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Foreword

‘We shape our buildings,’ Winston Churchill observed, ‘thereafter they shape us.’ The same principle applies to most human creations.

Money and credit, one of mankind’s most important and imaginative fictions, fundamentally altered the nature of trade and economic activity, making possible economic development and increased prosperity on an unparalleled scale. But like all human inventions, it has a dark side – a latent destructive power.

In the late twentieth century, there was a fundamental change in the zeitgeist –we came to live in a time of easy money. Financial engineering replaced real engineering. Fortunes were more likely to be made in trading claim on real assets rather than creating, making and selling goods and services. Strong economic growth and improving living standards meant that no one questioned the source of this wealth.

The prosperity was the result of an excessive build-up of debt, imbalances in trade and capital flows, and the financialization of the economy, which underpinned a social and political structure reliant on debt-driven consumption and increasing levels of borrowing to fund social entitlements.

Around 2007-08, the process stopped and began to reverse. Since the problems became obvious, policymakers have struggled to stabilize the economy and financial system.

The real solution was to reduce debt, reverse the imbalances, decrease the financialization of the economy, and bring about major behavioural changes. However, unwilling to deal with the fundamental issues, policymakers substituted public spending, financed by government debt or central banks, and expanded the supply of money to boost demand. Utopian policymakers and professors hoped that strong growth and increased inflation would correct the problems. Despite a conspicuous lack of success, policymakers persist with the same policies even now.

Today, the level of debt in major economies has increased to levels higher than that which prevailed at the onset of the problems. Global imbalances have decreased, but primarily as a result of slower economic growth. Countries such as China and Germany are reluctant to inflate their domestic economies and move away from their export-driven growth model. Major borrowers, such as the United States, refuse to reduce spending and bring their public finances into order. Enthusiasm for fundamental regulatory changes to reduce the role of financial institutions has dissipated, in part driven by a concern that lower credit growth will decrease economic growth.

Policymakers continue to believe that their cocktail of measures can work. Nevertheless, it is not clear how increasing levels of government borrowing and printing money (referred to as ‘Quantitative Easing’ for political correctness) can restore the health of economies. Underlying the crisis are profound questions about the nature of money and debt and also the basic functioning of modern economies. In Easy Money, Vivek Kaul undertakes a thorough and exhaustive analysis of the history of money and the changes which inexorably and subtly led us to this inflexion point in economic and social history.

Financial history may not only help to understand the present crisis but also to identify its potential evolution. But as poet T.S. Eliot wrote in Gerontion, history has ‘many cunning passages’ and her lessons deceive with ‘whispering ambitions’ and ‘vanities’.

Politicians and policymakers are reluctant to acknowledge how misunderstanding of money, debt and financial history led to the present state of affairs. In the aftermath of the greatest financial and economic crisis since the Great Depression, the wrong lessons are being learnt and the errors perpetuated.

Perhaps Easy Money can set the record straight. However, as Winston Churchill wisely knew: ‘Men occasionally stumble over the truth, but most of them pick themselves up and hurry off as if nothing ever happened.’

Satyajit Das

Global finance expert and

author of international best-sellers Traders, Guns and

Money and Extreme Money.


Preface

On Monday, 29 September 2008, I walked into the Mumbai office of the Daily News and Analysis (DNA), the newspaper that I used to work for, wondering what to write for the day. As the personal finance editor, it was my job to fill up (for the lack of a better expression) the personal finance page every day. But it was one of those Monday mornings (actually afternoon!) when one really did not feel like working. And furthermore, for once, I hadn’t a clue of what I wanted to write. I had also run out of expert columns that I used to save precisely for such dry days.

Two weeks earlier, at 1.45 a.m. on 15 September 2008, Lehman Brothers, the smallest of the big investment banks on Wall Street, had gone bust and had filed for bankruptcy. Since then, business journalists in India had turned into jargon-spewing monsters. Any random write-up on the ‘financial crisis’ that was unfurling in the United States would have words such as sub-prime, securitization, collateralized debt obligations (CDOs), alternative A-paper (Alt-A), slice and dice and what not.

Going through one such article on that day, I wondered whether people writing this stuff actually understood the terms they were using so liberally. But more than that, I found it rather embarrassing that I did not understand most of these ‘terms’ except securitization, on which I had written now and then, from the time I started writing full time in late 2004.

That gave me my idea for the day. I thought, ‘Let me write a piece which tries to explain some of these terms that were being used.’ It was an act of pure self-indulgence. By then, I had realized that if one really wanted to understand something complicated, the best way to do it was to write about it.

And so I did. But as soon as I had started writing I realized that there were chances that the article would turn out to be one of the most boring ones that I had written. All I was trying to do was explain a series of terms to myself and hopefully the reader. The trouble was that there was no integrating theme or even a context for that matter. And all said and done, I was writing for a newspaper and not compiling a dictionary.

Just as I was about to give up, another brainwave saved the day. I wove a fictional story around the financial terms I was trying to understand, to build some overall context and at the same time to be able to explain all the terms that I wanted to. And that is how I came up with two unnamed characters, a man and a woman, in conversation.

The article was headlined ‘Why Is the Wall St Resting in Peace?’ and was scheduled to appear the next day, on 30 September 2008. It started with a woman calling a man to ask, ‘Why is the Wall Street going bust?’ And during the course of the ‘flirtatious’ duologue that takes place at an ungodly hour, 2.30 a.m., the man explains the trouble erupting at Wall Street and elucidates the meaning of several esoteric terms that had been troubling me, the writer of this piece.

I was very happy at the end of the day to have been able to write something different and more importantly, to have been able to fill up the ‘space’. Thankfully, I worked with editors who did not have fixed notions about what a newspaper should carry. Therefore, they let it go.

When I came to office the next day I was in for a surprise. My mailbox had some twenty-five emails from readers saying that they had loved the piece. This had never happened before; even what I thought were my best pieces would get no more than five to ten reader emails, spaced over a couple of days. But more importantly, what I understood from the response was that I was not the only one who had not been able to comprehend the pecuniary parlance. There were others like me out there. What the feedback also told me was that this whole concept of readers being more interested in what was happening in their own city and country was not always entirely true.

People wanted to know and understand what the ‘subprime’ crisis, as the financial crisis in the United States had been termed then, was really all about. This encouraged me to write a second piece and then a third and so the series of conversations between the anonymous man and woman continued. The feedback was tremendous. As I kept writing, more and more complicated terms like negative amortization, option adjustable-rate mortgages (ARMs), quantitative easing and so on were thrown up. I tried explaining those terms and the role they had to play in the financial crisis.

Now, nearly five years after I first started to write on the financial crisis, I have produced around a hundred and fifty pieces on the topic. And still continue to do so. The rate at which things are currently unfolding, writing about the economic meltdown should help provide my daily bread-and-butter for the next few years, perhaps even a decade.

***

Some five weeks after I wrote my first piece on the financial crisis, I went to interview William (Bill) Bonner, an ‘unconventional’ economist, and the president and CEO of Agora Publishing, one of the world’s largest financial newsletter companies. The one hour I spent talking to Bill, opened up a whole new world for me. My first question to Bill was, ‘When did the current financial crisis start?’

‘That depends on how far we want to go back. I put the beginning of the crisis back to 15 August 1971. On that day Richard Nixon closed the famous gold window at the treasury,’ he replied.1

After the Second World War, central banks around the world could convert the American dollars they held as a part of their foreign exchange reserves into gold by presenting them to the United States of America. The United States had committed to converting its paper dollars into gold at the rate of $35 being worth one troy ounce (roughly 31.1 gm) of gold.

President Richard Nixon had suspended this conversion on 15 August 1971, as America was running very low on its gold reserves.

Bill’s reply startled me. How could something happening in 2008 have its origins as far back as 1971? In early 2009, a couple of months after meeting Bill, I started reading the first lot of books stemming from the financial crisis. I also started to read books which had been published (by William Bonner and several other authors) since 2000, predicting the slump brewing in the United States of America. The more I read, the more questions I had and that led to even more reading. Gradually, I started reading books about the history of money, finance, and economics which eventually culminated in me poring over research papers published over the last 300 years.

And after all this heuristic, fact-finding exploration that lasted for nearly two-and-a-half years, some sort of a bigger picture started to emerge in my mind. I realized that Bill was right. A lot of what has happened over the last four to five years has been primarily on account of a lot of things that have happened since 1971. However, a lot of it is also on account of things that occurred before 1971.

Various experts have come up with various reasons behind the financial downturn. Some feel the crisis was because Wall Street was greedy. But then the question to ask here is: When was Wall Street not greedy? And given this, why didn’t financial crises happen all the time? Some others feel that securitization of home loans turned out to be a very risky thing to do. Still some others feel that Alan Greenspan, the then chairman of the Federal Reserve of the United States, kept interest rates too low for too long, leading to a housing bubble and then the financial crisis.

Yes, these were reasons behind the financial crisis. But then there was a lot more to it. The real reason behind the crash is an agglomeration of these reasons and many more reasons.

It is about how the concept of money and the financial system have evolved over a long period of time. It is about commodity money giving way to silver and gold and finally to paper.

It is about Marco Polo travelling to China and discovering that under the rule of the Mongol king Kublai Khan, paper notes issued by the king were being used as money instead of gold and silver coins as was the case in Europe.

It is about Columbus setting out to sea to discover India and ending up discovering San Salvador and thus helping the Spaniards discover huge mines of gold and silver.

It is about the merchants of China, Italy and London, who first started using paper money as a scam.

It is about the rise of banks and bankers who soon realized that profits are inversely proportional to the amount of capital they maintain in the business.

It is about Charles I seizing the gold deposited by London merchants at the Tower of London and thus encouraging them to move on to paper money.

It is about the need of the British monarch to constantly raise money to meet his expenses, something that finally led to the formation of the Bank of England and the concept of a central bank. It is about a single decision made by Isaac Newton, famous physicist, but also the master of the British Mint, way back in 1717.

It is about the American and French Revolutions which gave more legitimacy to paper money.

It is about the bankers of Genova buying annuities issued by the French government and then selling bonds against them and thus coming up with what we now know as securitization.

It is about financial firms and banks being rescued by the governments starting in the nineteenth century and thus creating a moral hazard. This encouraged firms to take on more risk in the years to come, confident that the government and the central bank would come to their rescue whenever another crisis happened. It is about the socialization of risk.

It is about the close relationship between the American government and Wall Street, something which has held true for more than a hundred years now.

It is about seven individuals who had close associations with Wall Street getting together and putting forward the idea which finally led to the formation of the Federal Reserve of the United States in 1913, the American central bank.

It is about Hitler destroying Europe and helping America emerge as a global superpower.

It is about Winston Churchill, who, as the British Chancellor of the Exchequer, refused to listen to the pleas made by John Maynard Keynes and took Britain back to the gold standard in 1925 at an exchange rate which simply did not make sense. This destroyed the British pound as the leading international currency of the world.

It is about the United States agreeing to exchange gold for dollars after the Second World War at the rate of $35 per ounce and largely sticking to its promise until 1971.

It is about the Al Saud dynasty of Saudi Arabia agreeing to price oil in terms of dollars and thus helping the dollar overtake the pound as the international reserve currency.

It is about politicians bastardizing the theories of Keynes and giving too much importance to those of Milton Friedman.

It is about French president Charles de Gaulle launching a spirited attack against the dollar in the mid-1960s, which set in motion events that led to a pure paper-money system coming into existence in the early 1970s.

It is about countries around the world which had doubts about holding dollars backed by gold in the 1950s and the ’60s, but were totally at ease while holding paper dollars not backed by anything else in the 1970s and the ’80s.

It is about Penn Central, America’s largest railroad, going bankrupt in 1970, leading to companies which wanted to be rated having to pay rating agencies for it.

It is about the Organization of the Petroleum Exporting Countries (OPEC) deciding to continue pricing oil in dollars in the late 1970s, after almost deciding against it.

It is about Alan Greenspan deviating from the wisdom of his mentor Ayn Rand and coming up with the Greenspan put, which made the world believe that come what may, the economy will always keep doing well.

It is about America, the doyen of capitalism, becoming a great welfare state.

It is about communist China becoming the most capitalistic country in the world, earning billions of dollars doing so, and using those dollars to help finance the great American fiscal deficit.

It is about right decisions made at one point of time, which had negative implications at another point of time.

It is about one thing leading to another and then another and finally culminating with the financial meltdown that started in mid-September 2008 after the investment bank, Lehman Brothers, collapsed.

All this and more were responsible for creating humongous Ponzi schemes which are now unravelling.

W.G. Sumner wrote in a research paper titled ‘Shall Silver Be Demonetized?’ in June 1885 that even though money is ‘one of the oldest human inventions, and one of the most important, there is none that has been perfected so slowly’.2

What Sumner wrote nearly 130 years ago, largely remains true to this day. Money and the financial system are still work in progress. They are still evolving. And anything that is still evolving has its share of problems.

Vivek Kaul


Introduction

As the old saying goes, man is a social animal. Even in ancient times, human beings lived in societies that had anywhere from twenty to sixty people. In such a society, a system of barter where people exchanged things they wanted and did not have, with things they had, gradually evolved.

Barter had its share of problems. An individual may have wanted to exchange earthen pots for vegetables, but on a given day, others may not have wanted those pots. Also, some goods were not divisible and that created its own share of problems when it came to exchanging goods.

So, gradually, human beings came up with a standardized medium of exchange which they could use for exchanging and to get things they did not have but required. This standardized item which everyone started to use as a medium of exchange became known as money over a period of time. The strangest part is that no single person or society, as has been the case with almost every other invention, came up with the concept of money. It slowly emerged on its own all across the world.

Different societies all over the world came up with their own versions of money. But in every society, there were one or two commodities that eventually were used as standard mediums of exchange. Almost every commodity has been used as money at some point of time in history. In parts of ancient India, almonds were money. In the Nicobar Islands in India, coconut was money. Corn was money in Guatemala. And Mongolia used tea as money. In the rice-producing nations of Philippines, Japan and Burma, standardized portions of rice served as money. Tobacco was legally deemed to be money in parts of the United States.

Gradually, two metals, gold and silver, emerged as money in most parts of the world. Scientist Isaac Newton played a very important part in tilting the scale in favour of gold as money over silver.

Nearly two centuries after Newton, an American presidential election was fought on the question of what should be used as the primary form of money, gold or silver. The candidate supporting silver lost. Also, the fact that Great Britain, which ruled large parts of the world, used gold as money tilted the balance in favour of gold. Other countries thought that Britain’s use of gold as money had some sort of link to its global dominance. So, they also started to use gold as money.

Most parts of the world continued to use gold and silver (primarily as small change) as money until the onset of the First World War in 1914. An elaborate financial system with a central bank at the heart of it also evolved with the development of gold and silver as money.

As gold and silver money went from strength to strength, paper money also evolved. It was first invented in China. Marco Polo, an Italian, in his journey across China, came across paper money printed by the Mongol chieftain Kublai Khan and brought the concept back to Europe. While the first notes of paper money came into existence in Italy, it took a while for them to be used all across the world. Also, originally, paper money was just a form of gold or silver. It was backed by gold and silver and could be exchanged for the precious metals at the government mint or various banks which had come into existence.

Paper money as we know it today, not backed by anything except a diktat from the government, was used to finance wars and revolutions. It became firmly entrenched during the course of the First World War when several countries in Europe stopped using gold as money and moved towards using paper money not backed by anything. Paper money has stayed with us since then and been a cause of great pain and many a crisis, including the current recession that the world is reeling under. This book ends with the imbroglio in which the global financial system found itself after the end of the First World War.

This is the first book of a series tracing the history of money. The second book deals with money and its evolution, from around the time of the Second World War to the dotcom bust, towards the turn of the century. The third book deals with how the evolution of money, dealt with in the first two books, culminated in the global financial crisis that started in late 2008.


1

Why Robinson Crusoe Did Not Need Money

Daniel Defoe was probably the first investigative financial journalist in the world.1 He is said to have reported in detail on the South Sea Bubble, a Ponzi scheme which hit London in the second decade of the eighteenth century.

But today he is most remembered as the author of Robinson Crusoe, first published in April 1719. It is a story of an individual who spends twenty-eight years on an island near modern-day Trinidad as a castaway, before being rescued.

The island is visited by cannibals every now and then. On one such occasion, a prisoner of the cannibals escapes. Crusoe rescues him and names him ‘Friday’ because the prisoner appeared on a Friday.

But what is Robinson Crusoe doing in a book titled Easy Money?

***

The brief introduction on Daniel Defoe and Robinson Crusoe was to prompt the question: did ‘Robinson Crusoe and Friday need money.’2 The answer is, they did not.

Crusoe and Friday were the only two people on the island. They could fish all the fish in the world they needed. They could drink all the coconut water they wanted to. They did not have to buy it from anyone.

All the gold in the world would not mean a thing to them. If they had the modern-day paper notes, which are one of the most common forms of money nowadays, the only way they could use it was to burn the paper to generate heat for cooking and keeping warm (which was an unlikely scenario given that they were stuck on a tropical island).

Two people on a lonely island may not require money, but the moment any society goes beyond a few people, the requirement of money as a medium of exchange crops up.3 Nevertheless, the concept of money did not develop automatically, what first developed was the system of barter.

***

Barter is a term which refers to the exchange of goods and services among human beings. I have some eggs but need some salt, so I exchange my eggs for salt. But it is not as simple as the example suggests.

The first problem with barter is the mutual coincidence of wants. I have some eggs and I want to exchange them for salt. So, I need to find someone who has salt and, at the same time, wants to exchange it for eggs. If the person who has the salt does not want eggs, but wants sugar instead, what happens then?

In order to complete the transaction, I need to find someone who has sugar, and is ready to exchange it for eggs. I then take the sugar to the person who has salt and exchange the sugar for salt.

And this example had only three goods. Just imagine what would happen in a society which had even ten goods. There would be utter chaos.

In a barter system that has four goods to be exchanged, there are six ratios of exchange. In a situation where there are a thousand items to be exchanged under a barter system, there will be 499,500 exchange ratios.4

The second major problem with barter is indivisibility. Let us say I have a potter’s wheel and want to exchange it for some basic necessities like eggs, salt and wheat. One way out is for me to find someone who has these three things and is ready to exchange them for my potter’s wheel. However, if I am unable to find such a person, barter does not work for me. If I find three different people who have eggs, salt and wheat, how do I divide my potter’s wheel to carry out an exchange? A divided potter’s wheel is of no use to anyone.

***

Man is a social animal, goes the old saying. So, even in the ancient times, human beings rarely lived alone. The smallest human societies used to typically consist of twenty to sixty people.5 In such a society, men went game hunting to put food on the table. But every day there were some men who were unable to hunt an animal and hence their families had to go hungry.

One way of getting over this problem was what is now known as ‘pooling the risk’. Hunters who had a good day could share some of the meat with hunters who had a bad day to ensure that nobody went hungry.6 This, of course, came with the understanding that the hunters who had a bad day today might have a good day later on and, on that day, they would share their game with the others.

But this arrangement assumed that everybody was equally competent at hunting game, which may or may not have been the case. So, if the man of a particular family was bad at hunting, chances are he would have lots of bad days. In such a situation, he would have to depend on the magnanimity of others on most days to feed his family.

What if this man who was not good at hunting was very good at the potter’s wheel and could make excellent pots? He could make pots and hope to exchange them for food that the hunters got and thus feed his family.

However, even here the problems of barter would crop up. What if the hunters on a given day did not want the potter’s pots? The potter’s family would have to go hungry on such occasions because food would be needed on a daily basis, but not pots.

So, what was the alternative for the potter? One way would be to exchange for excess food on the days when his pots were in demand. But then, how would the food be stored?

The solution would be for the potter to be able to exchange his pots for a commodity that did not go bad immediately. He would thus be able to store that commodity and hopefully exchange it for food later, especially on days when there was little demand for his pots.

***

As human beings went beyond their own clan, the realization set in that more formal methods of contract were needed. Within your own clan, you could negotiate not to pay on the spot. If the hunter needed a pot on a particular day but fell short of the amount of food that the potter demanded in exchange, he could pay his share of the deal on a day when he shot a good game. However, this arrangement could not be worked out with someone who was not a part of the clan and thus could not be trusted to keep his end of the bargain.

For human beings to take barter beyond their clan, what was needed was a standard item which everyone would be willing to exchange and that, in turn, would lead to more complex barter transactions.7 A potter did not have to necessarily exchange his pots always for food, which became stale very soon. He could exchange it for that standardized item which he could use to buy food in the future. It would also take care of the trust factor that would crop up the moment human beings started bartering beyond their clan.

This ‘standard item’ was not arrived at overnight. It probably took a lot of trial and error over centuries, across various societies before it was formalized. But the question is, how was the basic idea of this ‘standard item’ arrived at?

As we saw in the earlier barter example, in order to complete the transaction, one needed to find someone who had sugar and was ready to exchange it for eggs. The sugar could then be taken to the person who had salt and exchanged for salt.

That is one example. In the second example, we had a man who could not divide his potter’s wheel and exchange it for what he wanted. But what he could easily do was exchange his potter’s wheel for something like sugar which was easily divisible and then exchange that sugar for the eggs, salt and wheat he wanted. So, gradually, a greater demand for sugar would have emerged as people became confident that they could easily exchange sugar for other things they needed.

