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allowed the exchange rates of their currencies to float.

The evolution of money has not stopped. These days, various forms of intangible money
have emerged, among them so-called “electronic money” (“e-money”), or electronic
means of payment, which first appeared in the 1990s. This kind of money can be used
to pay for goods and services on the internet or using other electronic media. Upon
receiving authorisation from the buyer for the payment to take place, the vendor contacts
the issuing bank and is transferred the funds. At present there are various card-based
electronic money schemes in Europe, generally operated by financial institutions.

Money -
a short history





image1.png
12

Money -
a short history

The English word
“money” is of
Roman origin.

2.1 Functions of money

History of the word “money”

Money plays a key role in today’s economies. It is certainly no exaggeration to say that
“money makes the world go round” and that modern economies could not function
without money. The English word “money” is of Roman origin. In ancient Rome, however,
the word “Monetor” or “Moneta” meant advisor, i. e. a person who warns or who makes
people remember. According to some historians, the meaning of the word goes back to
a key event in Roman history. A flock of geese in a sanctuary of the Goddess Juno on
Capitoline Hill squawked an alarm to alert the Roman defenders during an invasion of the
Gauls in 390 B.C. and thus saved them from defeat. In return, the Romans built a shrine
to Moneta, the goddess who warns or who gives advice. In 289 B.C. the first Roman mint
was built in or near this temple, initially producing bronze and later silver coins. Many
of these coins were cast with the head of Juno Moneta on their face. Hence the words
“money” and “mint” are derived from her name.

Functions of money

What is money? If we have to define money today, we first think of banknotes and
coins. These assets are regarded as money since they are liquid. This means that they
are accepted and are available to be used for payment purposes at any time. While it is
uncontested that banknotes and coins fulfil this purpose, nowadays a number of other
forms of assets exist which are very liquid and can be easily converted into cash or used
to make a payment at very low cost. This applies, for instance, to overnight deposits and
some other forms of deposits held with banks." Consequently, these instruments are
included in those definitions of money often referred to as “broad money”.

The various forms of money have changed substantially over time. Paper money and
bank deposits did not always exist. It would therefore be useful to define money in more
general terms. Money can be thought of as a very special good that fulfils some basic
functions. In particular, it should serve as a medium of exchange, a store of value and a
unit of account. Therefore, it is often stated that money is what money does.

In order to better illustrate these functions, consider how people had to conduct their
transactions before the existence of money. Without money, people were forced to
exchange goods or services directly for other goods or services through bartering.
Although such a “barter economy” allows for some division of labour, there are practical
limitations and any exchange of goods implies substantial so-called “transaction costs”.

The most apparent problem with a barter economy is that people have to find a
counterpart who wants exactly the same good or service that they are offering and
who is offering what they want in return. In other words: a successful barter transaction
requires a mutual coincidence of wants to exist. A baker who, for instance, wanted a haircut
in exchange for some loaves of bread would have to find a hairdresser who is willing
to accept those loaves of bread in exchange for a haircut. However, if the hairdresser
needed a pair of shoes instead, he would have to wait until a shoe-shop owner wanted
to get a haircut in exchange. Such a barter economy would therefore imply substantial
costs related to searching for the appropriate counterpart and waiting and stockpiling.

' Overnight deposits are funds which are immediately available for transaction purposes. It should be mentioned
that electronic money on prepaid cards is included in overnight deposits.
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Money as a medium of exchange

To avoid the inconveniences associated with a barter economy, one of the goods can
be used as a medium of exchange. This crude form of money used for exchange is then
called commodity money. Bartering one good against money and then money against
another good might at first glance further complicate transactions. At second glance,
however, it becomes clear that the use of one good as a medium of exchange facilitates
the whole process to a considerable extent, as the mutual coincidence of wants is no
longer required for an exchange of goods and services to take place. It is obvious that
one precondition for this particular good to fulfil the function of money is that it is
accepted throughout the economy as a medium of exchange, be it because of tradition,
informal convention or law.

At the same time, it is obvious that goods serving as a medium of exchange should have
some specific technical properties. In particular, goods serving as commodity money
should be easy to carry, durable, divisible and their quality should be easy to verify. In a
more economic sense, of course, money should be a rare good, as only rare goods have
a positive value.

Money as a store of value

If the good used as money maintains its value over time, it can be held for longer
periods. This is particularly useful because it allows for the act of sale to be separated
from the act of purchase. In this case, money fulfils the important function of a store
of value.

