sia. For the first two decades, the bourse
exchange rate between assignat rubles
and silver rubles traded close to par.
Toward the end of the 18th century, the
assignat rubles were trading at a 30 per-
cent discount, and fluctuated around that
level until the Napoleonic struggles
increased the government’s dependence
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on paper money. By 1811, a silver ruble
equaled 3.94 assignat rubles. The victory
over Napoleon brought some improve-
ment in confidence, but the trading range
remained between 3 and 4 assignat
rubles per silver ruble for the following
three decades.

Between 1839 and 1843, Russia,
under Nicholas I, reformed its currency
and issued new silver notes convertible
into silver at a fixed rate. The assignat
rubles were traded for the new silver
notes at a rate of 3.5 to 1.

During the Crimean war (1854), the
supply of paper rubles doubled and
Russia suspended convertibility of its sil-
ver notes. The value of the ruble
remained uncertain and fluctuated until
the period 1868 through 1875, when the
government succeeded in propping up

the ruble. Again, a war disrupted best-
laid monetary plans during the Turkish
war of 1877 and 1878.

Until the adoption of the gold stan-
dard (1897–1899), the ruble traded at a
modest 30 percent discount, but fluctu-
ated sharply in foreign exchange mar-
kets, scaring away potential foreign
investment. Russia adopted the gold
standard to attract foreign investors and
bring in badly needed foreign capital.

See also: Inconvertible Paper Standard, Swe-
den’s First Paper Standard
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See: Coinage Act of 1792, Coinage Act of
1834, Coinage Act of 1853

UNIVERSAL BANKS

In addition to the traditional commercial
banking activities of holding deposits
and extending loans, universal banks
offer a full range of financial services,
including underwriting, issuing new
offerings of stocks and bonds, and bro-
kering stocks and bonds. Some universal
banks provide insurance. Banks that
only engage in underwriting new securi-
ties, floating new offers of securities, and
brokering securities are called “invest-
ment banks.” Universal banks combine
deposit banking of traditional commer-
cial banking with investment banking.

In the 1800s, banks in continental
Europe and Germany in particular devel-
oped along the lines of universal banks,
whereas in Britain deposit banking and
investment banking tended to remain
separate. In the United States, financier

moguls such as J. P. Morgan introduced
universal banking in the United States in
the last decades leading up to World War
I. Congress cut short the development of
universal banking in the United States
with the enactment of the Glass–Steagall
Banking Act of 1933. Aimed at restoring
public confidence in banks, this act pro-
hibited commercial banks from investing
in the stock market or providing invest-
ment bank services. In the German
model of the 19th century, universal
banks purchased corporate stock for cus-
tomers. In exchange, customers yielded
to banks proxies entitling banks to vote
the customers’ shares in shareholder
votes. The banks also purchased corpo-
rate stock on their own accounts. The
control of a large piece of shareholder
power ensured that the banks held posi-
tions on corporate boards of directors.
The universal banks were also lenders to
corporations. By holding seats on boards
of directors, the banks had a voice in the
management of companies that owed
them money. In addition, they had an
incentive to watch out for mismanage-
ment at the expense of stockholders and



creditors. It was an arrangement that put
a large amount of power in the hands of
banks.

In the post–World War II era, univer-
sal banks enjoyed the greatest legal
acceptance and experienced the fullest
development in Germany. German uni-
versal banks hold large equity positions
in corporations, have representatives on
their boards, and exercise proxy votes
for customer shareholders. Japan and
Switzerland also followed the universal
banking model. The economic success
of these countries, and particularly the
rapid economic growth in Germany and
Japan, began to restore confidence in
universal banking. Banks in these coun-
tries help to minimize conflicts between
debt and equity holders and keep corpo-
rate management under tighter rein. By
ensuring access to long-term financing,
universal banks shield corporate man-
agers from short pressures from fluctua-
tions in stock market prices.

Particularly in Germany, critics raised
the issue of universal banks dominating
the German stock market. It is said that
rather than earning high dividends,
banks were more interested in making
loans to corporations on whose boards
they had representation. In the 1990s,
Germany experienced several corporate
failures. In 1998, the German govern-
ment enacted the Control and Trans-
parency in Corporate Field Act. This act
prohibits a bank holding more than
5 percent of a company’s shares from
controlling the proxy voting rights for its
bank customers who also own shares in
the company.

In the 1990s, momentum began to
build to approve universal banking in the
United States. Critics worried that uni-
versal banks would choose riskier invest-
ments because under a system of FDIC

insurance the cost of funds to a bank
does not vary with the riskiness of its
investments.

In 1999, the U.S. Congress lifted the
ban on universal banking with the pas-
sage of the Financial Services Modern-
ization Act of 1999. Replacing the
Glass–Steagall Act of 1933, this act
allowed the integration of banking,
insurance, and stock-trading. By 2007,
the United States boasted three large
universal banks, Citigroup Inc., JPMor-
gan Chase & Co., and Bank of America
Corp (Wall Street Journal, September
6, 2007). As the subprime financial crisis
of 2008 unfolded in the United States,
some observers felt the financial woes
stemmed directly from dismantling the
wall between deposit banking and
investment banking. They were referring
to the repeal of the Glass–Steagall Act.
At first, the universal banks seemed to
fare better than the investment banks.
The financial crisis could be interpreted
as a symptom of the shake-out and con-
solidation that analysts expected from
the enactment of the Financial Services
Modernization Act of 1999. As the finan-
cial crisis widened, however, the stock
values of Citigroup, JPMorgan Chase,
and Bank of America crashed, and the
future of the institutions was very much
in doubt. All three of the banks received
large infusions of preferred stock invest-
ments from the United States Treasury.

See also: Glass–Steagall Banking Act of 1933,
Troubled Asset Relief Program
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U.S. FINANCIAL CRISIS 
OF 2008–2009

The U.S. financial crisis of 2008–2009
owed its origins to a failure of institu-
tions to adjust to rapid innovation in the
home mortgage industry. The size and
importance of the United States in the
global economic and financial system
left little doubt that the outcome would
take on global dimensions.

The roots of the U.S. financial crisis
go back to the aftermath of the 1990s
economic prosperity. The 1990s saw
the longest economic expansion
recorded in U.S. history. The long
expansion received its thrust from an
investment boom in information tech-
nology industries. Easy credit fed the
investment boom for a time. When the
United States started tightening credit,
a high-tech stock bubble burst, the
investment boom ended, and the United
States entered into recession. In a bid
to resuscitate the United States econ-
omy, the government again turned to
easy credit and bargain basement inter-
est rates.

Low interest rates and easy credit
between 2002 and 2005 sparked a boom
in housing, creating a housing bubble
comparable to the high-tech stock bub-
ble of the 1990s. A housing bubble

posed special risk to the financial sys-
tem because houses are one asset that
can be purchased with small down pay-
ments. Compared to purchasers of cor-
porate stock, purchasers of houses can
put in a much smaller share of their own
money.

Dodd and Mills (June 2008) lay out
every step in the development of the cri-
sis. A long upswing in house prices had
put creditors at ease about the risk of
home mortgages. A house seemed to be
bullet-proof collateral. Lenders began
granting riskier loans and being less
thorough in verifying the income, jobs,
and assets of borrowers. Some mort-
gage originators went so far as to offer
interest-only loans and negative amorti-
zation payment options. Negative amor-
tization meant the borrower’s monthly
payment was not even covering all the
interest charges, much less paying
down the principal. Lenders felt that
escalation in house prices assured that a
house could always be refinanced for
larger amounts, or sold to pay off a
mortgage. Rising house prices should
translate into falling loan-to-value
ratios for creditors.

Another weak link in the stability of
the financial situation was in the process
of packaging home mortgages into finan-
cial securities. Investors buying these
mortgage-backed securities had to rely
on the same credit rating agencies that
rated bonds. Well-established and rep-
utable rating agencies such as Standard
and Poor’s and Moody’s had performed
well in rating bonds but had little knowl-
edge or experience in mortgage-backed
securities. Since mortgage-backed
securities were new, no historical data
existed to estimate past performance and
risk. These agencies awarded top ratings
of AAA to over 90 percent of the
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mortgage-backed securities based on
subprime loans (Dodd and Mills, June
2008).

Investors purchased mortgage-backed
securities with borrowed funds and
counted on being able to trade out of
these investments in a hurry to cut
losses. Mortgage-backed securities,
however, were sold in an over-the-
counter market, and no dealers commit-
ted themselves to making a market for
them. As the poor quality of the mort-
gages became evident, no dealers came
forward willing to maintain an inventory
of these securities. The market for
mortgage-backed securities became a
market where everybody wanted to sell
and nobody wanted to buy.

The magnitude of investor losses
from mortgage-backed securities
would have been easily manageable if
the problem had not had wider impli-
cations. Mortgage delinquencies and
home foreclosures began to mount in
2006 and 2007 amid an otherwise
expanding economy. It became clear
that many homeowners could only
make their mortgage payments if home
prices continued to escalate, allowing
them to refinance their homes before
the teaser interest rates on their exist-
ing home mortgages expired. It was
equally obvious that many loan appli-
cations had inflated measures of bor-
rowers’ income and house appraisal
values. Falling home prices triggered a
wave of foreclosures. Upward interest
rate adjustments on adjustable-rate
mortgages worsened an already bad
situation.

A related casualty of the mortgage-
backed securities market debacle was
investor confidence in the credit ratings
agencies such as Standard and Poor’s
and Moody’s. These agencies were

forced to downgrade the credit ratings of
mortgage-backed securities at a much
faster pace than had ever been seen for
corporate bonds.

The month of July 2007 saw a signifi-
cant round of ratings downgrades for
mortgage-backed securities. Wall Street
hedge funds began trying to liquidate
large positions in these securities. In
August 2007, the French bank BNP
Paribas suspended withdrawals from
some money market funds that were
heavily invested in U.S. mortgage-backed
securities. The bank claimed it had no
way of putting a value on these assets.
Expecting a wave of customer cash with-
drawals, other money market fund man-
agers shifted these portfolios from
medium- and long-term bank deposits
and commercial paper to overnight
deposits. The strong demand for liquidity
drained the supply of funds for short-term
commercial credit instruments. The mar-
ket for what was called “asset-backed
commercial paper” collapsed.

The collapse of the asset-backed com-
mercial paper market brought to the sur-
face the role of the structured investment
vehicles that a number of banks spon-
sored as off-balance sheet entities. Banks
sponsored these off-balance sheet enti-
ties to skirt banking regulations. They
amounted to a hidden banking system.
These structured investment vehicles
raised funds by selling asset-backed
commercial paper and invested the funds
in longer-term assets that paid higher
interest rates. Part of the arrangement
was that the sponsoring banks were obli-
gated to provide credit to the structured
investment vehicle when necessary.
When the market for asset-backed com-
mercial paper collapsed, sponsoring
banks had to meet unwanted and incon-
venient loan commitments.
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Banks, unable to raise funds by sell-
ing loans and fearful of depositor with-
drawals, set to hoarding liquidity. They
were caught in a squeeze between keep-
ing loans on their books that they had
planned on selling, and honoring loan
commitments to hedge funds and corpo-
rate entities, commitments that they
wished they had not made.

In March 2008, the Wall Street firm of
Bear Stearns saw a run on its deposits
that would have ended in bankruptcy if
the Federal Reserve had not assisted in its
acquisition by JPMorgan Chase. In Sep-
tember, the United States government
announced a takeover of Fannie Mae and
Freddie Mac, two government-sponsored
enterprises concerned exclusively with
the home mortgage market. Later in
September, the Wall Street firm Lehman
Brothers failed. The United States Trea-
sury refused to bail out Lehman Brothers

but did encourage other firms to acquire
it. When no buyers appeared, Lehman
Brothers went into liquidation.

Another important industry found
itself drawn in to the mortgage-backed
security debacle. Bond insurers usually
provided investors with default insur-
ance against municipal and infrastruc-
ture bonds. The firms had begun selling
default insurance for the mortgage-
backed securities. Rising mortgage
delinquencies and foreclosures ham-
mered the stocks and credit ratings of
bond-insuring companies and left in
doubt the ability of these companies to
honor default insurance claims in the
municipal bond market and the student
loan market, making these investments
much less attractive.

The outcome of these developments
was a banking system less willing and
able to make loans and demanding
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tighter criteria of credit worthiness. A
seizing of credit markets hobbled private
initiative among producers and con-
sumers. The forces of recession gathered
strength as firms across industries
reported falling earnings. October 2008,
stock markets around the world entered a
steep slide. The world braced for a
global recession. Economic policy mak-
ers assumed that the economic situation
in the United States was developing
along the lines of a liquidity trap. The
Federal Reserve System, the central
bank of the United States, pushed its pol-
icy interest rate to near zero and allowed
banks to use a wider range of assets to
borrow funds. The U.S. government met
the crisis with plans for massive increases
in deficit spending. In a liquidity trap,
massive government spending is needed
to offset the combined effects of strong
liquidity preference and pessimistic
expectations.

See also: Liquidity Trap
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USURY LAWS

Usury laws either prohibit payment of
interest on loans or set a maximum inter-
est rate that lenders can charge. Histori-
cally, the medieval Catholic Church
disapproved of charging interest on
loans. As late as 1950, Pope Pius XII felt
it necessary to reassure people that
bankers earn their livelihood honestly. In
the late medieval period, the Church
began to relent, allowing certain forms
of credit involving the payment of up to
5 percent interest.

