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ABSTRACT

The paper aims at providing a complete history of fiat money and its time line of
evolution in practice. The paper also explores how paper money found its first use

and a repeated trajectory that it followed in every period, place and authority. Paper
money is basically fiat money with no intrinsic worth unlike metallic currencies. Fiat

money has attained a unique status in our contemporary world. All governments issue
it, and all businesses, organisations and individuals rely upon it. Mandated by law,
Sfiat money is generally accepted as a convenient mode of exchange. Since fiat money

is devoid of any intrinsic value, its value is based on the government fiat. The future
exchange remains vaguely secured by an empty promise. The historical evidences
discussed in the paper show how societies shunned the paper money experiment
either by voluntarily returning to commodity money, or succumbing to the inflationary
meltdoen of money with ill repurcussions on economy and society.The paper helps
understand the context of the current debate on geoeconomics of finance and currency

Crisis.

Keywords: AssignatsBank Ducats, bu, Chiao-tz&hin Empire, Continental currency,
credit, depreciation, Fiat moneyfei-ch’ien, Great Depression, hard moneliui-tzu,
hyperimflation, mon,national paper currency senandyennotes,oban, paper moneyshu,
worthless national currency.

INTRODUCTION

Mankind used commaodity money in the form of precious metals like gold and silver for
2500 years, for its unique characteristics of homogeneity, durability, divisibility and relative
scarcity. The supply of these commodity monetary units remained essentially fixed. These
metals could be mined at a considerable cost. It was not possible to increase the supply of
such metals due to severe constrains like technology of extraction, exploration and refining.

*Farah Yassen Duraniis a Lecturer at the Faculty of Finance University of Business and Technology, Makkah,
Saudi Arabia.
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Therefore history witnessed an inelastic supply of money for considerable period of time.
Money after barter is reported to have found its first use in Lydia around 640 B.C (an ancient
kingdom located in what 1s now Turkey).The very first coins were made of an alloy of gold

and silver calleelectrum

The government symbols inscribed on the coins were to signify the attestation of the
weight and purity the coins carried. These coins facilitated ancient trade to a greater extent
as the traders were able to fend off the difficulty of weighing the coins in each transaction.

Coin form of money dominated the scene for around 2500 years because of serving the true
functions of money as measure of value, means of transferring and preserving wealth and
ready acceptability for exchanging goods and services.

Paper seems to have come to serve as money because people found it cumbersome to
carry heavy metal coins for larger transactions, paper bridged this gap. The requirements of
the paper money are very simple, Paper was invented in China in 105 A.D; Fluid Ink again
of Chinese origin was invented few centuries later in 400 A.D. In 600 A.D.,Block Printing
was invented by Buddhist Monks again in China. The paper money first appeared as receipts
for strings of iron or copper cash coins in"ldentury China. Despite its functionality in
facilitating exchanges, the very characteristic of ease of its creation makes it prone to abuse
and easy destruction of purchasing power. History has witnessed a roller coaster ride of trade
and commerce ever since inception of paper money and the trajectory that paper money is
seen to follow most of the time.

Paper money has an inherent capacity to facilitate the trade initially, however after it
matures, it usually is subject to abuse by its issuing authorities that derails the entire economic
state of affairs.This paper provides a complete account of how paper money originated in
China, was used by five major Chinnese dynasties, caused the fall of entire empires, was
abandoned by Chinese. How this money travelled to the west and its acceptance in almost
every nook and corner of the western world will be discussed in subsequent sections. The most
amusing learning about the paper money is the repetition in the fate of fiat currencies, observed
in all ages, places and eras. Following is the broad outline of the objectives of this paper.

e Toprovide an elaborate account of the origin, growth and annihilation of fiat currency
systems of the world,;

e To relate the similarity of the path followed by the value of paper money in various
eras and regions;

e To provide a detailed description of failed fiat currencies.
1. Emergence oPaper Money

Paper Money emerged first in China serving various purposes which were all exchange
related. The various pre-existing forms before paper money found in use , are given as follow:

1.1 Deerskin Money The earliest use is reported to be about 2000 years ago, when a
Chinese Emperor created a notorious way to fill his empty treasury with the use of Deerskin
Money. Noblemen wishing to visit the Emperor were directed to buy an embroidered piece
of Deerskin from the Royal Treasury to be presented to the King. The embroidery affirmed
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authenticity of the Deerskin piece, which cost about 400 strings of copper casheanskin
money filled Emperor’s ailing coffers and also earned the loyalty of noblemen.

1.2 Ghosts, Rituals andPaper Offerings: A long dated culture of sending gifts and
offerings to deceased ancestors in China took a form around 600 A.D., wherein religious papers
were used as substitute for the material offerings. Four grades of paper money corresponding
to gold, silver, coper and silk were offered. These paper notes did not circulate among masses,
however were exclusively used as offerings to the decéased.

1.3 Credit: Three kinds of credit institutions existed in China at the beginning"of 5
century: the pawn shop, the cooperative loan society and the money shop. Pawn shops were
the early conceivers of credit in China, started by Buddhist monasteries. These lent money
against rolls of silk, animals etc. Cooperative loan societies were formed by pooling of family
wealth. These societies extended credit to general masses at an interest rate less than pawn
shops and sometimes required no collateral. A closer looking credit institution to a modern
day bank was the money shop, which not only acted as a credit source but also innovated new
media of exchange. Merchants relied a lot on money shops for transacting large sums over great
distances. Among the services that they offered were convertibility of various means of money
and the most important of all was the conception of paper promissory notes and commodity
vouchers. A promissory note allowed the holder a redemption of the specified sum from any
money shop and the commodity voucher vouched for the Merchant’s ownership of various
commodities’. These paper notes and vouchers issued by money shops laid a foundation for
the use of paper currency in China. These early credit institutions familiarized people with the
process of credit and also enhanced their trust and acceptability for paper money.

1.4 Flying money As reported by Yang iMoney and Credit in China952), the historians
are convinced enough to deem Flying Money as the conceptual beginning of paper money.
First emerged in 750 A.D., this new form of money started as a negotiable draft note, which
was denominated in strings of cash coins. This form of money initiated to facilitate the long
distance trade and was calld-ch’ien which meanglying money. Flying money was used
rampantly by tea merchants who would carry tea to far distances and deposit whatever they
earned with money shops agaifesitch’ien The tea merchant could redeem tieisch’ien
upon reaching home with any money shop. This method of money transference became one
of the safest ways by which merchants could get away carrying huge amounts of cash coins
over long distances:ei-ch’'ien became so popular that in tenth century, Emperor used it to
collect taxes from various provincdsei-ch’ienthough a credit instrument, found its ready
acceptability as money anywhere, to an extent that government had to take over the control of
its issuancé.

1.5 Szechwan (Sichuan), the Birthplace of paper mone¥or the first time in history,
paper notes emerged for reasons other than the business convenience. Szechwan faced shortage
of copper which was the metal used for minting coins. The authorities started looking for
alternatives.Iron served to be the best alternative as it was present in abundance. But iron was
far less 1n value than copper. Officially a copper coin was exchangeable to three iron coins,
while the intrinsic value of copper was nine times more than that of iron. Daily transactions
became very cumbersome, as shoppers found themselves burdened with carrying nine times
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more weight in cash than before. It is reported that a housewife needed to carry one and half
pounds of iron to the market just to buy a pound of°salt.

Paper seemed to be the panacea to all money problems; people started getting paper receipts
against iron money from money shops. Sixteen merchant houses collaborated in 1011A.D.,
agreed to accept and honor each other’s receipts and later initiated a single uniform paper
note.Chiao-tzuwas the name given to them; these were block printed carrying a watermark to
identify the issuer. Thus paper money made its historic debut as formal money in mainstream
trade and commerce. This money became widespread in use by masses as it differed from
commodity vouchers in that it got redeemed always in a commodity caléd

Unfortunately, the very first paper money met the fate that its successors have been facing
so far. The Merchants not so prudent always, overissued the notes. This was the beginning of
the problem which became chronic when a number of money shops were unable to redeem
the notes, leaving their depositors ruined. The situation worsened when iron cash coins
themselves were subject to frequent valuations leaving the linked paper money to adjust in
value quite often. The sixteen merchants lost their confidence and name in the market and in
1022 A.D., loss of trust in the system made government authorities announce the closure of
many money shogsThis era in Szechwan not only witnessed the emergence of paper money
but also instigated a major breakthrough of giving the authority of issuing paper money to
the government alone. As the system had failed at the hands of private money shops, a threat
of economic crisis brought government officials together to discuss a new monetary system.
It was envisaged that the problem could be curbed only if merchants were prohibited from
Issuing currency notes and sole authority of printing was given to the government. On January
2, 1024 A.D., a directive was passed from Sung Court to Imperial Treasury to issue national
paper money for use by all.