In modern-day terminology, sugar would have had a greater ‘marketability’ than other goods.8 Where did this marketability of sugar come from?

Eggs are easily breakable and need to be carried carefully. Carrying sugar does not pose such problems. Also, unlike the potter’s wheel, sugar could be divided easily. But so could salt and wheat. Yes. But in case of salt there is a danger of there being rain and the salt dissolving in that rain. On the other hand, sugar can easily attract ants and is just as likely to dissolve when it rains.

These were the issues the primitive human beings would have had to consider when deciding on a standard medium of exchange. But more than anything, other than being a medium of exchange, the standardized item would have to have had some use of its own.

This standardized item which everyone started to use as a medium of exchange became known as money subsequently. The strangest part is that no single person or society, as has been the case with almost every other invention, came up with the concept of money. It slowly emerged on its own all over the world.

***

Different societies all over the world came up with their own versions of money. But in every society, there were one or two commodities that eventually were used as standard mediums of exchange.

Almost every commodity has been used as money at some point of time in history. In parts of ancient India, almonds were money. In the Nicobar Islands, coconut was money. Corn was money in Guatemala. And Mongolia used tea as money. In the rice-producing nations of Philippines, Japan and Burma, standardized portions of rice served as money. In cold Norway, butter was used as money.

They even used dried cod (a fish) as money. There was great demand for it during the Lent season when the Catholic Church forbade meat consumption.9

One key reason for the usage of a particular commodity as a standard medium of exchange in a particular area was the abundance with which it was available. The American state of Virginia, which produced truckloads of tobacco, used it as money, as did the states of Maryland and North Carolina. In fact, the legislature in Virginia made tobacco legal tender in 1642. All business transactions in Maryland were conducted through the use of tobacco, including the payment of taxes.10

***

Another commodity found in abundance and used as money was salt. Aristotle, the great Greek philosopher, believed that the standardized exchange of commodities ‘hallmarked’ by some authority for correct weight and quality was the first use of money. One of the commodities used for this exchange was salt. In fact, the early Roman soldiers were at certain times paid in salt. This was referred to as ‘salarium’ and from this the word ‘salary’ has been derived.11

In parts of western Africa, salt was used as money until the start of the twentieth century. Everything that could be done with other forms of money could be done with salt. It could be bought, sold, rented, stored and even inherited. Interestingly, in Sudan all the goods and products that formed a part of daily life like horses, clothes, millets and even slaves could be bought with salt. At one point of time, the price of a slave was a piece of salt equal to the size of the slave’s foot.12

Salt was used as currency primarily because of its hardness and durability. It was extracted from the Sahara desert at great risk and a lot of hard labour. The salt extracted from the desert travelled well and met all the nutrient requirements of both human beings as well as the livestock. Salt from the sea did not travel well and changed colour and taste when subjected to excessive heat as well as humidity.13

In fact, the salt extracted out of the Sahara was so pure that the merchants who travelled across the Sahara with salt slabs slung over the saddles of their camels could have been mistaken for transporting marble stone. The purity also ensured that the salt could be cut into a number of standardized sizes.14

***

Cowry shells or shells of snails and other molluscs have been an important form of money throughout China, India and Africa. Cowries have also been unearthed in vast amounts in tomb excavations across China. The small island of Maldives was the prime supplier of these shells. They would first come to India and then go to China, increasing in value the further they went from Maldives. Arab traders bought these shells and took them to Africa where they were even used to buy slaves. A person shipwrecked in the Maldives in the seventeenth century wrote:

They called them [cowries] Boly and export to all parts an infinite quantity, in such wise that in one year I have seen 30 or 40 whole ships loaded with them without other cargo. All go to Bengal (a state in eastern India) for there only is there a demand for a large quantity at high prices. The people of Bengal use them for ordinary money although they have gold and silver and plenty of other metals; and what is more strange, kings and great lords have houses built expressly to store these shells and treat them as part of their treasure.15

The major reason for the success of cowry shells as money was the fact that they had all the characteristics that money should have. They were portable, durable, easy to carry, and very difficult to counterfeit. In fact, taxes could be paid in China using cowries as late as the fourteenth century. Nevertheless, by the middle of the nineteenth century, cowries were hit by inflation, and there were just too many cowries going around. Cowries were found off the coast of Zanzibar in huge numbers. And once these cowries hit the market, the value of cowries fell, and cowries being used as money became history.16

***

In Britain, cattle and slaves were used as money. The value was set by law, although the church discouraged the practice of accepting slaves in lieu of compensating for penances.17 Other than being a medium of exchange, money also became a store of value in due course. Cattle have been a major form of hoarding wealth all over the world from India, to Europe and all across Africa. This form of hoarding wealth still survives across major parts of the world. What is interesting is that the word pecuniary is derived from the Latin word ‘pecus’ which means cattle.

Skins of animals have also been used as money at various points of time. Deerskin was a popular form of exchange in North America when it was a British colony. The male deer is also referred to as the buck. And this is how the term ‘buck’ came to be associated with money.

The Aztec tribe of central Mexico used cacao beans, which are used for making chocolate, as money. The first European pirates, who came to the Americas to loot, did not know the value cacao beans had for the Aztec, and sunk shiploads mistaking it to be rabbit dung.18

***

Human ingenuity, in times of need, has even led to situations where cigarettes have been used as money. In 1946, a year after the Second World War ended, American and British soldiers were stationed in Germany. They sold a part of their cigarette rations to the local Germans for Reichsmarks, which was the German currency. This money took care of their local expenses without needing to delve into their salaries. Anything that remained could always be converted into dollars and pounds.

Sometime in September 1946, the British and the American authorities at the helm of affairs in Germany decided to ban the conversion of Reichsmarks into dollars and pounds.19

This effectively ended the nice profit game that the soldiers had going for them. But necessity, as they say, is the mother of all invention. Soldiers started exchanging their cigarettes for purchases they had to make locally. In this way, cigarettes effectively became money once again, with their dollar and pound salaries remaining untouched.20 In the process, cigarettes acquired an economic value which was much more than their value if they were smoked just as cigarettes.21

Cigarettes were also used as money in the prisoner-of-war camps that cropped up all over Europe during the Second World War. The prisoners would receive standard food parcels from the Red Cross during the war. The parcels included biscuits, butter, cigarettes, canned beef, chocolate, jam, milk, sugar, etc.22

As soon as the rations arrived, prisoners would start exchanging them. One of the earliest transactions used to be non-smokers exchanging their cigarettes for chocolates that the smokers had got. Sikhs, who had been fighting for the British Army, would exchange their allocation of beef for other goods like butter, jam and margarine. But gradually cigarettes went way beyond the status of a normal commodity and became the standardized medium of exchange. A prisoner of war (POW) even recalls exchanges like ‘cheese for seven cigarettes’ happening in the camps. He also recalls an individual who sold coffee, tea or hot chocolate at the rate of two cigarettes a cup. This individual eventually scaled up his business but failed, making losses of a few hundred cigarettes.23

So what made cigarettes a good form of money during and after the Second World War? A cigarette has some of the qualities of good money. It is reasonably durable. It can be easily carried (in pockets). It is easily divisible from crates, to packets to a single cigarette. And inside a POW camp, it was difficult to counterfeit.

There were always some people who ‘shook out’ a bit of tobacco from their cigarettes until they had enough tobacco to roll up a new one, although it would be immediately obvious to the other party that the cigarette was a hand-rolled one and not the real thing that everybody was accepting as money. Also, cigarettes were soiled when exposed to water.

These, however, were minor disadvantages in comparison to what happened when the weekly Red Cross parcels did not arrive. At other times, the stress of heavy air raids near the camps made people smoke away their money, that is, cigarettes.24 In such situations, there was not enough money (i.e., cigarettes) going around in the prison market and it led to a situation where prices fell. Since people did not have cigarettes to buy goods, those who were hoarding food, toiletries and so on, had to cut prices in the hope of making a sale.

At other times, a large number of prisoners received parcels from home, full of cigarettes. This meant the number of cigarettes in the prison would shoot up. Suddenly, the money supply was up, and with more money chasing the same number of goods, prices went up.25

***

What we have seen until now is that throughout history money has largely been a commodity which has its own use other than also functioning as a standard medium of exchange. There were, of course, some exceptions to this rule, like cowry shells.

But the most important point in anything functioning as money is the belief that it will be acceptable to everyone who uses it. And if such a belief becomes prevalent over a period of time, even a lot of absurd things come to be used as money.

The ancient Chinese used farm tools as standardized mediums of exchange. Over a period of time, these tools came to be used more and more as money and less and less for farming, which was their primary use. This led to a situation where these tools were miniaturized and could no longer be used for farming. A similar situation prevailed in Britain where swords were used as money. As time went by, these swords were used more as a medium of exchange rather than for fighting. Hence, they were miniaturized. Lots of miniaturized double axe heads have been found all across continental Europe. They were too small to be any good for digging and cutting, things that axes are used for. Hence, archaeologists have concluded that they were a likely form of money.26

***

The Caroline Islands are an archipelago, a collection of widely dispersed islands numbering around five hundred in the western Pacific Ocean to the east of Philippines. Among these islands is the island of Yap or Uap, also referred to as the Wa’ab by locals. This island, along with the other islands of the Carolines, was under German occupation between 1899 and 1909. In 1903, an American anthropologist, William Henry Funess III, visited the island and found something very peculiar when it came to what the locals used as money.

The local currency was called fei. It was essentially a large, solid, thick, stone wheel which could vary from a foot to twelve feet in diameter. It had a hole in the middle, around one-sixth of the diameter, where a pole sufficiently strong could be inserted to transport the fei with its weight on the shoulders of men. The fei was made of limestone found on an island called Babelthuap, about 400 miles away. The story goes that the limestone had been quarried and the fei had been made on that island before being transported to Yap on canoes and rafts by some adventurous citizens.27 The larger feis were of course more valuable, but size was not the only thing that decided their worth. The quality of limestone used to make the fei was also an important factor.28

The fei in some cases could weigh as much as a modern-day car and hence was difficult to transport.29 In such cases, the new owner of the fei would be happy with just the acknowledgement of its ownership and the stone wheel would continue to remain undisturbed at its former owner’s home.30 In fact, there was even a family whose wealth was unquestioned and acknowledged, although nobody had ever seen it, including the family. The source of their wealth was an enormous fei that for the past two or three generations had been lying at the bottom of the sea. Apparently, one of the ancestors of the family had towed an enormous fei on a raft on his journey back from an expedition. Unfortunately, a storm struck the seafarers and in order to save their lives, the party travelling with him had to cut the raft adrift and the stone sank into the sea. Upon their return, the people who had witnessed the submerging of the fei described its enormous size and explained that it had sunk through no fault of its owner. So, the purchasing power of that stone remained valid for the ancestor and his later generations.31

What this example – and other examples of abstract money – demonstrate is the importance held by the ‘myth’ (or unquestioned belief) in monetary matters. The money around us, the money that we grow up with, appears to be the only ‘real’ money to us.32

***

Nukak Maku, a tribe of nomadic hunter-gatherers used to live in the depths of the tropical humid forests along the Amazon, in Colombia.33 In 2003, the people of this tribe left the Amazonian jungles which they had inhabited for centuries and arrived in the town of San José del Guaviare in Colombia, driven out of the forest by the relentless civil war in Colombia. These people did not understand what money or property or government was. They also had no clue of the fact that they were citizens of Colombia. Such was their understanding of things that they even asked whether the planes flying in the sky were moving on an invisible road.34

They had no concept of future either. When one of them was asked whether the tribe was concerned about their future, now that they were out of the jungle, pat came the reply, ‘The future? What’s that?’ These days they live in a clearing near the town of San José del Guaviare, where they receive aid to take care of their daily needs.35 This was a tribe that was untouched by both time as well as money.

***

The Nukak Maku story tells us how a society is likely to be if it does not discover the concept of money. Money, other than facilitating the exchange of goods and services and trade, and being a store of value, also encourages specialization and contracts with strangers, something which is very important to increasing productivity as well as progress.

Tim Harford, an economist who has written best-selling books like The Undercover Economist, The Logic of Life and, most recently, Adapt explains the benefits of specialization in a piece titled ‘Look on this toaster, ye mighty, and despair!’ on his website, www.timharford.com. Here is an excerpt of the article:36

The electric toaster seems a humble thing. It was invented in 1893 … This century-old technology is now a household staple, and reliable, efficient toasters are available for a few pounds. Nevertheless, Thomas Thwaites, a postgraduate design student at the Royal College of Arts in London, discovered just what an astonishing achievement the toaster is when he embarked on what he called ‘The Toaster Project’. Quite simply, Thwaites wanted to build a toaster from scratch.

The difficulty of the task began to become clear. To obtain the iron ore, Thwaites had to travel to a former mine in Wales that now serves as a museum. His first attempt to smelt the iron using 15th-century technology failed dismally. His second attempt was something of a cheat, using a recently patented smelting method and a microwave oven – the microwave oven was a casualty of the process – to produce a coin-size[d] lump of iron.

Further short cuts were to follow. Plastic comes from oil, but despite launching a charm offensive against BP [British Petroleum], he never did make it out to an oil rig. His attempts to make plastic from potato starch were foiled by hungry snails. He settled for scavenging plastic from a local dump, melting it and moulding it into a toaster casing.

Copper he obtained via electrolysis from the polluted water of an old mine in Anglesey. Nickel was even harder; he cheated and bought some commemorative coins, melting them with an oxyacetylene torch. These compromises were inevitable. ‘I realized that if you started absolutely from scratch, you could easily spend your life making a toaster,’ he explained to me.

An ordinary toaster has more than 400 components and sub-components, made from nearly 100 different materials. Thwaites’s home-made toaster is a simpler affair, using just iron, copper, plastic, nickel and mica, a ceramic. It looks more like a toaster-shaped birthday cake than a real toaster, its coating dripping and oozing like icing gone wrong. ‘It warms bread when I plug it into a battery,’ he says, brightly. ‘But I’m not sure what will happen if I plug it into the mains.’

So what is the moral of the story? It is impossible for a single human being to even make something as simple as a toaster from scratch. But when many people specialize in their respective areas, only then does a product like the toaster become possible. And this specialization and progress is possible only because our ancestors invented the concept of money, which lets people work in areas they feel they are most suited to without having to worry about how to go about getting the other things that they might require to live a decent life. This specialization in turn leads to discovery and invention.

The concept of money is at the heart of human progress. Societies such as the one of the Nukak Maku that do not discover the idea of money do not progress.


2

Gold Is Useful Because It Is Useless

The advent of money in its various forms did away with the disadvantages of barter. In a barter economy, ratios of exchange were expressed in terms of the goods that were available in the market. So, a horse might be worth fifty chickens. And a chicken might be worth ten eggs. And an egg might be worth a hundred grams of sugar, which in turn might be worth 250 gm of salt. At the same time, the horse might also be worth a certain number of kilograms of sugar as well as salt. And a certain number of eggs could also be exchanged for a horse. This is very confusing. Imagine if we had to remember all this.

Estimates suggest that cities such as London and New York offer ten billion distinct varieties of products.1 If the world was still on a barter economy, imagine the number of exchange ratios that would be going around. It would be one big mess. But that is just a theoretical point because without the advent of money, the economy would not have developed so much to offer so many different kinds of products.

Also, in a barter economy, it would have been impossible for any business to figure out whether it was making a profit or running at a loss. Economist Murray Rothbard puts it very succinctly:

Suppose that you are a business firm, and you are trying to calculate your income, and your expenses, for the previous month. And you list your income: ‘let’s see, last month we took in 20 yards of string, 3 codfish, 4 cords of lumber, 3 bushels of wheat … etc.,’ and ‘we paid out: 5 empty barrels, 8 pounds of cotton, 30 bricks, 5 pounds of beef.’

‘How in the world could you figure out how well you are doing?’ asks Rothbard.2 But the invention of money did away with all these problems. Every commodity now had a single price instead of all the exchange ratios that were going around. This simplified the overall economy in a very big way. Revenues and expenses could be calculated accurately, and this boosted human enterprise like never before.

However, the commodities used as money initially had their own set of problems. Take the case of cowry shells which remained money for centuries. They were fragile and had to be handled with care. Animals, which have been used as money for centuries and continue to be used in parts of the world, could not be divided into smaller parts and therefore could not be used for smaller transactions. But they were a reasonably good store of wealth. The commodity which ended up being used as money was also a function of factors like culture, location and even the weather. Butter, which was used as money in ancient Norway, would not have stood a chance in warmer parts of the world, where it would have melted straightaway. Salt was used as money in western Africa which has the Sahara Desert, and is one of the driest parts of the world. It would have been impractical to use salt as money in the wet regions of the world.

Commodities such as almonds, cacao beans, rice, wheat and tobacco, which were used as money, were not exactly fragile as was the case with cowries, but they were a poor store of value and ran the risk of rodents and insects eating them.

There was always the risk of oversupply or under-supply of a commodity being used as money. Therefore, for a commodity to become money, what properties did it need to possess? It had to be durable and not fragile. Its supply had to be stable. And most importantly, people using the money should have been willing to accept it as money. For example, dolphin teeth have been used as money on the Solomon Islands in the Pacific for centuries. Even as late as 2008, it was reported that the interest in dolphin teeth as money had restarted and the price of one dolphin tooth had shot up four times to two Solomon Islands dollars. The governor of the Central Bank of Solomon Islands also admitted to having bought dolphin teeth.3 Dog teeth have been used as money in New Guinea’s Admiralty Islands, which the outsiders visiting the island found disgusting.4

***

As human beings learned to excavate ores and refine them into tools and weapons, metals acquired value.5 Over and above this, metals fulfilled all the basic conditions for a commodity to function as money. They were accepted by everyone. They did not decay and were durable. Since they were not found in great abundance, small quantities could carry high value, making them portable. They could be easily divided into smaller pieces and even when broken down they had consistent value and quality,6 something that did not hold good for gemstones, even though they were rare and small quantities could be used to carry high value. And unlike a lot of other forms of money, they were a very good store of value.

When it came to rarity, something like a diamond or a ruby was a better bet. But figuring out the quality of a diamond and other stones was difficult. Experts could easily haggle on it, with each expert having a different opinion. When it came to metals such problems did not exist. They were either 99 per cent pure or not. They weighed a hundred grams or they did not. There could not be much difference of opinion on their quality.7 This homogeneity of metals was an important point in its favour for being used as money. Also, they had a low cost of transport as compared to their value.8 Furthermore, unlike cattle, metals were not perishable, hence a very good store of value which could be passed on across generations. They are well distributed geographically and no one country held sole monopoly of all the supplies.9

Metals could also be easily weighed. And that is one reason why units of weight often passed into names of coins first and paper money later. Pound, shekel, livre, lire and so on are all units of weight.10

As Aristotle, the Greek philosopher and teacher of Alexander the Great, put it, ‘It became necessary to think of certain commodities, easily manageable and safely transportable, and of which the uses are so general and so numerous, that they insured the certainty of always obtaining for them the articles wanted in exchange.’11

***

Metals such as gold, silver, copper, iron, platinum, lead, nickel, tin and so on have all been used as money by various civilizations at various points of time. Platinum was used as money in Russia for a brief while. Lead was used in Burma (now Myanmar). Nickel has been used as money, almost all around the world, especially in countries like Belgium, Germany, Jamaica in the Caribbean, Switzerland and the United States. Coins made of tin were in use in Syracuse in Sicily and Gaul in Europe. Gaul was a vast region in western Europe.12

One of the earliest metals to be used as money was iron. The Greek city state of Sparta used iron bars as money, between the tenth and the eighth centuries BC. Iron was not the best metal when it came to being used as money. It rusted easily. It was heavy, making it difficult to carry around. Nevertheless, the Spartans chose iron as money.

There were two major reasons for this. Back then iron was not as easily available as it is today. Also, most of the iron which ended up being used as money was of meteoric origin. It evidently fell from the skies and was thus seen as being God-sent.13

Some accounts of history seem to suggest that King Lycurgus of Sparta had banned the use of gold and silver as money. This was done in order to make embezzlement by and bribery of public officials difficult. It was not easy to bribe public officials given the weight of iron.14 Iron was never coined in Sparta. It was used as money only in the form of bars. The inhabitants of Byzantium used iron coins and so did the people in Japan.15 But on the whole, iron as money did not survive primarily because of its heavy weight and the fact that it rusted easily.

Other metals had their own set of problems. Copper turned green due to a reaction which happens when oxygen in the form of water, rain or moisture comes in contact with it.

***

Gold over the centuries became universal money and there were several reasons for this. Unlike cowry shells, it is not fragile and is durable. Gold does not rot. It is chemically inert unlike copper, silver and iron, which means its radiance is timeless. Given its chemically inert nature, most of the gold mined since eternity is still around. Estimates suggest that the world has 165,000 tonnes of gold. The supply of gold rarely escalates suddenly.