In the early history of France, the
French crown often forced subjects to
loan money to the crown at zero percent
interest. Businesses worked around the
Church’s prohibition on interest. In
1311, Philip the Fair (IV), drawing a dis-
tinction between usury and trade loans
made at fairs, set a maximum of 2.5 per-
cent interest for commercial loans
between fairs. (The annualized rate of
this maximum equaled about 15 percent.)
In 1601, Henry IV, for reasons that were
unclear, issued an edict putting a 6.25
percent legal ceiling on interest rates.
The edict was widely disregarded, but
his government probably saw it as a way
of promoting commerce. Under the
regime of Cardinal Richelieu, the crown
issued a royal edict (1634) further reduc-
ing the legal rate of interest to 5 5/9
percent, citing the evil effects of high
interest rates that allow people to live on
interest income instead of engaging in
commerce.

During the time of Colbert, Louis
XIV issued a royal edict (1665) lowering
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the maximum rate of interest to 5 per-
cent. The discussion leading up to this
edict was revealing. Feeling pangs of
conscience for sanctioning the payment
of interest, given the attitude of the
Church, Louis XIV before issuing the
edict held an informal meeting with
five of the “most learned doctors” of
Sorbonne to discuss the matter. The dean
of the faculty spoke first and said that
such a weighty matter should be dis-
cussed at a meeting of the whole faculty.
The faculty took up the subject in the
light of scripture, writings of church
fathers, the decisions of various coun-
cils, and decrees of popes. One of the
doctors reported their findings saying
that “no doctor of the Sorbonne could
approve the proposition that one could
take interest on money or set the rate
thereof” (Cole, 1964).

In 1766, a law attempted to lower the
interest rates in France from 5 percent to
4 percent, but it was not obeyed, leaving
interest rates in the 5-percent range until
the French Revolution, when interest
rate ceilings were abolished.

Even in England, the most commer-
cialized of the European states, charging
interest was a shady activity. Writing in
the early 1600s, the famous English
philosopher and statesman, Francis
Bacon, cited arguments of his day
against usury, which he defined as “inter-
est, not necessarily excessive.” It was
said that “the usurer is the greatest Sab-
bath-breaker, because his plough goeth
every Sunday . . . that the usurer breaketh
the first law that was made for mankind
after the fall which was . . . in the sweat
of thy face shalt thou eat bread—not in
the sweat of another’s face” (Bacon,
1969).

Under the reign of Elizabeth I, the
English government enacted a usury

law condemning but allowing a maxi-
mum of 10 percent interest to be paid.
The wording of this law reflected the
gradual change in the meaning of the
word “usury.” Now the term “usury”
referred to excessive interest. The legal
interest rate ceiling in England
remained at 10 percent from 1571 to
1624. From 1624 to 1651, the interest
rate ceiling stood at 8 percent, and the
period from 1651 to 1714 saw interest
rates fall to 6 percent. An amendment to
the usury law in 1715 reduced the ceil-
ing to 5 percent, where it remained until
the end of the 18th century. Parliament
abolished the usury law in 1854. Interest
rate ceilings did not apply to loans to
the government.

In the United States, individual states
kept usury laws on the books into the
1970s. High inflation rates in the 1970s
lifted interest rates well above state
usury ceilings, and states repealed usury
ceilings to prevent a disappearance of
credit financing. Toward the end of the
1980s, interest rates began a long down-
ward swing that continued into the new
century, easing concern about usurious
interest rates. During the financial crisis
of 2008, governments pushed interest
rates to record low levels. Concern was
expressed about what would happen if
interest rates reached a natural floor
close to zero and government lost its
ability to push them lower. A govern-
ment unable to lower interest rates
would find it more difficult to revive a
sluggish economy.

The view has survived into the modern
era that low interest rates contribute to
economic prosperity. The proper method
of securing low interest rates, however, is
to provide for an ample supply of credit
rather than putting a legal lid on interest
rates. The ample supply of credit must
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come from savings rather than printing
up new money, which can cause inflation.

See also: Interest Rate, Medici Bank
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V

VALES (SPAIN)

Vales were Spanish paper money notes
issued in the late 18th century and the
Napoleonic era, the first paper money
issued in Spain. During the last half of
the 18th century, the gold and silver
mines of Spanish America supplied the
lion’s share of the world’s precious met-
als, and mints in Spain and the Indies
struck most of the coins. Vast gold and
silver resources were of little avail when
war interrupted the flow of trade with the
New World, compelling Spain to turn to
the issuance of paper money.

War between Great Britain and Spain,
the major colonial powers in the New
World, broke out in 1779. Charles III,
king of Spain, refused, perhaps out of
fear, to raise taxes to fight the war. Also
a history of defaults and bankruptcies
damaged the ability of the Spanish gov-
ernment to float bond issues. A royal
decree of September 20, 1780, author-
ized the issuance of 16,500 vales, each
with a face value of 600 vellon pesos and
bearing 4 percent interest. A syndicate of

Dutch, French, and Spanish merchants
had offered to extend funds to the
Spanish government in return for interest-
bearing notes that passed as legal-tender
money.

Once a year, the vales were returned
to the treasury for payment of interest,
inspection for counterfeited issues, and
renewal for another year. A holder of a
vale endorsed it before passing it on in
exchange, and the holder of a counter-
feited vale was entitled to reimbursement
from the last endorser.

The vales were legal tender for pay-
ment of taxes and other obligations to the
crown, promissory notes and other pri-
vate debts, and bills of exchange. Credi-
tors had to accept vales even when specie
had been stipulated in the contract’s
terms. Anyone refusing to accept vales as
the equivalent of specie faced exile from
Spain and exclusion from business deal-
ings with Spain abroad. Vales had legal-
tender status only for transactions equal
to or exceeding 600 pesos, and recipients
of salaries, wages, and pensions could
refuse to accept them.



Other issues of vales followed on sim-
ilar terms. The first issue drew a 
10 percent commission to the syndicate
supplying the funds, and subsequent
issues drew a 6 percent commission.

The strains of the four-year war with
Great Britain led to a modest overindul-
gence in paper money, and at times vales
circulated at 15 to 20 percent discounts
relative to specie. At the war’s end, bul-
lion and specie again flowed into Spain
from the New World, and vales circu-
lated at par again. The retirement of a
portion of the vale issues further boosted
their value. In 1781, the Bank of Spain
was chartered partly as a means for the
orderly retirement of paper-money
issues, an unusual mission for the type of
bank usually known for issuing paper
money.

In 1793, war erupted with Revolution-
ary France, and the Spanish government
again balked at raising taxes. At the
opening of the war, vales were circulat-
ing at par and suffered little depreciation
despite the 300 percent increase in the
supply of vales over the course of the 
28-month war.

When Spain went to war with Great
Britain again in 1796 the strains of
wartime finance reached the breaking
point. After resisting the issuance of
additional vales for the first three years
of war, the Spanish increased the supply
of circulating vales by 50 percent in
1799. The inflation cooker now boiled
over, and vales began to depreciate
relative to specie. When a government
office began to redeem small amounts of
vales in hardship cases, a riot ensued
after people formed a long line, and
some bought places in line. By 1801,
vales had depreciated by 75 percent.

Monetary chaos continued in Spain as
the Napoleonic struggle spread to Spain,

first with occupation by Napoleon and
then by the Duke of Wellington. By the
war’s end, the value of the vales had
fallen to 4 percent of their par value.
After the war, the government stopped
printing vales and the inflation ceased.

See also: Bank Restriction Act of 1797, Incon-
vertible Paper Standard
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VALUE OF MONEY

The value of money has to do with the
purchasing power of a unit of money.
One approach to the measurement of
money value is to look at its precious
metal equivalent. Under a gold standard,
a dollar should be worth approximately a
dollar’s worth of gold. Under a gold coin
standard, the value of a dollar could drop
below a dollar if the government reduces
the gold content of its coinage relative to
its face value. Under such circumstances
it might be appropriate to say that a dol-
lar is worth only 75 cents or 50 cents,
based on the value of its precious metal
content.

Despite the widely hailed virtues of
precious metal backing for money, the
amount of precious metal a unit of
money can buy is not the essential factor
to individual consumers, who have to
think of the cost of things they must buy
to maintain themselves and their fami-
lies. Furthermore, under an inconvert-
ible paper standard such as that of the
United States, where even the metallic
coinage is token money, the value of
money is divorced from any precious
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metal connection. The true measure of
money value is in terms of its purchas-
ing power.

The value of money can only be
measured relative to its value at a point
in time. Assume that $1 is equal to $1 in
1987. If prices double from inflation in
the following decade, and in 1997 it
takes $2 to buy what $1 would have
bought in 1987, then it would be appro-
priate to say that today’s dollar is worth
only 50 cents.

In practice, government statisticians
and economists calculate price indices,
such as the wholesale price index, the
consumer price index, or the gross
domestic product (GDP) deflator, which
show the ratio of a weighted average of
prices in a given year over a weighted
average of prices in some arbitrarily
selected base year. If the base year is
1987, then the price index is set to 100
for that year. If prices go up 10 percent
over the following year, then the price
index for 1988 will be 110, indicating
that it takes $1.10 to purchase what $1
would have bought the year before.

In 1998, the United States GDP defla-
tor (base year = 1987) stood at 137.33.
The value of a dollar can be calculated by
dividing 137.33 into 100 (100/137.33),
which equals 0.73, indicating that a 
dollar was worth only 73 cents in 1998.
Keeping the base year at 1987, the GDP
deflator for 1970 equals 34.5. The value
of the 1970 dollar equals 100/34.5, or
$2.90, meaning a dollar in 1970 was
worth $2.90 cents relative to a 1987 dol-
lar. In this context it would be appropri-
ate to say that a dollar in 1970 was worth
$2.90.

For a currency to be useful as a store
of value and standard of deferred pay-
ment, it must maintain its purchasing
power. A general rise in prices,

commonly known as inflation, can be
interpreted as a decrease in the value of a
unit of money.

See also: Inflation and Deflation, Monetary
Theory
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VARIABLE COMMODITY
STANDARD

Under a variable commodity standard, a
currency is officially redeemable in a
certain amount of a commodity, such as
gold, but the authorities may vary the
redemption rate, depending on other
economic conditions. If the commodity
is gold, the monetary authorities would
vary the amount of gold the central bank
stood ready to buy and sell for a unit of
currency (e.g., a dollar) to maintain the
value of the currency.

One of the legacies of the inflation-
ridden 1970s and early 1980s was a
renewed search for an inflation-proof
currency. Issues surrounding the forma-
tion of the European Monetary Union
and the planned development of a single
European currency focused additional
attention on schemes of monetary
reform. In the late 1980s, numerous pro-
posals for monetary reform surfaced that
incorporated the concept of a variable
commodity standard. The common
theme in these proposals was the idea of
a currency whose value is tied to a
weighted basket of goods. The emphasis
was on a currency not convertible into a
fixed weight of gold, or other
commodity, but convertible, at least
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indirectly, into a weighted basket of
goods.

Irving Fisher made one of the first
proposals for a variable commodity stan-
dard in 1926. He called it the “compen-
sated dollar” and it required periodic
adjustments to the rate at which dollars
were redeemable into gold. The magni-
tude of the adjustments was based on the
deviations of the current dollar value of a
basket of goods from the value of the
same basket of goods at a point in time.
The purpose of Fisher’s proposal was to
stabilize the value of the dollar in terms
of a basket of goods, rather than a single
commodity.

More recent proposals abandoned the
idea of periodic adjustments in favor of a
currency indirectly convertible into a
weighted basket of goods at all times.
Under these plans, the monetary author-
ities would constantly evaluate the value
of a weighted basket of goods in terms of
a weight of gold or other commodity,
and would stand ready to redeem a unit
of currency in the amount of gold needed
to purchase the weighted basket of
goods.

The weighted basket of goods in these
schemes would be identical with the
weighted basket of goods in a price
index, such as the wholesale price index
(WPI). The weighted basket of goods
might be viewed as a unit of a composite
good composed of all the goods in the
WPI, and combined in the same propor-
tions as in the WPI. The variable com-
modity standard then is seen for what it
is: A commodity standard that replaces
gold or a single commodity with a com-
posite of goods. If the value of a unit of
currency (e.g., dollar) remained constant
relative to its ability to purchase a unit of
a such a composite good, then by defini-
tion the inflation rate would be zero.

The mechanics of these schemes have
not been worked out satisfactorily, at
least for operation over an extended
period of time. Recent discussions of
variable commodity standards, however,
may indicate that the inconvertible paper
standard may not represent the pinnacle
stage of evolution in monetary standards
and that in the eyes of some theoretical
researchers there is room for improve-
ment.

See also: Commodity Monetary Standard, Gold
Standard, Symmetallism
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VEHICLE CURRENCY

A vehicle currency is a currency that
individuals and businesses favor for
international transactions. Individuals
and businesses from a particular country
do not always favor their home currency
for international transactions. A business
in Japan might issue bonds denominated
in U.S. dollars, and a French investor
might purchase one of the bonds. The
transaction takes place in U.S. dollars
even though no one from the United
States is involved in the transaction.
Bonds, short-term financial instruments,
and bank accounts can be denominated
in any number of currencies. A vehicle
currency is the closest thing to an inter-
national currency.
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The U.S. dollar emerged from World
War II as the leading vehicle currency.
Depression, wartime finance, and
declining shares of world trade had
undermined the leading European
currencies. Before the U.S. dollar rose to
prominence, the British pound acted as
the preeminent currency in international
trade.

The depreciation of the U.S. dollar
and the introduction of the euro have led
some observes to doubt the future of the
dollar as the dominate vehicle currency.
In April 2008, Iran announced that it was
stopping the practice of selling oil in
U.S. dollars, citing the depreciation of
the dollar. The Organization of Petro-
leum Exporting Countries (OPEC) has
always priced oil in U.S. dollars, but Iran
has been lobbying within OPEC to sub-
stitute a basket of currencies for the U.S.
dollar. Members of OPEC friendlier to
the United States have so far resisted the
change.