It is for these reasons that commodities that also serve as a store of value are preferable
to commodities that only serve as a medium of exchange. Goods such as flowers or
tomatoes, for instance, might in principle serve as a medium of exchange. However,
they would not be useful as a store of value and would therefore probably not have
been used as money. So if this function of money does not work properly (for instance
if the good serving as money loses its value over time), people will make use of the
value-storing function of other goods or assets or — in extreme cases — even go back to
bartering.

Money as a unit of account

Of equal importance is the function of money as a unit of account. This can be
illustrated by going back to our previous example. Even if the difficulty of the mutual
coincidence of wants is overcome, people would still have to find the exact exchange
ratio between bread and haircuts or between haircuts and shoes, for example. Such
“exchange ratios” — the number of loaves of bread worth one haircut, for instance - are
known as relative prices or terms of trade. In the market place, the relative price would
have to be determined for each pair of goods and services and, of course, everybody
involved in the exchange of goods would need all the information about the terms
of trade between all goods. It is easy to show that, for two goods, there is only one
relative price, while for three goods there are just three relative prices (namely bread
against haircuts, haircuts against shoes and bread against shoes). In the case of ten
goods, however, there are already 45 relative prices, and with 100 goods the number
of relative prices amounts to 4950.2 Therefore, the greater the number of goods

2 More generally for n goods, there are

w relative prices.
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being exchanged, the more difficult it becomes to gather information on all possible
“exchange rates”. Consequently, collecting and remembering information on the
terms of trade creates high costs for the participants in a barter economy, increasing
disproportionately with the number of goods exchanged. These resources could be
used more efficiently in other ways if one of the existing goods is used as a unit of
account (a so-called “numeraire”). In this case, the value of all goods can be expressed
in terms of this “numeraire” and the number of prices which consumers have to identify
and remember can be reduced significantly.® Therefore, if all prices were labelled in
money terms, transactions would be much easier. More generally speaking, not only
can the prices of goods be expressed in money terms, but so too can the price of any
asset. All economic agents in the respective currency area would then calculate things
such as costs, prices, wages, income, etc. in the same units of money. As in the above-
mentioned functions of money, the less stable and reliable the value of money, the
more difficult it is for money to fulfil this important function. A commonly accepted
reliable unit of account thus forms a sound basis for price and cost calculations, thereby
improving transparency and reliability.

2.2 Forms of money

Over time, the nature of goods serving as money has changed. It is widely agreed that
what at times became the prime function of these goods was often not the same as
their original purpose. It seems that goods were chosen as money because they could
be stored conveniently and easily, had a high value but a comparably low weight, and
were easily portable and durable. These widely desired goods were easy to exchange
and, therefore, came to be accepted as money. So the evolution of money depends on a
number of factors, such as the relative importance of trade and the state of development
of the economy.

Commodity money

A variety of items have served as commodity money, including the wampum (beads
made from shells) of the American Indians, cowries (brightly coloured shells) in India,
whales’ teeth in Fiji, tobacco in the early colonies in North America, large stone discs on
the Pacific Island of Yap and cigarettes and liquor in post-World War Il Germany.

Metallic money

The introduction of metallic money was a way by which ancient societies tried to
overcome the problems associated with using decaying commodities as money. It is
not known exactly when and where metallic money was used for the first time. What is
known, however, is that metallic money was in use in around 2000 B.C. in Asia, although
in those times its weight does not seem to have been standardised nor its value certified
by the rulers. Chunks or bars of gold and silver were used as commodity money since they
were easy to transport, did not decay and were more or less easily divisible. Moreover, it
was possible to melt them in order to produce jewellery.

2 Namely to n - 1 absolute prices.
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Europeans were among the first to develop standardised and certified metallic coins.
The Greeks introduced silver coins around 700 B.C.; Aegina (595 B.C.), Athens (575 B.C.),
and Corinth (570 B.C.) were the first Greek city-states to mint their own coins. The silver
content of the Athenian drachma, famous for depicting the legendary owl, remained
stable for nearly 400 years. Greek coins were therefore widely used (their use was further
spread by Alexander the Great), and have been found by archaeologists in a geographical
area ranging from Spain to modern India. The Romans, who had previously used
cumbersome bronze bars called aes signatum as money, adopted the Greek innovation
of using official coins and were the first to introduce a bi-metal scheme using both the
silver denarius and the gold aureus.