A 2011 research report expected the supply of gold to go up at the rate of 3.6 per cent per year between 2011 and 2015, suggesting a stable supply of the yellow metal. In a bear-case scenario, the supply was expected to grow at an even slower rate of 1.2 per cent per year. The price of gold has rallied over the last two decades, although it has taken a beating of late. Despite this, there has hardly been any significant growth in the supply of gold, with production going up at a minuscule 0.7 per cent per year. Between 1900 to 1990, the production of gold grew at the rate of 1.9 per cent per year.16

This has historically held good as well. Since 1492, the supply of gold has never gone up by more than five per cent in any given year. In fact, during the normal course of things, gold supplies have grown between 1 and 2 per cent every year. The exception to this is when new gold discoveries happen. These are only occasional, as were the cases in California and in Australia in the 1850s and in South Africa in the 1890s, when gold supplies rose faster than 4 per cent per year.17

Gold is nearly nineteen times as dense as water and a little over one-and-a-half times as dense as lead, which means a lot of gold can be packed into a very small size. Hence, very high value of money can be easily mobilized if it is in the form of gold.

What also helped was the ‘uselessness’ of gold. Despite the fact that it is highly malleable (can be beaten into sheets easily), ductile (can be easily drawn into wires), and the best conductor of electricity, gold does not have many industrial uses like other metals have. This is primarily because there is very little of it going around. Also, what does not help is the fact that gold is as soft as putty. This softness makes it practically useless for all purposes that need metal.18

Also, when commodities are used as money they are taken away from their primary use. Therefore, if rice or wheat is used as money for daily transactions and to preserve wealth, it means a lesser amount of rice and wheat in the market for people to buy and eat. This, in turn, would mean higher prices of grains, which are staple food in large parts of the world. Gold does not have many practical uses. So, if people hoard gold, it does not hurt anyone. As the blogger FOFOA puts it, ‘And because it is not used for many things other than mere hoarding, the act of hoarding gold is not an infringement on the natural rights of others.’19

The uselessness of gold also helps it to retain its value. Silver has a lot of industrial uses. So, if one owns silver during a recession, chances are that the price of silver and thus its purchasing power would fall because the demand for silver for its industrial uses would be lower. The same would be true for metals like platinum and palladium which are also used for industrial purposes. Gold would not be impacted. As analyst Dylan Grice wrote in his 2009 report titled ‘A Minskian Roadmap to the Next Gold Mania’, ‘The price of gold will be unaffected by any decline in industrial demand because there is no industrial demand!’20

Ergo, gold became useful because it was useless. And this led to humans all over the world toiling for it. It has been estimated that most of the gold mined from the bowels of the earth in the last ten thousand years is still around.

***

Gold was used as money initially in the form of gold bars. Egyptians were making gold bars and using them as currency as far back as 4000 BC. Thus, gold as money could be used only for larger transactions. Also, since no two gold bars were the same, every transaction involved determining the exact purity and the weight of gold.21 This obviously was time-consuming.

The problem was solved to some extent with the advent of coins, which were the earliest form of organized money. A coin was a piece of precious metal, the weight and quality of which was usually guaranteed by the king or the queen or the ruler of the land. This was done by stamping a portrait of the king or the queen on one side of the coin.

The story behind how the first coins came into existence is rather interesting. Around the twelfth century BC, it occurred to the Chinese government that for the purposes of exchange it might make sense to use miniaturized models of various objects like knives, sickles, clothes and so on which were then being used as mediums of exchange.

Accordingly, they launched tao (or knife) coins as well as pu (or cloth) coins. These coins were miniaturized models of the things they represented. These miniatures had a small circular hole at one end so that they could be strung on to a cord and be carried around easily. This hole gradually became bigger, until there came a time around 200 BC when in the case of the tao coins, the entire knife was gone, and only the circular end of the knife remained. This was circular money or coins as they came to be known as. The Chinese believed that money, which is meant to roll around the world, should be round.22

***

But that is just one version of the event. Herodotus, an ancient Greek historian, often referred to as the father of history, who lived in the fifth century BC (between 484 BC and 425 BC) suggests that the first coins were made in the kingdom of Lydia around 700 BC. Lydia was a kingdom located in what is modern-day Turkey.

Herodotus in The Histories writes, ‘So far as we have any knowledge, they [Lydia] were the first nation to introduce the use of gold and silver coin.’23 These coins were privately made of electrum, a naturally occurring mixture of gold and silver. The coin was in the shape of an oval slug which was several times thicker than modern-day coins.24

The advent of coins led to the setting up of an open market with small shops in the capital city of Sardis in Lydia. Each merchant specialized in a certain commodity. Even strangers could buy the commodities provided they had the coins. Long before Great Britain became a nation of shopkeepers, Lydia did. The first brothels were opened in Sardis. In fact, Lydian women could choose their own husbands, but for that they needed to have an adequate amount of dowry in place. This they accumulated by working in these brothels. Gambling and dice games soon followed.25 Around the time these coins were first made, Lydia was ruled by a king called Candaules. The Greeks called him Myrsilus. Candaules was madly in love with his wife and considered her the fairest woman in the world. He also happened to trust a bodyguard called Gyges, with whom he shared everything, even the beauty of his wife. So, one day Candaules told Gyges:26 ‘I see thou dost not credit what I tell thee of my lady’s loveliness; but come now, since men’s ears are less credulous than their eyes, contrive some means whereby thou mayst behold her naked.’

Gyges did not fall for the offer straightaway and is supposed to have resisted. ‘What most unwise speech is this, master, which thou hast uttered? Wouldst thou have me behold my mistress when she is naked? … I hold thy wife for the fairest of all womankind. Only, I beseech thee, ask me not to do wickedly,’ he pleaded with the king.27

However, Candaules was in no mood to give up and insisted. So, the plan was made and Gyges saw the queen undressing as his master desired him to. As he was leaving the chamber, the queen happened to see him and figured out what had happened. Among the Lydians, it was a disgrace even for a man to be seen naked. The next morning the queen sent for Gyges and gave him what was effectively a Hobson’s choice. ‘Take thy choice, Gyges, of two courses which are open to thee. Slay Candaules, and thereby become my lord, and obtain the Lydian throne, or die this moment in his room.’28

The queen, like her husband, was in no mood to change her mind, even though Gyges implored her to. She finally told him, ‘Let him be attacked on the spot where I was by him shown naked to you, and let the assault be made when he is asleep.’29

When night fell, Gyges killed the king in his sleep and became the king of Lydia. And thus, started a new dynasty of kings in Lydia.

***

Gyges made a historic decision when he gave a diktat stopping the private issuance of electrum coins, which meant only the Lydian state could issue coins from then on.30 These coins were made of electrum found in the beds of River Patroclus near Sardis, the capital of Lydia. The problem with these coins was that electrum was a naturally occurring alloy of gold and silver. Given this, the amount of gold and silver in every coin would vary. Hence, every coin was of different quality.31

Ardys, son of Gyges, made marks on the electrum coins guaranteeing their weight and value. Ardys’s son Alyattes launched pure gold coins which became a major export for Lydia and paid for almost all of its imports. Croesus, son of Alyattes, retracted all the electrum coins, melted them down, and minted new gold and silver coins.

Metal coins have survived as commodity money since then. Croesus’s initiative to separate the precious metals in electrum and produce pure gold and pure silver coins also set the tone for the bimetallic currency system where gold coins were used for large transactions like financing foreign trade, whereas silver coins were used for everyday transactions that were too small in value to be carried out in gold.

It also set the basis for the establishment of mints, where coins would be struck. For almost all of history, a mint operated like a laundry where people could exchange their gold/silver for coins equal to the value of the metal minus a charge referred to as ‘seigniorage’. Seigniorage was the charge made by the mint for converting metals into coins.32

The tragedy was that even though Croesus was a good monetary strategist, he turned out to be a terrible military strategist. He came to know that the Persians led by Cyrus were becoming more powerful by the day. He concluded that it was best to nip their growing power in the bud rather than wait for a head-to-head confrontation.

Therefore, Croesus led his forces into a battle with Cyrus at Cappadocia (which is a part of modern Turkey), fully expecting to defeat Cyrus.33

Seeing the Lydian cavalry, Cyrus mustered all the camels he had and mounted armed men on their backs. Horses cannot endure the smell or sight of a camel. This plan succeeded and the horses, instead of running forward, turned tail the moment they noticed the camels.34 And so Croesus was defeated and fettered.

After the battle, Cyrus ordered that Croesus’s chains be taken off, and bade him sit beside him. Croesus asked Cyrus ‘What is it, oh! Cyrus, which those men yonder are doing so busily?’

‘Plundering thy city, and carrying off thy riches,’ Cyrus answered. ‘Not my city,’ rejoined Croesus, ‘nor my riches. They are not mine any more. It is thy wealth which they are pillaging.’35

***

Croesus’s coin lived on after him and was accepted as money in Greece. This set Greece on its own journey to make coins. The practice of depicting the bust of the ruler on the coin or the image of an important civic symbol was started by Greeks.36 Stamping also ensured that the coin went from being an oval nugget to a flat circular coin.37

The first Greek coins were primarily made of silver. This was on account of silver deposits being found at Laurium near Athens. Silver production in these mines was expected to have been around one million troy ounces per year (around 31,100 kg per year) during its period of peak production, that is, between 600 and 300 BC. For nearly a thousand years, these mines were the largest individual source of silver in the world.38

Before the invention of coin, bars of silver in the form of skewers or spits were used as currency in Greece. Six of them together were termed a ‘drachma’, literally meaning a handful. This later became the name of the coin, which became Greece’s most famous export to the whole world.39

The Athenian drachma was a silver coin, which stayed exactly sixty-seven grains of fine silver (or around 4.34 gm) from the time in 600 BC when Solon ruled Athens to 300 BC when Alexander was at the helm of affairs. This was the coin that Alexander brought with him when he invaded India and from there it went into other parts of Asia. Even after Greece was absorbed into the Roman Empire, the value of the drachma did not drop too much. By the end of the drachma’s life, almost six centuries later, its value had fallen by only 3 per cent to sixty-five grains of fine silver.40 Very few currencies have retained their value for such a long period of time.

***

The city state of Athens ran the first big empire in the West. The empire was first replaced by the Spartan Empire and eventually by the Macedonian Empire, which became the empire of Alexander the Great. He had inherited the Macedonian throne at a young age of twenty, from his father, Philip II, who was assassinated in 336 BC. As far as money was concerned, Alexander, like his father, believed in gold, although there were silver coins going around as well. The coins issued during Philip’s reign had the head of Zeus stamped upon them. Zeus, as per ancient Greek religion, was the father of all gods and men. These gold coins were known as ‘philippeioi’. Alexander, on the other hand, had the portrait of a lower god Heracles (referred to as Hercules by the Romans), the son of Zeus who signified tremendous physical strength, stamped on the coins. The stamped Zeus bore a striking resemblance to Alexander himself and the coins were referred to as, what else but, ‘alexanders’.41

When Alexander died in 323 BC, the Macedonian Empire died with him and was followed by the rise of the Romans. The Romans led by Lucius Aemilius Paullus defeated what was left of the Greeks at the Battle of Pydna in 168 BC.42 During its heydays, the Roman Empire was spread all across Europe and the Mediterranean.

As the Roman Empire expanded, so did its need for coins. These coins were made in or near the temple of Juno Moneta in Rome.43 Some accounts suggest that the mint was inside the temple for nearly four hundred years, after which it was moved to a nearby location.44

Juno is the Roman goddess of good counsel. She had a temple built in her name at the Capitoline Hill in Rome. Her epithet Moneta is supposed to have come from the Latin word monere, which means to warn. The story goes that around 390 BC, the Gauls mounted a surprise attack on Rome. The temple had geese and these geese started a honking ruckus. The citizens, thus alerted, were able to take on the Gauls and drive them away. Thus, Juno became Juno Moneta.45

The word ‘money’ came from Moneta, as the Roman coins were struck in and around the temple of the same name. One of the coins to be made at this mint was the denarius, a silver coin weighing 6.8 gm, launched around 269 BC.46 The Romans, who had conquered the Greeks, were very impressed with the way the Greeks had mastered money, and they offered the ultimate compliment to the Greeks by making their denarius exactly the same as the drachma, right down to its size.47

This coin depicted the head of Hercules, who was also the centrepiece of Alexander’s coinage. Hercules was identified by a club and a lion’s paw resting on his shoulder.48

In fact, other than portraits of rulers of Rome being stamped on the denarius, many other things were depicted on the coin as it changed form in the years to come. This included the costumes of Roman priests, senators and warriors. It also included depictions of battles won, instruments of war, and their mode of voting in the elections. Mark Antony is presented along with his consort, the voluptuous Cleopatra in one of the versions of the denarius. Ulysses being welcomed by his dog upon his homecoming is another version.49

But that was just a part of the story. As a nineteenth-century historian William Till put it in an essay, ‘The Roman Denarius has been more honoured and more debased, than all other coins.’50

***

With coins becoming money, the next step in the story was human beings trying to make something extra out of these coins.

The first way was clipping. In this, coins were clipped at the edges and the gold/silver collected. As soon as enough gold/silver was collected, it could be taken to the mint and exchanged for proper coins. It became difficult to clip coins when Queen Elizabeth I introduced milled edges on the coins. Then there was ‘sweating’. In this case, coins were kept in a leather bag and shaken vigorously. After repeating the process a few times, some amount of gold/silver settled in the bag used for shaking.51

But these were small frauds in comparison to the debasement the kings and rulers resorted to. Debasement was a practice where the ruler lowered the metal content of the coin while keeping its value unchanged. Let us try and understand this through an example. Let us say one coin weighed 5 gm. The king decided that from now on the coin would weigh only 4 gm. Earlier twenty coins could be made out of 100 gm of metal. Now twenty-five coins could be made from the same amount of metal.

There is another way to explain this. Let us say a particular coin had a face value of 100 cents (or paise or pence for that matter). The face value of a coin is also referred to as its tale. Initially the metal content in the coin was also worth 100 cents or thereabouts. The value of metal content in the coin is referred to as specie. In this example, the tale value of the coin was equal to the specie value.

The ruler decided to debase the coin and reduce its metal content by 10 per cent. So, the specie value of the coin would now be 90 cents even though the face value of the coin continued to be 100 cents. As explained above, by doing this the ruler could mint more coins out of the same amount of metal. This was a practice regularly resorted to by the kings of Rome and has been abused by kings, queens, rulers, dictators, general secretaries and politicians ever since.

***

As the Roman Empire spread, it needed more money to keep its huge army all over the world going. But gold and silver could not be created out of thin air, like paper money, the current form of money, can be. Also, as Romans grew richer, luxury and showing-off became an important part of their lives. This also increased the demand for precious metals. This meant more plunder of the territories Rome had captured in battle. But plunder could not generate gold and silver beyond a point.

Rome produced very little of what its citizens required to survive. The city bought its wheat from Egypt to make bread. Its gladiators who fought to their deaths came from the Balkan countries. Its soldiers came from Gaul.52 This meant that things had to be imported from outside. These goods had to be paid for with gold, leading to more demand for gold. Spices were imported from India and silk from China. These were paid for in gold which never came back through trade.53

The easiest option was debasement, which is what the Roman kings resorted to.

Nero, who ruled Rome from AD 54 to 68, set the ball rolling by reducing the silver content of denarius by 10 per cent. He also reduced the gold content of the aureus by 10 per cent in AD 64.54 He was probably inspired by Dionysius the Elder, who ruled the Greek state of Syracuse between 407 and 367 BC. Dionysius had borrowed from the citizens and ran up vast debts to run his military campaigns and to live a lavish life as kings were wont to do. And as often happens after borrowing, he did not have enough money to repay the debt. He decreed that all money in the state had to be turned over to the government and those who did not do so would face death. Under the threat of death, the citizens of Syracuse handed over their money to the government. Dionysius simply re-stamped one drachma coins with a two-drachma mark and gave it back to the citizens. This ensured that only half of the money that came in had to be repaid to the citizens. The money Dionysius gained in the process was used to pay off his debt.55

What was a one-off thing in the case of Dionysius became a trend in the case of Nero and his successors. They debased currency whenever they needed more money to finance their wars, social welfare schemes, or even to put up a circus for that matter.56

A spate of Nero’s successors debased money as if it was a proper economic policy. Trajan, who ruled from AD 98 to 117, brought down the silver content in the denarius to 85 per cent. Marcus Aurelius (AD 80–161) reduced it further to 75 per cent. By the time the rule of Septimius Severus ended in AD 211, the silver content in the denarius had been reduced to 50 per cent.57

With the Roman Empire being spread as far as it was, denarius was used as money internationally. It was the US dollar of its day. But as the content of silver in the currency kept reducing, and the tale value became much more than the specie, people grew reluctant to accept it. India became the first country in AD 215 to stop accepting the denarius and insisted on being paid in gold. The Romans cheated here as well and started paying in supposed gold coins which had only 50 per cent gold. Of course, this trick did not last long and they were soon found out.58

With Roman money not being accepted internationally, it became very difficult to keep the empire going. The soldiers could not be paid. And food could not be bought. The decline of Rome dragged on for 250 years and the debasement of money never stopped. In fact, by the time the last Roman emperor Romulus Augustulus was deposed in AD 476, the denarius had only 2 per cent of silver left in it.59 It had become as good as the modern paper money, which is not backed by anything except a diktat from the government that it is money and hence tends to be abused. The decline of Rome and the decline of the denarius went hand in hand.

***

The irony is that while the Roman kings were busy debasing the denarius, one of them also launched a new gold coin called solidus.60 The coin was introduced in AD 301 by a king called Diocletian who ruled from AD 284 to 305. It was reintroduced by Constantine, the successor to Diocletian. The coin replaced aureus as the gold coin of the Roman Empire in AD 312. When Constantine launched these coins, each coin weighed 4.55 gm and was the heaviest gold coin going around. These coins later came to be known as bezants. Interestingly, the bezant outlived the Roman Empire and continued with unchanged weight as well as purity for nearly seven centuries.61 As far as longevity of currency is concerned, the bezant maintained its value as long as the ancient drachma did. Good coins often outlived the empires that launched them.

***

Cynics often like to point out that the only lesson from history is that we have learnt nothing from it. That was not quite the case with debasement. The kings, rulers and the politicians learnt the lessons of debasement started by Nero and his progeny really well, although what they learnt was not the right lesson.

Since then the state, represented by the king or the queen or the politician or a dictator, has debased money on almost every other occasion. The irony was that this was the very state that banned private minting of coins in order to ensure that the quality of the coins is maintained.62

The debasement was carried out in two ways. Sometimes a base metal like copper was mixed with gold or silver coins (and hence the term debasement). At other times, the coins were simply called in, melted and returned to the citizens. The difference was that even though the returned coins had the same face value, they had a lower amount of precious metal content. The difference was used by the ruler to finance wars or to maintain his own expenses.63

One of the biggest debasers of all time was King Henry VIII (father of Queen Elizabeth I) who became the king of England in AD 1509 at the age of eighteen and ruled until AD 1547. In fact, for a major part of his rule, he did not debase money as he had inherited a great fortune from his father. At the same time, he also confiscated the assets of the church. The debasement started only in 1542 and went on even after his death. Between 1542 and 1551, the pound lost 83 per cent of its silver content.64 Now, compare this to what the Roman kings did with the denarius. The coin went from 99 per cent silver to 2 per cent silver in nearly four hundred years. In comparison, the silver value of the pound fell dramatically by 83 per cent in just nine years.

Debasement was used by rulers, time and again, to ‘create money’ to meet their whims, fancies, political considerations and even to wage wars. The world might be a much better place to live in now, but the way the state has treated its money has not changed much.


3

The Merchant of Venice

King Henry VIII had put on considerable weight during the latter part of his life and is said to have had a waist size of 54 inches. He died of obesity on 28 January 1547, at the age of fifty-five.1

He was succeeded by his son Edward VI who was only nine at that point of time and had a set of experts advising him. Edward also died young and Elizabeth I took over in 1558 after a few years of intermittent rule by her half-sister Mary.

Elizabeth had inherited a kingdom which was not in the best shape financially. Sir Thomas Gresham was her financial adviser and was responsible for clearing up the mess left by her father. He wrote a letter to Elizabeth a part of which read as follows (it may read like gibberish now, but it was not then):

Wheruppon the exchainge fell frome xxvis. viiid. to xiiis. ivd. which was the occasion thatt all your fine goold was convayd ought of this your realme.2

A part of the last sentence basically reads ‘which was the occasion that all your fine gold was conveyed out of this your realm’, and became the spirit behind what came to be known as Gresham’s law. Gresham was essentially pointing out the importance of good money which is not debased and effectively saying that ‘bad money drives out the good’.

Now what did this mean? Governments over the centuries had been debasing money. One way of doing it was by issuing coins whose face value was substantially more than the amount of precious metal in the coin.

At the same time, there might have been ‘whole’ coins existing in the market which might have had almost the full gold/silver content in them. In such situations, it was possible that people may hoard these ‘good’ coins and use only the newly issued ‘bad’ coins. Hence, bad money would drive out good money.