Criteria that define a currency as a
vehicle currency included statistics such
as the share of exports and imports
invoiced in the currency, and the share of
international bonds denominated in the
currency. On the eve of the introduction
of the euro, 43.6 percent of international
bonds were denominated in U.S. dollars,
and 13.6 percent were denominated in
Japanese yen (Bank for International
Settlements, 1998).

The U.S. dollar remains the dominate
vehicle currency, but there is evidence that
it has yielded ground to the euro, accord-
ing to Working Paper no. 665 of the Euro-
pean Central Bank. According to this
study, between 2000 and 2003, the share
of Japan’s exports invoiced in euro
increased from 7.6 percent to 9.6 percent.
Over the same period, the share of Japan’s
exports invoiced in U.S. dollars slipped

from 52.4 percent to 48.0 percent. The
importance of the U.S. dollar shows up in
data for the emerging markets. Between
2000 and 2004, the share of Indonesia’s
exports invoiced in dollars increased from
92.7 percent to 93.6 percent. Between
2000 and 2004, Israel’s share of exports
invoiced in euro declined from 24.6 per-
cent to 23.9 percent, whereas the same
numbers for the U.S. dollar grew from
62.6 percent to 64.7 percent. In 2003, 33.6
percent of France’s exports and 
24.1 percent of Germany’s exports were
denominated in dollars.

Certain factors account for the emer-
gence of a dominant vehicle currency.
Firms selling goods in a global market
may not want the price of their prod-
ucts fluctuating relative to the prices
charged by competitors. Therefore,
they invoice their sales in the same cur-
rency used by their competitors. This
tendency is strongest among competi-
tors producing goods that are virtually
identical, such as steel or copper. This
tendency is not as strong among firms
producing products that do not have
close substitutes.

In addition, firms and investors look
for currencies that do not sharply
fluctuate in value. Sellers do not want the
prices of products fluctuating because
prices are invoiced in a currency that
exhibits wild fluctuations. Similarly,
investors do not want foreign investment
fluctuating in value because the
investments are denominated in foreign
currencies that are unstable. The U.S.
dollar grew to prominence as a vehicle
currency when the United States was on
the gold standard, and the U.S. dollar
remained equal to a gold equivalent.
Inertia also appears to be a factor in
helping a currency hold on to its position
as a vehicle currency.
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See also: Dollar
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VELLON

Originally, vellon was a mixture of copper
and silver that became widely used for
subsidiary coinage in Spain in the 16th,
17th, and 18th centuries. Over its history,
vellon took several forms. Calderilla, an
early type of vellon, contained a variable
but modest amount of silver, and was
coined mainly in the 16th century. Another
type of vellon, rich vellon, was coined
mainly in the 17th century and contained a
token 6.95 percent silver. A pure copper
vellon containing no silver or metal alloys
also appeared in the 17th century.

Vellon was coined into units of
maravedis, ranging from 0.5 maravedi to
12 maravedis. The maravedi was a large
Moorish coin that emerged as the
smallest unit of account in the Castile
monetary system.

Vellon coinage circulated before the
era of paper money in Spain. Just as
paper money bears a face value far in
excess of the value of the paper, vellon
coins bore face values far in excess of
the value of their metal content. 17th-
century Spain saw one of the last great
episodes of inflation before the develop-
ment of paper money vastly multiplied
the inflationary potential of modern

monetary systems. As Spain debased
vellon coinage to pure copper, vellon
coins drove out silver and gold coins
according to the merciless logic ordained
by Gresham’s law. The government
called in vellon coins and restamped
them at higher values, and in time vellon
was carried in bags to transact business.

In 1654, the government complained
that owners of calderilla had not surren-
dered them as requested and ordered that
within a month all calderilla should be
used to pay government obligations or
returned to the mint for restamping.
Nobles who failed to comply within the
specified time faced six years’
imprisonment, and commoners faced a
comparable sentence to the galleys.

Like modern paper money, counter-
feiters saw vellon coinage as an oppor-
tunity to profit from differences in
intrinsic values, based on metal content,
and extrinsic values, reflected in face
values. On October 29, 1660, the
government enacted a statue setting
forth that: (1) counterfeiting, and efforts
to import vellon counterfeited abroad,
were capital offenses; (2) importing,
receiving, or assisting the importation of
counterfeit coins would lead to confisca-
tion of importing vessels, forfeiture of
goods, and burning at the stake; and (3)
a mere failure to denounce smuggling
and counterfeiting merited a sentence to
the galleys and confiscation of goods.

Early in the 18th century, Spain’s
government limited the legal-tender sta-
tus of vellon to transactions under 300
reales, and placed the practice of selling
gold and silver at a premium in a cate-
gory with “theft, highway robbery, and
counterfeiting,” with penalties commen-
surate with the crime. Meanwhile,
economic growth had caught up with
monetary policy, stabilizing the value of
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vellon coinage, and monetary order was
for a time restored in Spain.

See also: Copper, Spanish Inflation of the 17th
century
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VELOCITY OF MONEY

The velocity of money is the average
number of times per year that a unit of
currency (e.g., U.S. dollar, Japanese yen,
German mark) is spent on goods and
services. From a theoretical perspective,
a percentage change in the velocity of
money can have the same impact on
prices or other economic variables as an
equivalent percentage change in the
money supply.

Sir William Petty (1623–1687) may
have been the first writer on economics
to describe the velocity of money.
He advanced the plausible view that the
velocity of money was determined by
the frequency of people’s pay periods.
The famous philosopher John Locke
(1632–1704) wrote on monetary eco-
nomics and referred to the ratio of a coun-
try’s money stock to its trade, a concept
bearing a marked resemblance to velocity.
By the mid-20th century, the concept of
velocity was a cornerstone of monetary
economics, which is the study of the rela-
tionship between the money supply and
prices, interest rates, and output.

A measure of velocity can be
calculated by dividing a measure of a

nation’s output (i.e., gross domestic
product, or GDP) by a measure of the
money supply. Between 1945 and
1981, one measure of velocity varied
between two and seven. The stability of
velocity, its tendency to fluctuate in a
narrow range, remains one of the
important theoretical questions in mon-
etary economics.

Under conditions of hyperinflation,
money loses its value quickly and people
try to spend it faster. During the classic
case of the German hyperinflation after
World War I, workers were paid at half-
day intervals and took off work to spend
their wages before they lost their value.
These are the conditions that set velocity
soaring, further feeding the inflationary
momentum that begins with excess
money supplies.

A depression economy, particularly
when coupled with falling prices, may
lead households and businesses to
hoard money because they are afraid
that stocks and bonds are unsafe
investments and perhaps because they
hope to capture the benefits of falling
prices. These conditions produce
declining velocity, having the same
effect as declining money supplies,
sending the economy into a steeper
descent.

Many modern economists argue that
if the government stabilizes the money
supply growth rate at a modest rate, per-
haps 3 to 5 percent annually, velocity
will also stabilize, and the growth path of
the economy will mirror the stability in
the monetary growth rate.

See also: Equation of Exchange, Hyperinflation
in Post–World War I Germany
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VENETIAN DUCAT

During the late Middle Ages the
Venetian ducat became the preferred
international currency, sometimes
referred to as the dollar of its time, a
reference to the dominant role the U.S.
dollar played in post–World War II
international trade. By the 15th century,
the prestige of the gold ducat of Venice
made it the standard for currency
reform in Islamic and Christian nations
of the Mediterranean. The Mamluk
ashraftil, the Ottoman altun, and the
Portuguese and Castilian ducat were
based on the Venetian ducat.

Venice first minted the gold ducat in
1284 at a weight and fineness of 3.5
grams of virtually pure gold (0.997 fine),
a standard of purity and fineness that
would be maintained until the end of the
Venetian Republic in 1797. Gold
coinage had disappeared in Western
Europe after the eighth century, and the
Italian city-states were the first European
governments to renew coinage of gold.

Florence and Genoa first struck gold
coins in 1252, and Venice minted its
ducat at the same weight and fineness as
the Florentine florin, a coin that com-
manded the prestige of an international
currency before it lost credibility when
the Florentine government minted issues
of lighter weight. The florin also suffered
from inferior imitations issued by other
governments. The Venetian ducat clearly
superseded the florin in the 15th century
as the international currency par excel-
lence.

Venice has been regarded as the
birthplace of capitalism, a forerunner of
capitalist cities such as Amsterdam and
modern Hong Kong, economies whose
only resources are good harbors and
social and legal environments that favor
commercial and financial activity. In
Venice, political power and social pres-
tige had passed from the land-owning
aristocracy, which still controlled most
governments, to a class of hereditary
mercantile families who jealously
sought to preserve the position of
Venice as an international trading cen-
ter. Although feudal monarchies all too
easily turned to currency devaluations,
debasements, and seigniorage to
finance government expenses, the mer-
cantile oligarchy that ruled Venice
weighed the long-term consequences
and steadfastly maintained the integrity
of its currency, symbolizing Venice’s
commitment to fair dealings. The Vene-
tians lodged complaints against other
governments for issuing inferior imita-
tions of Venetian ducats, and allowed
only Venetian citizens to work at the
mint, discouraging foreign access to
stamp patterns employed to strike the
Venetian coins.

Venice was on a silver standard
when ducats were first struck. At first,
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the value of gold rose as gold was in
greater demand at mints for coinage. In
1326, however, the value of gold
dropped significantly, putting a hard-
ship on debtors using gold ducats to
pay debts defined in silver. The debtors,
including banks needing to pay deposi-
tors and the government needing to pay
bondholders, persuaded the officials to
switch to a gold standard, fixing the
gold price of silver at a rate that pre-
vailed before the value of gold plum-
meted.

During the mid-15th century, the
value of gold rose relative to silver, and
Venice returned to a silver standard. The
name of the gold ducat was changed to
zecchino and the term “ducat” came to
refer to a unit of account, such as dollars
are a unit of account in the United States.
The Venetian mint began producing sil-
ver ducats.

In 1797, Venice lost its independence
as a sovereign state at the hands
of Napoleon, ending the long history of
the Venetian ducat (zecchino) as one of
the most trusted coins in monetary
history.

See also: Florintine Florin, Return to Gold
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VIRGINIA COLONIAL
PAPER CURRENCY

In the last half of the 18th century, the
colonial government of Virginia was the

last of the colonial governments to have
recourse to paper currency. Paper money
was not completely new to Virginia
because tobacco notes, essentially ware-
house receipts for stored tobacco, had
circulated as money since early in the
18th century. Later, however, the
Virginia colonial government issued fiat
paper currency that was declared legal
tender.

The circumstances that pushed
Virginia to the paper currency brink
were hardly rare in the history of paper
money. Robert Carter Nicholas, a
member of the House of Burgesses at
the time and not a friend of paper
money, explained the rationale as
follows:

Money, the acknowledged Sinews
of War was necessary, immedi-
ately necessary; Troops could not
be levied and supported without it;
of Gold and Silver, there Was
indeed some, what Quantity I do
not know, in the Hands of Individ-
uals, but The Publick could not
command it. Did there not result
from hence a Necessity Of our
having Recourse to a Paper
Currency, as the only Resource
from which we Could draw
Relief? (Brock, 1975, 465)

The crisis that led to the issuance of
paper currency was the encroachment of
the French in what is now western
Pennsylvania. After Major General
George Washington returned from an
expedition against the French and
reported to the colonial governor about
the military situation, the Virginia House
of Burgesses in February 1754 author-
ized the treasurer to borrow £10,000 at 6
percent interest. The treasurer reported
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back that there was no money to be had
or borrowed. Metallic coinage, flowing
out to Europe to pay for imports faster
than it flowed in, was hard to come by in
colonial Virginia.

At first, the House of Burgesses
balked at the issuance of paper money,
but in May 1755, the Burgesses author-
ized the issuance of £20,000 of legal-
tender treasury notes for the use of
General Edward Braddock. When
Braddock’s expedition met with disas-
ter shortly thereafter, the Burgesses
authorized another £40,000. Further
issues were made in 1756. The legal-
tender status of these notes drew
protests, at first ineffective, from
British merchants not wanting to accept
depreciated paper money in payment of
debts.

In 1757 the Burgesses seized on the
idea of slashing government expendi-
tures by exchanging interest-bearing
treasury notes for noninterest-bearing
notes. It voted to issue £100,000 in
noninterest-bearing notes to retire the
interest-bearing notes still in circula-
tion. To attract additional support for
the idea of noninterest-bearing notes,
the Burgesses authorized the issuance
of an additional £80,000 in noninterest-
bearing notes to aid in the war effort.
Although not paying interest, these
notes were legal tender and were to be
retired in the payment of taxes.

After 1762, the exchange rate
between Virginia’s paper currency and
the British pound began to rise signifi-
cantly, meaning that more of Virginia’s
paper currency was needed to buy
British currency, usually about 
40 percent more. Thus, £140 of Virginia
paper currency was needed to buy £100
in British pounds. This currency depre-
ciation forced British creditors to

accept cheap paper, which was legal
tender, in payment of debts owed by
Virginia’s colonists. As Virginia’s paper
currency was convertible into ever
fewer British pounds, British merchants
became more impatient with their
losses. Parliament finally passed the
Currency Act of 1764, which banned
paper money as legal tender in private
and public debts. The act applied only
to the colonies south of New England
because the Currency Act of 1751 had
applied similar principles to New Eng-
land. Virginia continued to issue paper
money until the Constitution of the
United States put the authority to issue
money with the federal government.