2. EARLY PAPER MONEY SYSTEM OF CHINA: THE ERA OF NATIONAL PAPER
MONEY

2.1 The Sung Dynasty (960-1126 A.D.)As Sung dynasty took the credit of issuing
first national paper money, its imperial treasury began to circulate Chiao-tzuin 1024 A.D. in
the province of Szechwan. The new currency was convertible to ten strings of copper cash
and was decreed to circulate for three years. After three years, either the money would be
redeemed to coins or converted to new cash. Proper regulatory system was put in place to see
the quantity and printing needs of paper mdhBye widespread use of paper money entailed
that large quantities be printed, however treasuries soon realized that the confidence in paper
money made the redemptions very infrequent. What followed next ,was the temptation of
authorities not to back the circulation by 100% cash coins. It is reported that only 29% of the
new issues were backed by cash strings.

Confidence in the business sector strengthened because of the new payment system and
economy in Szechwan experienced a boom. Besides providing smooth payment system that
supported economic growth, the new paper mo@Géjao-tzualso served government in
handling easy collection of taxes which if pursued in coin strings would be laborious and cost-
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ineffective. Tax revenues also improved because of prosperous economic activities. The major
incentive to the government for printing new issues of money was the conversion fee that it
bagged everytime a new note was issW&uao-tzubecame so popular that it flourished to

other parts of the empire. Termed as an economic breakthrough in paymentGlstertzu

retained its value for seven decades. The very first paper money began to see its demise due to

the abuse that it always becomes prone to, which is none other than its ease of creation. The
paper money created, hardly followed the schedule of its retirement. The beginning of the
12" century marked the twenty fold increase in the volume of paper notes as was authorized
in 1024 A.D.. Prices of commodities and services skyrocketed with the downfall of stability
and wealth in Szchewan, and hence the beginning of the dem@eiawi-tzu® Adding to

the misery, Chin Tartars attacked the Sung Empire. The paper money that had already started
losing its value, further deteriorated when government printed more money to finance its war

expenses. Inflation soared, people completely lost confidence in Chiao-tzy rendering it worth

after a few years.
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Graph 1: Value of Chiao-tzu at different points of time (1024 and 1127 A.D.)
Source:Adopted from Ralph T. Foster (2010)
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2.2 The Chin Empire (1127-1234A.D.) :The Chin Tartars after defeating Sung Empire
from south took over its northern region and established a new state whose capital was Chung-
tu (Present Day Beijing). Borrowing the idea of paper money from Sung dynasty, the Chin
started issuing paper currency call@adiao-Ch’aoin 1153 A.D. It was for the first time that a
currency was issued without setting a time limit, and secondly the laws were enacted against
refusal of state currency. This precedent testifies the fact that paper money though originated
due to its virtues, however earned acceptability among masses by command and not by its
economic benefits. Chiao-ch’aoretained its value for forty years. Though short of cash coins
and precious metal, the Chin emperor falsely committed itself to backing and redemption of
fiat notes against cash. In reality, the Chin paper money was supported by the government
authority only. Like its predecessor, Chin Empire also got trapped in financing its defense
expenses by over- printing the paper money. Inflation pursued as the laws to maintain the value
of Chiao-Ch’aocould not defy the laws of economi&3hiao-Ch’aodepreciated drastically
in value. Government not knowing what to do responded to escalating inflation by printing
more unbacked money with larger denominations. Copper ceased to be minted and the paper
money started appearing worthless, merchants resorted to silver to sustain trade. Silver was
considered superior form of money during this era and was used to support large trandactions.

Chin administrators after discerning the market reaction to the paper money, tried many
gimmicks to make paper appear valuable in the eyes of traders. One such effort was to associate
paper currency with silver. Laws were enacted to realize small transactions with paper money;
however larger transactions were required to be settled with silver in one third and the rest with
paper money. Huge resistance was extended by traders, merchants and general public against
such laws and mostly these decrees were igriéfeghring deepening of the hostile resistance,

Chin government stopped printing any new issues. The first example of mismanagement and
failure of a currency leading to the collapse of the State was set. As Mongols attacked Northern
China through Chin route, Chin further got disorganized and finally collapsed in 1234 A.D.
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Graph 2: Life cycle of the purchasing power of ChinPaper Currency
Source:Adopted from Ralph T. Foster (2010)
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2.3 Southern Sung Dynasty (1127 — 1275 A.DHangchow(Hangzhou), the new capital
of Southern Sung Empire, introduced a new currency notéuiktzu. Hui-tzwsteadilyspread
to other parts of empire and became one of the important factors to support flexible payment
system. For over 60 yeardpui-tzu was used in banks and clearing houses. Eventually the
government like all other governments became negligent in managing the circulation and
printing of money. The pace with which the money was printed outnumbered the absorption
capacity of the economy and heridei-tzu started falling. Government tried to appeal to the
senses of people by making paper notes more attractive and giving rebates on payments made
by paper money. However these efforts were not enough to restore public confidence and the
chances of paper money regaining its acceptability among masses were grim. Such discontent
led many philosophers of the time to comment on the issue, Ye Shi (1150-1223 A.D.) termed
paper money as “empty money”, upon discerning how its inflationary tendencies could hurt
the economy. Hu Zhiyu (1227-1295 A.D.) said that only backing with real assets gave paper
value, paper money the child is dependent on the precious metal, the mother. Paper without
backing is like a child who has been orphaned at the childBirth.

Yet southern Sung currency did not fall abruptly as its predecessors did. The decline was
prolonged partly because of the size and economic strength of this great nation. The other
reason was its location which delayed Mongol’'s approach to this land. By the time the Southern
Sung fell at the hands of Mongols, their currency had already become worthless.
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Graph 3: Life cycle of Southern Sung?aper Money.

Source Adopted from Ralph T. Fostdfjat Paper Money, the History and Evolution of our
Currency(2010)
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2.4 The Mongol's money After conquering Chin and Sung empires, Mongols issued
currencies that were similar to the ones existing formerly in those places. AMongol Commander
1s reported to have issued paper money backed by silk while fighting Chin from 1227 to 1228
A.D. This paper money was given the same name as notes in Hangchioww tzei** Kubalai
Khan’s most renowned advisor wamed Khan of inflationary spiral that paper currency had
mitiated and doomed the Chin empire. It was first time that someone 1n the advisory council
strongly recommended a conservative ratio of paper to the commaodity it was backé&d with.
In 1260 A.D.,chung-t'ungwas ordered to be printed as new paper money and was backed
by silver. This money circulated throughout China. By now, Chinese officials seem to have
come to senses about the woes of paper money. To maintain its stable value and confidence,
government established Stabilization Bureau known as Equitable Ratio Treasuries in 1268
A.D. These bureau located in each provincial capital, made sure thaCinesg-t'ungwas
easily redeemed in coin or gold or silver bullion.

Yuan personnel minister Liu Hsuan, though a tough analyst of the paper money commented
positively on stabilization bureau:

“If there was a slightest impediment in the flow of paper money, the authorities would
unload silver and accept paper as payment for it. If any loss of popular confidence was
feared, then not a cash’s worth of the accumulated reserves of gold and silver in the province
concerned would be moved elsewhere. At that time still very little paper money was issued
without a reserve to back it, and it was therefore easy to control...For seventeen or eighteen
years the value of the paper money did not fluctuate.”*®

As Mongol's obsession with conquests urged them to expand to Persia and conquer it,
one of the Persian officials namely 1zzuddin Muzaffar suggested in 1294 A D. to issue paper
money to restore the finances of the government. To introduce the new paper currency gala
preparations were made, offices administered by experienced Chinese officials were set up to
oversee the currency issues. The new notes were printed with Arabic and Chinese text. Since
Persians had used precious metals for centuries as their currency, they could not accept the
change well. There were riots, traders ceased their business activities, commodities were not
offered for sale, traffic stopped and the economic and social disruption went to the highest
leading to Izzudin’s persecution by the puBlithe aversion towards paper money was so
intense in Persia that Mongols were forced to withdraw the diktat of paper money and it was
never issued again in Persia for next 596 years.