The debasement carried out by Henry VIII and his son, Edward VI, had lowered the precious metal content in the English coins. But the government obviously insisted that a debased coin was worth the same as a whole one, and also passed laws on the same. This meant that the citizens were expected to ignore the precious metal content of the coin and just look at its face value. The result was the good coins were hoarded and they disappeared from the market. The coins were either melted and sold for what they were worth as a precious metal or exported out of England. The bad coins, which had less precious metal content, were used for transactions within the country.3

Elizabeth wanted to correct the situation and decided to launch new silver coins where the face value of the coin would be equal to the amount of metal in it.

But Gresham warned her that bad money would drive out the good. This essentially meant that the citizens of the country would hold on to the full-metal new coins, sell them for their metal content and try and carry out their transactions through the existing debased coins. Gresham decided to solve the problem by exchanging all the old coins for new coins. This would ensure that there would be no old coins in the market and people would move on to using the new coins as money.4

***

The phenomenon of bad money driving out the good had been observed earlier, even though it has Gresham’s name on it. Aristophanes, a comic playwright in ancient Athens wrote about what later came to be known as Gresham’s law in his play The Frogs.

The noble silver drachma, that of old

We were so proud of, and the recent gold,

Coins that rang true, clean-stamped and worth their weight

Throughout the world, have ceased to circulate.

Instead, the purses of Athenian shoppers

Are full of shoddy silver-plated coppers.

Just so, when men are needed by the nation,

The best have been withdrawn from circulation.5

Gresham’s law was even turned into a business model, by goldsmith-bankers of London. And here is how it worked. The merchants of London would outsource their daily financial dealings to individuals referred to as scriveners. For a fee, the scrivener would keep books, transfer money and even organize investments for merchants. Goldsmiths convinced these scriveners to deposit the gold/silver coins of the merchants with them. For this, they paid the scriveners a small interest. As soon as the coins were deposited, the goldsmiths would pick up the coins which had the most precious metal content.

This was possible because the goldsmiths knew how to weigh and assay the precious metal content in the coin. These coins were melted and later sold simply as precious metal.6 Since money is fungible, the scriveners were paid back in coins which had lesser metal content.

These goldsmiths were also responsible for the development and spread of paper money throughout Europe and different parts of the world. However, it wasn’t the Europeans who developed paper money first, the credit for that goes to China.

***

The first person to bring paper money to the notice of Europeans was Marco Polo, a merchant from Venice, who travelled through large parts of Central Asia and China and even met the Mongol chieftain Kublai Khan. Polo made the Europeans aware of the existence of paper money, which was used by the Mongols who ruled China.7

Here is what Marco Polo had to say in The Travels of Marco Polo:

The Emperor’s Mint then is in this same City of Cambaluc, and the way it is wrought is such that you might say he hath the Secret of Alchemy in perfection, and you would be right! For he makes his money after this fashion.

He makes them take of the bark of a certain tree, in fact of the Mulberry Tree, the leaves of which are the food of the silkworms, – these trees being so numerous that whole districts are full of them. What they take is a certain fine white bast or skin which lies between the wood of the tree and the thick outer bark, and this they make into something resembling sheets of paper, but black. When these sheets have been prepared they are cut up into pieces of different sizes. The smallest of these sizes is worth a half tornesel; the next, a little larger, one tornesel; one, a little larger still, is worth half a silver groat of Venice; another a whole groat; others yet two groats, five groats, and ten groats [all kinds of coins]. There is also a kind worth one Bezant of gold, and others of three Bezants, and so up to ten. All these pieces of paper are issued with as much solemnity and authority as if they were of pure gold or silver … And when all is prepared duly, the chief officer deputed by the Kaan [in reference to Kublai Khan] smears the Seal entrusted to him with vermilion, and impresses it on the paper, so that the form of the Seal remains printed upon it in red; the Money is then authentic. Any one forging it would be punished with death. And the Kaan causes every year to be made such a vast quantity of this money, which costs him nothing, that it must equal in amount all the treasure in the world.8

Polo further pointed out:

With these pieces of paper, made as I have described, he causes all payments on his own account to be made; and he makes them to pass current universally over all his kingdoms and provinces and territories … And nobody … dares to refuse them on pain of death. And indeed everybody takes them readily, for wheresoever a person may go throughout the Great Kaan’s dominions he shall find these pieces of paper current, and shall be able to transact all sales and purchases of goods by means of them just as well as if they were coins of pure gold. And all the while they are so light that ten bezants’ worth does not weigh one golden bezant.9

What comes out from this excerpt is a sense of awe that Marco Polo had felt for the currency system he had seen in China. Europe until that point of time had only coin money. But there are certain other interesting points that emerge from this little passage.

Various forms of money rarely originated because the state deemed them to be so. Money has largely originated from the free market throughout history. However, in Mongol-ruled China that was not the case. People had to accept paper money as money. Otherwise there would be unpleasant consequences.

Indian merchants who came to China sold their wares to the king and the Chinese public and accepted paper money as payment. But they were smart enough to use the paper money to buy goods in China. Kublai Khan’s paper money would be worthless outside China. But the goods they bought in China could be sold for gold/silver money in India.

***

Marco Polo travelled around China in the late thirteenth century. He set off for Asia at the age of seventeen in 1271 and came back to Venice twenty-four years later in 1295.10

While travelling through China, Marco Polo saw paper currency being used across China. But Kublai Khan was not the first king to come up with the concept of paper money in China. He was a Mongol who was only following what the Chinese kings before him had started.

It is not surprising that paper money was invented in China, given that the ingredients required for making paper money, that is, paper, ink and printing were also invented in China.11

It all started privately. Around AD 700–800, shops which would accept valuables and keep them for a fee, surfaced in China. Against these valuables, deposit receipts were issued. These receipts were proof that valuables had been deposited for safe keeping. And the receipt could be shown and the valuables redeemed whenever they were needed. These deposit receipts gradually began to circulate as money.12

How did that happen? It is not really known how this process developed in China.13 But as we shall see in the chapters to come, the process could not have been much different from the way paper money evolved in Europe.

By AD 1000, there were a number of firms in China, which issued printed receipts against valuables and had figured out that they could print and circulate more receipts than the amount of valuables they had on deposit.14 The start of paper money as we can see was based partly on pure fraud. This fraud shall become clearer in the chapters to come.

While private paper money developed in China on its own, the kings were also busy working at it. The oldest paper notes were made under Emperor Wu-tsung of the Tang dynasty, who ruled around AD 840.15

Some historians believe that development of paper money in China first happened under the rule of Emperor Hian-Tsoung of the Tang dynasty, around AD 807. The story goes that coined copper had become very expensive, so making utensils and vessels with it was banned. At the same time, the emperor forced merchants who came to the capital to deposit their specie (which could be copper or gold coins) and issued paper securities called bons against these. These bons could be used as money everywhere.16

The government, considering how inconvenient it would have been to ship coins to distant areas, started paying merchants it owed money to in these bons. The bons were transferable from one person to another, and hence ended up being used almost like money by merchants.17

These certificates were nicknamed fey-thsian or flying money by those who used them. They were so light that they had a tendency to fly away.18

The Tang dynasty lasted until AD 907. In large parts of China, it was followed by the northern Sung dynasty.19 They continued with the earlier system and permitted traders and merchants to deposit their silver and other valuables in the various government-owned treasuries and issued bons against them. These bons could be exchanged and they became money. Those who used them referred to them as pian-thsian or convenient money.20 In fact, commodity certificates backed by salt, tea and other commodities were a norm during this time and were issued by local and provincial governments.21

Also, the government came down strongly on counterfeiting of notes and it was punishable by death.

As time went by, emperors figured out that they really did not need any valuables backing the paper notes that they were issuing. So, gradually the supply of money was increased and this supply was not in turn backed by iron, copper, silver or any other valuables as was the case before.

By AD 1098, the yearly quota of money supply was 50 per cent greater than the AD 1072 quota. It is believed that the actual printing of money was even higher than this quota.22 This was the first time in history that paper money, not backed by anything, came into existence.

***

The Mongol Empire at its peak, around the late thirteenth and early fourteenth century, had nearly 25 per cent of the world population. The British Empire at its peak in the early twentieth century covered a greater land mass of the world, but had only around 20 per cent of its population. The primary reason for this was the fact that the Mongols came to rule all of China, which Britain never did.

In AD 1260, when Kublai Khan became king, there were a number of paper currencies in circulation in China. All these currencies were called in and a new national currency was issued. This was the money that Marco Polo had seen and written about.

In fact, to promote this paper money, or tchhao as the Mongols called it, the use of gold and silver as money was prohibited in AD 1262.23 Initially, the Mongols went easy on printing money and the supply was limited. Also, as the use of money spread across a large country like China, there was significant demand for this new money. But from 1275 onwards, the money supply increased dramatically and between 1275 and 1300, the money supply went up thirty-two times.24 By 1330, the amount of money in supply was 140 times it was in 1275.25

When money supply increases rapidly, its value depreciates and prices escalate as more money chases the same quantity of goods. As the value of money plummets, the government needs to print more money just to keep meeting its expenditure. This leads to the money supply rising further, which leads to prices rising further and which, in turn, engenders more money printing. Thus, the cycle works. That is what seems to have happened in case of Mongol-ruled China.

With gold and silver being banned as money and paper money of very little value going around, people started using bamboo and wooden money. This also was prohibited in 1294.26 What this demonstrates is that beyond a certain point, the government cannot force its citizens to use something that is losing value as money, just because it deems it to be so. By the middle of the fourteenth century, the Mongols were compelled to abandon China, which they had totally ruined by running the printing press big time. The Ming dynasty, which took over after the Mongols, did not do any better and continued to print money. In fact, by 1448, the Ming note with a face value of 1,000 was quoting only at three units in the open market.27 China moved on to silver as currency after the Ming dynasty and stayed there well into the twentieth century.

What the story of the Mongols, and Romans before them, tells us is that it is always easier to raise money by using the printing press than by raising taxes or implementing new ones. However, the printing press can never be a ‘permanent’ source of revenue for the government. A high degree of reliance on the printing press or debasement for that matter has destroyed large empires. Nevertheless, over a period of time, it also becomes increasingly difficult to continue to force people to use what the government deems to be money, if that money is constantly losing value.28

***

‘The nine Indian figures are 9 8 7 6 5 4 3 2 1. With these nine figures, and with the sign 0 … any number may be written.’ These were the first words of Leonardo Fibonacci’s first and best-known book Liber abaci [Book of the abacus] published in 1202 AD.29 Fibonacci was also known as Leonardo da Pisa.

Fibonacci’s father was posted on the coast of Barbary which now happens to be in Algeria. Here Fibonacci picked up the system of numbers used by Arab merchants to practise their trade. The Arab merchants had picked up this system of numbers from India by the ninth century. They had used this system to calculate interest on money lent and convert currencies, complicated problems of trade at the time.30

Fibonacci learnt this system by spending time in the local bazaars. He had never seen the addition, subtraction and multiplication carried out by the Arab merchants ever before, given that the Hindu system of numbers, which came to be known as the Arabic system in the centuries to come, was unknown in Europe. As he later wrote, ‘There, following my introduction as a consequence of marvellous instruction in the art, to the nine digits of the Hindus, the knowledge of the art very much appealed to me before all others.’31 Fibonacci, today, is best known for the Fibonacci sequence of numbers 1, 1, 2, 3, 5, 8, 13, 21, 34, 55, 89, 144, 233 … Every term in the series is the sum of its two predecessors, except for the first two terms. Also, the ratio of a term in the series when divided by its predecessor gradually approaches what is known as the golden ratio or 1.61803. Hence,

5/3 = 1.66

8/5 = 1.6

13/8 = 1.625

21/13 = 1.615384

34/21 = 1.61905

and so on. What is more interesting is the fact that the golden ratio has been observed in the most unexpected of places. Like the number of rabbits in a generation seems to follow a Fibonacci pattern. In a sunflower, the number of spirals to the left and the number of spirals to the right are generally adjacent numbers in the Fibonacci sequence.32

Interestingly, even though the sequence is named after Fibonacci, it first appeared in the work of the Indian Sanskrit scholar Pingala under the name mātrāmeru [mountain of cadence].33

Fibonacci introduced the Indian number system to Italy and made life simple for the people, although it took nearly 300 years to become widely used.34 Anybody who has used the Roman system of numbers will know how difficult they are to use. He also explained among other things how to calculate interest using these numbers as well as the present or discounted value of a future stream of expected revenue or cash flows.35

The first set of people who adopted Fibonacci’s system and his book were those of the Italian commercial centres of his hometown Pisa, the nearby Florence and Venice.36 This was around the time when the first banks were making their presence felt in Venice and other parts of Italy. The world had seen banks before. There were some deposit banks in Rome and the Middle East.37 Deposit banks were also known to have existed in ancient Greece and Egypt, and appeared in Damascus (in Syria) and from there they came to Venice.38 Alhough banking existed before, this was the first time it survived and flourished as big business.

Fibonacci’s book, which introduced the Indian number system in Italy, made it very simple to make mathematical calculations. This was one reason why the banking business took off. It was also only after Fibonacci’s book emerged that double-entry bookkeeping, which forms the basis of modern-day accounting, evolved. Double-entry bookkeeping is clearly documented from the earliest thirteenth century, but was in use at least a generation before that in Genoa and Florence certainly, and in neighbouring centres presumably.39 Luca Pacioli, a Franciscan monk, born near Florence in the 1440s, is widely regarded as the father of double-entry bookkeeping.40

This was a time when various kinds of coins were circulating. The city of Pisa, to which Fibonacci belonged, had seven different kinds of coins in use.41 Some of the coins used in Italy were clipped. Some others were debased. Given this, whenever a payment was made, the merchant or the person accepting the payment had to assess the weight and fineness of each coin. This, of course, took time and there was always the risk of a fraud.42

Gradually, the Italian merchants fell into the habit of depositing their money (in the form of precious metal coins) with banks for safe keeping, and thus was introduced the business of deposits.43

Before such money was deposited, its value was accurately estimated and a deposit receipt was issued against it. This was similar to what had happened in China earlier.

The Bank of Venice was established in AD 1171 and it was primarily a bank of deposits which assayed the coins that were brought to it for safe keeping and then credited them by weight to the account of the depositor.44 A receipt was issued against this deposit, which could be shown when the coin money was to be withdrawn. The money was paid in full value when it was needed and the development of this arrangement did away with the trouble of counting and valuing coins every time someone had to be paid.45

As time went by, some banks developed a reputation for probity and honesty. This led to merchants, who had accounts with these banks, simply transferring receipts of these banks when they had to pay one another. This led to these receipts functioning as ‘paper’ money. In some time, people running these banks also figured out that their depositors do not all come on the same day asking for their deposits back. So, in the intermittent period, they could loan out the deposited money to others for a fee. They could also simply print fake deposit receipts not backed by any gold or silver, but which looked exactly like the original deposit receipt and lend that money out.

This is precisely what happened. Banking spread to other parts of Europe from Italy. In the early seventeenth century, banks started functioning in other commercial centres of Europe like Amsterdam, Delft, Rotterdam, Hamburg, Nuremburg and so on. The regional trade between various commercial centres had taken off tremendously and it had become necessary to settle accounts on a daily basis. The most practical way of doing it was to have an account in one of these banks and payments were made by simple book entries at the bank or by handing over the deposit receipts issued by the bank.46

During this time, the Dutch were at the head of European commerce and trade. Amsterdam, being the capital, was the hub. The money used in Amsterdam consisted not only of coins issued by the city, but also of coins from almost all the neighbouring countries. The problem with these coins was that they were often in a bad state. Therefore, the value of the precious metal in a coin was often short of its face value. At this point of time, the city decided to open a bank along the lines of the Bank of Venice which had been around for a long time by then. Hence, the Bank of Amsterdam was set up in 1609. As Adam Smith points out in The Wealth of Nations:

… the great quantity of clipt and worn foreign coin, which the extensive trade of Amsterdam brought from all parts of Europe, reduced the value of its currency about 9 per cent below that of good money fresh from the mint … In order to remedy this inconvenience, a bank was established in 1609 under the guarantee of the city. The bank received both foreign coin, and the light and worn coin of the country at its real intrinsic value in the good standard money of the country deducting only so much as was necessary for defraying the expense of coinage, and the other necessary expense of management.47

People could bring their coins and bullion to the bank. Gold or silver in the form of bars, ingots or plates is referred to as bullion. The bank would value the coins/bullion and then issue a receipt, which entitled the depositor or the bearer to withdraw the coins/ bullion deposited within a period of six months. In case the withdrawal was not made within the period of six months, the coin or the bullion deposited became the property of the bank. The bank made its money from charging a commission to keep the coin or the bullion. The commission was 0.25 per cent for silver bullion and coin and 0.5 per cent for gold bullion and coin.48

The receipts issued by the Bank of Amsterdam were deemed to be money in the city. All payments of more than 600 guilders had to be compulsorily made in these receipts or bank notes, as these receipts came to be known.49 This is how paper money started to flourish in Europe.

The Bank of Amsterdam was not a bank in the modern sense, which borrowed from one set of people and lent to another set. All it did was take in coins, verify them, and issue receipts against those coins. It was basically a ‘money warehouse’. This is how the Bank of Amsterdam functioned for more than 150 years, up to 1781.

In 1781, the bank started issuing fake receipts in excess of the coins and bullion it held. These notes did not have any coins or bullion backing them as the genuine banknotes did, but they had the same outer appearance as the genuine notes.50 The bank did this in order to secretly lend nine million guilders to the City of Amsterdam. It was eventually discovered and the bank failed in 1791, after 182 years of existence.51

Others like the Bank of Stockholm, which was established in 1656, did not wait so long to start issuing fake banknotes. In 1664, it started issuing fake banknotes, which were not backed by any coins or bullion. These notes looked exactly like the genuine notes. The depositors of the bank got suspicious about what was happening and demanded their gold/silver back. The Bank of Stockholm thus became one of the first banks to experience what is now known as a ‘bank run’, where a significant proportion of the depositors show up at the doors of the bank wanting their money back simultaneously. Since the number of banknotes going around was in excess of the total coins and bullion backing it, not everybody could be paid.52

This is how the paper currency developed from the deposit side of banking across Europe. It also showed the world that money need not be a commodity, it could be a plain piece of paper as well.

***

In fact, paper money in Europe also developed in another completely different way. Around the middle of the twelfth century, trade fairs started to happen in Champagne (in France) and Flanders (a region located in present-day Belgium, France and the Netherlands). Goods like clothes, spices, leather, wax, etc., were sold at these fairs.

Everybody who attended the fair had something to sell and something to buy. So, when a merchant bought something for which he could not pay immediately, he took the seller who was now his creditor to a banker at the fair. The merchant promised to pay by the end of the fair. The assumption was that by the end of the fair the merchant would be able to sell his goods and have enough money to repay the person whom he owed money. The banker, in turn, was not extending any loan, he was just guaranteeing a payment.

When a merchant did not have enough money by the end of the fair for the goods he had already bought, the banker lent money to the merchant and the dues were paid. This money was repayable by the time the next fair came around.53

Interestingly, the word ‘bank’ originates from the Italian word banca in reference to the table behind which the bankers at these fairs would carry on their business.

Also, these fairs saw the process of settlements developing. At the end of the fair, the accounts would be netted and then settled.54 Let us say Merchant A bought clothes worth 100 Venetian ducats (a gold coin from Venice) from Merchant B. He also sold spices worth 150 Venetian ducats to Merchant B. So now, instead of having two transactions, where first A pays 100 ducats to B and then B pays 150 ducats to A, there could be just one transaction where the accounts would be netted and settled at the end of the fair and B would pay A 50 Venetian ducats.

This concept of settlement led to further developments. It is at these fairs that an arrangement which ultimately came to be known as a bill of exchange was developed. Let us try and understand how this worked through an example (Figure 3.1).
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Figure 3.1: The concept of settlement

John from Venice in Italy buys spices from Jim, a trader based out of Paris, France. Now John could pay Jim in gold or silver coins. But then Jim would have to carry these coins all the way back to Paris from the fair. So, there was a danger of being robbed. At the same time, Charles, a shopkeeper from Paris, bought clothes from Giovanni, a trader based out of Venice. In this case, Charles could pay Giovanni, but then, Giovanni would have had to carry the money from the fair to Venice and he also ran the risk of being robbed.

Now what could be done to simplify this entire transaction? Both the transactions which were happening separately could be brought together (Figure 3.2).

[image: Image]

Figure 3.2: The concept of settlement (Continued)

John from Venice owed money to Jim from Paris. At the same time Charles from Paris owed money to Giovanni from Venice. John and Giovanni come from Venice and Jim and Charles from Paris. So, John and Giovanni could be brought together and they could settle the transaction back home in Venice. And Jim and Charles could be brought together and they could settle the transaction back home in Paris. This way nobody would have had to carry any coins and run the risk of getting robbed.

So, Jim from Paris drew a bill of exchange in which he stated that John from Venice owed him money. This bill of exchange he handed over to Giovanni from Venice.

At the same time, Giovanni from Venice drew a bill of exchange stating that Charles from Paris owed him money. This bill of exchange he handed over to Jim from Paris.

So, both Jim from Paris and Giovanni from Venice who were owed money now had their bills of exchange which they could encash from Charles and John, once they were back home in Paris and Venice, respectively.