See also: Currency Act of 1751, Currency Act
of 1764, Virginia Tobacco Act of 1713

References
Brock, Leslie V. 1975 The Currency of the

American Colonies: 1700–1764.
Ernst, Joseph Albert. 1973. Money and Poli-

tics in America, 1755–1775.

VIRGINIA TOBACCO ACT
OF 1713

The Virginia Tobacco Act of 1713
created the most advanced form of a
commodity monetary standard found in
the American colonies. Under the provi-
sions of the act, planters brought their
tobacco to public warehouses, where it
was weighed, graded, and stored. The
planters received paper notes that were
titles of ownership to the tobacco, and
these notes circulated as money. Any
recipient of these tobacco notes had the
option of claiming the tobacco and tak-
ing possession of it.

The American colonies, struggling
with a shortage of precious metal
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specie for transacting business, turned
to several expedients, including allow-
ing certain commodities to be accept-
able in the payment of debts. Several of
the northern and middle colonies had a
whole list of commodities that could be
used in the payment of debts at prices
mandated by the government. The
colony of Virginia, however, relied
almost exclusively on tobacco as a
medium of exchange to compensate for
the shortage of specie. The government
accepted tobacco in the payment of
taxes and government officials and the
Anglican clergy received payment in
tobacco.

Tobacco as a medium of exchange,
however, shared many of the defects of
other commodities used for that pur-
pose. For one thing, the quality of
tobacco varied substantially and debtors
always wanted to pay off debts with the
lowest grade possible. Owners of
tobacco also found ways to pass off
lower grades of tobacco for higher
grades. In 1705, the Virginia House of
Burgesses enacted a law against passing
off hogsheads of tobacco that had
trashy tobacco packed underneath a top
layer of quality tobacco. Another disad-
vantage of tobacco lay in its bulk and
weight, which made it difficult to trans-
port for the purposes of exchanging
ownership.

The Tobacco Act of 1713 called for
the construction of a number of public
warehouses for the storage of tobacco.
Each warehouse employed agents who
weighed and graded the tobacco that a
planter brought in for storage. The
agents then issued to the planter notes or
warehouse receipts vouching for the
grade and quantity of the tobacco. These
tobacco notes allowed the ownership of
the tobacco to change hands without

removing the tobacco. This form of
tobacco money resolved many of the dif-
ficulties with the tobacco standard and
decreased the inconvenience to those
who received tobacco in payment of
debts, effectively increasing the value of
tobacco money.

The act drew strong protest from crit-
ics who were against any sort of cheap-
money or paper-money plan. Because of
vehement opposition, the House of
Burgesses was later forced to pass a law
assessing penalties for burning the newly
built tobacco warehouses. In 1730, the
House of Burgesses enacted additional
legislation that further strengthened the
government’s system for inspecting and
grading tobacco and providing for the
rejection of tobacco that failed to meet
certain quality standards. This act made
Virginian tobacco more attractive in
export markets.

The system of tobacco notes worked
sufficiently well to delay the introduc-
tion of real paper money in Virginia until
1755, making Virginia one of the last
colonies to adopt paper money.
Virginia’s experience with the tobacco
standard demonstrates that gold is not
the only commodity that may serve as a
monetary standard. Any commodity that
is universally in demand and acceptable
in trade can serve as a standard to sup-
port paper money.

See also: Commodity Monetary Standard,
Commodity Money, Rice Currency, Virginia
Colonial Paper Currency
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WAGE AND PRICE
CONTROLS

Wage and price controls freeze wages
and prices at a certain point in time, and
perhaps establish procedures for gradu-
ally adjusting wages and prices.
Episodes of hyperinflation and wars have
most often laid the groundwork for the
enactment of programs of wage and
price controls. Inflation is rising prices,
but also can be defined as a decrease in
the purchasing power of a unit of money.

In 1793, the government of the French
Revolution initiated a system of price con-
trols that became known as the Law of the
Maximum. A decree of September 29,
1793, empowered district administrations
with the authority to set commodity prices
at rates one-third higher than the levels of
1790. The decree granted municipal
authorities the responsibility for setting
wages at 50 percent higher than the 1790
level. In 1794, the Committee on Provi-
sions issued an enormous schedule of the
national Maximum, or price list. Each dis-
trict added transportation costs, 5 percent
profit for the wholesaler and 10 percent

for the retailer, and then published a cata-
logue of prices. Hoarding commodities to
avoid selling at controlled prices was pun-
ishable by death. Despite the govern-
ment’s involvement in the forcible
requisitioning of supplies, the controlled
economy of the revolution broke down. In
December 1794, the government sup-
pressed the Law of the Maximum.

The American colonies experimented
with wage and price controls to cope
with shortages in commodities and
labor. In 1623, the governor of Virginia
issued a proclamation fixing prices and
profit rates. The proclamation issued a
list of prices embracing goods ranging
from Canadian fish to wine vinegar. A
war with Indians apparently created a
shortage of goods that led to the con-
trols. The colonial government lifted the
controls in 1641. In 1630, the Massa-
chusetts Bay Colony enacted a schedule
of wages for skilled workers, coupled
with a limit on the markup for finished
goods. In 1633, a law banning all
“excessive wages and prices” displaced
the scale of wages and limitation on
markups.



The colonists turned again to wage
and price controls to protect themselves
from the wave of hyperinflation that
struck the colonial economy during the
War of Independence. The Continental
Congress did not have the power to
impose wage and price controls and
remained split on the efforts of state
governments to control prices and
wages. The New England colonies
enacted legislation to control prices, but
the southern colonies demurred. Goods
flowed to regions where prices
remained free to rise with market con-
ditions, and state efforts to control
prices failed.

During the U.S. Civil War, inflation
surged in the northern states, and
reached hyperinflation proportions in
the Confederacy. Neither the North nor
the South enacted a system of wage
and price controls during that conflict,
perhaps reflecting the ascendancy of
laissez-faire economics during the 19th
century.

During World War I, virtually all the
belligerent powers resorted to systems of
wage and price controls. By then inven-
tions such as the typewriter had
increased the administrative efficiency of
governments. In the United States,
wholesale prices had risen 60 percent
above their 1914 level when Congress
declared war on Germany. The United
States government made use of as many
as eight government agencies to control
prices. The War Industries Board con-
trolled the prices of many basic raw
materials. The Food Administration set
the prices for many staple foods, such as
wheat and livestock. Inflation slowed
substantially, contributing to a general
feeling that the controls were a success.
The controls were lifted at the end of the
war amid some talk that the controls

should be extended to the peacetime
economy.

In 1936, Germany imposed a compre-
hensive system of wage and price controls
that remained in effect for 12 years. This
system of controls was part of Germany’s
centrally planned economy that was
directed toward military mobilization.
When the Allied occupation governments
kept the controls in place at the end of
World War II, black markets sprang up to
meet the needs for certain supplies.
Germany’s rapid economic growth began
after the controls were lifted in 1948.

During World War II, many countries
established some form of wage and price
controls to contain inflation. The United
States went to a comprehensive system of
wage and price regulation in 1942. The
Office of Price Administration had to
approve of price increases and a National
War Labor Board approved of wage
increases. The main effect of the controls
in the United States lay in the postpone-
ment of inflation until after the war. The
United States briefly turned again to wage
and price controls during the Vietnam War.

The use of wage and price controls to
suppress inflation runs the risk that black
markets will emerge, and that producers
will secretly reduce the quality of prod-
ucts to save money. The reduction in the
quality of products, which forces con-
sumers to buy them more frequently,
defeats the purpose of the controls.

See also: Hyperinflation during the American
Revolution, Hyperinflation during the
French Revolution, Inflation and Deflation
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WAMPUMPEAG

Wampumpeag was a famous currency
used by the American Indians, particu-
larly but not exclusively along the east-
ern seaboard, and became widely
accepted by the English colonists. The
name of the currency, a bit of a mouth-
ful, was usually shortened to
“wampum.” “Peag” meant “beads” in the
language of the Indians, and “wampum”
referred to the white color of the beads.
The most common color was white but
some of the beads were black. Wampum
rose to the status of legal-tender cur-
rency in 1643 when Massachusetts set
the value of the white beads at eight to
the penny and the black at four to the
penny for sums no more than 40
shillings. In 1649, Rhode Island set the
value of black beads at four to the penny,
but reduced the value in 1658 to eight to

the penny regardless of the color of the
beads. White beads, however, were taken
in payment for taxes at six to the penny.
As the white man with improved tools
learned to manufacture wampum at a
faster rate, the supply increased, and in
1662 Rhode Island ended the acceptance
of wampum for payment of taxes.

The shells of clams and other similar
bivalves furnished the raw materials for
the manufacture of wampum. The estu-
arine rivers of the northeast of America
and Canada made fertile breeding
grounds for these clams and bivalves. A
typical piece of wampum was a cylindri-
cal bead about one-half inch in length,
and about one-eighth to one-quarter inch
in diameter. The beads were strung
through a hole drilled lengthwise
through each bead. The ornamental
value of wampum remained an impor-
tant part of its attraction as a medium of
exchange. Wampum strings that traded
as money were usually either 18 inches
or six feet in length. They were usually
counted in cubits and fathoms, but could
be divided into smaller values. The black
wampum usually traded at twice the
value of the white wampum. Both the
English and the Dutch made use of this
currency. In 1644, Peter Stuyvesant,
director general of New Netherland,
negotiated a loan of between 5,000 and
6,000 guilders in wampum, which was
used to pay workers who were building a
fort in New York.

Several factors caused wampum to
gradually lose its value. The stone-age
technology of some of the tribes known
for producing wampum had kept the
supply somewhat in bounds. The
colonists brought with them steel drills
that substantially increased wampum
production, and the colonists themselves
began to manufacture wampum. Also,
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A tribal alliance belt commemorates the
incorporation of the Tuscaroras (who migrated
to New York from South Carolina) into the Iro-
quois Confederacy in 1722. (Library of Con-
gress)



part of the value of wampum hinged on
its usefulness in the purchase of beaver
skins. As these skins declined in value,
wampum lost some of its value as well. In
a matter of a few years, the Indians saw
the value of wampum fall by 50 percent,
which they interpreted as efforts of the
white man to cheat the Indian.

Nevertheless, in New England the
demand for wampum remained strong
into the 18th century. In 1760, J. W.
Campbell built a wampum factory in
New Jersey and boasted that one person
could manufacture 20 feet of wampum
per day. This factory remained in opera-
tion for 100 years. The manufacture of
wampum still contributes to the tourist
industry.

The history of wampum as money
among the American colonists shows
that advanced societies will find a
medium of exchange when more official
supplies of money are in short supply.

See also: Commodity Money

References
Hepburn, A. Barton. 1924/1967. A History of

Currency in the United States.
Martien, Jerry. 1996. Shell Game: A True

Account of Beads and Money in North
America.

Taxay, Don. 1970. Money of the American
Indians, and Other Primitive Currencies
of the Americas.

WENDISH MONETARY
UNION

From the mid-14th century to the mid-
15th century, the Wendish Monetary
Union maintained and guarded a com-
mon monetary standard for cities of
the Hanseatic League. The Wendish
Monetary Union ranks among the first

of the European examples of monetary
union, a distant ancestor to the con-
temporary European Monetary Union.

The Hanseatic League was an associa-
tion of north German towns, mainly mar-
itime towns and inland towns engaged in
foreign trade, that dominated Baltic trade
during the 15th century. The league nego-
tiated trade concessions and monopoly
privileges from foreign countries such as
England, Norway, and Russia, often at
the expense of local merchants. The
league operated self-government trading
compounds, called “kontors,” at trading
centers such as London, and these kon-
tors were shared by the merchants who
were citizens of Hanseatic towns.

The Wendish Monetary Union was
formed in 1379 and officially included
only four cities of the Hanseatic League,
Lubeck, Hamburg, Wismar, and Luneburg.
Other towns adopted the standard unoffi-
cially, making the Union influential over a
broad area, including all of Scandinavia.
The Union regulated the currency of north-
ern Germany until 1569 and its monetary
system was based on a silver standard.

The Union struck a silver coin equiv-
alent to the Lubeck mark, containing 
18 grams of fine silver, and bearing the
coats of arms of the four member towns.
The Union purchased the precious metal
and supervised its coinage, including the
activities of goldsmiths and the mint’s
employees. Compliance with the regula-
tions of the Union was voluntary, and
regular reminders issued by the Union
suggest that it had a difficult time main-
taining cooperation.

The spread of gold coinage in the
14th century was met with a less-than-
hearty reception among the towns of the
Hanseatic League. During the mid-15th
century in Wendish towns the penalty for
buying goods with gold was confiscation
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of the goods. Apparently, the Union
feared the destabilizing effects of fluctu-
ating exchange rates between gold and
silver, perhaps reinforced by the Union’s
own unsuccessful efforts to maintain a
fixed ratio between gold and silver. In
1340, Louis IV, emperor of the Holy
Roman Empire, granted Lubeck the priv-
ilege to mint gold coins, leading to the
introduction of the Lubeck gold florin,
which was comparable to the Florentine
florin in weight and fineness.

Unlike many feudal governments, the
merchants of the Hanseatic League never
sought to profit from currency debase-
ment. Often, governments dominated by
merchant princes or commercial classes
displayed a strong commitment to cur-
rency integrity, perhaps to help attract
commercial activity. Venice, living on an
empire of trade and finance, maintained
the value of the ducat for over 500 years,
and in the 19th century, the United
Kingdom became the staunch defender
of the gold standard against bimetallism,
which would have allowed debtors to
substitute silver for gold in the repayment
of debts.