Under the Emperor Nero in the first century A.D., the precious metal content of the
coins started to diminish as the imperial mints increasingly substituted gold and silver
for alloy in order to finance the empire’s gigantic deficit. With the intrinsic value of the
coins declining, the prices of goods and services began to rise. This was followed by a
general rise in prices that may have contributed to the downfall of the Western Roman
Empire. The more stable Eastern Roman solidus, introduced by Constantine the Great
in the fourth century A.D., was maintained at its original weight and precious metal
content until the middle of the 11th century, thus gaining a reputation that made it the
most important coinage for international trade for over five centuries. Byzantine Greek
coins were used as international money and were found by archaeologists as far away as
Altai in Mongolia. In the mid-11th century, however, the Byzantine monetary economy
collapsed and was replaced by a new system which lasted throughout the 12th century,
until the Crusader conquest of Constantinople in 1204 eventually ended the history of
Graeco-Roman coinage.

The Greeks and Romans had spread the custom of using coins and the technical
knowledge of how to strike them over a vast geographical area. For most of the Middle
Ages locally minted gold and silver coins were the dominant means of payment,
although copper coins were increasingly being used. In 793 A.D. Charlemagne reformed
and standardised the Frankish monetary system, introducing a monetary standard
according to which one Frankish silver pound (408g) equalled 20 shillings or 240 pence
— this standard remained valid in the United Kingdom and Ireland until 1971.

After the fall of Constantinople, the Italian merchant city-states of Genoa and Florence
introduced gold coinage in 1252 with the genoin of Genoa and the fiorina (or florin) of
Florence. In the 15th century their place was taken by the ducato of Venice.

Paper money

The Chinese began using paper money around 800 A.D. under Emperor Hien Tsung and
continued to do so for several hundred years. This paper money had no commodity
value and was money only by imperial decree, or so-called fiat money (i.e. money
without intrinsic value). Paper money was most widespread in China around 1000 A.D.,
but it was abandoned around 1500 when Chinese society went into decline following
the Mongol Conquest.

Obligations

It was, however, difficult to conduct long-distance trade as long as value could only be
stored in the form of commodities and coins. The Italian city-states were therefore the
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first to introduce certificates of indebtedness (“obligations” or “bills of exchange”) as a
means of payment.

To reduce the risk of being robbed on their journeys, merchants took these obligations
with them. Debtor and lender were mentioned in the certificates, a payment date was
fixed, and the amount of gold or silver noted. Soon, merchant bankers began to trade
these obligations. First evidence of such a contract dates back to 1156.

Obligations continued to be used mostly by Italian merchants, and the bi-metal scheme
remained dominant until the Thirty Years’ War. Due to the economic turmoil caused
by the war, rulers such as the Swedish kings started to prefer paper money. This was
subsequently introduced by the Bank of England in 1694 and the Banque générale in
France in 1716. The advent of paper fiat money in Europe marked the beginning of a new
phase in the evolution of money. The responsibility for establishing and regulating the
system of fiat money in a country remained with the governments, but other public or
private institutions such as central banks and the financial system played an increasingly
crucial role in the success of the national currency.

Gold standard

Since the adoption of fiat money approximately two centuries ago the monetary system
has undergone great change. Paper money was - and still is - legal tender only by an
act of the competent authority. It was issued in fixed units of national currency and had
a clearly defined nominal value. For a long time, the nation states held gold reserves in
their central banks to ensure the credibility of their currency - a system known as the
Gold Standard. Currencies in the form of coins and fiduciary paper notes were convertible
into gold at a fixed parity. The United Kingdom was effectively the first country to set
up a gold standard in 1816, the exchange rate of pounds into gold having been
determined in 1717 at 3.811 pounds sterling per ounce by Sir Isaac Newton himself.

With the start of World War | many countries began printing more and more money
in order to finance the cost of the war. In Germany, for instance, the number of
banknotes issued by the Reichsbank grew from 2,593 million in 1913 to a total of
92,844,720.7 billion banknotes in circulation on 18 November 1923. This ultimately
led to hyperinflation.* With more money circulating most countries suspended the
convertibility of their currencies into gold as its increased quantity was no longer
balanced by the national gold reserves.

Gold exchange standard

The British gold standard finally collapsed in 1931, but the system was revived at the
1944 international conference held in Bretton Woods, New Hampshire. Here, a revised
gold standard was agreed upon: the exchange rates of the national currencies of the
major economic powers were pegged to the dollar and the dollar was convertible
into gold at a fixed price of USD 35 per ounce. The Bretton Woods monetary system is
therefore sometimes called the gold exchange standard. Central banks stood ready to
provide dollars in exchange for their national currency and vice versa.

4 See Davies (1994, p. 573) for a more detailed overview.