2.5 How Yuan turned Fiat Mongol’s lure of expansion and the desire to rule the entire
world demanded humongous investments, and this placed heavy financial burden on Yuan of
China. Government’s desire to overspend on their desired projects is always the trigger that
starts financial problems. Since fiat money can easily meet the requirements of expanding
money supply for vested interests of the government, it is what authorities resort to at the end
and hence the spree of financial crises begins. The same sequence of events 1s seen for Chinese
Yuan. Mongol’s investment in building of 1100-mile long Imperial Canal that connected
Hangchow with Khanbalik(Beijing) to control the Yellow river plus a couple of unsuccessful
attemps to conquer Japan, burdened Mongols and they ran out of funds. Printing more money
was the only apparent solution. But people were already aware of increasing prices, and they
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resorted back to coins as inflations rose enormously leading to closure of the Stabilization
Bureau. The paper left with people was no more backed. An insightful suggestion by Liu
Hsuan is presented below to show how paper money’s woes were brought to light:

“The only way to relieve the situation is to stop any further printing of paper money of
denominations of a thousand cash or over, and to print merely the smaller denominations.
The latter should be issued to the various treasuries so that they may give them in exchange
for notes that are worn out or illegible. This will facilitate the making of small payments by
the people. It is necessary to reassure the public by having due regard to our basic reserves
of gold and silver when issuing these notes....National expenditure should be calculated with
reference to governmental income. Thus, if the annual yield from taxation amounts to a value
of one million ingots of silver then annual expenditure should be set somewhere between
500,000 and 700,000 ingots. The remaining surplus of old paper money should be destroyed
by burning. If we act on these lines for the next ten years, then prices will be reduced to
half their present level, even if they do not sink to their original level. There is no short cut.
Producing a new kind of paper money in order to bolster up the old would only amount to a
change of names. It would in no wise be comparable to creating a gold and silver backing and
so preventing further damage to military and administrative finances”.'®

This advice though full of wisdom and vision was not paid any attention . The treasury
continued printing excessive money amounts until the point whleing t'unglost all
credibility and was rendered worthless.
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Graph 4: Declining pattern of Chung-t'ung, the currency of Yuan Dynasty
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As debates about paper currency went on between politicians and scholars, common man
continued to feel the brunt of the failed currency. People’s ages long saving was wiped out by

enormous inflation, discontent, riots and social unrest became common. The Yuan Dynasty
fell in 1368.

2.5 Reintroduction of Paper money by the Ming Dynasty (1368-1644A.D.Ming
dynasty’s physical wealth was scanty due to squandering and its copper reserves were not
sufficient enough to meet the demand for coins which were used in very low denominations.

Ming were forced to rely on paper and they introdu€adving Pao-Ch’ao, “Precious Note
of Great Ming”in 1375 A .D. It was first time that symbols, seals and signatures were inscribed
on thick paper notes, which gave Ming notes significant importance. The Ming notes were
not convertible to specie; hence it was the very first time when an attempt was made to base
economy completely on fiat currency:.

Initially, Ming notes were enthusiastically welcomed in the wake of nationalism about
new China; soon counterfeit notes were seen circulating in the market, which was tackled
by issuing warnings of harsh punitive actions. As enormous paper notes were being printed
and circulated , Ye Ziqi, one of the critics of paper money warned Ming in 1378 A.D. that its
currency was adopting a similar trajectory that ‘failed Yuan’ had a few decades earlier. He
strongly suggested backing the paper currency with silver or cash coins; however this was not
doable by the governmefitit was seen that in 75 years (1375-1450 A.D.), the value of an
ounce of silver changed from one to 1000 paper stfhglse depreciation of currency was
skyrocketing; this made government ban the ownership and use of precious metals. By 1400
A.D., the laws were in place to mandate the exclusive use of paper money in transactions.
Despite these laws, the public had lost all confidence in the paper money and had already
started resorting to silver for transactions. All decrees authenticating paper were rescinded in
less than a century and masses moved back to silver for trade.

2.6 Paper Money During The Manchu Government (1645 — 1911.D.): The Ming
dynasty was succeeded by Manchu dynasty in 1645A.D. Manchus known for their liberalism
in trade, introduced many reforms in law, taxation and administration. The Manchus were of
the opinion that a reliable medium of exchange is vital for a progressing economy. Though
they realized the benefits of paper money, but avoided it on account of its abuse and failure in
the former dynasties. Though silver ingots are reported to be dominant medium of exchange in
Manchus dynasty, a small amount of authorized paper notes issued as an emergency measure
are seen in 1650 A.D.. Paper money was completely abolished in 1681 A.D.

In summary, it took paper money seven centuries in China to be innovated, to form its
stronghold and then to get completely vanished. Paper money dfteeditiry was reduced
to academic debates only. There was a school of thought that despised paper money while
others had reservations for commodity money. Huang Zongxi suggesteélarie Awaiting
a True Prince(1662 A.D.), that paper can be useful if bolstered with coins system, however
he strictly said against basing the entire economy on it for reasons related to its abuse. Tang
Zhen (1630-1704 A.D.), in his writings claimed that commodity money does not serve as
an efficient means of payment because it has a tendency to become scarce and its intrinsic
value incentivizes hoarding, leaving little or no money for circulation. He advocated base
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alternatives and other substitutes, without paying any attention to the fact that value of the
base alternatives can be influenced by the governments. Paper money in China, moved across

five dynasties for 600 years. From Sung, Chin, Yuan, Ming to Manchus, all witnessed the
emergence of money as an easy short cut to solve problems by virtue of the use of printing
press. The repetitive pattern that was seen after paper money was introduced is that authorities
looked at paper money as a source of quick liquidity and an apparent source of wealth. The
economies flourished in the beginning, however the very virtue that paper money is cherished

for i.e. its elasticity, becomes the vice. Those who held paper money as store of value found
it becoming worthless. On the trough of the money cycle, collapse of the payment system
became inevitable, followed by political unrest and in many cases the downfall of the empires.

3. PAPER MONEY TRAVELS TO THE WEST

During the times paper money dominated the payment systems in China, many European
travellers, merchants and courts men who had expeditioned to China for reasons of trade, had
witnessed widely its presence in payment for transactions. More than being impressed they
were taken by surprise on account of how these worthless pieces of paper could be used in
place of real species like gold and silver. Ruysbroeck sent by King Louis IX in 1253 A.D. to a
Mongol camp in China, to investigate Mongol’s intent towards invasion on Europe, discovered
the presence of paper money in this vast land and acknowledged that to be a concept which
would not be applied in Europe for another four centuries.

“The everyday currency of Cataia is of paper...the breadth and length of palm, on which
the lines are stamped as on Mangu's seal. They write with a brush...of the sort painters use,
and in a single character make several letters that comprise oné.¢ford

In the West the exchange was made with units of commodity which could be a precious
metal like gold and silver. They could not comprehend an exchange made with paper,
rendering it similar to specie. Roybroeck reports that use of paper currency in China appeared
as mysterious as the Chinese Language itself, to Louix IX.

An English translation of Marco Polo’s observations in the E&ke Book of Ser Marco
Polo, The Venetian, Concerning The Kingdoms and Marvels of the E@ast§ an exciting
account of how Chinese used paper to purchase anything they wanted. His writings are
elaborate with respect to manufacture, emission and circulation of Yuan paper money. He
gives complete account of institutions in place to maintain confidence and instill fear: the
signatories, emblems and threat of punishment. What Marco found the most interesting was
the ability of paper money to make all gold and silver go in the royal treasury, while leaving
masses happy about the receipt of paper in exchiénge.