See also: European Currency Unit, Latin Mon-
etary Union
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WHALE TOOTH MONEY
IN FIJI

The case of whale tooth money on the
island of Fiji shows how a commodity
can become a symbol of wealth in a
collectivist society in which most trade

in goods takes the form of gift
exchanges, omitting the need for a com-
mon standard of value. To the people of
Fiji the polished ivory teeth of the sperm
whale commanded a ceremonial value
and sacredness that put them beyond the
realm of a fixed value compared with
other goods. The idea of pricing a wide
range of goods in terms of whale teeth
would not have occurred to the Fijians.

Captain James Cook first set forth the
customs surrounding whale teeth in his
Journal describing his voyages through
the Fijian and Tongan islands in 1774.
The Fijians called the whale teeth “tam-
bua,” a word that connoted a sacred
sense of propriety, a positive sense of
what was fitting, as well as a negative
sense of what was not fitting. The nega-
tive side is captured in the modern mean-
ing of the word “taboo.”

Whale teeth served as the principle
store of wealth among the Fijians and
were considered precious articles to
receive in gift or barter exchanges. No
one left unhappy who received a whale
tooth in an exchange, making it a de facto
medium of exchange for large purchases.
In the 19th century, a single whale tooth
commanded sufficient value to barter for
a large canoe. It could also purchase a
bride, or serve as blood money in com-
pensation for a murdered person. To a
bride, a whale tooth bore the same sym-
bolic significance as an engagement ring
today. According to some reports the
power of a whale tooth clenched any
accompanying request, whether it was for
a specific gift, an alliance, or a human life.

Whale teeth were constantly oiled and
polished, and even in the later 19th century
were preferred to gold. After Fiji became a
British Crown Colony in 1874, a native Fiji
official of the government asked to be paid
in whale teeth, rather than sterling silver or
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gold sovereigns, citing the added sense of
prestige and authority commanded by the
sacred attributes of whale teeth in the eyes
of the Fijians. The ceremonial significance
of the whale teeth survived into recent
times. The officials of Fiji made a formal
presentation of a whale tooth to the queen
of England and the duke of Edinburgh
when they visited Fiji in 1982.

The native Fijians were not acquisitive
in the modern sense. They traded their
surplus produce for particular things they
wanted, and if they did not have a partic-
ular thing in mind, they let their surplus
produce rot. Gold and silver coins held
no charm for them when they were first
introduced. Fijian whale teeth reveal pos-
sible religious and ceremonial roots to
the evolution of money that precede the
need for a convenient medium of
exchange to finance trade.

See also: Rossel Island Monetary System, Yap
Money
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WILDCAT BANKS (UNITED
STATES)

During the pre–Civil War era, wildcat
banks, although technically legal, abused
the banknote-issuing authority of state
banks by issuing banknotes or paper
money under circumstances that discour-
aged or rendered impossible conversion
into gold and silver specie. The wildcat
banks emerged in a banking system that
allowed each bank to issue its own
banknotes, which legitimate banks stood
ready to redeem into gold and silver
specie. As security for outstanding bank-
notes, state banking laws required banks

to own federal or state government
bonds, and keep them on file at a state
auditor’s office. The First Bank of the
United States and the Second Bank of
the United States had helped maintain an
honest currency by forcing western
banks and country banks to redeem their
banknotes in specie.

In 1833, the demise of the Second
Bank of the United States left the bank-
ing system without an important safe-
guard against the temptation of bankers
to issue banknotes in excess of their
reserves. Banknotes from distant locali-
ties circulated at varying discounts,
depending on the likelihood of redemp-
tion into specie. Newspapers published
lists of good notes and bad notes, and
periodicals appeared that were exclu-
sively devoted to the values of banknotes.

Wildcat banks were usually formed
without buildings, offices, or furniture,
and required minimal amounts of capi-
tal. A group of investors would purchase
bonds, often state bonds selling at a dis-
count, and file the bonds with a state
auditor, who authorized the investors to
start a bank. The investors possessed the
engraved plates and dies that were used
to print the banknotes, and often printed
banknotes equaling two or three times
the amount of the bonds filed with the
state. In practice, the legal requirement
that the state auditor countersign each
bill did not act as a brake on the issuance
of banknotes.

Investors were known to start up wild-
cat banks with only enough money to
buy engraving plates and dies and pay
the cost of printing up the banknotes.
Investors arranged through brokers to
pay for the bonds after they were deliv-
ered to the state auditor’s office. The
investors then brought the freshly printed
banknotes to the auditor’s office, had
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them countersigned, and used them to
pay for the bonds.

Although banknotes were theoretically
convertible into gold and silver specie,
wildcat banks were put in places difficult
to find. In some cases an Indian guide was
necessary to find what was no more than a
shanty located on an Indian reservation.
The accessibility of a wildcat bank deter-
mined the discount at which its banknotes
traded. Brokers dispatched agents to find
remote banks and demand the redemption
of banknotes into specie. Some of the wild-
cat banks stationed lookouts that threat-
ened and intimidated strangers who might
be seeking redemption of banknotes.

In the early days of U.S. capitalism,
the supply of capital necessarily fell
short of what was needed to exploit the
virtually endless supply of natural
resources. The wildcat banks contributed
to mobilizing much-needed capital, but
they cost the banking industry a bit of
credibility with the public. Understand-
ing the history that the banking industry
has had to live down helps explain why it
remains highly regulated.

See also: Free Banking, Second Bank of the
United States
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THE WIZARD OF OZ

The book The Wonderful Wizard of Oz by
L. Frank Baum is one of the most
famous American children’s stories and
the inspiration of a movie classic that is
shown regularly on television in the
United States. What is often lost to view-
ers of the movie is that the book, pub-
lished in 1900, allegorically represented
an important monetary debate in the
United States in the 1890s.

The book was written against the
background of the free silver movement
in the United States. From 1880 until
1896, the United States saw the average
level of prices fall by 23 percent, a strong
downdraft of deflation that worked a
severe hardship on debtors, mostly farm-
ers of the South and West. The bankers
and financiers concentrated in the North-
east benefitted from the deflation. One
proposal for mitigating the hardship of
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deflation was to supplement the money
supply, then tied to the gold standard,
with silver, creating a bimetallic stan-
dard of gold and silver to replace the
gold standard. Under a bimetallic stan-
dard, both silver and gold could be
minted and circulated as money. The
infusion of silver would put an end to
deflation by increasing the amount of
money in circulation.

The political agitation for a bimetallic
standard was called the “free silver
movement.” Its most memorable
spokesman, William Jennings Bryan,
four times a presidential candidate, said
in one of the epochal orations in U.S.
history: “You shall not press down upon
the brow of labor this crown of thorns,
you shall not crucify mankind upon a
cross of gold.” The “cross of gold”
referred to the gold standard.

In The Wonderful Wizard of Oz, the
heroine Dorothy represents traditional
U.S. values—honesty, kindheartedness,
and pluck. The cyclone, representing
the free silver agitation, carries Dorothy
to the land of Oz, as in ounce (oz) of
gold, where the gold standard reigns
unchallenged. When Dorothy’s house
lands on the Wicked Witch of the East,
the Witch dries up, leaving only her sil-
ver shoes, which become Dorothy’s.
The silver shoes (which were changed
to ruby in the movie version) possess a
magical power, representing the magi-
cal advantages of adding silver to the
money supply.

Dorothy cannot find out how to return
to Kansas, but learns that she should fol-
low the yellow brick road that leads to
the Emerald City. The yellow brick road
represents the gold standard and the
Emerald City represents Washington,
D.C. On her journey to the Emerald City,
Dorothy is joined by the Scarecrow,

representing western farmers, the Tin
Woodman, representing the industrial
worker, and the Cowardly Lion, repre-
senting William Jennings Bryan. The
joints of the Tin Woodman had become
rusty because the depression of the
1890s had put the industrial workers out
of work.

The Cowardly Lion goes to sleep in
the poppy field that represents all the
issues, such as anti-imperialism and
antitrust, that threatened to distract
Bryan away from the central issue of the
free silver movement in the 1900 presi-
dential election.

Dorothy’s group reaches the Emerald
City, where everyone looks through
green-colored glasses, as in money-
colored glasses. Everyone in the city,
including Dorothy’s group must wear the
glasses and they are locked on with a
gold buckle, another reference to the
gold standard. In other words, the finan-
cial establishment of the city required
that everything be looked at from the
perspective of money.

Dorothy and her friends reach the
Emerald Palace, representing the White
House, and Dorothy is led to her room
through seven passages and up three
flights of stairs, a reference to the Crime
of ‘73, an act of legislation passed in
1873 that eliminated the coinage of sil-
ver. The next day, the group meets the
Wizard, who was probably Marcus
Alonzo Hanna, the chairman of the
Republican Party and the brains behind
President McKinley’s presidency. The
Wizard sends the group to find and
destroy the Wicked Witch of the West,
which may have been President McKin-
ley himself. Dorothy’s group finds the
Wicked Witch of the West, who, know-
ing the magical power of the silver slip-
pers, snatches one of Dorothy’s slippers
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in a trick. The separation of the silver
slippers, destroying their magical power,
refers to the efforts of the Republican
Party to diffuse the silver issue by calling
for an international conference on the
subject. Dorothy angrily pours a bucket
of water on the Wicked Witch of the
West, destroying her, and getting back
her slipper.

Dorothy, with her friends, returns to
the Emerald City, expecting the Wizard to
tell her how to return to Kansas. The Wiz-
ard turns out to be a fraud and Dorothy
seeks out the Good Witch of the South.
The South is ruled by a good witch
because the South was sympathetic with
the free silver movement. The Good
Witch of the South tells Dorothy that she
can return to Kansas if she clicks her sil-
ver slippers together three times, repre-
senting the magical power of silver to
solve the problems of the western farm-
ers, made possible by the support of the
South.

Despite the agitation for free silver,
the United States remained on the gold
standard. Discoveries of gold in Alaska,
Australia, and South Africa substantially
increased the world supply of gold, end-
ing the era of tight money. From 1896
until 1910, prices rose 35 percent in the
United States, diffusing the social protest
that found its expression in The Wonder-
ful Wizard of Oz.

See also: Bimetallism, Crime of ‘73, Free Silver
Movement, Gold Standard Act of 1900
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WORLD BANK

The World Bank, officially the Interna-
tional Bank for Reconstruction and
Development, is the largest provider of
development assistance to middle-
income and low-income countries,
directly financing projects and coordi-
nating development assistance from
other agencies. It also serves as a clear-
inghouse of ideas for promoting eco-
nomic development, and publishes
statistical data and research on the state
of the world economy.

Aside from negotiating a fixed
exchange rate system for international
trade, the Bretton Woods Conference of
1944 organized the World Bank under
the auspices of the United Nations. The
delegates of the Bretton Woods Confer-
ence had in mind financing the recon-
struction of war-torn Europe and Japan,
and the development needs of the poorer
areas of the world. On June 25, 1946, the
World Bank opened its headquarters in
Washington, D. C.

Member countries, now numbering
more than 180, purchase stock in the
World Bank, which also raises capital by
selling bonds in private capital markets.
Member governments guarantee the
bonds, reducing the interest rate that
investors demand and lowering the cost
of capital to the bank. The United States
is the largest shareholder, and the presi-
dent of the World Bank has always been
from the United States.

The first quarter century of the bank’s
existence saw an emphasis on financing
basic economic infrastructure needed to
support industry. Between fiscal years
1961 and 1965, electric power and trans-
portation projects accounted for 
76.8 percent of the bank’s lending. The
bank continued to extend substantial loans
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to developed countries until 1967. After
Robert McNamara assumed the presi-
dency in 1968, the bank began to channel
more resources into projects that directly
relieve poverty, increasing bank lending on
agriculture and rural development projects
from 18.1 percent in fiscal year 1968, to 31
percent in fiscal year 1981.

In 1960, the International Develop-
ment Association (IDA) came into being
as a division of the bank that makes soft
loans and interest-free loans to the poor-
est countries. These countries do not
qualify for loans from the World Bank,
whose lending philosophy is more con-
servative. Also affiliated with the World
Bank is the International Financial Cor-
poration (IFC), created in 1956 to raise
private capital for financing private sec-
tor projects. The loans of the IFC are
structured on a commercial basis with
maturities ranging from 7 to 12 years.

The World Bank is perhaps the fore-
most world leader on economic develop-
ment issues. In 1978, the World Bank
began publishing the influential World
Development Report, combining articles
on current development issues and a sta-
tistical report of economic indicators for
the nations of the world.

Until the 1980s, the World Bank
mainly financed public enterprises, but

since then the bank has affirmed its
commitment to financing private sector
projects, and used its leadership to
strengthen the private sector in Third
World countries. The bank promotes
reforms conducive to stable macroeco-
nomic environments, and encourages
privatization of public enterprises, envi-
ronmental responsibility, and invest-
ments in basic health and education.

As the financial crisis deepened in
2008, critics charged that the World
Bank had outlived its usefulness, that
emerging and poor countries had made
enough progress and no longer needed
the bank. At the same time, the World
Bank had won new converts. China had
long regarded the World Bank as an
instrument of imperialism. By 2008,
China ranked among its top borrowers.
China had also become a donor.

See also: Bretton Woods System, International
Monetary Fund
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YAP MONEY

The inhabitants of the island of Yap, one
of the Caroline Islands in the central
Pacific, adopted large, thick stone
wheels for money, a primitive medium
of exchange that survived into the
post–World War II era. The inhabitants
called this form of money “fei.” A study
of the operation of this system of cur-
rency reveals interesting insights into the
nature of money that are relevant for
modern monetary systems.