This bill of exchange essentially did away with the need to carry money across countries, although the goods bought would have had to cross borders. A bill of exchange, even if it was stolen, was not a risk because the thief would not be able to redeem it.

Clearing houses were set up at fairs to get such arrangements going.55 In fact, the example taken above is an extremely simplified example of the real world. As the system developed, dealers and banks stepped in and started buying bills of exchange. The way this would work is like this. Jim from Paris sold spices to John from Venice. He raised a bill of exchange stating that John from Venice owed him money. He could then take that bill of exchange to a dealer or a bank in Paris, which would pay him immediately. If Jim was owed 100 Venetian ducats, the bank might pay him 98 Venetian ducats and claim 100 ducats from John later on through its branch in Venice. This process came to be known as discounting.

Although it came with a cost attached to it (Jim had to forego 2 ducats), it was worth the cost because money was paid immediately.

As time went by, these bills started to circulate among merchants as money. Let us say Merchant A was owed money by Merchant B who, in turn, was owed money by Merchant C. Then Merchant B could hand over the bill of exchange he had raised on Merchant C to Merchant A, who could then go to a bank and discount it immediately.

The bills circulated as money through endorsement, which meant assigning and reassigning it by writing on the back of the bill of exchange. Interestingly, these bills also helped merchants to trade in any currency they wanted to. If a particular currency was being debased, they could just stop making bills of exchange in that currency and start making it in another currency of their preference.56 Another important repercussion of the bill of exchange was that it allowed merchants to get around usury, the practice of lending money and charging interest for it. Usury was frowned upon in the Christian religion.

The Jews were also not allowed to charge interest on the money they lent, but there was a loophole which allowed them to get around this. ‘Unto a stranger thou mayest lend upon usury but unto thy brother thou shalt not lend upon usury,’ the Old Testament points out. The interpretation being that a Jew could not lend to another Jew and charge interest for it, but he could lend money to Christians and charge an interest for it.

Given this, some of the first moneylenders turned out to be Jews, and they were hated for it. One of William Shakespeare’s most famous characters, Shylock, in the play The Merchant of Venice was a Jew. On a totally different note, the play was a copy of a story from the Italian collection titled Il Pecorone or The Simpleton, written in 1378 by Giovanni Fiorentino.57

What was ironical though (and continues to be so) was the stand against usury, because throughout humankind, men have been in the habit of paying for the use of other people’s property. This was as soon as human beings figured out that it is better to pay for another man’s goods rather than killing him to become their owner.

So, when we need land or a place to stay in, we rent it. Similarly, when we need money, and we do not have it, we need to borrow it and as a result, pay interest on it.58 While there were and are regulations against charging interest all over the world, there never has been any regulation against charging rent.

A bill of exchange got around usury. A banker could discount a bill of exchange raised for 100 ducats for 97 ducats. Later, he would claim 100 ducats from the person upon whom the bill of exchange had been raised. In the process, the banker made a profit of 3 Venetian ducats. So, the banker was technically charging an interest by discounting a bill of exchange, although he was smart enough not to call it interest.

What also helped was that over the years bills of exchange became gambles on exchange rate fluctuations between various currencies. Given this, the chance of making a profit on them was uncertain and thus the Church did not recognize their profits as interest. So, a bill of exchange did not come under usury.59
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The Bank of England

Lisa Gherardini del Giocondo is the face behind the most famous painting in the world, which was completed in the year 1519, shortly before its painter died. The story goes that Lisa’s husband, a silk merchant from Florence, had commissioned the painting in 1503, just after Lisa had given birth to their son. The painter, a man of many interests in life, completed the painting only in 1519. By then he was living in France at the invitation of King Francis I. The king ultimately bought this painting and neither Lisa nor her husband ever saw it. The painting remained in the private residences of kings for centuries. On 21 August 1911, it was stolen by a disgruntled employee at the Louvre Museum in Paris and was only recovered two years later when he tried to sell it. Since then, the painting has become the most famous painting in the world, and is said to be worth around $700 million. The officials at the museum in Louvre estimate that 80 per cent of the nearly six million visitors who come to the museum every year, come to see the Mona Lisa painted by Leonardo da Vinci.1

In addition to being a great painter, da Vinci was also an architect, musician, scientist, mathematician, inventor, botanist and a writer. He was also known to have a significant interest in the minting of coins. He came up with blueprints of a mechanical minting process which could produce more uniform coins faster. This idea was adopted almost everywhere and the new money so made became to be known as milled money.2

As A.P. Usher puts it in his book History of Mechanical Inventions:

We know that Leonardo was occupied at the Papal mint, though there is no record of any coins being struck under his supervision … His work was that of the forerunner – the work of conception.3

With trade growing among various countries in Europe and across the world, the demand for new money was rising. Around that time, Spain and Portugal had been finding vast amounts of gold and silver from what was being called the ‘New World’ or what is present-day South America. Leonardo da Vinci’s better way of minting coins was a great innovation which helped coin this gold and silver being found efficiently and quickly.

***

Christopher Columbus wanted to discover the sea route to India. But he ended up somewhere else. An island he named San Salvador, which the locals called Guanahani. The question, however, is: Why did he want to go to India? It seems he had read the published accounts of Marco Polo and was very impressed by the wealth that lay in store in India and China.4 This wealth had been exploited through the Silk Route already. But with Constantinople (now Istanbul), an important town on the Silk Route, being taken over by the Ottoman Turks in 1453, the land route to Asia from Europe had become dangerous. So, what was it that Marco Polo had written which motivated Columbus to make four journeys in search of a new sea route to India or the Indies as he called it?

Marco Polo had elaborated on the wealth of India in great detail in his book The Travels of Marco Polo. Here are a few samples.

Bangala is a Province towards the south (of China) … The people have oxen as tall as elephants, but not so big. They live on flesh and milk and rice. They grow cotton, in which they drive a great trade, and also spices such as spikenard, galingale, ginger, sugar, and many other sorts. 5

This was a time when Europe was just discovering that spices added great taste to their bland and cold meat, and hence were worth a huge amount. Pepper was the king of spices.

When you quit Maabar [in reference to the Malabar region along the west coast of India] and go 500 miles towards the south-west you come to the kingdom of Coilum [in reference to the town of Quilon, now in the state of Kerala, which used to be one of India’s biggest sea ports for a very long time] … Pepper too grows in great abundance throughout this country.6

And then there were diamonds.

When you leave Maabar and go about 1,000 miles in a northerly direction you come to the kingdom of Mutfili [later-day historians believe that Polo is referring to the Telangana region in the state of Andhra Pradesh] … It is in this kingdom that diamonds are got.

Cail [which was a famous port in the state of Tamil Nadu in south India] is a great and noble city … The king possesses vast treasures, and wears upon his person great store of rich jewels … This king has some 300 wives, for in those parts the man who has most wives is most thought of.7

Therefore, with this background in mind Columbus went on his first journey to find India on the evening of 3 August 1492. Before that he had managed to negotiate a contract with King Ferdinand and Queen Isabella of Spain, which entitled him to 10 per cent of all the profit.8

On 12 October 1492, Rodrigo de Triana, a sailor, spotted land at 2 a.m. in the morning and immediately alerted the crew on the ship. The person who first saw land had been promised ten thousand maravedis (Spanish gold coins) by King Ferdinand and Queen Isabella, and a silk doublet (a close-fitting jacket) by Columbus. Columbus claimed that he had already seen light at ten o’clock but could not ascertain it. He had then sent someone to check, who in turn had confirmed that there was light.9 Saying this, Columbus had kept the reward for himself.

Columbus made three more journeys in search of a sea route to India, but never found it. He died on 20 May 1506, at the age of fifty-four, in Valladolid, Spain. Recent research says he died of heart attack caused by reactive arthritis.10

In the end, it did not really matter, because the Spaniards found what they were looking for: gold and silver, in ample amounts. Although not in India, as was the original plan, but in what came to be known as the ‘New World’ immediately and ‘the Americas’ a little later. Within half a century of Columbus’s first expedition, the Spaniards had found most of the treasure that was to be found in the New World.

***

The Inca Empire was the largest empire in the part of the New World that came to be known as South America. Gold was referred to as the ‘sweat of the sun’, whereas silver was the ‘tears of the moon’.11

Other than having to battle the Spaniards who wanted their gold and silver, there was another problem that the Incas had to tackle. It was ‘smallpox’ which the Spaniards had brought with them. The Incas had no resistance to it. Huayna Capac, a king of the Incas died of smallpox around 1525. He divided the kingdom between his sons Atahualpa and Huáscar. As is often the case, the brothers ended up fighting for the territory that each held.

In the year 1532, Francisco Pizarro, a Spanish colonel, marched towards the heart of the Inca Empire with a force of 106 foot soldiers and sixty-two horsemen.12 Atahualpa was then parked at Cajamarca in what is now modern-day Peru. He did not see the marching Spaniards as a threat and let them march in, in the hope that once they drew near he could capture them personally. So, the Spaniards marched unopposed to Cajamarca. As soon as they were there, Pizarro sent emissaries to Atahualpa with an invitation to come and meet him. Atahualpa agreed to come the very next day.13 He came to Cajamarca the next day with 5,000–6,000 of his men carrying small battleaxes and stones beneath their clothes. Here Pizarro led a surprise attack on the Incas with his cavalry. The horse was an animal unknown to the Incas. Atahualpa was captured in the surprise attack.14

When the Inca king realized what the Spaniards were after, he tried to negotiate his release. He promised to fill the room where he was being held with gold once and silver twice over. He kept his part of the promise and in the subsequent months leading into 1533, around 13,420 pounds of 22-carat gold and 26,000 pounds of pure silver were delivered. The Spaniards did not honour their part of the deal and Pizarro publicly garrotted (a method of execution practised by the Spaniards by using an iron collar to break the neck of the condemned person) the last Inca king in August 1533.15

What followed was a total annihilation of the Incas and the simultaneous confiscation of whatever gold and silver could be found. The precious metals were melted and made into ingots so that they could be easily transported to Spain. Between the years 1500 and 1540, nearly 1,500 kg of gold came to Spain every year on an average from the New World.16

One of the biggest silver mines was found in Potosi, which is now in Bolivia, in 1545. Potosi is one of the highest cities in the world and is situated at an altitude of 4,090 metres above sea level. Given the height it sits upon, it took the Spaniards sometime to get there. Here a mountain of silver, 6 miles around its base, was discovered.17 The mountain, or the rich hill as it came to be called, generated nearly 45,000 tonnes of silver between the years 1556 and 1783.18

Most of this new-found silver was shipped to Seville in Spain where the mint was. In the best years, approximately 300 tonnes of silver came in from silver mines in various parts of South America.19

As had happened in Rome before, as soon as the gold and silver started to land on their shores, the Spaniards became proficient at spending it rather than engaging themselves in productive activities. Easy money had spoiled them and they produced very little of their own. When this happened, everything had to be imported. Weapons came from the Dutch, woollens from the British, glassware from the Italians and so on.20 It also led to the Spaniards buying goods like bangles, cheap glassware and playing cards from foreigners for the sheer pleasure of buying them. The supply of silver peaked around the year 1600 and started to fall after that. Nevertheless, the profligacy of the people did not change immediately, leading to Spain getting into debt to the foreigners. The government defaulted on its loans in 1557, 1575, 1607, 1627 and 1647.21

Of course, with so much easy money floating around, prices could not exactly stay where they were. The more gold/silver people had, the more goods they wanted to buy. Production could not keep pace, leading to higher prices. Prices in the sixteenth-century Spain rose by 400 per cent.22 By modern inflation standards that is hardly anything, but during those days this price rise was deemed devastating.

While this easy money created problems for Spain, it came as a boon to other countries like Great Britain which were facing a shortage of metal that could be converted into coins. A part of the metal needs of these countries was met when they exported goods to Spain, and Spain paid them in gold and silver. Other than this, piracy was encouraged by these countries. The idea was to capture ships returning to Spain from South America, loaded with precious metals. Sir Francis Drake was the greatest pirate of all who plundered Spanish ships, retaining a part of the booty and handing over the rest to the English Crown.23

***

When Spain attacked England in 1588, Sir Francis Drake was a vice admiral in the English Navy and had to take on what was until then the invincible Spanish Armada. The English had a huge numerical advantage of ten to one and they sunk three huge Spanish galleons (a galleon was primarily a large multi-decked ship). At the same time, they also managed to kill around 600 Spaniards, wounding 800 others. Having done this, the English ships started heading back to their ports as they had run out of ammunition. The Spaniards were badly battered and decided to head home as well. They did not have the capacity to get back to Spain by fighting through the English Channel. So, they decided to go around Scotland and then head back to Spain through the Atlantic Ocean. But as luck would have it, they ran into bad weather. On 18 September 1588, a storm hit the coast of Scotland sinking some ships. Other ships ran out of food and water. This marked the end of the invincibility of the Spanish Armada.24 After this, the fortunes of the Spanish Empire began to dip. Until then it could be seen to do no wrong.

On 5 November 1630, a much weakened Spain signed an agreement with the English. This agreement came to be known as the Cottington Treaty after Sir Francis Cottington, who was the then British ambassador to Spain. This treaty allowed the English mints access to Spanish silver from South America. In return, the British Navy would provide protection to Spanish convoys from frequent harassment by the Dutch Navy.25 The Spanish silver would come to England and half of it would be minted into British coins.26 Almost seven to eight million pounds worth of silver was coined at the Royal Mint between the years 1630 and 1640, which was nearly twice the number of coins that had been made during the forty-five-year-long rule of Elizabeth I from 1558 to 1603.27

The state of coinage in England was in a very bad state due to natural wear and tear of the coins over the years. The new coins minted by using silver, which had come from the treaty with Spain, were introduced into a market which already had bad coins. And so the new coins soon disappeared. Bad money, as we have seen earlier, drove the good money out of the market. The coins were melted and sold for their precious metal content.

***

While deposit banks were developing in various parts of Europe, England had not seen anything like that. This was primarily because the English goldsmiths would deposit their gold at the Tower of London, a castle on the north bank of the River Thames. Therefore, the need for a deposit bank was never really felt.

This was until Charles I came along in 1625. By then, the English monarchy had started raising money by granting monopolies under the garb of developing national industry. On this monopoly, various taxes were levied by the ruling monarch.

One such company was the East India Company that had been formed towards the last years of the rule of Elizabeth I. On 31 December 1600, the queen granted the company the Royal Charter for a period of fifteen years. This allowed for a monopoly of trade with all countries east of the Cape of Good Hope and west of the Straits of Magellan. Vasco da Gama, a Portuguese explorer, had discovered a sea route to India in 1498. This had led to a regular supply of goods from that part of the world. The French, Dutch, Spanish and Portuguese East India companies were already in operation by the time the British East India Company was formed.28

Interestingly, the British East India Company, which even had Elizabeth I as one of its shareholders, was the first limited liability company in the world. The liability of the shareholders of the company was limited to their investment in the company. If the company failed, the debts of the company would not be divided among the investors.29

In 1640, Charles I forced the East India Company to sell him in advance, two years supply of pepper. This right he sold immediately to generate cash.30

The profligacy of Charles I kept proliferating. In early spring of 1640, he approached the king of Spain, the Pope and the City of London for a loan. The king of Spain refused the loan of £400,000. The Pope agreed to give a loan provided Charles consented to becoming a Roman Catholic. The City of London also refused to give him a loan. So, the king decided to debase currency and at the same time sent his emissary Sir Francis Cottington to negotiate a loan of £200,000 from the City of London. If the city agreed to give him a loan there would be no debasement. The City refused the loan. The king issued orders to the mint to start debasing currency and prices rose by 10 per cent in expectation of the freshly debased money hitting the market soon.31 The idea was to coin shillings worth £300,000 in face value but having only twenty-five per cent silver. This would mean that the king would easily make a profit of £225,000 (i.e., £300,000 – 25 per cent of £300,000).32

With the rising prices, Charles decided not to debase money and instead decided to confiscate £130,000 in bullion deposited by the city merchants at the Tower of London. This brought the bullion trade in London to a complete standstill. The king agreed to give back the bullion if he got a loan of £200,000, climbing down from the earlier £400,000 that he had asked the City of London for.33 The loan was granted and it was secured on the future tax revenues of the government.

This one move of Charles I had more impact on the development of paper money in England than any other. The confidence that the merchants of London had in the Tower as a safe deposit was badly shaken after this stratagem.34

Civil war broke out two years later in 1642. Scriveners, employed by merchants, ran away with the money they were managing and some of them even joined the war. The scriveners who did not join the war were secretly lending out the money they managed for the merchants to goldsmiths at a small fee. Merchants figured out that it made more sense for them to deposit their money with the goldsmiths directly than face the risk of keeping it at their homes or business establishments. The Tower of London had been ruled out for an obvious reason. So, merchants were more than happy to hand over their gold/silver coins as well as bullion to goldsmiths even without charging any interest for it.35 Thus, London goldsmiths became bankers.

As was the case in Europe and China before that, deposit receipts were issued by these goldsmiths. The receipt could be shown to the goldsmith by the depositor and the gold/silver coins or bullion stored could be withdrawn.

During the civil war, the coins being coined at the mints were inconsistent in weight. One impact of the coins of unequal weight and the fact that there were not enough coins going around was that merchants began transferring goldsmith receipts when they had to pay each other. Having a goldsmith’s receipt was evidence of the fact that there was money in the bank. This is how goldsmith receipts in London began to function as money. In fact, five or six of the goldsmiths developed a good reputation over a period of time.36

The goldsmiths also started lending the gold/silver coins and bullion that they had started to collect. One form of lending was by discounting bills of exchange issued by merchants. Due to the uncertainties of war and the dishonesty of certain scriveners, the goldsmiths had managed to get this money at almost zero per cent or a very low rate of interest. This transaction of borrowing low and lending high worked out to be a very profitable deal. It led to goldsmiths establishing current accounts, where they offered interest on the money being deposited by the merchants (or anybody else for that matter) and allowed them to withdraw that money whenever they liked.

As business grew, goldsmiths gradually started to realize that the amount of coins or bullion coming in on a given day largely offset the amount going out.37 This meant that the amount of coins or bullion in the vault was largely stable. So, some goldsmith somewhere figured out that while lending money there was no need for him to give coins/bullion to the borrower. He could let the coins and bullion remain in the vault and instead issue a fake receipt which looked just like the original and could thus simplify the entire transaction. The borrower also liked it because he had to only carry a piece of paper and did not have to carry the heavy coins around.

As Hartley Withers writes in his all-time classic The Meaning of Money:

The original goldsmith’s note was a receipt for metal deposited. It took the form of a promise to pay metal, and so passed as currency. Some ingenious goldsmith conceived the epoch-making notion of giving notes, not only to those who had deposited metal, but to those who came to borrow it, and so founded modern banking.38

This led to a situation where the goldsmith managed to give out loans greater than the amount of gold/silver that had been deposited with him.

Let us try and understand this through an example adapted from Withers’s The Meaning of Money. Smith went to a goldsmith and deposited £10,000 with him in the form of gold coins and bullion. The goldsmith, in turn, lent the money to Jones. So, the balance sheet of the goldsmith would look like this:
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Now, instead of giving a loan in the form of coins or bullion, the goldsmith convinced Jones to take a loan in the form of deposit receipts or ‘notes’ as they came to be called. The balance sheet would now look like this:
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The original £10,000 deposited by Smith in the form of gold remained with the goldsmith, as the goldsmith had given a loan to Jones by issuing paper notes or deposit receipts. This, along with the loan to Jones, became assets for the goldsmith.

The goldsmith still owed Smith £10,000, so that was a liability for him. The notes that the goldsmith gave to Jones as a loan could be spent by Jones. As soon as Jones spent these notes, they could land up at the goldsmith’s door with the demand to be converted into gold coins or bullion. Therefore, these notes were also a liability for the goldsmith.

Over a period of time, the goldsmith realized that the notes did not turn up for redemption immediately. So he also gave loans of ten £10,000 each to Brown, Robinson and Williams by issuing paper notes or deposit receipts. Add this to the £10,000 already lent to Jones, a total of £40,000 had been lent. This is how the balance sheet of the goldsmith would look like after the transactions.
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The balance sheet was now five times its original size. And the system worked beautifully for the goldsmith. Let us say, he lent money to the borrowers at the rate of 5 per cent per year. In this case, he made £2,000 (5 per cent of the £40,000 that was lent). Also, let us assume that he was paying Smith, who had deposited £10,000, an interest of three per cent per year. This meant paying Smith an interest of £300 (3 per cent of £10,000), which in turn led to a neat profit of £1,700 (£2,000 – £300) on the entire transaction at the end of the year.

Now, how much would the goldsmith have earned in the original transaction where he had borrowed £10,000 from Smith and lent it to Jones? Jones would have paid him an interest of 5 per cent or £500. Smith, in turn, would have to be paid an interest of 3 per cent or £300. This would mean a profit of £200.

So, we see that the profit falls from £1,700, when money was lent in the form of notes, to £200, when the money was lent directly in the form of coins. This is primarily because when money was lent in the form of coins, it could not be lent over and over again, as was the case with paper notes.