Many of the European merchants in"Ieentury went to live, work and trade in China.
Most of these trade expeditions were driven by profit motive, little of these remain recorded
in written form. Yet a few merchants have related their experiences, which clearly indicate
that they were very well acquainted with kind of money Chinese were #dildortunately
the trade link to China broke for couple of centuries due to the plague called Black Death
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that erupted in China in mid of 4entury and wiped out its two third of population; reached

Middle East and Europe through Silk Route and claimed 40 to 70 percent of the European
Population. Land trade discontinued and all communication got severed, expedition to China
remained quiet for almost a couple of centuries. Much to the advantage of the world trade,
the sea link was established to China in earl{y déntury by Portuguese navigators. They
discovered the sea route to China, while Spanish navigators discovered Philippines which
became the hub of trade between the West and the Orient. From 1573 A.D., millions of ounces
of silver were carried by Spanish galleons to Manila; these galleons were reloaded there with

silk, porcelain, spices, rugs and other goods brought out by Chinese traders and then finally

carried to Mexico.

3.1 The Emergence of BankersAs the volume of trade started growing and markets
were overwhelmed by Chinese goods and Spanish Silver, a need was felt to develop new book-
keeping and accounting practices. Providing financial services appeared a lucrative business,
so a group of bankers who were specialists in accepting deposits, clearing drafts and processing
bills of exchange initiated the first Banks. They charged some fee for handling these activities.

As this form of banking took off, bankers started adopting the Chinese innovation on bank
money. These banks introduced standardized units ddield Ducatsto which all accounts

were transformeducatsmade recording, balancing and transferring very easy, but it was the
first time that the possibility of money being nothing more than a column of numbers, hit the

minds of westerners. Newly formed merchant banks were hardly prudent in keeping people’s
funds; they would invest the entire balance of bank ducatsin risky commercial start-ups. This

led to the failure of many merchant banks. Rialto Bank was formed in 1587A.D., as a measure
to formalize the clearing house activity for the merchants and the currency exchange. The
Rialto Bank happened to be the first circle bank, where merchants would deposit gold and

silver and transfer the ownership rights among themselves. This transfer took place in the
form of transferring notes drawn against depdsihe peculiarity of this bank was that it
accepted deposits but did not make loans, a condition necessary to rebuild trust with banking
system that was shaken by the spree of bank failures in Venice. In 1609 A.D, another formal
initiative was taken to form Exchange Bank of Amsterdam. It soon gained enormous power
and was labeled as the Europe’s clearing house. The new bank refined all gold and silver that

was deposited with it, issued deposit receipts expressed in units of bank money. The bank
became the master of its own bullion market, and every receipt that went from the bank doors
was fully backed by metal, a backing that was not influenced by any authority or ruler to alter

the value of coins. The Bank of Amsterdam remained popular and prudent bank for all and
attracted specie from all over the Europe. However its stability came to be tested in France’s
invasion on Netherlands in 1672 A.D. when all other banking businesses went out of the
business, Bank of Amsterdam lived up to its reputation by honoring all redemption demands.
This could not have been possible, had the bank bent low on standards of maintaining hundred
percent backing.

3.2 FirstPaper Money in the Wesi The first paper money in the West emerged as a solution
to immensely heavy copper currency that were used as medium of exchange. Responding to
the difficulty of transport of such heavy money, a Dutchman named Johan Palmstruch in 1656
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A.D., established the Bank of Stockholm, Sweden’s first chartered bank. The basic function

of Bank of Stockholm was to accept deposits and extend loans. His goal was to earn interest
on depositor's money by lending it out as lo&riEhe tons of gold lying idle in deposit banks,
waiting for their redemption, were a concern to Palmstruch. He proposed to adopt deposit
receipt system of Bank of Amsterdam. He argued that transactions made with bank paper
money can ease the difficulty of transport of heavy metals. So with government consent, in

1661 A.D., Palmstruch

currency was backed hundred percent by metal until the point the bank began to give them out
as loans. Ironically a depositor would obtain the bank note after depositing the hard money
with the bank, but a borrower would get the same note without any security at all. So the bank
notes issued to the borrower had no backing at all. One can say that the Bank of Stockholm
was issuing multiple claims on the same hard specie. By 1663 A.D., the bank had already
started printing paper bills irrespective of the corresponding copper reserves. When people
started noticing the exorbitant volume of paper bills, they asked redemption for their notes.

currency. The panic started and resulted in the Bank failure and Palmstruch’s imprisonment.

currency was not abandoned. In 1668 A.D., the Parliament of Sweden establisheet idpes
Riksbank

forced Riksbank to issue paper money. When paper money in circulation exceeded reserves
over thirteen times, the currency was declared inconvertible in 1745 A.D. and general public
was required to accept it. The vulnerability that had put Palmstruch behind the bars became an

on war outweighed the income coming from taxes made them resort to foreign borrowing.

of these foreign lenders was a pack of thieves out to ruin England. Sir Thomas Gresham,
Chief Financial Strategist to Queen Elizabeth ( 1558-1603 A.D.) urged her not to borrow from
foreign lenders and rely more on loyal and trustworthy citizens. Though Greesham had an idea
of establishing anEnglish Bancke but could not settle down on the type of money he would
wish England to have. Banking remained predominantly in private hands.

3.3 TheGoldsmith’s Pledge: | promise to pay:Goldsmiths of 1% century had developed
an art of picking up coins with highest content of gold and silver, and debasing these coins
which created secondary market for them. Goldsmiths committed these acts to an extent that
Charles | complainedthe Goldsmiths have left their proper trade, have turned exchangers
of plate and foreign coins for our English cdirfé Goldsmiths issued deposit receipt against
the coins deposit made with them. These deposit receipts were considered as good as king’s
own money. So much trust was associated with these receipts, which later came to be called
as “Goldsmith’s Notes” that they started circulating far and wide in England. These notes
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possessing these notes could redeem them for coin or metal upon presenting to the goldsmith.
Soon goldsmiths realized that they could make loans of coin and promissory notes. The
goldsmiths played safe, taking lesson from Bank of Stockholm. They did not lend paper
notes more than the reserves they had. Since they were earning interest on loans, it seemed

interest on deposits to attract more capital. Thus, safekeeping one’s gold and silver with the
goldsmiths became an interest bearing phenomenon.

England faced a sequence of deteriorating political situation for almost three decades.
The treasury was not full enough to serve the spending desires of king, prompted him into
unscrupulous sources of funds. Much of the religious and political upheaval was triggered in
this era, which resulted in the civil war. When all other newly innovated modes of payment
were shaken and thrown out of the window by masses, goldsmith’s money still retained
its value, trust and reputation. Merchants, traders, clergy and widows all safeguarded their
savings by depositing with goldsmiths. England again witnessed the prosperity on account
of its foreign trade and colonization ventures abroad. Joint Stock Companies appeared very
promising, whereby the company easily raised enormous capital while limiting the individual
investor’s risk. William Potter proposed the employment of Joint Stock Idea to the creation of
much awaited “Great British Bank” in his bookhe Key to Wealt(iLl650A.D.). He said, “The

their stocks without money, without risk and without paying interest. Inspired from Potter,
Samuel Lambe presented Cromwell an essay tibs@Sonable Observations Humbly offered

to his Highness the Lord Protect(@651). Lambe suggested having a public bank founded as
the Joint Stock Company. He proposed that a few men of fortune and credit from the society
should join hands in a joint stock, lending the imaginary money at interest. Private bills will
take the form of this imaginary or credit money. He went on and on , how this credit money
could be the panacea to all ailments of the ecorfdmy.

3.4 The Bank of England:A group of English Merchants headed by William Paterson

was a kind of loan which would never be paid back, was an amount to the crown to spend,
with obligation of repayment being forwarded to future generations. This plan was opposed
by many including, goldsmiths, parliament and even Exchequers. They found this plan of
perpetual fund extension at a rate much lower than the going rate, quiet unreasonable. The
Merchant group was seeking the right to issue paper money (current bills): the money that
could circulate without any restrictions from the government and needed no endorséments.
They also demanded a monopoly status with respect to issuing paper currency, and a clearing
house position for all transactions in England. Initially met with the heavy resistance from
all circles, the proposal started knocking again the doors of parliament when King William
embarked on a costly war with France. Parliament was left with no other choice than passing
the Tonnage Act of 1694. This Act granted the king control over import and liquor revenues,
with which he could repay those, who loaned him funds for his war. The proposed Bank
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Again, it was the government’s disability to manage its war expenses that led to an idea very

government itself.