The stone wheels ranged in diameter
from a foot to 12 feet, and the larger
stones were virtually immovable. The
hole in the center of the stone wheels
varied with the diameter of the stone,
and the smaller stones could slide over a
pole and be carried. The stones were
quarried from Palau, about 260 miles
away, and sometimes from as far away as
Guam. Stones could serve as fei only if
they were made of a fine, white, close-
grained limestone.

One of the interesting characteristics
of this currency was that the owner did

not have to take possession of it. In
transactions involving these large stones,
a buyer would give ownership of the fei
to a seller in return for goods. The seller,
however, would not actually take posses-
sion of the fei, but would leave it on the
premises of the buyer of the goods. A
mere acknowledgment that the seller
owned the fei was all that was needed to
signify its new ownership.

The logic of the Yap monetary system
went so far as to acknowledge the wealth
of a family on the strength of the owner-
ship of a very large stone that had been
lost at sea for several generations.
According to tradition, an ancestor of
this family had secured this fei and was
towing it home on a raft when a storm
rose, and the stone ended up at the bot-
tom of the sea. Because all aboard the
ship towing the raft testified to the size
and quality of the stone, and that it was
lost at no fault of the owners, the inhabi-
tants of Yap agreed that the stone
belonged to the family that lost it and
that its market value remained unim-
paired. Therefore, the family enjoyed the



purchasing power of this stone just as if
it lay on their own property.

Another interesting anecdote related
to the Yap monetary system occurred
after the German government purchased
the Caroline Islands from Spain in 1898.
The German government wanted the
natives of Yap to improve the roads and
make them suitable for more modern
vehicles. When the natives rather obvi-
ously neglected to improve the roads, the
German government was faced with
finding a way to fine the natives. Since
removing fei was difficult, and the stones
had no value outside of the island of Yap,
the German government hit on the idea
of sending an agent around to paint a
black cross on the most valuable stones
to signify a claim of the German govern-
ment. The natives of Yap immediately set
to work to improve the roads. After the
German government was satisfied that
the roads were improved, it sent an agent
around to remove the crosses, and a great
rejoicing rose up among the natives.

The value of the primitive money on
the island of Yap depended on the faith
of its inhabitants. The idea of accepting
money on faith must seem ridiculous to
modern-day advocates of a gold standard
as the necessary backbone of any paper-
money system. The acceptance of paper
money in our modern economies, shorn
of the assurance of the gold standard,
requires that people have faith that
government will not mismanage the
money supply, causing it to lose its value
from inflation.

See also: Spartan Iron Currency
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YELTSIN’S MONETARY
REFORM IN RUSSIA

Russia opened the 1990s in monetary
chaos, manifested by soaring inflation,
and a currency, the ruble, that had long
been shielded from the free-market
forces of foreign exchange markets. In
foreign exchange markets, currencies are
bought and sold with other currencies, as
when Japanese yen are purchased with
U.S. dollars.

Under economic reforms, prices,
unfettered from state controls, took off,
creating a ruble shortage that left some
workers unpaid for months. Wages and
pensions rose, and the Russian
government cranked up the printing
presses on a round-the-clock basis. For
the month of July 1992 alone, the
government printed more rubles than the
Soviet Union government had printed in
its last 30 years. To expedite the process,
the government increased the largest
denomination of the printed ruble from
the 200-ruble note to the 1,000-ruble
note. Coins also became available in
higher denominations. Inflation reached
its peak in 1992 when monthly inflation
rates ran 15 percent, and prices increased
200 percent over the year.

In 1993, the government begin to step
on the monetary brakes, but in ways that
threw the country into deeper confusion.
In July, the government invalidated all
rubles issued before 1993, and gave
people only a few days to convert the old
rubles into new rubles. It also put a limit
on the number of old rubles that
foreigners could convert into new rubles.
Citizens could convert up to 35,000 old
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rubles into new rubles, and if they held
additional rubles, these had to be put into
savings accounts for six months. By the
end of 1997, annual inflation had fallen
to the 12 percent range, and the
government announced a plan to lop off
three zeros from the ruble. Effective
January 1, 1998, in what was essentially
an accounting reform, 1,000 rubles
became 1 ruble, and all prices, balance
sheets, debts, and so on, were adjusted
accordingly.

One legacy of the Soviet regime was
tight control over the conversion of
rubles into foreign currencies. Tourists
were able to convert foreign currencies
into rubles at a rate close to a black
market rate, but set by the Russian
Central Bank. Foreign-owned enter-
prises earning profits in rubles faced a
special difficulty. If a foreign-owned
company wanted to send profits home to
the parent company, those profits had
first to be converted from rubles to the
home-country currency at a disadvanta-
geous exchange rate set by the Russian
government. To attract foreign invest-
ment and integrate the Russian economy
into the world economy, Russia had to
make the ruble convertible into foreign
currencies at free-market rates.

A loan from the International
Monetary Fund (IMF) helped the
Russian government marshal the foreign
exchange reserves needed to establish a
convertible ruble. On July 1, 1992, the
Russian government established a single
exchange rate between the dollar and the
ruble at an initial rate of 126.5 rubles per
dollar. The responsibility for adjusting
the rate fell to the Russian Central Bank,
which planned to set a rate based on
twice-weekly currency auctions. After
July 1993, the Russian Central Bank
pegged the ruble to the dollar in a

crawling peg system that avoided wild
fluctuations but allowed the ruble to
depreciate over time relative to the dol-
lar. In 1996, Russia further broadened
the ruble market by allowing foreigners
to buy and sell Russian government
bonds in secondary markets. Russian
government bonds, paying over 
100 percent interest at times, constitute
a major demand for rubles. Rubles must
be purchased before bonds can be pur-
chased. The astronomical interest rates
on Russian bonds were sometimes nec-
essary to maintain a demand for Russian
rubles. Despite high Russian interest
rates, the ruble steadily declined relative
to the dollar, falling to a rate of 6,200
rubles per dollar at the end of 1997.
After three zeros were lopped off, the
rate became 6.2 rubles per dollar.

In 1998, the Russian government
again turned to the printing press to
solve Russia’s problems, putting pres-
sure on the ruble in foreign exchange
markets. The value of the ruble fell
sharply in August of 1998, and to help
cope with the crisis, the government
imposed a moratorium on payments on
foreign debt, significantly adding to the
severity of a global financial crisis. By
the end of the year, the ruble was trading
at around 20 rubles per dollar. As the
price of oil began to accelerate in 2000,
Russia’s financial difficulties began to
improve markedly, and the ruble
stabilized. Russia is an oil exporter.

See also: Foreign Exchange Markets, Russian
Currency Crisis

References
Hanke, Steve H. “Is the Ruble Next?”

Forbes, March 9, 1998, pp. 64–65.
Wall Street Journal (Eastern Edition).

“Chaos in Russia Mounts.” July 26, 1993,
p. A8.

Yeltsin’s Monetary Reform in Russia | 443



Wall Street Journal (Eastern Edition). “Rus-
sia, Facing Inflation, Plans Bigger Bank-
notes.” January 31, 1992, p. A10.

Wall Street Journal (Eastern Edition). “Rus-
sia’s Overhaul of Ruble Prompts Unease
in Nation.” December 31, 1997, p. A7.

Wall Street Journal (Eastern Edition). “Rus-
sia Plans to Make Ruble Fully Convert-
ible by August 1.” May 6, 1992, p. A3.

Wall Street Journal (Eastern Edition). “Soviet
Printing of Rubles Soared in 11-Month
Period.” December 24, 1991, p. A8.

YEN

The yen is the money of account for
Japan, comparable to the dollar for the
United States. By the 1990s, the Japanese
yen had become a major international
currency, sharing the stage with the U.S.
dollar, the German mark, and the
European Currency Unit (ECU) as deter-
minants of international monetary values.

The Shinka Jorei (New Currency
Regulations) of 1871 established the yen
as the monetary unit in Japan. The
Japanese derived the word “yen” from
the Chinese word “yuan,” which meant
“round thing,” a reference to the U.S.
and Mexican dollars that dominated East
Asian trade at the time. The act set the
yen equal to 0.05 ounces of gold, making
the official Japanese price of an ounce of
gold equal to 20 yen. At the time the offi-
cial U.S. price of an ounce of gold was
$20.67. The yen was intended to be
equivalent to the Mexican dollar, the
standard unit in Asian trade at the time.
The yen began life as a decimalized cur-
rency; one-one-hundredth of a yen was
called a “sen,” and one-tenth of a sen
was called a “rin.”

Officially, Japan was on a bimetallic
monetary system, but in practice the yen
was on a silver standard. In 1877, a civil

rebellion forced the government to issue
inconvertible paper money to finance
military expenditures. Inflation erupted,
and in 1882, the government established
the Bank of Japan, partly to replace
inconvertible paper money with bank-
notes convertible into silver. Following
the Sino-Japanese war of 1894–1895,
Japanese received in gold a large war
reparation payment from China, provid-
ing a gold reserve sufficient for Japan to
establish a gold standard. In 1887 a new
currency law give the Bank of Japan a
monopoly on the privilege to issue
banknotes, and put the yen on the gold
standard.

At the beginning of World War I, most
developed countries, including Japan,
abandoned the gold standard and prohib-
ited the export of gold. Following World
War I, Japan, beset by economic turmoil,
stumbled in its efforts to return to the gold
standard. In 1930, on the eve of the Great
Depression, Japan returned to the gold
standard, only to have to abandon it again
in 1931. The Depression dealt a serious
blow to the gold standard worldwide, and
Japan turned to tight government regula-
tion of its currency, which continued
through World War II.

A wave of inflation engulfed Japan
following World War II, and the occupa-
tion authorities instituted a currency
reform that withdrew old yen notes and
issued new yen notes. In 1949, the
exchange rate between the yen and the
dollar was set at 360 yen per dollar.
Under the Bretton Woods system,
exchange rates were fixed at official
rates, and the ratio of yen to dollars
remained at 360–1 until 1971. Large
trade surpluses enabled Japan to bolster
its gold and foreign exchange reserves,
paving the way for lifting all restrictions
on foreign exchange transactions.
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When a system of floating interna-
tional exchange rates displaced the
fixed-rate Bretton Woods system in
1973, the yen began an upward career
of currency appreciation. In 1970, it had
taken 360 yen to purchase a dollar. By
1973, it took only 272 yen, and by the
end of the decade it took only 219 yen
to purchase a dollar. As the yen grew
stronger, it took more dollars to
purchase a yen, but despite that
Japanese goods constituted a major
competitive threat to U.S. industries.
In 1984, the world’s major trading
partners agreed to intervene collectively
in foreign exchange markets to appre-
ciate the yen even further. Whereas it
took 239 yen to purchase a dollar in
1985, by 1988 that number had fallen to
128 yen, a substantial increase in the
value of the yen.

In the 1980s, Japan took further steps
to deregulate its financial system and to
allow foreign firms to participate in
Japan’s financial markets. Japanese
banks had become among the largest and
most powerful in the world, and the yen
emerged as a major international cur-
rency. By 1998, economic depression in
Japan put downward pressure on the yen,
and the yen traded at around 140 yen per
dollar. On October 15, 2008, amid the
U.S. financial crisis, the yen closed at
101.35 per dollar, indicating the yen had
substantially strengthened against the
dollar.

See also: Deutsche Mark, European Currency
Unit, Dollar
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YIELD CURVE

The yield curve shows the relationship
between the yield to maturity and the
time to maturity among bonds that are
identical in every respect except for vary-
ing maturities. The yield to maturity on a
bond is equal to the constant annual inter-
est rate that makes the price or market
value of the bond today equal to the
present value of the future payments
received by the owner of the bond. The
vertical axis shows the interest rate or
yield to maturity, and the horizontal axis
shows the time to maturity.

Usually, but not always, the yield
curve slopes up from left to right. An up-
sloping yield curve indicates that longer-
term bonds pay a higher interest rate.
Longer-term bonds have higher default
risk. Since more time elapses before a
longer-term bond matures, there is
greater chance that economic misfortune
could force the bond issuer to default on
the bond. To minimize the role of default
risk, a yield curve is always constructed
for bonds from the same issuer. The
yields on U.S. Treasury bonds are most
commonly used in reporting the yield
curve because the default risk on these
bonds is virtually zero.

There are other risks beside default
risks that favor an up-sloping yield curve.
A longer time to maturity increases the
chance that a wave of inflation will come
along and shrink the real purchasing
power of a bond’s maturity value. A three-
month bond bears little inflation risk
because inflation can be roughly antici-
pated three months into the future. The
longer the time to maturity of the bond,
the greater the uncertainty about the aver-
age inflation rate over the life of the bond.

Another risk that accounts for an
upward sloping bias in yield curves may be



called the “interest rate risk.” Suppose an
individual purchases from the U.S. Trea-
sury a $10,000 government bond that pays
5 percent interest. Suppose at a later date
market conditions change, interest rates go
up, and an individual can purchase a simi-
lar bond that pays 7 percent interest. Under
these conditions, the individual owning the
5 percent bond will find that his bond will
have to be sold at a discount if he elects to
sell it before it matures. A bond issued at 5
percent interest is worth less the minute
current market interest rates on identical
bonds rises above 5 percent. The interest
rate risk on a three-month bond is minimal
because the time involved is too short for
the interest rate to matter as much. Over
the life of a 30-year bond, interest rate
fluctuations can cause substantial
fluctuations in the market value of a bond.