But there was a big problem that had developed here. The goldsmith actually had a total outstanding of £50,000 but had got only £10,000 in metallic coins in the vault. The goldsmith had given loans worth £40,000 by issuing paper notes or deposit receipts. The people he had given loans to could spend these notes.

Hence, these notes would land up with other people, who could come to the goldsmith and convert these notes into gold bullion or coins. As long as the amount being demanded was up to £10,000, the goldsmith was not in trouble. But when the amount went above that, there would be a problem, simply because the goldsmith had only £10,000 worth of gold.

Also, if Smith turned up demanding back the £10,000 he had originally deposited, the goldsmith had to honour the request. After the goldsmith had done that, he would not be able to service any more redemption requests.

The manufacture of money out of this process had proved to be nice and simple. In the early days of banking, people found out to their utter surprise that the goods and services they had sold for the goldsmith notes, thinking they were as good as gold, were not gold at all when they landed up at the door of the goldsmith demanding to be paid in gold, only to realize that the goldsmith had run out of gold. This led to a number of goldsmiths-turned-bankers failing during the initial days of banking in England.39

***

Charles II, son of Charles I, inherited the English throne in 1660. When it came to managing money, he was his father’s son and was always seeking innovative ways to raise money. Earlier, loans were raised against the proceeds of specific taxes to be collected in the future. During the period of Charles II, loans started to be raised against revenue expected to be earned in general. Goldsmiths gradually became the main bankers to the British Crown. Initially, as the king took on more and more debt, the rate of interest that the goldsmiths demanded was around 8 per cent. It was said that they were paying 6 per cent to their depositors, so charging 8 per cent to the king was being reasonable. But gradually, as the needs of the king expanded and the money market became tighter, goldsmiths demanded higher rates of interest from the king. Contemporary accounts of the period suggest that the king was paying anywhere between 12 and 30 per cent interest per year. The goldsmiths had been advancing money to the king against more and more distant revenues.40 Hence, with a greater risk of default by the king, they wanted to be paid a higher rate of interest to be adequately compensated for the risk involved.

Between Charles II and his successor James II, a total amount of debt of around £2.25 million was raised.41

This borrowing could not have gone on for eternity. And in January 1672, when the goldsmith bankers refused any further loans to Charles II, he issued the infamous ‘Stop of the Exchequer’. Repayment of loans to the government was frozen. The British treasury is known as the Exchequer primarily because transactions with the British treasury took place in a room with tables which were covered with chequered cloth.42

The immediate impact of the stop was a run on the goldsmith bankers with people demanding the return of the money they had deposited. This was the money which the goldsmiths had lent to the government, and so it could not be returned immediately.43 When this order was issued, the government owed £1.3 million to the goldsmiths. Of this £416,724 was owed to Sir Robert Vyner and £295,994 was owed to Edward Blackwell.44 Not surprisingly, both of them went bankrupt.

An interest of 6 per cent per year was paid on the defaulted debt. This was also stopped in 1683. In 1701, an act was passed to pay a yearly interest of 3 per cent on the debt that was never repaid. This interest was payable from 1705. Also, every time this interest was paid, it was assumed that a part of debt outstanding was also being repaid. This was like killing two birds with one stone. And in fact, when half of the debt outstanding of around £1.3 million was repaid, no further payment of 3 per cent interest would happen.45

The Stop of the Exchequer reminded people of the seizure of the coins and bullion stored by merchants at the Tower of London.46 This damaged the ability of the government to raise debt.

After the Stop of the Exchequer, the number of goldsmiths in London came down dramatically. From forty-four goldsmiths in 1677, the number was down to twelve or fourteen in 1695, because of the periodic runs on the goldsmiths.47

The London merchants had seen the workings of the Bank of Amsterdam, which had managed to support paper money which passed like coins.48 The bank had also managed to lower the rate of interest charged to Dutch borrowers, both to the traders as well as the landowners.49 This led to a belief among merchants of London that if they had such a bank of their own, it would help them also to borrow at a lower rate of interest.

Therefore, the London merchants wanted an institution which could receive their deposits, lend money, as well as issue paper money which was stable and reliable.

In fact, proposals to form such a national-level financial institution had been made in the past as well. Samuel Lambe, a London merchant, had proposed such an institution as far back as 1658. In 1683, attempts were made to form the National Bank of Credit.50 But the efforts had come to nought.

***

The Bank of England was finally formed in 1694. It was along the lines of the bank that the merchants of London had been wanting for a while. So, what was different in 1694 that led to the successful formation of such a bank? William III was at the helm of affairs. He was Dutch-born and knew fully well the importance that the Bank of Amsterdam had in the Dutch economy. Therefore, a similar bank in England could work wonders for the economy, he believed. England was at war with France ruled by Louis XIV, the most powerful ruler in Europe at that point of time, and hence needed money. The king had tried all kinds of financial expedients to raise money, and was finally coming around to the idea of creating a bank which would be a national bank and could help raise money for the king.51

When William III had ascended to the throne in 1688, the total revenue of the kingdom stood at around £1.6 to £1.7 million. Of this, nearly 70 per cent went into meeting the expenditure of the army. This was not enough to cover the outlay; the government needed more money.52

It so happened that in 1691, a London merchant by the name of William Patterson had made a proposal to start a company which would have the right to issue paper money and at the same time lend a million pounds to the government at an interest of 6 per cent.53

In 1694, he was encouraged by the Chancellor of the Exchequer, Charles Montagu, to file another proposal, which he did. The proposal aimed at raising £1.2 million to be lent to the government at an interest of 8 per cent per year. This would mean an interest of £96,000 annually. Over and above this, £4,000 per year would be granted as a management fee to meet the expenses of running the bank.

This proposal was accepted by the Ways and Means Act of June 1694 and thus the Bank of England was formed. The bank had a license for a period of twelve years, after which the government could disband it with a year’s notice.

On 21 June 1694, the initial public offering of the bank opened. Until 1 July 1694, no single investor could hold investment of more than £10,000. After that, this limit was doubled to £20,000. The day the issue opened, £300,000 worth of shares were subscribed to. And within the first three days, £600,000 had been raised. In fact, the issue was such a huge success that the entire £1.2 million of capital was raised by 2 July 1694, in a period of less than two weeks.54

***

The £1.2 million raised by the bank was lent to the government straightaway. Around half of the money was used to rebuild the Royal Navy. This was money well spent and for nearly two hundred years, the British Navy would dominate the international seas.55

So how did the bank expect to do any business, given that it had lent all the money it had raised to the king and the government? The bank had the right to issue paper money known as banknotes up to the amount of money it had lent to the government. It could use these notes to discount bills of exchange, and thus make money in the process. Also, these notes could be presented to the bank at any point of time and the bank would be ready to exchange them with coins or bullion, which was real money back then.

But then, where would the bank get the coins or bullion from? The bank, like other banks before it, also functioned as a bank of deposit. So, people could deposit their gold/silver coins as well as bullion into the bank.

Basically, the bank made money in two ways. One was by lending to the government. And the second was by discounting bills of exchange. The goldsmith bankers had already established the banking habit in England by accepting notes issued by other goldsmith bankers.56

By the time the Bank of England started to function, the city of London had seen paper money in the form of the goldsmith receipts, which was nothing but paper money, for a while. Hence, when the bank started issuing paper banknotes, they were easily accepted. In fact, the Bank of England issued five different types of banknotes during the first six years of its existence. It largely stuck to issuing notes initially. In fact, until 1759, the bank did not issue any notes under the value of £20. Only in that year it issued £15 notes and £10 notes. The issue of lower-denomination notes of £1 and 2£ happened only after a century of its establishment, between 1797 and 1821.57

***

An institution on the scale of the Bank of England was bound to have opposition. A section of the Parliament was opposed to it, primarily because they felt that with the bank around, the king could raise money too easily. In order to please this section, an amendment was added that required the bank to seek the consent of the Parliament before it lent money to the king and the government.58

The bank was also not allowed to deal in goods and commodities like other similar banks in Europe were allowed to do.59

The government and the Parliament also tried to create some competition for the bank. A proposal for a Land Bank was submitted to the House of Commons in 1693, and passed in 1696. As soon as this proposal was passed, the share price of the Bank of England collapsed from £107 to £83, between 1 February 1696 and 14 February 1696.60

The Land Bank was the idea of Dr Hugh Chamberlain, who was a male midwife. Chamberlain felt that he could raise almost double the money raised by the Bank of England, against the security of landed property. This amount could also be raised at a lower rate of interest in comparison to the Bank of England and would be similarly lent to the king and the government.61 Accordingly, the promoters of this bank wanted to raise a little more than £2.5 million. When the issue opened, they managed to raise only £7,100, of which £5,000 had come from the king.

There was a fundamental flaw with the idea. In case of the Bank of England, the bank raised £1.2 million and handed it over to the king. The bank also started to issue its own paper money termed as banknotes to discount bills of exchange. The bearer of these paper notes could get these notes to the bank and exchange them for gold/silver coins or bullion.

The proposed Land Bank could issue paper notes as well. But the question was, what would these notes be redeemable against? Handing over parcels of land to people against notes was not the most practical thing to do. Given this fundamental weakness, the idea never took off and the Bank of England survived without facing any immediate competition.
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The Other Life of Isaac Newton

A few years ago, Lawrence Principe, a professor at Johns Hopkins University in Baltimore, was going through a few old chemistry books. Sorting through them, Principe stumbled upon an old handwritten manuscript.1 The writer of this manuscript turned out to be none other than Isaac Newton.

In the manuscript, Newton had described a recipe for making the philosopher’s stone, a legendary substance that could turn base metals like copper and iron into gold. Newton’s interest in alchemy, the medieval pseudoscience that aimed at converting base metals into gold, was well known.2

In fact, Principe feels that Newton’s interest in alchemy was an important phase in the development of modern chemistry. Experiments in alchemy led to the creation of new alloys, invention of the process of making perfumes and whisky, and provided a template for running controlled experiments repeatedly.3

Newton was a man of many interests. In addition to being a scientist, he was also a mathematician (who is credited with the invention of calculus), an astronomer, a natural philosopher, as well as a theologian. His best-known work, Philosophiæ Naturalis Principia Mathematica (Latin for Mathematical Principles of Natural Philosophy), that laid the foundation of much of classical mechanics was published in 1687. In 1693, a few years after writing his best-known book, Newton suffered a nervous breakdown.4

The next few years would be known as the black years as far as the scientific work of Newton was concerned. In 1696, his friend Charles Montagu, who was the then Chancellor of the Exchequer for King William III, arranged for a job as the warden at the Royal Mint of England. This made Newton the second-in-command at the mint.5 He would soon become Master of the Mint in 1699, a position he held until his death in 1727.

***

Around the time Newton started to work for the mint, the state of silver coinage in England was in a bad state.

Silver coins used to be made by hand through the hammering process. In 1662, the mill-and-screw process (of which Leonardo da Vinci had made the initial designs) was implemented. This was the first time that machinery was being used to make coins. The coins that were produced through the mill-and-screw process could not be clipped, and so they simply disappeared to be melted and sold as bullion. It was estimated that between 1649 and 1695, almost £19.7 million of silver was coined. Only half of this was supposed to be in circulation.6

Questioning the validity of the coinage only led to the cost of transactions going up for the transacting parties. When it came to paying taxes, people and merchants used worn out and clipped coins which had lower silver content, and this hurt the government.7

The other problem was that the price of silver rose in the 1690s, ensuring that there was money to be made by clipping coins and selling silver in the open market as soon as the clippers had accumulated enough of it. Some estimates suggest that the silver content of the coins was 20 per cent less on an average than its face value in 1691.8

Also, there were complications caused by the fact that England used both gold and silver as currency. In 1696, the price of silver in Amsterdam was higher than the price of silver being offered by the Royal Mint in London. So, silver coins were clipped and melted, and with the help of boatmen, silver was shipped out of England and taken to Holland, where it was sold. At the same time, the Royal Mint in London was offering a very high price for gold in terms of silver. So, gold came into England and silver was driven out of circulation.9

The way this worked was as follows. The clipped silver was melted and then made its way to Holland where its price was higher. There it was exchanged in terms of gold coins. These gold coins then found their way back to England, where the Royal Mint was paying a higher price for gold vis-à-vis other countries. The gold coins were exchanged at the London Mint for silver coins. And so a profit was made.10

In fact, this cycle could have continued forever. As a result, silver coins became scarce whereas a lot of gold came into England.

Merely introducing new silver coins was ruled out because they would be melted straightaway and smuggled out of the country. So, the way out was to call back all the coins in existence and replace them with new coins.

Even though both gold and silver existed as money, the use of gold coins was largely limited to high-value transactions, whereas silver was money for everyday use.11 Keeping this factor in mind, philosopher John Locke was of the opinion that since silver was the ‘real money’ of England, the government should maintain its original standard and restore the clipped and worn out silver coins to their original value.

As he said:

Money is the measure of commerce … and therefore, ought to be kept (as all other measures) as steady and invariable as may be.12

So, he felt that one shilling of silver stood for a specific weight and any proposal to reduce silver content in coins was like the clipping of a coin carried out by a public authority.13

However, this view meant that the government would have to accept clipped coins from people and redeem them with full-metal coins. The cost of this would have to be borne by the government.

William Lowndes, the treasury secretary, had different views on the subject. A view that took into account the fact that silver coins were terribly depreciated in value. In accordance with that, Lowndes felt that the new coins should have 20–25 per cent less precious metal content. This would make the silver content in the new coins in line with the silver content with the old depreciated coins which had lost around 20 per cent of their silver content on an average. Nevertheless, King William III and the Parliament supported the proposal of John Locke.14

Accordingly, a bill was presented in the House of Commons and was passed on 13 January 1696. It was decided that clipped coins would cease to be legal tender from 24 June 1696.15

This target proved to be over-optimistic. The mint, with Newton as its warden (having taken over on 24 March 1696), was wholly unprepared to handle the deluge of worn out and clipped coins that hit them. Coins worth £4.7 million had been brought to it. In turn, the mint had produced coins worth only £700,000 to replace the old coins.16 So the mint issued receipts which could be redeemed later when the mint was ready with the coins. The re-coinage took more than three years to complete and it was around that time that Isaac Newton was promoted to the post of the Master of the Mint on 25 December 1699.

What the government had effectively done was replace old coins which had only 75–80 per cent silver with new coins that had 100 per cent silver. The difference of the cost of 20–25 per cent of silver had to be borne by the government. In fact, the initial estimate of the re-coinage made by Michael Godfrey, the deputy governor of the Bank of England, was anywhere between £1 and 2 million. The actual cost was much higher than estimated and came to around £2.7 million and was more than a year’s revenue for the government during peacetime.17

The king, William III, realized that the costs were going to be higher than what had been initially estimated. In order to recover the £2.7 million, the government came up with a unique ‘windows tax’ based on the number of windows in a house. The idea of imposing income tax was not very popular because citizens believed that paying income tax meant declaration of income to the government. It was viewed as an intrusion into private matters.18

Hence came the windows tax, the logic being the bigger the house, the more windows it would have, and having more windows became a symbol of prosperity. This led to a lot of people to simply seal off their windows in order to pay less tax or avoid paying it altogether.

***

The 100 per cent silver coins disappeared as soon as they hit the market. Silver commanded a higher price outside England. So, the arbitrage game was still on.

This led to a situation where silver as a medium of exchange failed, as there was not enough of it going around. The gap was filled in by the Golden Guinea. Guinea was a gold coin and it was so called because it was made of gold that came from the Guinea region of West Africa.19 It was the first gold coin in England to be struck by a machine and was originally worth 1 pound sterling or 20 shillings.20 However, as silver disappeared from the English scene, the value of the guinea rose, even touching 30 shillings.

Newton understood that as long as the bullion price of silver was higher than the face value of silver coins, silver would continue to be sold instead of being used as money. The profit to be made from this transaction was around 2–3 pence or around 4 per cent in an ounce.21

What added to the trouble was the fact that the East India Company had been expanding its operations in India. In 1699, it had shipped almost three million ounces of silver to the country, causing a shortage of silver in England. India used silver as money.

Furthermore, the mint continued to pay a higher price for gold and thus received much more gold than silver. According to reports filed by Isaac Newton as the Master of the Mint, the gold coined at the mint between 1702 and 1717 was approximately thirty-two times the amount of silver coined.22 In fact, in the year 1717, £15,186 worth of gold was coined and only £948 worth of silver.23

Newton made a final attempt to correct this problem by reducing the mint price of the gold guinea to 21 shillings in 1717. Even at this price gold was overvalued by 4 pence or 1.58 per cent and kept landing up at the mints. This was the final nail in the coffin for silver as money in Britain. Gold became money and stayed money for the next two centuries. Britain had moved on to what came to be known as the gold standard, where paper money in the market was backed up by gold stored in the vaults of the banks. Interestingly, as the British Empire spread far and wide, other countries thought that the gold standard was one of the reasons behind the success of the British in building an international empire and gradually started to move to the gold standard. However, as we clearly saw, the British moving to a gold standard was more a matter of chance than by choice or design. If silver had been more expensively priced by the mint, perhaps Britain would have moved on to a silver standard.

Isaac Newton’s money troubles did not end with playing the role of the Master of the Mint. He was soon caught up in the frenzy along with all of Britain in what came to be known as the South Sea Bubble.

But before we get back to Newton, we need to turn to France first where a Scotsman called John Law had charmed the French royalty and had them eating out of his palm.

***

The year was 1719 and a Scotsman called John Law, a son of a wealthy Scottish goldsmith, was making waves in France. He had killed a man for the affections of a certain Elizabeth Villiers in London. He was convicted and sentenced to death. This sentence was eventually commuted to a manslaughter charge and a fine. At the age of twenty-three, in 1694, he managed to escape from prison.24

In 1705, John Law published a text titled Money and Trade Considered, with a Proposal for Supplying the Nation with Money. Law was of the opinion that money was only a means of exchange and that a nation could achieve prosperity by increasing the amount of money in circulation. The problem of course was that when it came to gold and silver coins, only so much currency could be produced. But this disadvantage was not there with paper money. Law firmly believed that by circulating a greater amount of paper currency in the economy, commerce and wealth of a nation could be increased.25

His theory was in place. But, unlike a physicist or a chemist’s hypothesis, it could not be tested in a laboratory. Law needed a nation that was willing to let him test his theory. And France proved to be that nation. In 1715, France was the richest and the most powerful country in the world. But at the same time, it was also almost bankrupt. The national debt of France at that point of time was a staggering 3,000 million livres. The revenue was 145 million livres and the expenses 142 million livres. So that left only three million livres with which the debt could be repaid.26 This was primarily because the country did not have a central bank of its own like the Dutch and the British had. Law’s idea was to create a central bank which would have the right to issue paper money which would be legal tender. He also wanted to create a company which would have a monopoly of trade. This would create a monopoly of both finance as well as trade for France and the profits thus generated would help pay off the French debt.27

The king of France, Louis XV, was a minor and hence the country was being ruled by a regent, Philippe d’Orléans. Law managed to convince the regent of his idea. And so was allowed to start Banque General which had the right to issue paper currency. He was also granted the charter to create the Compagnie de la Louisiane ou d’Occident(Company of Louisiana and the West). The company was given a twenty-five-year-long lease to develop the French territory along the River Mississippi and its tributaries in the United States. This company became widely known as the Mississippi Company. It was rumoured that the area for which the Mississippi Company had the lease was full of silver deposits like the Spanish territories in South America.28

In January 1719, the Mississippi Company took over the Banque General and renamed it Banque Royale. This bank was allowed to issue paper notes guaranteed by the French Crown. In May 1719, the company acquired the French East India Company as well as the China companies. The entire company was reorganized as the Compagnie des Indes, which had the monopoly to all French trade outside Europe. A little later in August and then in October, the company bought the rights to collect all the indirect as well as the direct taxes in France.29

Finally, Law’s company took over 1,500 million livres of the French national debt. To fund this takeover, the Mississippi Company organized three stock sales in September and October 1719, and in each offered 100,000 shares at 5,000 livres each payable over ten monthly instalments.30

The interesting thing was that the Banque Royale provided loans for purchasing these shares. And these loans were nothing but paper money being printed by the bank. For the September and October share sales, the bank was authorized note emission (read: money printing) of 240 million livres. An additional 360 million livres was printed in December, although the company did not sell any shares then.31

This lending of money set off a mad scramble for shares and sent the share price of the company from 500 livres to 20,000 livres per share towards the end of 1719. As share prices went up, more money was printed and lent by Banque Royale to people who wanted to buy its shares. This, in turn, pushed share prices further up.32 The idea of multiplying paper money to almost any extent was the real foundation of what came to be known as the Mississippi Scheme.33

The demand for the stock of the Mississippi Company came from people across different walks of life. In fact, the price of the stock would rise 10–20 per cent in a matter of a few hours and many people who started the day poor would go to bed rich.34

This was also the first time when the word ‘millionaire’ came to be used. Among the people who made a lot of money was a waiter who made thirty million livres, a chimney sweeper who made forty million livres, and a shopkeeper who made 127 million livres. In fact, John Law’s coachmen had also, supposedly, made a lot of money. One morning he showed up for work dressed in fancy clothes and at the same time informed Law that he was quitting. He informed his master that there were two possible replacements that he could look at. Law said: ‘But, I only require one of them.’ ‘Of course,’ replied the coachman, ‘The other I shall engage myself.’35

Meanwhile, the French Parliament was getting worried about the astonishing amount of paper money that was being created. The regent on the other hand was happy with all the money being created out of thin air.36

The problem started in early 1720, when Prince de Conti, who was the grandson of the regent, got miffed at not being able to buy as much Mississippi stock as he could lay his hands on. He sent three wagonloads of Banque Royale’s paper money demanding to be paid in coins. His request was settled, but he was also told that what he had done was an extremely unwise thing to do and that the regent would disapprove of it. He immediately returned two wagonloads of coins. But the impact of this event was that the smarter operators figured out that there were not enough coins going around to back all the paper money that was being issued by the Banque Royale.37

This led to the smart crowd selling the Mississippi Company’s stock, and converting the Banque Royale paper money they got from the sale into coins and bullions. With pressure on Banque Royale to convert paper money into gold/silver coins, the French Parliament decreed that coins would carry only 95 per cent of the value of paper.38 In February 1720, it was decreed that no one person could hold more than 500 hundred livres in the form of coins. This did not go down well with the common man. And this is where the demise of the Mississippi Company began. The Banque Royale tried to break the fall and flooded the market with paper money upwards of 1,500 million livres.39

By late 1720, the share price of Mississippi Company was falling rapidly. People were also turning up at the Banque Royale and demanding that their paper money be converted into gold and silver coins. Soon, the bank had run out of gold and silver, given that it had issued paper money many times over the gold and silver it had. The bank tried delaying tactics like inserting its own clerks into lines of people who had turned up at the bank to get the paper money redeemed into gold and silver. It also tried shortening banking hours. When all this did not help, Law ordered the public burning of bank notes several times a day at the bank. This was done to convince the public that the reduced amount of paper money going around, automatically increased its worth.40

The game for the Mississippi Company was over by August 1720, and John Law was by then the most hated man in France for having created the havoc that he had. However, fortunately for him, by then he was in Venice.41 He died, a poor and broken man, of pneumonia in Vienna in 1727.42 The French, unlike the English, did not have a stiff upper lip and a poem appeared in a Paris newspaper capturing the state of the mind in France very well.