3.5 Paper money and the National Debt:Something new was happening throughout
Europe. The king’'s debt was getting transformed into the public debt. The debt that was
personal to the royalty was being put on the shoulders of the nation, payable by the people.
This was achieved by the creation of Central Banks through issuing paper money. Austria
stood on top of the list of countries adopting this technique. The Bank of Austria was founded
in 1703 that was responsible for funding the public debt by issuing paper money in exchange
for deposits. Following the historic trend of paper money, the bank and its currency failed due
to over-issuance of notes on deposits. In 1759 A.D., an innovative attempt was made by an

present day bonds. The misled government issued and reissued these paper notes by mistaking
their ability to catalyze economic activity for the eternal prosperity. A panic was provoked in
currency which was nearly worthless that had lost 90% of Valieost regions of the Europe

funds, came to be funded by an apparently inexhaustible resource of the national debt. Kings

by the Central Banks. This convenience led the national debt grow very sharply. National
debt showed a hand in hand correlation with the quantity of paper money issued. As shown in

governments easily resorted to printing more money to reduce the debt, or lower the value of
money to make the repayment of their debt with cheap money.

Figure 1: English National Debt :1697 to 1816 A.??
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Renowned scholars of this time like Adam Smith and Italian Issac de Pinto warned
governments of the ill effects of using printing press in money creation. They clearly deemed
the new payment system as a machine of manufacturing the exorbitant debt. By the time their
writings were published, paper money had already proven its virtue as well as the vice. Though
national debt and paper notes brought economic progress and prosperity, yet many currencies
collapses reduced people’s lifelong savings to worthless pieces of papers. Even then, there was

3.6 American Colonial Currenciesin the 17 century, the British managed to cross the
Atlantic to have hold of the vast expanse of available land of America. The bounty of this
massive landform instigated opportunism and accumulation of wealth among its discoverers.
The Britishers, by Royal Charter easily sold vast chunks of this land to their elite social
classes. Thirteen Colonies were established in America, which were governed by England
itself. The colonies generated wealth for their motherland. Colonists for their own needs were
permitted to trade with England by way of bills of exchange or bartering produce or raw
materials. Colonists were not allowed to have their own mint or coin their own money. So even
though these colonies acquired gold and silver in trade, they still did not have the authority

Three kinds of money were seen to circulate in British American Colonies: the commodity
money, specie and paper money. Commodities like tobacco, beaver skin and wampum were
widely used as moné§Cash in these colonies came to be denominated in pounds, shillings
and pence. The value of the paper money varied from colony to colony, however was always
lower than the mother British pound sterling. The Portuguese and Spanish coins circulated
in these colonies. Such was the prevalence of Spanish dollar that the money of the United

Massachusetts Bay Colony passed the legislation, creating public credit bills which came to
be known asBills of Credit. Other colonies followed the lead by printing their own money

or silver and hence could not be redeemed in that kind. These bills were issued by colonial
governments to pay the debts, were also accepted as payment of taxes. That is how governments
retired these bills. When colonies over-issued them and were scarcely returned back in taxes,

and southern Colonies for reasons of being at constant war, hence being at constant affairs
of printing paper money. The depreciated currency was not received very well by the Great
Britain for its payment of goods. British economist Adam Smith in 1776 opposed the payment
of goods in the form of colonial bills of credit. He wrote in his famous wbhe Wealth

of Nations

a scheme of fraudulent debtors to cheat their creditors” (Book I, Chapter Il). To curb the
ever falling value of colonial money, the British Parliament passed several Currency Acts.
The Currency Act of 1751 restricted the emission of paper money in New England. The Act

16



Journal of Indian Research :SP 2S 3GXSFIV (IGIQFI

permitted the already existing bills to be used for paying taxes i.e. for paying public debt, but
rendered it non-functional for paying merchants i.e. private debt. Another Currency Act was
passed in 1774, that allowed New England to issue its paper currency, however prohibited its
use as a legal tender for paying public and private debt. This Act sparked tension between the
colonies and the motherland.In 1773A.D., this Act was amended and colonies were allowed to
designate their paper currency as legal tender for paying public debt. All rebel colonies printed
their own paper money to pay for military expenses in The American War of Revolution.

3.7 Continentals as Joint American Currency:As the War of American Independence
broke and individual colonial paper currencies had already failed, there was a sudden need
to meet war expenses. Though paper money had failed in most of the colonies recently, yet it
remained the only workable option. On June 22, 1775 Congress issued $3000,000 in new paper
bills called ‘Continentals. The new currency was the Joint American currency that circulated

3, The United States’
expenses and pursuit for independence was such that a single issue of continentals would not

losing their value. The currency depreciated so much that it gave birth to a famous saying
“not worth a continental”. By the end of 1778, Continentals had already lost 6/7 of their face
value. As the printing continued, by 1780 the bills were worth 1/40th of face value. By May
1781, Continentals had become so much worthless that they ceased to circulate & money

to United States to make up the funds for the newly formed bank. The war that was nearing

money. The Bank of North America also issued paper notes convertible into specie like gold,
silver etc3®

dollar urged the delegates to the Constitutional Convention to pay a serious consideration to
the clause of inclusion of the gold and silver into the United States Constitution. This was to
deter individual states to issue bills of credit or allow only gold and silver Coin a Tender in
Payment of Deb#&This restriction of issuing bills of credit was even extended to the Federal
government, since the power to “emit bills” according to the Articles of Confederation was
abolished. The Congress was left with no other choice to generate funds except “to borrow
money on credit®

3.8 Assignats of FranceAssignates was a name given to paper money issued by the
National Assembly in France during the French Revolution (1789-1796). The National

accomplishing this turn around to save the bankrupt governthent.
of the notes of 200, 300 and thousand lifeBhe church lands came to be knowrbans
nationaux(“national goods”).Assignatswere accepted as the legitimate means of payment

400 million livres. After much opposition, the second issue was authorized in 1790 A.D.,
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whose denomination went as low as 50 livres. The land that backaddiigaatsvent lower

and lower in value, as more and more land was being seized to suppassityeats Real

estate prices went low and sales crippled. Buyers frequently defaulted on payments, fearing
that these purchases would be declared void if French Revolution failed. The convertibility

continuously in the upward direction, people started seeking to hold alternative money forms.
Merchants and traders preferred to transact in coins, lenders started to get rid of depreciating
assignats assignatslost
everything and eventually became begdaidie uncontrolled printing of paper money led to
assignatswas pushed into the markets in 1793A.D.,

been printed. At this point the total amount of money estimated to be outstanding was over 45
billion Livres 2

Graph 5: Rapid depreciation of assignates.
Source Semen Falknegt al. Das Papiergeld der franzdsischen Revolutl@i®9-1797,p 49.

Numerous reforms took place as the nation faced continuous strife. The new regime also
renamed the mone¥ranc was the new name given to the paper money of this republic.
Paper franc brought no better situation than its predecessor. Its number had grown six fold in

assignatsan February
1796. It was ceremonised by the destruction of printing plates and a resolution that no more
will be printed.Mandats Terrotoriauxvas a new system of paper notes, somewhat similar to
assignats
doomed from the very beginning and could not win the trust of people as they were already
skeptical about any currency of paper form. In a few years of time, Mandats were eaten up
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to regulate money. On July 16 1796 A.D., government declared that “everyone might transact

went hand in hand. The failure aésignatsandmandatscontributed to the fall of the radical
system with new gold standard comprising of coins in denominations of 20 and 40 francs.

money with warm hearts.