The yield curve is not always up
sloping. A down-sloping yield curve is
called an “inverted yield curve.” If infla-
tion is high, but expected to be lower in
the future, short-term bonds will carry a
higher inflation premium than long-term
bonds, elevating interest rates on long-
term bonds relative to interest rates on
short-term bonds. In addition, central
bank’s tightening of monetary policy can
lead to the expectation of a weaker econ-
omy, lower inflation, and lower short-
term interest rates in the future. These
expectations are sufficient to lower long-
term interest rates. Some economic fore-
casters put great weight on an inverted

yield curve as a sign of future economic
deceleration.

Expectations exert a strong influence
on the yield curve. An up-sloping yield
curve indicates that financial market par-
ticipants believe the economy is on a
course of expansion, and that the trend for
short-term interest rates is up. Borrowers
will try to beat future increases in short-
term interest rates by borrowing long-
term, driving up long-term interest rates.

See also: Fisher Effect, Interest Rate
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Glossary

Assets—Anything a household or business owns that has monetary value. A house or
factory would be a real asset and stocks and bonds are financial assets.

Balance of Payments—Summary of all transactions that involve an inflow or outflow
of funds relative to the rest of the world.

Bank Run—A demand on the part of a large share of a bank’s customers to withdraw
funds immediately.

Barter—The direct exchange of goods and services for goods and services without
the use of money.

Bond—A financial device for borrowing directly from a saver rather than going
through a financial intermediary such as bank. The borrower sells the bond to a lender
and promises to make interest payments and repay the principal at a maturity date in
the future.

Capital—Human-made goods that do not directly satisfy human wants, but help sat-
isfy human wants indirectly by assisting in the production of goods and services. A
tractor is a capital good that helps produce food.

Capitalism—An economic system in which the means of production (factories,
mines, transportation facilities) are privately owned.

Capital Subscription—The dollar amount given to a company in payment for newly
issued shares of stock.

Commodity—A highly standardized raw material or agricultural product. Good
examples of a commodity are aluminum, crude oil, ethanol, sugar, soybeans, coffee
beans, corn, and wheat.



Convertible Paper Money—Money that can always be exchanged with a govern-
ment agency for a fixed weight or amount of a commodity, usually gold.

Coupon Payments—Periodic interest payments that a bond pays to its owner.

Debasement—A decrease in the purchasing power of a unit of coinage because of a
dilution in its precious metal content.

Default—The inability or unwillingness of a borrower to repay a loan.

Deflation—A decrease in the average level of prices.

Depository Institution—A financial intermediary that collects deposits from various
individuals and organizations, and uses the deposited funds to make loans to other
individuals and organizations.

Depreciation—A measure of the amount of plant and equipment worn out in the
course of producing goods and services. It can also refer to a decrease in the value of
a unit of currency in foreign exchange markets.

Devaluation—A government-initiated decrease in the value of a unit of currency in
foreign exchange markets.

Disinflation—A reduction or deceleration in the inflation rate.

Dividends—A share of a corporation’s profit distributed to stockholders as income
earned by shares of stock. Just as bonds pay interest, stocks pay dividends.

Exchange Rate—The rate at which one country’s currency can be traded for another
country’s currency in foreign exchange markets.

Exports—The goods and services a nation produces at home and sells in foreign markets.

Federal Funds Rate—The rate of interest banks pay when borrowing reserves from
each other.

Fiat Money—A money asset such as paper money that, unlike gold or silver, has no
value as a commodity in its own right.

Fixed Exchange Rate—An exchange rate between currencies that is set as a matter
of government policy and does not fluctuate with market conditions.

Float—A situation in which the same sum of money appears on deposit at two dif-
ferent institutions because of inefficiencies in check-collecting systems. In the context
of foreign exchange markets, floating exchange rates are exchange rates free to adjust
to supply and demand.

Floating Exchange Rate—An exchange rate between currencies that is determined
by a free market.
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Gross Domestic Product (GDP)—The market value of all completely processed and
finished goods and services produced by an economy over a fixed amount of time.

Gross Domestic Product (GDP) Deflator—A measure of the price level in an econ-
omy that represents all the goods and services included in GDP.

Gross Domestic Product, Real—Gross domestic product adjusted for inflation. Infla-
tion can artificially inflate market values.

Human Capital—The accumulated knowledge, skills, and experience of individuals
who take time to acquire and add to society’s productivity.

Illiquidity—The lack of assets that can be converted into cash. The absence of
saleable assets.

Imports—Expenditures on goods and services produced in and purchased from
another country.

Inflation—A rise in the general or average level of prices.

Inflation Rate—The percentage change in the level of prices.

Interest—Payment made to a lender for the use of borrowed money.

Interest Rate—The amount paid for borrowed money per hundred dollars borrowed.

International Monetary Fund (IMF)—An international lending agency that makes
loans to governments who need help coping with economic and financial crises.

Junk Bonds—Bonds that pay a high interest rate in compensation for a high default risk.

M1—A measure of the money supply that is limited to paper money in the hands of
the nonbank public, travelers checks, and coins. Bank vault cash is excluded.

M2—A measure of the money supply that includes all assets in M1 plus additional
assets such as money market funds and money market mutual funds.

Macroeconomic—The economy as a whole, embracing all sectors and involving eco-
nomic indicators such as industrial production, the unemployment rate, and the inflation
rate.

Medium of Exchange—Something that everyone will accept in trade. Whatever is
used as money is the medium of exchange.

Monetary Policy—The use of central banks’ control over the money supply to achieve
economic goals such as price stability, full-employment, and economic growth.

Money—An asset that serves as a medium of exchange, unit of account, standard of
deferred payment, and store of value.
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Money Illusion—A lack of awareness among individuals and businesses that their
income is rising faster or slower than the prices of everything they buy. As a result, the
real purchasing power of their income is either higher or lower than they thought.

Money Neutrality—The idea that changes in the money supply only affect prices and
leave untouched inflation adjusted measures of economic variables such as wages,
interest rates, and gross domestic product (GDP).

Money Supply—The size of the stock of money assets actually circulating in the
economy at a point in time.

Open Market Operations—A central bank’s purchase and sale of government bonds
for the purpose of changing the money supply.

Overvalued Currency—A currency for which the official exchange rate set by the
government is above its market value and therefore one that is a likely candidate for
future devaluation.

Pegged Exchange Rate—An exchange rate for a currency relative to one or several
other currencies that is fixed by the government and is held constant.

Rate of Return—The income from an investment that is expressed as a percentage of
the investment.

Real Interest Rate—The percentage growth in the purchasing power of an interest-bear-
ing asset. For the real interest rate to be positive, the quoted interest rate must exceed the
inflation rate.

Shortage—A market situation in which the amount of a good or service producers want
to make available is less than the amount that buyers and consumers want to purchase.

Solvency—A situation in which a business has enough cash and assets convertible
into cash to pay its expenses and debts.

Speculative Demand—That portion of household and business money holdings that
are kept as a substitute for stocks and bonds.

Stagflation—A seemingly paradoxical combination of high inflation, which suggests
strong demand for goods and services, and slow growth, which suggests weak demand
for goods and services.

Stocks—Ownership shares of an incorporated business. Ownership of stock allows an
individual to buy part ownership of a business without the permission of the other part-
owners, and to sell out part-ownership without the permission of the other part-owners.

Store of Value—An asset that preserves its monetary value over time and can be used
to preserve purchasing power for a future date. Acting as a store of value is one of the
functions of money.
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Surplus—A market situation in which the amount of a good or service producers want
to make available exceeds the amount that buyers and consumers want to purchase.

Time Value of Money—The relationship between the value of a sum of money avail-
able immediately relative to the present value of the exact same sum of money avail-
able at some date in the future. One hundred dollars payable today is worth more than
one hundred dollars payable ten years from today.

Unit of Account—A unit of money (e.g., a dollar) or other commodity that can be
used as a measuring rod for the value of goods and services. Acting as a unit of
account is one of the functions of money.

Velocity of Money—The average number of times a dollar or other unit of currency
is spent over a given period of time.

Wealth—The accumulated stock of financial assets and income-earning physical assets.
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France and, 161



gold standard and, 183
Great Bullion Famine and, 188
Henry VIII and, 117–118
mines, 316–318
pennies, 60, 63
Renaissance and, 321
United States and, 75, 76, 77, 95,

183, 243
The Wizard of Oz and, 438
See also Bimetallism; Chinese Silver

Standard; Clipping; Debasement
of currency; Free silver; Pound
sterling; Precious metals; Silver
standard; specific coins and laws

Silver certificates (United States), 184,
368, 369

Silver coins, 78, 79, 160, 269,
275–276, 394. See also specific
silver coins

Silver dollars (United States), 78, 95,
119, 159, 403

Silver plate, 367–368
Silver Purchase Act of 1934 (United

States), 71, 368–369
Silver standard

China and, 369
commodity money and, 80
England and, 181
Europe and, 182
florens and, 148
gold rushes and, 177
Gresham’s Law and, 193
Mexico and, 108
price of silver and, 163
Sweden and, 389
United States and, 77
Venice and, 426–427
yen (Japan) and, 444

Sino-Japanese war, 444
Sixpenny nails, 128
Slave currency, 369–370, 370–371
Slave currency of ancient Ireland,

370–371
Slave trade, 40
Slavs, 72
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S&Ls (savings and loans institutions), 299
Now accounts and, 112
See also Savings and Loan bailout

Small change, 79, 356
copper and, 87

Small denominations, 364. See also
Fractional currency

Small states, 28
Smart cards, 109, 110
Smith, Adam, 11–12, 36, 199, 334. See

also The Wealth of Nations
(Smith)

Snake system, 371–372
Social context, 74
Social dividend money of Maryland,

372–373
Socialism, market, 209
Socialist economies, 43
Solidi (Byzantine Empire), 59, 60, 63,

147, 164
Solidi (Roman Empire), 347
Sols (Carolingian), 160, 286
Sols (France), 60
Sous (France), 60
South Africa, 337
South Carolina, 81, 254, 345
South Sea Company, 258
Sovereign debt, 151
Sovereigns (India), 52
Sovereigns, British gold, 52, 110, 183,

319
Indian silver standard and, 236

Soviet Republics, 217, 306. See also
specific republics

Soviet Union
cigarette currency and, 321
counterfeiting and, 91
Deutsche Mark and, 115, 116
Eurodollars and, 131
Georgia and, 215
Hungary and, 223
inflation tax and, 240
oil and, 226
redenomination and, 337
See also specific currencies



Spain
copper and, 87, 386
copper coins, 6
debasement and, 6
ECB and, 130
European Currency Unit (ECU) and,

133
French System and, 161
gold and, 170
inconvertible paper standard,

373–375
Indian miners and, 317–318
inflation and, 321, 375–376
milled-edge coins, 282
silver and, 200
United States and, 75–76, 77
See also specific coins; specific cur-

rencies
“Spanish dollar,” 107
Spanish inconvertible papaer standard,

373–375
Spanish inflation of the 17th century,

375–376
Spanish-American War, 184, 374
Spartan iron currency, 376–377
Special drawing rights (SDRs), 85, 245,

377–378
Specialization, 40
Specie, 154, 181

Civil War and, 192
Specie Circular (Jackson), 154
Specie Circular (United States),

378–379
Speculation

Ayr Bank and, 12
FOMC and, 138
French Revolution and, 204
hyperinflation and, 210
interest rates and, 84
Law and, 258
liquidity traps and, 266
Russia and, 218
Second Bank of the U.S. and, 357
silver coins and, 78
Specie Circular and, 379
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Speculative attacks
candidates for, 58–59
composite currency and, 85
currency crises and, 99
current account and, 105
current account deficits and, 100
francs (France) and, 161
Russian currency crisis and, 351–352

Speke, John H., 248
Sperm whale teeth, xv
Spot rates, 153
Sshu (Japan), 172
Stability, 337

Argentina and, 205
dollarization and, 122
equation of exchange and, 129
gold standard and, 121
Greece and, 191
inflation and, 168
monetarism and, 283–285
NOW accounts and, 300
social stability and, 220
Spain and, 374, 376
trust and, 221

Stabilization, 15
Austria and, 208
bank notes and, 18
Bank of France and, 33
Bulgaria and, 213
Bundesbank and, 114
central bank independence and, 66
central banks and, 65, 66
foreign trade and, 101
Gold Reserve Act of 1934 and, 176,

183
Gold Reserve Act of 1934 and, 177
interest rates and, 30
supply of money and, 338

Stamp Act (Great Britain), 157
Stamps, postage, 91
Stamps, 260
Standard and Poor’s, 93, 413
Standard drawing rights, xv
Standard of deferred payment, xiii, 421
Standard of value, viii, 63



Standard Statistics Company, 94
State coinage (U.S.), 110
State Note Institute, 221
State notes, 134
Staters (Macedonia), 63
States (United States)

bank reserves and, 385
legal reserve ratios and, 261
National Bank Act of 1864 and,

298
regulations, 154–155, 158
reserve requiements, 113
Second Bank of the U.S. and, 356,

357–358
wilcat banks and, 436
See also specific states

Staves, 81
Sterilization, 380–381
Steuart, James, 235
Stock, corporate, 264, 291

liquidity traps and, 267
universal banks and, 411–412

Stock issuance, 125
Stocks, growth of, 65
Stone wheels, 441
Stop of the Exchequer (England), 135,

381–382
Store of value, xiii, 63, 283, 421
Structured investment vehicles (SIVs),

359, 414
Study of History (Toynbee), 52
Subprime mortgage crisis (United

States), 4, 93, 94, 140, 272
Sub-Treasury Act (United States), 233
Sucres (Ecuador), 23
Sudan, 73
Suffolk System, 382–383
Sugar, 81
Sugar standard of the West Indies,