My shares, which on Monday I bought

Were worth millions on Tuesday, I thought.

So on Wednesday I chose my abode;

In my carriage on Thursday I rode;

To the ball-room on Friday I went;

To the workhouse next day I was sent.43

Before the collapse of the Mississippi Company, the rapid rate of rise of its stock price did not go unnoticed in Britain. King George I, in his speech to open the House of Commons, on 23 November 1719, asked them to consider proper means for lessening the debt of the nation.44 The king is supposed to have said:

You are all sensible of the insupportable weight of the national debts which the public became engaged for from the necessity of the times, the pressures of a long and expensive war, and the languishing state of public credit … but the scene being now so happily changed, if no new disturbances shall plunge us again into straits and difficulties, the general expectation seems to require of you, that you should turn your thoughts toward some method of extricating yourselves, by reducing, by degrees the debts of the nation.45

The king was essentially telling the House of Commons that they had to figure out some way of reducing the national debt.

This set the stage for what later came to be known as the South Sea Bubble.

***

‘I can calculate the motions of the heavenly bodies, but not the madness of people,’ Isaac Newton is said to have remarked after he lost £20,000 in the South Sea Bubble.46 The attribution of this quote to Newton is disputed though. This line is supposed to have first appeared in The Church of England Quarterly Review, in 1850, as ‘[he] could calculate the motions of erratic bodies, but not the madness of a multitude’.47 Irrespective of the fact whether Newton did or did not say this, it does capture the spirit of those times rather brilliantly. So, what was the South Sea Bubble?

The scheme was the brainchild of Sir John Blunt, who was a former scrivener. The scheme was executed with the help of people who worked for the government including John Aislabie, the Chancellor of the Exchequer, who was in cahoots with Blunt.48

On 22 January 1720, the House of Commons met to consider a project of the South Sea Company. The company had offered to take over the entire debt of the British government and the Crown amounting to almost £31.5 million. This would be done in return for payment of interest of 5 per cent per year by the government until 1727. After that it would have to pay 4 per cent. For this privilege, the company was willing to pay the government £3.5 million. This was later increased to £7.5 million, after the Bank of England also got into the race.49 The government would benefit from this move because it was paying an interest of a high 8–10 per cent on its existing debt.50

The South Sea Company, established in 1711, had that name because, through an Act of the Parliament, it had the monopoly of trade to the South Seas, in reference to the geographic region which lay to the South of Panama, that is, the Spanish colonies of South America.

The company talked about the immense riches of South America. Everybody knew about the gold and silver mines of Peru and Mexico, but the question was why would Spain allow an English company to exploit these resources?

Negotiations were carried out with King Philip of Spain and he allowed one 500 tonne ship of the company every year to go to South America.51 The king would receive one-fourth of the profits, and a tax of 5 per cent on the remaining profits would have to be paid. The company hardly made any profits from this arrangement. The first ship did not go until 1717, six years after the formation of the company. And the very next year, the deal fell through.52

The company’s proposal to take on British debt was introduced in the House of Commons by the Chancellor of the Exchequer, John Aislabie, on 22 January 1720. When the company’s proposal was being discussed in the House of Commons, the stock price was constantly being driven up through rumour-mongering. One rumour going around was that Spain would grant free trade between all her colonies and Britain. There were also whispers about the rich produce from the silver mines in Potosi being brought to Britain, until silver was as common as iron.53

What also gave the proposal of the company credibility was the fact that the Chancellor of the Exchequer was presenting it to the Parliament. This sustained the share price of the South Sea Company and on the day the House of Commons passed the proposal by a majority of 172 to 55, the stock price was quoting at £330.54

The government debt consisted of annuities which had been bought by people over the years and against those annuities the government paid interest. So, if South Sea Company wanted to take over the government debt, it had to buy out annuities from people who held them. These annuities were paying an interest of 8–10 per cent per annum. Therefore, for people to sell these annuities, they had to be offered a very attractive proposition.

And that attractive proposition was the stock price of South Sea Company going up by leaps and bounds. A fairly simple calculation will tell us that it was also in the interest of the company and the government to ensure that the stock price kept rising.

The government debt amounted to around £31.5 million. Given this, the company was allowed to issue shares with a nominal or face value (on which the dividend to be paid is calculated) worth £31.5 million. As the nominal value of the share was a £100, it meant that the company could issue 315,000 shares if it sold its shares at £100 each. This would mean that the company would be able to only buy out the annuities worth £31.5 million but would not be able to raise the £7.5 million it had promised to pay the government.55 Also, there would be no profits coming to the company from the share sale. Therefore, it was in the interest of the company to drive up the price of the shares already trading, which it did and did very well, and then offer new shares at a price much higher than £100 per share.

Now if the shares were offered to the public at £200 per share, 157,500 shares, or half the total number of 315,000 shares allowed, would be needed to buy out the government debt in the form of annuities amounting to £31.5 million.56 Of the remaining, around 37,500 shares would have to be sold to raise the £7.5 million due to the government (37,500 × £200). The company could then sell the remaining shares and make a profit. A rough calculation shows that after paying the annuity holders and the government, around 120,000 shares (315,000 – 157,500 – 37,500) would remain. And this sold at £200 per share would help the company raise £ 24 million, which would be a straight profit for the company. So, it was in everyone’s interest that the price of the stock went up.

The House of Lords cleared the proposal on 7 April 1720. A week later, the South Sea Company came up with its first issue of shares to buy out the government debt holders for £300 per share, thrice the nominal value. The plan was to raise £2 million this way. The shares were subscribed within one hour. Interestingly, the entire money for buying the share need not have been paid up front. Only a 20 per cent deposit was required, the remaining could be paid in eight instalments over the next sixteen months.57

Like John Law had done in France, the company also started to provide loans against its shares to allow investors to use the loaned money to buy the new shares being issued by the company. This was done out of a million-pound loan received from the government. This worked in two ways. One, it drove up the demand for the stock. And two, it reduced supply because the stocks that were mortgaged to raise a loan were pulled out of the market. This was announced on 20 April 1720, and it was around this time that Isaac Newton started selling his holding worth £7,000 in the South Sea Company.58 Newton, of course, would get into the market again and make a loss of £20,000.

The success of the South Sea Company saw almost everyone wanting to launch a company of their own. There was someone wanting to make deal boards out of saw dust and wanted to raise money for the same. Someone else wanted to make a wheel of perpetual motion. One proposal wanted to raise money to develop an air pump for the brain. There were several other such proposals like a business trading in human hair, another for making hospitals to take care of illegitimate children of the London elite, and yet another for furnishing funerals in various parts of the country, and so on.59

But there was one proposal which took the cake. It was ‘a company for carrying on an undertaking of great advantage, but nobody to know what it is’. The genius, whoever he was, offered shares at their face value of £100 each. There was no need to offer all the money up front. Only 2 per cent or £2 per share would suffice. Also, each shareholder would be entitled to a dividend of £100 per share per year. With these promises in place, a small office was opened. When he shut shop in the afternoon, he realized that 1,000 shares had been subscribed to and £2,000 had been raised. The same evening, he set off for continental Europe and was never seen after that.60

The South Sea stock was on a roll. On 15 June 1720, the company launched its third issue of shares at £1,000 per share, which was 33 per cent higher than its prevailing market price of around £750. The king led the nation and bought stock. This time around only 10 per cent of the amount was to be offered up front. The next instalment was due only in a year’s time and the remaining instalments were spread over a period of four years. As the money came in, it was lent out so that interested investors could buy more stock. By the time the company came around to its fourth issue of shares, it had already issued shares with a market value of more than £75 million and lent over £12 million against its own shares.61

One historian captured the prevailing sentiment by saying, ‘South Sea is all the rage and fashion; the ladies sell their jewels to buy, and happy are they that they are in.’62

The directors of South Sea had the administrators in their pockets. And so they got the government to issue the Bubble Act, which required a parliamentary permission for any new company to be established. Also, no company could start any activities outside its charter. This move was aimed to rein in others who wanted to start their own companies and thus ensure that all the money in the market would stay with the South Sea stock. The Act received the royal assent on 9 June 1720. It did not have the desired impact, and stocks of all kinds kept rising.63

The company then got the Attorney General to issue a writ of Scire Facias, on 20 August 1720, against the Company of Welch Copper Miners as well as three other companies. These companies had to lay their charter before the Attorney General, so that it could be determined whether or not these companies were operating outside the areas their charter allowed them to.64

Instead of propping up the price of the South Sea stock, as seemed to be the idea behind the writ, it created a panic in the stock market. Two days later, there were no buyers for the stocks specifically named in the writ.65 A general pessimistic scenario dragged down the price of the South Sea stock as well.

On 8 September 1720, a meeting was called to build confidence in the company and its stock. The pep talk did not help at all and by the end of September the stock price had fallen to below £200. It had plummeted 75 per cent in four weeks.

Bank of England was asked to rescue the company, which it initially agreed to and later backed out using a technical loophole. In fact, as soon as the bubble burst, the skeletons started falling out of the closet.

In an anonymous tract titled, The Secret History of the South Sea Scheme, it is said about John Blunt, the man behind the South Sea Company:

It was his avow’d Maxim, a thousand times repeated, That the advancing by all means of the price of stock, was the only way to promote the good of the Company [originally italicized].66

Blunt’s South Sea was nothing but what came to be known as a Ponzi scheme. The scheme is named after Charles Ponzi who in 1919 ran a financial scam in the city of Boston promising to double investors’ money in the first ninety days. In the end, all he did was use money brought in by newer investors to pay off the earlier investors. Similarly, in the South Sea scheme, the more money later investors brought in, the higher the share price went, and greater was the benefit for the earlier investors who could sell out at a profit.

In fact, Blunt also felt that the greater the confusion that prevailed, the better it was for the company.67 He could go to any lengths to ensure that the South Sea stock kept going up. The parliamentary committee which started to investigate the shenanigans found that the South Sea Company had even gone to the extent of issuing what we could call a modern-day call option to a very influential set of people.

These included the king’s German mistress, the Chancellor of the Exchequer Aislabie and Treasury Secretary Charles Stanhope. No real stocks were issued. The deal was that if the stock price kept going up, the difference would be paid to these people. If the stock price went down, they would not face any losses. This is exactly the way a modern-day stock option works. The Chancellor of the Exchequer led this pack and is said to have made a profit of nearly £800,000. He was found guilty by the House of Commons and sent to the prison in the Tower of London.68 Some members of Parliament who were involved were asked to resign. Some others managed to escape to the great anger of the general public.

Blunt had gradually started selling out the South Sea stock and started buying land. All the land was seized from him after the inquiry was made into the operations of the company. In the end, among the few people who made genuine profits from the operations of the company were its clerks, who were bribed £20 by investors to hasten their transactions, since the difference of a single day in getting the stock could mean a loss of £100.69

Such was the rate at which the stock price rose and then, of course, fell. The irony of this in the end was that everything and everyone got blamed for the bubble, except the greediness of the people who wanted to make easy money. Many investors got into the scheme knowing fully well that it was a sham, but their belief was that they would be able to exit by being able to sell their shares to a greater fool. People would rather speculate and make easy money than make money out of an honest job. It was reported that 100 ships along the River Thames, which flows through London, were up for sale. Their owners would rather bet their capital on the stock market than run their normal business.70 There was more money to be made on the stock market.

***

The detailed discussion of the Mississippi Company and the South Sea Bubble throws up several interesting ideas.

Was John Law an economist or a gambler? The jury is still out on that. But he was the first person who talked about having a central bank at the heart of the financial system, which would print and supply the country with paper money.71 The problem with gold and silver being used as money, he felt, was that at a given point of time only a certain amount of money could be produced. Hence, there were periods of dearth of money with insufficient circulation and that in turn led to lower prices, which was detrimental for trade.72

The Dutch and the British already had a central bank by then, but it was Law who built the theory and the advantages behind having a central bank. In fact, he was also the first one to call for the paper money being issued by these banks being legal tender. Much of central banking since then has evolved out of this basic idea. Also, he was a firm believer in a sufficient supply of money being a prime requisite for trade, and the central bank regulating this supply of money to be employed for trade.73

Central banking is still about regulating the amount of money in the economy through various tools. Law also argued that a sufficient supply of credit over and above having the right money supply in the economy was beneficial.74

But the point that is really relevant today is this: Law felt that the real secret behind the creation and the continuation of a paper money and the credit system that came with it was confidence.75 Hence, it was very important for those who use paper money to have confidence in the institution issuing it.

Interestingly, history took more wrong lessons from John Law than the right ones. Kings and politicians realized that it is easy to print as much paper money as possible. And they did precisely that when it suited their political needs (as we shall see in the ensuing chapters).

On a different note, what we have seen until now is that several kings and the governments created easy money through debasing it. This was primarily done in order to pay off the debt that had accumulated as the income of the state did not meet its expenditure. This mode of operation continues even now.

As much as the government and big businesses were interested in creating easy money, the people at large were also not immune to seeking its benefits. And the primary reason for this was the fact that it is difficult for anyone not to be interested in easy money when everyone around them is. Economic historian Charles Kindleberger puts it best when he says: ‘There is nothing so disturbing to one’s well-being and judgement as to see a friend get rich.’76

But ultimately, the only thing easy money does is, it destroys. People who, while they were making money, thought it was their own superior insight as well intuition at work, after they have lost it, feel it was the world at large which was to be blamed.

People who create easy money are often referred to as geniuses, like John Law and John Blunt were during the brief period that they lasted. But as economist John Kenneth Galbraith once said, ‘financial genius is before the fall’.77
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Paper Money During the Revolutions

The word ‘America’ is derived from the name of an Italian businessman Amerigo Vespucci. He was originally from Florence but had moved to Seville where he ran a ship-supply business. Towards the start of the sixteenth century, letters collected under the title Nuovo Mundo (New World) started circulating in Florence. These letters claimed that it was Vespucci who had discovered the New World.1

This would not have gone any further, had it not been for Martin Waldseemüller, an instructor in a small college in eastern France, who came across these letters while doing some research to make a new map of the world. He was very impressed after reading the Florentine letters, and hence named what was till then called the New World, Latin Amerigo, which was first transformed into Americus and then finally into America. It took time for this name to catch up and originally people used this name only to refer to what is now South America.2

So who discovered what is now known as North America? By most accounts, the credit for this goes to Italian Giovanni Caboto, better known by his English name John Cabot.3

Cabot is said to have landed in what is now the Canadian island of Newfoundland in 1497. The first British settlement in the United States of America came up in Jamestown, Virginia, in 1607.

The earliest settlers had to face scarcity of money. Like every new country, America imported more than it exported. A major part of these goods came from Britain where the merchants had to be paid in gold and silver. Given this, there was a perpetual shortage of precious metals to be used as money in the country. And because of this shortage, various other commodities were used as money over the centuries.

The state of Massachusetts received horses, cattle and sheep for payment of dues to the government. Corn could be used to pay off debt. People were fined bushels of malt for absence from court.4 In the state of South Carolina, rice could be used as a legal tender to pay off debts.5

The problem with grains being used as money was that they could deteriorate in value very quickly. The taxpayer could pay for taxes by depositing grains with the government treasurer. But by the time the government got around to selling the grain in exchange for precious metals to earn some real money, chances were that the value of the grain would have fallen. It could even have deteriorated in quality.6

When it came to dealing with the native Indians, the European settlers used wampum and beaver fur as money, things used by the Indians for the exchange of goods. Wampums, or shells used by the Indians, came in two forms: black and white, with the black shell having double the value of the white one.7

It did not take much effort to convert the white shell into a black one, using black dye. This led to a lot of fake money entering the market and soon wampum ceased to be money, except when used as small change.8

The commodity which thrived as money in the United States was tobacco. Tobacco started to be used as money in Virginia a dozen years after the first settlement in Jamestown came up. In 1642, it was made a legal tender which could be used in payment of debts as well as taxes.9 What worked for tobacco was the fact that it was the principal crop of Virginia, and given that, everyone was familiar with it. At the same time, its supply could not be fabricated out of thin air – it had to be farmed and grown.

Also, contracts were entered in terms of the weight of tobacco and not its price in terms of gold or silver. This basically benefited the tobacco farmers, ensuring that the value of their debt did not vary. If a farmer had to pay someone £100 of tobacco, that £100 remained £100 and did not fluctuate according to the value of tobacco in terms of gold or silver. At the same time, there were various kinds of tobacco being grown. And since the payment was to be made in terms of tobacco weight, even the lowest quality would do.

Hence, Gresham’s law came to work even in case of tobacco money. Tobacco of the worst quality was used to settle contracts at times, while people hoarded the good tobacco. Bad tobacco drove out the good tobacco. To tackle this problem, warehouses were set up. In these warehouses, tobacco was weighed as well as assessed for quality and accordingly receipts were issued. These receipts went around as money for a very long time. The receipts could go around more easily than actual tobacco leaves and became legal tender in Virginia in 1727. In fact, tobacco survived as money in the United States longer than gold did.10 Like Virginia made tobacco legal tender, Connecticut made wheat legal tender, whereas Massachusetts made corn legal tender.11

***

Paper money that was invented in China, developed further in Europe, but where it really thrived was in America. The primary reason was the shortage of coins going around. What clearly did not help was the fact that Britain prohibited the export of English coins to its colonies and also forbade the establishment of mints there.12

Hence, no coins were minted in America in the early years. Gold coins were either brought by the first settlers from their native countries or came through trade with countries like Britain, Holland, Spain, France and the West Indies.13

In fact, coins were abundant in the West Indies primarily because of Spain’s vast silver mines in Mexico and Peru. The Americans sold dried fish, whale oil and pickled beef to the West Indies to get silver coins in return.14

Among the coins that circulated in the country were the French guinea, the Portuguese joe and the Spanish doubloon. These were all gold coins. The Spanish silver peso, also referred to as the Spanish silver dollar, was the most popular silver coin prevalent in the country. It weighed around 387 grains (or 25 gm) and came into North America through trade with the West Indies. For a very long period of time, between the sixteenth and the nineteenth centuries the Spanish dollar was the least debased coin in the Western world.15

Interestingly, the word ‘dollar’ has its own little story. It comes from the German coin taler. The first talers came from Jáchymov, a small village in modern-day Czech Republic. At the beginning of the sixteenth century, this area was under German authority. The local ruler, Count Hieronymus Schlick, found a deposit of silver near where he lived and started mining it. He used this silver to make silver coins in his castle. This was in 1519.16

These coins were first known as ‘joachimstalergulden’ or ‘joachimstalergroschen’ after the German name for the valley, Joachimsthal. These names were unpronounceable given that they were so long. Over a period of time, the name was shortened to’talergroschen’, and then to ‘joachimsthaler’, or ‘thalers’, or ‘talers’.17

King Ferdinand I of Germany ordered the establishment of a mint at Jáchymov. It was built between 1534 and 1536. During the first year 250,000 coins were minted. Over the next sixty-five years, this mint made around twelve million thalers. The coin was picked up by a lot of German states as well as municipalities. In the sixteenth century alone nearly 1,500 different kinds of thalers were in circulation.18 Interestingly, in London, one of the most popular coins was the Spanish peso. These pesos looked similar to the German ‘joachimsthaler’ and from this came the anglicized ‘joachimsdollars’ or simply ‘dollars’.19

Getting back to the United States, a lot of the coins that did come in were used to pay for the goods that had to be imported. Hence, there was a shortage of money. No deposits of gold and silver were found at this point of time anywhere in the country. So, there was no scope of producing gold and silver coins locally.20

This shortage led to the belief that the prices of local products were primarily low because of the shortage of money and one solution to this was increasing the amount of money in circulation.21

To overcome this scarcity, the states (or colonies as they were called) tried to create easy money. The unit of account for the states largely was the English shilling, given the fact that most initial settlers had come from Britain. But the most common coin going around was the Spanish dollar. One Spanish dollar contained 387 grains of silver, whereas one English silver shilling had only 86 grains of silver in it. This meant that a Spanish dollar was worth 4.5 shillings (387/86). In 1642, Massachusetts arbitrarily declared that one Spanish dollar was from then worth five shillings. The idea was to overvalue the Spanish dollar in terms of shillings, and thus hope to attract more Spanish coins in the colony. With the dollar being overvalued, the shilling, the unit of account was devalued.22 The devalued shilling was supposed to perk up the exports of Massachusetts, and in turn help the colony earn more coin. Let us try and understand this in some detail. Let us say a particular commodity was worth 450 shillings. At 4.5 shillings to a dollar, it would have cost 100 Spanish dollars. At 5 shillings to a dollar it would cost 90 Spanish dollars. This meant that goods in Massachusetts became more attractive in Spanish-dollar terms. Hence, a lot of Spanish dollars came in to buy the goods.