3.9 Flight from Hard Money to Paper Currency in the United States of America:
1781-1900 A.D.

The United States of America was moving towards having a proper democratic government.
As debates went on between the delegates regarding the articles of new constitution, the subject
of paper money was somewhat clear. On account of their former experiences with colonial
money, all delegates unanimously agreed upon banning the state-issued paper money. The
power to coin nation’s money was assigned to Congress only and all forms of money but gold
and silver coins were forbidden to be considered as a legal tender. It is worth paying attention
to how all the founding fathers of the United States negated the paper money in unison. James
Madison called it unjust and unconstitutioffallhomas Jefferson argued that the federal
government should never be given the power to print paper money as a legaPt€nderas
Paine presented an interesting analogy to describe paper money. He said, “Paper money is like

natural heat, and leaves the body worse than it fouritAigxander Hamilton said,

To emit the unfunded paper as the sign of value ought not to continue a formal part of
constitution, nor even hereafter to be employed: being in its nature, pregnant with abuses,
and liable to be made the engine of imposition and fraud: holding out temptations equally
pernicious to the integrity of government and to the morals of péople.

The constitutional debates over paper money were considered implicitly forbidden
United States was Spanish milled dollars authorized by the Congress. The United States also
made out of silver donated by George Washington. As the U.S became open to business after
circulation of money. Minted coins were falling short to support the newly prospering trade

bank to issue paper money. The bank would be exclusively privately owned to honor the
constitutional provision of prohibition of governmental issuance of paper money. In 1791

a charter to operate for twenty years. When its charter expired, it was not renewed. The

in 1816 A.D. for another twenty years. Between 1812 and 1860 A.D., the federal government
issued interest bearing treasury notes. These notes did not circulate as legal tenders, however
were receivable for taxes, debts and government duties. By the year 1830 A.D., private banks
budded like mushrooms in the United States. Around three thousand banks were established

*EVEL =EWWIR (YVERM 19



Journal of Indian Research :SP 2S 3GXSFIV (IGIQFI

throughout the Midwest, the South and the major Eastern cities. The notes from these private

banks were backed by minimal specie reserves. For example, the specie deposit ratio at all
banks in lllinois was 1: 2%8.

asked for the redemption of the notes they held. When banks collapsed, their notes earned the
title of “broken bank notés

The civil wars in the United States reversed the course of American history. In 1860 A.D.,
a division emerged between the north and the south of America on account of states’ rights
and slavery. As the civil war broke, it came to test the resources and resolve on both sides.
Resources available to pay for war needs and soldiers were continuously getting exhausted. By

President Lincoln decided to get away with six decades long constitutional prohibition against
national paper money. On February 25, 1862, Congress passed the First National Currency

tender notes. Since the reverse side of these notes was printed in green, they came to be
known as greenback's Notes and gold entered into the circulation side by side. The accounts

coins, while paper dollar was only redeemed for a greenback. Even the new greenback had

elusive promise of redemption. The Battle of Chancellorsville in 1863 A.D. triggered the
depreciation of greenback. By 1864 A.D., $1000 in greenback was able to buy $387 in gold
or silver in the open market. Union victories restored the greenbacks value to a larger extent

to nationalize the currency and culminate the age of broken banks. The failure of broken banks
had made it clear that only the United States Government could be given the authority to issue
paper money. The National Bank Act of 1863 established a new national currency system, not
permitting the private banks to issue their own notes. Many private banks were converted to
chartered national banks to issue the new currency. The new currency was of a standardized
design that differed only in the name of the city of issuing bank. The quantity of money was
strictly restricted and was backed by treasury bdtilse banking standards improved largely

due to new national paper currency.

Even though paper money was well circulated in all circles of society, yet the majority of
Americans did not identify with it. They could not still remember the failure of continentals,
broken banks and the vulnerabilities of greenbacks during war times. As the greenbacks started
depreciating, it triggered agitation among general masses for the retirement of some of the
greenbacks or not printing any more to keep the current amount constant. They were averse
to paper money due to its bitter repercussions in the past. In April 1874 A.D., President Grant

sound medium of exchange. On December 21, 1874, Congress passed the Specie Resumption

Act. So greenback came to be redeemable at its face value in gold and silver in 1879 A.D. New
iIssues were printed at limited levels. The new paper money backed by specie was supported
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4. PAPER MONEY IN THE NINETEENTH CENTURY WORLD

The world with open lines of communication and better modes of transport had become
h century. Massive Industrialization
occurreed prompting people to move to cities in search of work. As new nations were emerging
in Europe and Latin America, their economies were nationally managed and the easiest form
of credit considered was the issuance of paper money. Paper money circulated far and wide,
all citizens became accustomed to transacting in paper money.

By now, paper money was not new to Europe, America and Latin America. In Asia and
Africa, though it was long forgotten in China, the colonial and mercantilist shifts reintroduced
the paper currency. Ninetenth century witnessed a remarkable changeover of empires,
governments, economies and national currencies. In this century, almost all countries of the
world had started to rely on the weak foundation of the paper currency. The national currencies
instigated sentiments of pride and nationalism. Initially all currencies were backed by gold and
silver, however many nations could not stand the test of discipline in the wake of overspending
and squandering money. Much attention was being paid by scholars to highlight the issue

knowing this relationship of money and specie. In 1875 A.D., English economist, Henry
Dunning Macleod came up with the currency principle, specifying that banks should maintain
enough specie reserves to redeem all its paper money. Though banks used to back the paper
notes, but it was not accomplished in full, as it demanded a total restraint on government’s
spending discipline. Only a few countries adhered to the currency principle, including England,
the United States, France, Germany and Switzeffa@thers only backed a portion of their
currency with gold and silver. To avoid the redemption crisis, about 30% of backing was
considered enough. Interestingly the paper currency was nothing but a promise of redemption.

would evaporate on account of disturlspecie to paper ratioesulting into panic. Following

for anything of value. Not having enough specie to attend to the people’s call, these banks

revolutions exacerbated this very cycle of paper money. Many nations would resume the link
after normalcy was attained. Almost all countries in Europe had resorted to issuing paper
money in 19 century, yet only a few could maintain its value with dignity.

Latin America, colonized by two European countries (Spain and Portugal) for three decades,
was robbed of the most of its resources. The colonial administration explicitly made the decisions
to the advantage of their motherland. Not only were these nations deprived of their indigenous
produce, but also were kept underprivileged with respect to learning sciences like polity and
economics! To the best advantage of European colonies, as Napoleon disrupted the social
order of Europe, the mother countries more entrenched in their native management threw the
colonies in disarray. The wave of colonial independence moved from Venezuela, Columbia,
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Ecuador to Peru. In the south, Argentina fought for the independence of Chile, Peru and its
native Argentina. Though all the countries of South America attained freedom in early 19
century, yet they were mostly unprepared to handle the ground. Precarious as it was, the quest
of independence was not very easy, mismanaged by Presidents, dictators and military Juntas
who were all power hungry. The freshly formed governments relied on foreign lenders to keep

their natural resources. They borrowed funds from foreign lenders, giving them authority on

harsh repercussions in future. Continuous borrowing did no good to these nations except leaving
them constantly impoverished and drained. They were left reliant as major industries and natural
resources went to the coffers of foreign lenders. These countries had no resource to pay back

Most of the Latin American countries depended on the issuance of large amount of
unbacked currencies for running their nations. Initially, some of the nations showed some
conservatism with respect to the paper money (Argentina, Guatemala), the rest went through a

the link. This resulted in abundance of large amounts of depreciating paper currency. Latin
America has dubious distinction of having maximum number of currency crises that no other
continent on the face of earth can match.

paper money in 1661A.D. Disturbances came from Taiping Rebellion (1850-1864 A.D.) that
shook China to its very foundation. The Manchu government did not have enough funds and
it resorted to issuing paper money to pay its army. The new unbacked paper fagley (
notes) rapidly became valueless, in just eight years of time they were selling at 3% of their
face valué? As the territories like Korea, Vietham and Taiwan were lost in uprisings, foreign
authorities carved

stronghold to a greater extent in early*2@ntury. There was a sudden increase in the number

of foreign banks conducting business in China. Many banks were authorized to issue paper
notes, which is how paper money made its acceptance again in the Chinese society.