383–385
Supply and demand, 80

commodities and, 322
Fisher effect and, 145
foreign exchange markets and, 153
precious metals and, 321
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Supply of money, xiv, 128, 129
American colonies and, 97, 98, 255,

276
announcement effect and, 9
banking school and, 25
basics, 237
Bullion Report and, 340
central banks and, 64, 65, 242
commercial banks and, 289
commodity money and, 83
credit and, 92
currency school and, 101, 102
currency-deposit ratio and, 101
deflation and, 250
equation of exchange and, 128
expectations and, 239
FOMC and, 137
free banking and, 158
gold standard and, 182
gold-specie-flow mechanism and,

181
high-powered money and, 197
hyperinflation and, 209, 219, 223,

225, 226
inflation and, 69
interest rate targeting and, 242, 243
legal reserve ratios and, 260, 261
measures of, 67, 197, 285, 286, 294,

299
monetarism and, 284
paper money and, 202
price stickiness and, 323
prices and, 322
public debt and, 327
public debts and, 327
Radcliffe Report and, 333
“real,” 289
sterilization and, 380
tax and, 361
United States, 282
velocity of money and, 425
wildcat banks and, 437
See also Liquidity trap; Monetary the-

ory; Money aggregates; Open mar-
ket operations; Real bills doctrine



Suspension of payments, 385–386, 389
Suspension of payments in War of

1812, 385–386
Sweden, 35, 73, 87, 129, 188, 407
Sweden’s copper standard, 386–387, 388
Sweden’s first paper standard, 387–389
Sweden’s paper standard of World War

I, 389–390
Sweep accounts, 390–391
Swiss banks, 391–394. See also specific

banks
Swiss francs, 60, 122, 131, 160, 271,

394–395
Swiss National Bank, 271
Switzerland

banks, 391–394 (see also specific
banks)

bimetallism and, 161, 255
central bank independence, 65
France and, 160, 255
gold standard, 187
universal banks and, 412
See also specific currencies

Symmetalism, 163, 395–396

Taboo, xv, 435
Tabular standard in Massachusetts Bay

Colony, 397–398
Talers (Austria), 308, 399
Talers (Italy), 399
Talers, basics, 118, 398–399
Talleros (Italy), 398
Tallies (England), 134–135, 400–401
Target rate, 9, 81
Tax pengos (Hungary), 222–223
Taxes

American colonies and, 96, 98
American Revolution and, 200
barter and, 41
basics, 237
China and, 213–214
Civil War (U.S.) and, 224
copper pennies and, 7
Currency Act of 1751 (England)

and, 97
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Currency Act of 1764 (England)
and, 98

debasement and, 190
dissolution of monasteries and, 117
Exchequer Orders to Pay (England)

and, 134
fiat money vs., 192
Franklin and, 157
Georgia and, 215
gold dust and, 172
hot money and, 198
hyperinflation and, 212
Independent Treasury and, 233
indexation and, 234–235
inflation and, 38–39, 65, 239–240
livestock and, 169
Nazi collaboration and, 44
paper money and, 277
recoinage and, 2, 3
Swiss banks and, 392, 393–394

Tea, 401–402
Terrorism, 292, 293
Thailand (Siam), 126–127, 172, 293
Thalers (Bohemia/Saxony), 107
Thalers (Prussia), 367
Thalers (Scotland), 119
Thalers (Zollverein), 174
Thalers, basics, 118
Third World. See Developing countries
Threads, 73
Thrift institutions, 57, 67, 92, 93, 167,

300, 390. See also Savings and
Loan institutions

Thriftiness of savers, 145
Thrysmas (Anglo-Saxon), 63
Tibet, 172, 401
Tightness

American colonies and, 98
Bank of England and, 31
basics, 66
Belarus and, 208
deflation and, 168
Federal Reserve System and, 9, 242
FOMC and, 138
gold rushes and, 179



recessions and, 284
Russia and, 218
S&L bailout and, 354

Time value, 348–349
Tin, 63
Tobacco, 80, 81–82, 373, 383, 402,

428–429. See also Cigarettes
Token coinage, 72
Touchstones, 402
Tower mint, 282, 292
Toynbee, Arnold, 52
Trade. See Foreign trade
Trade dollars, 403
Transaction deposits, 247
Transition economies, 167, 208, 337
Treasury bills (United States), 66, 212,

340
Treasury bonds (United States), 3, 445
Treasury notes (United States), 404–405
Treatise of Taxes and Contributions (W.

Petty), 270–271
A Treatise on the Origin, Nature, Law,

and Alterations of Money
(Oresme), 194

Trial of the Pyx, 405–406
Trichet, Jean-Claude, 130
Trolley-Buss Law, 23
Troubled Asset Relief Program (TARP),

406–407
Trust (confidence)

banks and, 24
Bulgaria and, 212
Caisse d’Escompte and, 55, 56
capital flight and, 59
China and, 213, 214
Chinese silver standard and, 70
Corso Forzoso and, 89
crisis of 2008 and, 414
currency-deposit ratio and, 101
expectations and, 239
Federal Reserve System and, 144
foreign capital and, 100
Glass-Steagall Act and, 165, 411
Great Debasement and, 190
Independent Treasury and, 232
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inflation and, 224
Law and, 258
paper money and, 234
seizure of the mint and, 362
Sherman Silver Act and, 159
stability and, 221
Stop of the Exchequer and, 381–382
United States and, 437
War of 1812 and, 385
Yap money and, 442

Turkey, 152, 308, 336
Turkish Inflation, 408–409
Tzarist Russia’s paper money, 409–410

Uganda, 168–169, 248, 268
Ukraine, 151, 225–226, 306
Underground economy, 283. See also

Black markets
Unemployment

Argentina and, 10
Austria and, 207
central banks and, 115, 168, 187
disinflation and, 140, 388
euros and, 130
Great Depression and, 148
indexation and, 235
interest rates and, 241, 242
optimal currency area and, 306–307
price stickiness and, 322
supply of money and, 284, 290

Union Bank of Switzerland, 393–394
Unions, 322, 332
Unit of measure, xiii, 46
United Bank of Switzerland, 407
United Kingdom

bimetallism and, 244
capital controls and, 57
central banks, 168
Chinese silver standard and, 70
commercial banks and, 141
crisis of 2008, 407
crisis of 2008 and, 350
debasement and, 435
Deutsche Mark and, 115
euros and, 31



United Kingdom (continued)
fiat money and, 89–90
free banking and, 64
gold standard and, 47, 183, 395
Latin Monetary Union and, 256
precious metal and, 269
public debt and, 328
sovereigns and, 52
See also Great Britain; member

countries; individual subjects;
specific banks, currencies, laws
and wars

United States
bank clearinghouses, 18–19
bimetallism and, 47, 395
BIS and, 20
capital controls and, 57
capital flight and, 59
central bank independence, 65
checks and, 68
commodity money and, 81–83
copper and, 87
counterfeiting and, 91–92
CPI, 87, 88
crises, 238
current account and, 105–106
deflation and, 237
foreign debt and, 152
foreign trade and, 70
francs (France) and, 161
free banking and, 64, 157
gold bullion standard, 171–172
gold rushes and, 177, 178
gold standard and, 76, 175, 181–183,

186, 187
Great Depression and, 394
growth, 249–250
IMF and, 245
indexation and, 235
inflation and, 237, 240
Japan and, 34
Latin Monetary Union and, 256
legal tender, 61
liquidity traps and, 267
milled-edge coins, 282
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money laundering and, 293
post-WW II inflation, 234
president, 140
public debt and, 328
repurchase agreements and, 340, 341
securitization and, 359–360
seigniorage and, 361
small denominations and, 364
TARP and, 406–407
universal banks and, 411, 412
usury laws and, 417
World Bank and, 439
See also American colonies; Decimal

systems; Federal Reserve System;
individual Americans; specific
banks, crises, currencies, laws
and wars

United States Constitution, 74, 143,
251, 255, 263, 277, 357, 404

United States pennies, 6–7
Units of account, 133, 160, 164, 172,

371, 377, 427
Universal Banks, 411–412
Uruguay, 24–25, 151, 187. See also

Latin America
U.S. Financial Crisis of 2008-2009,

142, 266, 406, 412, 413–416, 445
interest rates and, 417
World Bank and, 440

U.S. government bonds, 9
U.S. government securities, 9, 138
U.S. Mint, 6

copper coins, 7
Usury, 241

Bank Charter Act of 1833 and, 16
Bank of France and, 33
bills of exchange and, 45
Italy and, 277
London and, 46
Now accounts and, 112

Usury laws, 416–417
Utilities, 109, 322

Valencia, 188
Valenciennes, 188



Vales (Spain), 419–420
Value of money, 420–421
Van Buren, Martin, 233
Variable commodity standard, 421–422
Vehicle currency, 422–423
Vellon (Spain), 87, 386, 424–425
Velocity of money, 128, 207, 225, 320,

333, 334, 425
Venetian ducats, 426–427
Venezuela, 187. See also Latin America
Venice, 60, 165, 260, 278, 426, 435. See

also specific coins
Venzuela, 59
Vieh, 61
Vietnam War, 51, 92, 121, 327
Virginia, 83, 97, 431
Virginia colonial paper currency, 81,

427–428
Virginia Tobacco Act of 1713, 428–429
Voltaire, 117

Wadmal, 73
Wage and price controls, 284, 347,

431–432. See also Price controls
Wage increases, 209
Wales

Bank Charter Act of 1833 and, 16
Banking Acts of 1826 and, 21
See also Great Britain; United

Kingdom
Wall Street, 139

bank clearinghouses and, 18
Wampumpeag (Native Americans), 433
War

paper money and, 427–428
vales (Spain) and, 419, 420

War of 1812, 356, 385–386
War of the Pacific (1879-1882), 68
Wars

Angola and, 43
Argentina and, 205
bank notes and, 181–182
banks and, 30
bisected paper money and, 48
commodity money and, 62
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commodity price boom and, 84
convertibility and, 269
Corso Forzoso and, 89
counterfeiting and, 91
Currency Act of 1751(England)

and, 97
debasement and, 53–54
florins (Florence) and, 343
forced savings and, 150
gold and, 179
gold standard and, 182
hyperinflation and, 222 (See also

Hyperinflation entries)
Imperial Germany and, 175
inconvertibility and, 38, 231
inflation and, 237
interest rates and, 241
leather money and, 260
legal tender and, 251
paper currency and, 96, 276
playing-card currency and, 314
public debt and, 327–328
reparations, 220
Stamp Act and, 157
See also Hyperinflation entries; spe-

cific wars
Washington, George, 75, 142, 143

copper coins and, 6
The Wealth of Nations (Smith)

bank notes, views on, 326
Banking Acts of 1826 and, 21
banks of deposit, on, 28
bills of exchange and, 45–46
Mississippi scheme, on, 257
nails and, 297
overdraft privileges, on, 349–350
Scotland, on, 12, 349–350, 356
small denomination notes, on, 364
See also Smith, Adam

Webster, Daniel, 233
Weight standards, 1
Weighted median inflation, 88
Wendish Monetary Union, 434–435
West Germany, 113
West Indies, 76, 383–385



West Point, 155
Whale tooth money in Fiji, xv, 268,

435–436
Wheat, 81, 84
Wholesale price index, 223, 324, 396,

421, 422
Wildcat banks (United States), 436–437
William of Rubruck, 53
The Wizard of Oz (Baum), 95, 159–160,

183, 437–439
Women, 348
Wood, William, 6
Workers

euros and, 130
francs (France) and, 161
inflation and, 150, 219
price stickiness and, 322
public debt and, 329
quattrini affair and, 332
Russia and, 202–203
The Wizard of Oz and, 438
See also Labor notes; Unemployment

World Bank, 20, 177, 244, 439–440
World Economic and Monetary Confer-

ence, 176
World monetary union, 256
World War I

Bank of France and, 33
BIS and, 20
bisected paper money and, 48
gold and, 30, 444
gold standard and, 161, 182, 185
Greece and, 191
hyperinflation and, 202
inconvertibility and, 232
interest rates and, 241
Poland and, 223
postage stamps and, 316
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sovereigns and, 52
Sweden’s paper standard of,

389–390
Swiss francs and, 394
wage and price controls and, 432
See also Hyperinflation entries

World War II
Bank of France and, 33
Belgium and, 43–44
BIS and, 20
bisected paper money and, 47–48
Bretton Woods System and, 51
gold and, 444
interest rates and, 241
postage stamps and, 316
propaganda money and, 327
Swiss francs and, 394
wage and price controls and, 432

Worldwide currency. See International
currency

Yap money, 441–442
Yeltsin’s monetary reform in Russia,

218, 442–443
Yemen, 107
Yen (Japan), 105–106, 120, 131,

337–338, 423, 444–445
Yield curve, 445–446
Yuan (China), 70, 120
Yugoslavia, 120, 227–228, 337

Zambia, 73
Zecchinos (Venice), 427
Zimbabwe, 120, 228, 336
Zimbabwe and, 229
Zlotys (Poland), 224
Zollpfund (customs union pound), 174
Zollverein, 174



About the Author

Larry Allen is a professor of economics in the Department of Economics at Lamar
University in Beaumont, Texas. Dr. Allen has written The Global Financial System:
1750–2000 and The Global Economic System since 1945.












	List of Entries
	Introduction
	The Encyclopedia of Money
	A
	B
	C
	D
	E
	F
	G
	H
	I
	J
	L
	M
	N
	O
	P
	Q
	R
	S
	T
	U
	W
	Y

	Bibliography
	Glossary
	Index