Japan became heavily industrialized. It relied on its traditional copper, silver, and gold
coins and ingots calldali, shu, momandoban After prolonged confusion on evolving payment
senandyen

yen that had already lost 50% of its value. The bank maintained high specie to nétehatiue
helped drive unbacked paper money out.

of 19" century saw the dominance of credit in the form of paper money all around the world.
What remains interesting is that paper money never stuck to its original value over the period
of time, its purchasing power reduced drastically. Precious metals vanished from the scene of
trade and commerce.
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Table 1: Ratio of specie to paper money in 1895
(in millions of Dollars)

Specie |Reserves | Notes Backed by specie (in %)

Argentina 6 4 306 1
Austria-Hungary 251 182 343 53
Belgium 107 26 90 29
Bolivia 2 0.8 1 80
Bulgaria 8 2.5 0.3 100
Brazil 13 10 285 3
Canada 19 13 49 26
Central America* 8.5 2 6 33
Chile 24 15 47 32
China 760 - - -
Colombia 5 3 16 19
Denmark 20 17 23 76
Ecuador 2.4 0.7 2.2 32
England 719 211 207 100
Finland 8 5 10 50
France 1566 661 736 90
Germany 840 262 300 87
Greece 2 1 55 2
Haiti 5 2 4 50
Italy 147 129 292 44
Japan 168 101 187 54
Mexico 55 31 29 100
Netherlands 86 55 91 60
Norway 9 6 14 43
Ottoman Empire 90 6.5 4.2 100
Paraguay 0.6 0.3 7.3 4
Peru 4.5 - - -
Portugal 40 12 59 20
Romania 2.3 10 22 45
Russia 521 462 986 47
Serbia 5 2.2 5 44
Siam 24 - 1 100
Spain 220 95 182 52
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Sweden 11 12 30 40
Switzerland 32 19 35 54
Uruguay 13 1 10 10
Venezuela 7 1 2 50
* (Costa Rica, El Salvador,Guatemala, Honduras & Nicaragua)

Source Adopted from Maurice Muhleman (1895)

5. PAPER MONEY DURIN G TWENTIETH CENTURY: FROM PRINTIN G TO
DEPRECIATION TO DE PENDENCY

As the 20 century dawned, paper currency became widely accepted means of payment,
replacing specie throughout the world. Though fresh anecdotes from the Latin America were

colonial control. Dollars and Pound Sterling were immensely trusted currencies and acted as
ideals to follow in terms of stability. Ironically,with time, these model nation-states became
complacent about paper money .

5.1S

World War | exhausted gold reserves of warring nations, leaving them with no choice but
to resort to debt and paper money. The year the war began, Germany had to suspend the specie
backing of its currency Mark to issue the contingency currency called State Loan Currency
Notes. Austria and Hungary also followed the lead by issuing emergency paper money through

The currencies of all warring nations were losing value. Not only the West, currencies in

the Ottoman Empire, Russia, and the Balkans was also collapsing. After long years of watr,

huge amounts of gold and other commodities in compensation, large tracts of productive land
were awarded to France, Denmark, Belgium and Poland. Germany was able to bolster only

be sold to the outside world and huge amounts of marks still remained privately held.

All of a sudden the loaf of bread that cost a mark was selling for 700 marks. The commodity
prices skyrocketed. This happened almost overnight, its horrifying speed did not give people
time to act to save their wealth. As Germany continuously was in the state of printing money
due to its political differences with France, the crisis had already ensued. Foreign investors
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July of the same year. In September it was selling for over 2000,000 marks. People needed
to carry marks in suitcases, carts to make basic purchases. To keep pace with the market,
government printed more and more money with higher denominations. The million mark note
was printed, that gave way to 10 million, then a hundred million and then a billion. Imagine the

November 18, 1923. A new currency calledtenmarkwas issued. Though not convertible,
the new currency was welcomed by desperate Germans terribly wanting to hold a currency of

Austria, Greece, Hungary, Poland, Romania, Russia, the Balkan nations and Turkey —met the
similar fate. The sequence of events was very much similar, larger denominations were printed
until they became worthless. Governments were insolvent and millions of people reduced

allies of misery followed the same course. Fresh notes with brighter promises were issued,

Eastern Europe.
5.1 The Fate ofPaper Money after the Great Depression:On October 28, 1929 A.D.,

due to its very own speculative tendencies. U.S stock lost 29 billion dollars in value. It was the
beginning of a trap whereby liquidity was evaporating, only a handful were left with any money.
Great Depression had just begun. Businesses failed, industries fell, and banks faced collective
loan defaults. Between 1930 and 1933 A.D., almost 9000 banks failed, causing savings of
millions of people to turn worthless. People were left in misery, poverty and unemployment.
Still in the grips of the Great Depression, the United States, in 1932, elected Franklin. D.
Roosevelt as its President. Within three months panicked people ran to banks to redeem their
paper money with cash or gold. Redeeming everyone’s deposits was an impossible task and
brought many banks to the brim of collapsing. On March 6, 1933, Roosevelt ordered the
closure of all banks and declared a three day historic Bank Holiday. Roosevelt declared that
all banks would be examined by the governments, banks found solvent would be reopened
and the rest will be closed down. He assured the people that new currency would be issued
to help good banks meet redemption calls. This currency will be not backed by the gold but
by the security of ‘good assets’. Roosevelt established a dependency on Federal Reserve that
subsequently became all powerful in handling monetary policy issues. Thousands of insolvent
banks were closed, yet many banks reopened as the immediate crisis passed. On April 5,
1933 A.D., Roosevelt made it unlawful for American public to own gold in the form of coins,

companies and all other organisations were required to hand over gold to Federal Reserve.
Many big international companies also suffered at the hands of this act and lost huge wealth
to Federal Reser?e2 On 3F

$20.67 per ounce of gold to $35.00 per ounce. This was meant to combat the falling commodity
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of 40% of their holdings.

Three types of money circulated in the United States after the Bank Holiday. The United
States Notes issued by treasury, had a red seal and were not backed by anything. These notes

and bullion, and Federal Reserve Notes formed the rest of the currency in circulation.

Meanwhile, in 1929, the Second World War erupted in Europe and Asia. Germany and
Japan occupied nations after nations and replaced their national currencies with fresh issues
pegged to the Reichsmark or Yen. As the war ended in 1945, Europe was again devastated.
Fiscal reforms were adopted by various nations to undo the spending on wars. Old money was
demonetized and new paper issues were introduced. The brunt of repudiation was borne by
common people who had held national currency as a store of value. Those who had succeeded
in converting their money to specie were spared from heavy losses. Many of the new currencies
that came to existence after the war immediately collapsed. The countries that withessed the
collapse of new currencies include China, Germany, Taiwan, Italy, Indonesia and Greece. In
Hungary the denomination of notes went as high as 1000,000,000 pengos.

To get the money back on track, in July 1944, forty four nations met at Bretton Woods,
New Hampshire. This conference was labeled as a ground breaking development in the
history of money. The World Bank and the International Monetary Fund were established in
this assembly. The biggest accomplishment of this conference was Bretton Woods Agreement

but was immediately opposed by some eminent economists on account of impracticality.
U.S dollar seen as the second best alternative required participating countries to convert
their trade reserves in the U.S dollars which could be redeemable for gold at $35 an ounce.
After Bretton Woods’s agreement, the virtue of currency stability and growth continued for

three decades only. Government spending in U.S. was on upward scale. Millions of dollars
circulated offshore to rebuild post-war Europe and Asia. Finally the American War in Korea

and Vietnam required the U.S to acquire huge public debt and led to greater printing of paper

steadily began demanding redemption of dollars in gold. In 1948 A.D., the United States held
almost 25 billion dollars in gold, which reduced to less than 20 billion dollars worth of gold by
1959. France made a hefty withdrawal of 300 million dollar in gold. Great Britain requested
redemption of 3 billion dollars in gold. By then the U.S gold reserve had shrunken to a total of
10 billion dollars. Not in the capacity of honoring the redemptions any more, President Nixon
declared the collapse of Bretton Wood'’s agreement 8i\Gi§ust 1971. Thus the era of freely

were discontinued.The only money that dominated the scene was the Federal Reserve notes.

they were not the direct obligation of the government. The notes had no value in themselves,
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except for what they were able to buy.

and crises became rampant. The second half of thec@@ury stood witness to frequent
currency collapses. The list includes Argentina, Bolivia, Brazil, China, Congo, Greece, Peru,
Russia and Yugoslavia. As the issuing governments printed exorbitant amounts of money, the
currency rapidly lost its value. Higher and Higher denominations of paper money appeared,
repudiation of money became inevitable. New pesos, rubles, yuan and dinars were issued
at new values to replace the old ones, and the cycle repeated itself. Some countries even
went to the extent of giving up their own currency and adopting other country’s currency as
legal tender. What caused these collapses-the root cause remains the same (i.e. the elasticity
of paper money), however triggering instincts were different, e.g. overwhelming debt or

10,000 old dinars. A spree of revaluations and reissues followed. Surprisingly, in just one year
the currency fell to one millionth of its value.

The wealth and value that people lost with these withering currencies, was lost forever. No
government, King or any Central Bank has ever restored the losses that people made when these
currencies vanished. The brunt of loss is always borne by people. The following table adopted
from Ralph Foster,g~iat Paper Money, The History and Evolution of Our Curref910),
shows the list of currencies that have turned worthless in each decade. The worthlessness is
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Table 2 :National Notes that Became Worthless in Each Deca&fe
1900-1910f 1911-1920 | 1921-1930| 1931-1940| 1941-1950 1951-1960 | 1961-1970
Brazil, Armenia, |Armenia, |Albania, | Albania, Algeria, | Argentina, | Afganistan,
China, Austria, Austria, Andorra, | Austria, Belgium, | Austria, Algeria,
Colombia, | Azerbaijan,| Belgium, | Austria, Boh & Moravia, | Bolivia, Angola,
Guate Belgium, | Brazil, Belgium, | Bolivia, Brazil, Argentina,
mala, Brazil, Bulgaria, | Bolivia, Bosnia & H, Bulgaria, | Biafra,
Haiti, Bulgaria, | Danzig, Bulgaria, | Brazil, Bulgaria, | Chile, Bolivia,
Korea, China, Estonia, Chile, Burma, Chile, China, Brazil,
Mexico, Estonia, Finland , | China, China, Colombia,| Colombia, | Bulgaria,
Nicaragua,| Finland, Georgia, | Czech, Croatia, Czech, | Eq. Guinea| Burma,
Puerto Germany, | Germania, | Danzig, Estonia, Finland, | Finland, Chile,
Rico, Ger. Africa,| Greece, Denmark, | France, Germany| France, China,
Ottoman | Ger. N. Guatemala| Estonia, | Greece, Hong Greece, PRC,
Empire, Guinea, Hungary, | Ethiopia, | Kong, Guinea, Colombia,
Paraguay, | Ger.S.W. [ Latvia, France, Hungary, Indo-Cht | Congo,
Portugal, | Afr., Lithuania, | Latvia, Indo China, na, Guinea,
ZAR, Guatemala| Memel, Lithuania, | Indonesia, Indonesia, | Chile,
Haiti, Mexico, Luxem Iran, Iraq, Israel, Colombia,
Hungary, | Poland, burg, It. E. Africa, Korea, Congo,
Italy, Portugal, | Nether It. Somaliland, Korea, Guinea,
Kiau Chau,| Romania, | lands, Italy, Japan, PDR, Finland,
Latvia, Russia, Norway, | Korea, PDR, Korea, Indonesia,
Lithuania, | Ukraine Nicaragua] Korea, South, South, Katanga,
Marshall Poland, Laos, Latvia, Laos, Laos,
Is., Spain Rep| Lebanon, Paraguay, | Paraguay,
Mexico, Lithuania, Romania, | Peru,
Montene Luxembourg, Tibet, Tunisia,
gro, Malaya, Turkey, Turkey,
Nicaragua, Manchukuo, Uraguay, | Uraguay,
Ottoman Marshall Is., Vietnam Vietnam,
Emp, Netherlands, Vietnam,
Poland, Neth.Indies, North
Portugal, Norway, Vietnam,
Romania, Paraguay, Peru, South
Russia, Philipines, Yugoslavia,
Serbia, Poland, Zaire
Turkey , Romania, Russia
Ukraine, Sarawak, Serbia,
Uzbeki Slovakia,
stan, Slovenia,
Syria, Thailand,
Transdneistra,
Tunisia, Turkey,
Ukraine, Vietnam,
Yugoslavia,
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6. FUTURE OF FIAT MONEY

Asour currentgenerations discern the use of coins gone vintage, their minds are programmed
to accept money as something to be created, controlled, regulated, and distributed by the

genealogy of of how paper acquires value or how it has changed its course within a couple of
h century has been the extension

of credit. In 1970,while 16 percent of Americans held credit cards, by 1995 this number

reached to 65 percent, and in 2001 it climbed to even higher of 73 p&rddm.introduction

of credit cards brought about a drastic turn in the mindsets of people. People started to spend

money which they didn’t have yet earned and in certain instances didn’t even exist yet. The

availability of money no more remained a problem, instead the credit limits of credit cards

induced or inhibited spending among consumers. Another radical shift in the form of money

Is its growing convergence with Information Technology. Coins and paper bills are being

the digital money can easily transfer, be accessed and paid through wires. Interestingly most of
the world’s money exists in electronic form. According to Federal Reserve Statistical Releases
(October 2005), paper money constitutes merely 7.82% of America’s money, the rest of the
circulation is electronic. The fundamental truth about current money is that it essentially is an
active record of debits and credits.

Until the mid of 19 century, students were generously taught about what money is and
how paper money failed in various ages and nations. This notion got lost somewhere purposely

Max Weber in hi£conomy and Society

“The adoption of pure paper standards has always been a result of political catastrophe,
wherever this has been the only way to meet the problem of inability to pay in what was
previously the standard money. This is happening on a large scal€ .t¢olai/79)

In its translation in 1968, the academic community added the following note to its analysis:

“It should be borne in mind that this was written in 1919 or 1920. The situation has clearly
been radically changed by the developments since thdt {ffnetnote 58)

alternatives was obscured purposely to create a general ignorance about monetary policies,
national debt and monetary debasement.

The public at large is enormously ignorant about the root cause of our ailing economies.
They entrust their savings and wealth to the governments, central banks and powerful
institutions, whom they perceive are knowledgeable and experienced enough in understanding
markets. Monetary policy taught widely in basic macroeconomics courses has become a mantra
for authorities, who keep fudging statistical data to their advantage. Ironically, changing
money supply has remained a science understandable to a privileged few. It is considered an
essential tool to stimulate the growth and preempt any potential problems. Though history
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has repeatedly stood witness to the catastrophes brought by the excessive use of printing
press and lack of accountability, yet a deaf ear is being turned to it under the brand name of
‘mismanagement ‘and ‘poor monetary policy’. It is not that academic circle does not warn

necessary to keep the trust of public at large. As national debt is getting too much momentum
as an issue these days, it becomes pertinent to mention that the United States’ national debt
surpassed $11,169,466,380,008.32 by the beginning bt&itury?® Robert E. Rubin, a

% Similarly
David Walker, the U.S. Comptroller General warned of the dangers of foreign debt:

“...over 90% of our debt, was purchased by foreign players, some of whom have different
national security, foreign policy and economic security interest than ours. If they decide that

going to get the money? Because we have the lowest savings rate of any industrializ€d nation

(Transcribed from the “ ") - Speech delivered at U.C.
Berkeley, Haas School of Business, May 4, 2005.

Fiat money has attained a unique status in our world, all governments issue it, and all

accepted as a convenient mode of exchange. However a general understanding on an essential
aspect of money seems to be mislaid, the question is what gives money its value to validate

security so vague that its users have abandoned the thought of it altogether. So, what lies in

Surely all paper money seem to follow a cycle of value. These currencies usually start

The wealth stored in the failed currency pursues its conversion into something of value. This
IS not possible always because of the humongous volume of it. Millions of common ignorant
people lose their properties, as values get wiped out overnight. The aftermath of the collapse
of paper money calls for the developments of a new and stable medium of exchange. If it were
16" century China, governments would have taken a step back to resort to the gold and silver
as medium of exchange. But the world today has complicated modes of payment with pieces
of paper, computer networks and government decrees, and a collapse of one paper currency
gives way to the creation of another, a process termeslakiation No nation can profess

Is undergoing the lower side of the cycle. As reported by one of the noted law Professor,

devil...”.%® A nation has no right to turn oblivious to the specter of another country’s paper
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systems. Very clearly the historical evidences are presented to allude how societies shunned
the paper money experiment either by voluntarily returning to commodity money, or by force

and society.
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