But what happened was that more money chased the same number of goods, resulting in inflation. Inflation meant higher prices and which, in turn, brought the temporary export stimulus to a rapid end.23

Also, if Massachusetts could devalue, so could other colonies to make their goods more attractive. Competitive devaluations sent the dollar as far up as being worth 7.5 English shillings in certain colonies. Finally, the British Parliament, in 1707, had to proclaim that 6 shillings to the dollar was the maximum devaluation that was permitted and nothing beyond that.24

As was the case in Europe, even in America, it was the merchants who first started using paper money. There is evidence of paper money being used in the New England state of Massachusetts as far back as 1646. This was issued by merchants and traders of first-rate credit and was used in settlement of debt. This paper money helped merchants settle debts until a mint was set up in Massachusetts in 1652.25

The proper issuance of government paper money started in 1690, when the Massachusetts government decided to organize an expedition against the city of Quebec (now in Canada), then capital of New France. This expedition was to be organized under the command of William Phips, a shipbuilder and a military leader.26 It turned out to be a disaster. While thirty people died fighting, more than 200 others succumbed to smallpox.27

The loot from the expedition was meant to cover the expenses of the undertaking. But with the enterprise turning out to be a disaster, when the troops returned, they had to be paid by the government. The problem was that the state of Massachusetts had no money. It tried to borrow around £3,000–4,000 from merchants in Boston. But they were not ready to lend given that the finances of the state of Massachusetts were not in the best of shape.

Therefore, the government decided to issue £7,000 of paper money to pay the soldiers. The soldiers were sceptical about the issue and in order to get around that, the government made two promises: first, it promised to redeem the paper notes in gold or silver out of tax revenues in a few years and second, that this would be a one-time issue and there would be no further issue of paper.28

The idea in this case and almost every other paper issue made in colonial America was to withdraw the paper money from circulation in a few years, by allowing citizens to use it to pay taxes. Or the government would use the gold and silver money it got when citizens paid their taxes and use that to redeem paper money.29

However, the withdrawal of paper money rarely happened because as soon as taxes were paid and it was time for one lot of money to be retired, another round of printing would be commissioned.

In Massachusetts, another instalment of printing of paper money was ordered on 3 February 1691. Again, in the month of May of the same year, another issue of £40,000 was ordered to repay all its outstanding debt. Like the previous time, the government said that it would be the final issue.30

The soldiers who had participated in the expedition to capture Quebec found that the government-issued paper money did not circulate freely and they were not able to get more than 12–14 shillings a paper pound. One pound in the form of silver coins was worth 20 shillings. The paper money given to the soldiers was worth 60–70 per cent of its face value.31 This meant that no one expected the government to redeem this paper money in gold and silver. In fact, the paper money continued unredeemed for nearly forty years.32

In order to make paper money interesting enough for the citizens, the government also deemed that the paper money would get a premium of 5 per cent in payment of all debt and taxes to the government.33 Due to this, the demand for paper money went up when taxes were due.

Gresham’s law also started to work here. Paper money’s presence in the market meant that whatever little gold and silver money there was in the market started to disappear. This, in turn, meant that more paper money had to be put into circulation. By 1702, around £110,000 in paper money had been printed. In 1702, another £10,000 worth of paper money was printed. This was supplemented by £10,000 in 1706, £22,000 in 1707, £10,000 in 1708, £60,000 in 1709, £40,000 in 1710 and £65,000 in 1711.34 The issue of paper money in 1711 was again to pay for another doomed expedition to Quebec, as was the case nearly twenty years earlier.35

Meanwhile, the government, having made a habit of printing money to finance its expenditure, postponed the conversion of all the paper money into precious metals until 1747. Also, in 1712, it deemed paper money to be legal tender, which could be used in the payment of all debt in the state of Massachusetts.36 But these measures did not help much as the value of paper money in terms of silver kept falling. The Massachusetts paper money, called the Massachusetts pound, fell by around 30 per cent from 7 shillings to an ounce of silver to 9 shillings per ounce. The government even tried to make paper money acceptable by making it a crime not to accept paper money at face value. Not accepting paper money could lead to a fine as well as confiscation of property.37

While paper money may not have been the best bet for citizens, it achieved immense popularity with the governments. On 8 May 1703, the Assembly of South Carolina authorized the printing of £6,000 to pay off the debts incurred by another disastrous excursion. These paper notes could be used for payment of all dues to the government as well as in the settlement of private debts. By March 1710, £25,000 of paper currency had been printed. Interestingly, this paper money was worth 50 per cent of its face value in the common market from day one. In 1712, another £52,000 of paper money was authorized, immediately driving up prices. In 1716, this rose to £58,000.38

The government tried to redeem this paper money in precious metals by imposing a tax on land and black people. By 1722, around £8,000 of the £52,000s printed in 1712 remained unredeemed. But the trouble was that since then nearly £72,000 worth of additional paper money had been printed, and printing of a further £40,000 had just been authorized. In fact, the Assembly of South Carolina authorized a further printing of £120,000 in the latter part of 1722. When the bill for this proposal was introduced, it was opposed by twenty-eight principal merchants of the state on the grounds that a large part of the paper money previously issued was still to be redeemed. The Assembly did not like this statement of the obvious and promptly imprisoned the merchants and went ahead and passed the proposal to print more money. However, the bill was disallowed in Britain and instructions were sent to Governor Nicholson regarding this. There was great pressure on the governor to disregard the orders from Britain, but he did not cave in. What he did instead was make rice, which was a major produce in the state of South Carolina, legal tender in the payment of debts.39

Other colonies followed suit. By 1711, both Connecticut as well as Rhode Island were issuing paper money.40

The state of Pennsylvania came up with its first paper money issue of £15,000 in 1723.41 Interestingly, £11,000 of this paper money was to be printed and lent against real estate, land as well as houses. For the sake of security, the value of land was to be at least twice the amount being lent and for homes, it was thrice the amount. Also, the money could be used to pay taxes to the government in the years to come. Therefore, it was decreed to be legal tender and penalties were imposed if goods were offered at lower prices for gold and silver money than in this paper money. In 1723, another printing of a further £30,000 was authorized. In 1726, a further £10,000 were authorized to be printed; in 1729, £30,000; in 1730, £40,000; and in 1739, £80,000.42 The floodgates had been opened.

In fact, Benjamin Franklin, a resident of Philadelphia in Pennsylvania and one of the early American heroes, was a big supporter of paper money. Franklin arrived in Philadelphia in 1723, the same year when paper money was first printed. The money printed in the year 1723 was due to expire eight years later, in 1731.

Franklin believed in paper money and in 1729, at a remarkably young age of twenty-three, he wrote a pamphlet titled ‘A Modest Enquiry into the Nature and Necessity of a Paper Currency’. This pamphlet was printed at a printing press owned by him.43

This anonymously written pamphlet set the ball rolling in support of printing paper money. And in the years to come, Pennsylvania did print a good amount of paper money. In fact, the £40,000 printed in 1730 was printed at Franklin’s printing press for which he received payment of £100. He printed Pennsylvania money from 1731 to 1764. In the years to come, Franklin would print paper money for other states like New Jersey and Delaware as well.44

A major part of the paper money being printed in Pennsylvania was lent to its citizens against the security of their homes or land. Franklin believed that land was a steadier and more certain asset to back paper money, than gold or silver.45

He also strongly felt that land-backed paper currency could protect people against overissue. His logic was that if too much paper money was being printed, it would lose value. To protect themselves against this loss of value, the citizens could use the depreciated money to pay off the loan they had taken from the government against the land. As soon as this was done, their land would no longer be mortgaged and they could sell this land to capture its real value in depreciated money.46

***

Massachusetts, the state where it all started, was not to be left behind, and between 1744 and 1748 the amount of paper money in circulation in the state expanded from £300,000 to £2.5 million. It need not be said that this money rapidly lost value. Even paper money from other states like Connecticut, Carolina and Rhode Island had depreciated. The depreciation in Rhode Island, which was the biggest money-printer of them all, was at 23:1 against silver, which meant one unit of silver money equalled twenty-three units of paper currency. The ratios for Connecticut and Carolina stood at 9:1 and 10:1. Even in Pennsylvania, the most responsible state when it came to printing money, paper currency had lost 80 per cent of its value.47

Despite the loss of purchasing power of money, almost every colony under the British rule was printing money. Virginia, which had been using tobacco as money, was the last state to print money when its Assembly in 1755 authorized the printing of £20,000. By this time, the contest between France and Britain for North America had broken out. The French had advanced down the River Ohio and this got Virginia involved in the fight. To finance the war, a number of paper issues were floated. But care was taken that funds were provided for redemption. By 1763, the war was over and no further paper money was issued until 1769, when £10,000 worth of paper money was printed. In 1771, a further £30,000 were printed to provide relief to survivors of river floods. Virginia was one of the few states which did redeem these paper notes in gold and silver. In 1771, the amount of these outstanding paper notes stood at £54,391.48

Britain tried to control the printing of money through the Currency Act of 1751, which only applied to its New England colonies (i.e., the states of Massachusetts, Connecticut, Rhode Island and New Hampshire). Then came the Currency Act of 1764, which applied to all its colonies and barred paper money from being both private as well as public legal tender.49 This meant that paper money could not be used in colonial America to settle private debts, neither could it be used to pay off government dues and taxes.

This move of the British obviously did not go down well with the thirteen states in colonial America. Paper money meant so much more than just the government trying to meet its expenditure. In fact, a lot of the paper money printed was lent to citizens against their land or homes. And such land-backed money facilitated agriculture expansion. In some colonies, like Maryland, it also provided businessmen with a source of working capital.50 At some level, there was a belief in colonial America that economic prosperity was directly proportional to the volume of currency in circulation, a notion that seems to have persisted to this day.

What also did not go down well with the dominant merchant class were the attempts made by British firms to get into direct dealings with shopkeepers and other marginal importers in the urban centres. These individuals would have otherwise bought from the established merchants. This was a phenomenon that spread in the 1760s and ’70s, when it was very common to find numerous English agents in some of the bigger American cities, trying to drum up business for their parent firms and seek arrangements with the smallest shopkeepers, in the hope of getting the bigger merchants out of the way.51

In the state of Virginia, where tobacco was the biggest business, London tobacco houses tried to influence Virginia’s paper-money practices in their own interest. Also, the attempts by British (primarily Scottish) tobacco houses to deal directly with even small tobacco producers did not go down well with the larger planters.52

The British felt that the Americans should make a proper contribution to the expenses of the empire and tried to impose duties on sugar imported from the American colonies.53

All these moves meant that colonial America was ready for a struggle over economic sovereignty. Attempts were made by the East India Company to sell tea directly to American agents rather than going through the established channels. Rather than viewing this as an opportunity to buy cheaper tea, the colonial traders saw this as another attempt by a big British firm to increase business by cutting deals outside the established channels of operation.54

This led to the start of the American Revolution. The declaration of independence was made in 1776, and the final peace treaty with the British was signed seven years later, in 1783.

***

Thirteen colonies of Great Britain in North America joined hands to break free from the British rule. The British were not willing to let go of these colonies and sent in troops to reimpose their rule. The representatives of the Second Continental Congress met in Philadelphia in May 1775, and started to manage the war effort against the British.

The question, of course, was how would the Continental Congress finance its war against the British? Taxation was ruled out primarily because it was one of the major causes of the revolt against the British. And even if taxes were to be imposed, the administrative machinery required to collect them was not in place. On top of that, money was needed immediately.

Several European countries like Spain and France, working on the premise of your enemy’s enemy being your friend, made gifts to the Continental Congress. Some money was raised by borrowing. But all this was not enough to buy arms and pay the troops needed to fight the British.55

Therefore, Continental dollars had to be printed to finance the war effort. The estimates about the total amount of Continental dollars printed vary anywhere from around $204 million to $387.5 million. A recent estimate puts the amount at $199.99 million.56 Despite the varying estimates, it is important to remember that the money issued between 1775 and 1779 was over an existing monetary base of around $12 million.57

As was the case with earlier issuances of paper money in America, this time also, the idea was to print money, use it within a limited time frame, and then retire it through taxes. Since the Continental Congress was not in a position to collect taxes, it asked the governments of the thirteen states to accept Continental dollars in payment of state taxes, and then remit a part of it to the Congress. The states, however, did not start doing this before 1780, primarily because the Congress had set the redemption dates of these dollars well into the future.58 What also did not help was the fact that states had issued their own money amounting to a massive $210 million on top of the issuance of Continental dollars.59

The idea of the Continental Congress was that if the states accepted Continental dollars in lieu of taxes, a certain portion of the paper dollars printed would come back to them. The Congress could then spend the same paper dollars to pay its troops and meet other expenses instead of resorting to printing more paper dollars, which would only increase money supply and create further inflation. But that did not happen and hence, more money had to be printed. In fact, the printing of money for the first three years between 1775 and 1777, was relatively flat and ranged between $10-20 million, after which it really took off. On 28 June 1781, the secretary of the Congress, Charles Thomson, estimated that around 195 million Continental dollars were still outstanding.60

Continental dollars lost value first gradually and then rapidly. In Philadelphia, wholesale prices more than doubled in 1776, 1777 and 1778. But it was after this that prices really took off. The years 1779 and 1780 witnessed a highly inflationary period and prices rose by more than 1,000 per cent over the two-year period.61 Price controls set by the states did not really help. Laws were also passed against holding a large stock of food and refusing to sell it at the price set in paper money. This led to some farmers growing only as much as was needed to feed their families and not more.62 The dollars issued to fight the War of American Independence ultimately became worthless and led to the oft-used phrase ‘not worth a continental’. Historical accounts suggest that Continental dollars stopped being used as money around May 1781. By this time, the Continental dollar had depreciated drastically and a silver dollar was worth 500 Continental paper dollars. The citizens of Philadelphia decorated themselves with these paper dollars in the form of cockades (a knot of ribbons) and paraded the streets of Philadelphia with a dog, tarred and his back covered with Continental dollars.63 And thus a nation was born on paper money. What we see here again is that as soon as a government starts printing paper money to meet its expenditure, it inevitably ends up printing too much of it. What the Americans started, the French would soon follow.

***

Louis XVI became the king of France at a time when the country was going through a tough financial phase.64 To deal with the worsening financial situation, in October 1776, the king appointed Jacques Necker, a Swiss, as the director general of finances.65

Necker realized that the country had a very regressive tax system, where those at the bottom were taxed more than the clergy and the nobility.66 He argued that the tax exemptions for the elite needed to come down. This did not go down well with the elites. At the same time, the winter hailstorms in the years 1788 and 1789 had been unusually severe. This had destroyed crops in what was primarily still an agrarian nation and thus had made the collection of taxes very difficult. Necker was dismissed by the king for his radical views on 11 July 1789. This did not go down well with the French, and thus Paris was teeming with unrest caused by food riots and the inability of Louis XVI to tax the Church and the nobility. On 14 July 1789, a large crowd, which had gathered in the street, marched to the Bastille Fort, and released the prisoners held within.67 And so commenced the French Revolution.

Nevertheless, the basic problem of the government not being able to meet its expenditure remained. New taxes could not be imposed immediately because at the heart of the revolution was the issue of taxes. On 2 November 1789, the Constituent Assembly, which had taken over the governing of the country after the revolution, decided to confiscate the landed property of the clergy. These lands were declared to be public property.68

The seized lands of the king and the clergy were deemed to be worth 2–3.5 billion livres (the French currency at that point of time). It did not take people much time to figure out that the land could be sold to pay off all the accumulated French debt.69 At least that was the logic. The problem, of course, was how to make this useful immediately. Any forced and sudden sale would lead to a fall in the price of land and hence, would mean sacrificing a great part of its value in the coming years.

Therefore, the government decided to print paper notes which it would use to pay off its obligations. These notes could then be used to buy land from the government or be exchanged for precious metals. Hence, these paper notes would not remain in circulation and would come back to the government soon and be retired from circulation.70 The idea was to use these paper notes as a medium of exchange, which would help the government sell all the land it had on its books gradually, and get the best price for it.

These notes were called assignats primarily because it was first intended that particular assignats would represent specific parcels of land, and when this land was sold, the assignats would be destroyed.71

The idea was to sell properties worth 400 million livres to Paris and other municipalities, which would then sell it further to individuals at a price assessed by experts.72 But the liquidation of land happened very slowly and was not fast enough to help bring in the money required to finance the deficit of the government. In 1789, the first issue of assignats happened and was limited to 400 million livres.73

This was followed by making assignats legal tender on 17 April 1790. Assignats started to circulate and immediately lost 5 per cent of their face value.74 By September 1790, around 1.2 billion assignats had been issued. In June 1791, a further issue of 600 million assignats became necessary. This was primarily because the total expenditure for the period between 1 May 1789 and 1 July 1791 was around 1.72 billion livres and the revenue was only 470 million livres, leaving a deficit of around 1.25 billion livres.75

This excess printing of assignats led to the value of the assignat falling to 82 per cent of its face value. And after this, the face value kept dropping. In June 1792, it was at 57 per cent of its value. The execution of Louis XVI on 21 January 1793 and declaration of war with Britain sent the assignat tumbling down further and by June that year, it was worth 36 per cent of its face value and by August, 22 per cent. As was the case before, the government tried to intercede and protect the falling value of its money. In August 1793, it became an offence to differentiate between assignats and gold or silver coins. And if anyone was caught doing that, he had to go to jail for six months for the first offence. The second offence would lead to a twenty-year imprisonment. Any further offences would be punishable by death.76 This was done through a decree issued on 8 September 1793.77 In fact, in 1794, twelve men were sent to the guillotine for hoarding precious metals.78

While prices of corn, cloth, leather, fuel, wood and so on rose, the price of the clergy land that was supposed to be sold to redeem the assignats also went through the roof. Church property sometimes sold at five, ten and even twenty times its original valuation.79 As the value of assignat fell, more and more of it was printed. In order to control prices, the infamous ‘Grain Law’ was passed. This allowed farmers to sell grains only on certain days and in amounts based upon their total production. Needless to say, this was not enforceable. Farmers were quick to sell to anyone who was willing to pay in gold and silver.80

The government tried to cap the inflation by fixing the maximum price. Those who tried to sell at a price greater than the fixed price would have to face the death penalty. But even this threat did not help. Merchants, instead of selling things, simply hid them away.81

The maximum-price law was done away with on 24 December 1794. This saw an immediate rise in the price of goods as traders who had been forced to sell their wares for almost eighteen months in assignats now wanted to convert those assignats into goods and commodities. They had been unable to do so in the past because people were not willing to sell things. As soon as all this hoarded money hit the market, it led to a further price rise.82

By 1795, the assignat had practically ceased to be a medium of payment because its real value had fallen to around 0.8 to 1 per cent of the face value.83 The shopkeepers of Paris refused to accept assignats with the excuse that the people in the countryside were refusing to accept it in exchange for the produce that the shopkeepers bought from them. Furthermore, the government had been finding the process of collecting taxes difficult, and with the value of the assignat being what it was, it hardly made sense to collect taxes.84

Estimates suggest that assignats worth nearly 4.5 billion livres were issued until 1795, of which only 600 million had been annulled and burned.85 So the plan of printing assignats to pay for government expenditure, selling land in assignats and burning those assignats that came back to the government, had turned out to be a big disaster.

To turn things around, the French government decided to print more paper money. But, of course, the new paper money could not be called assignats. So, the new paper notes issued in March 1796 were known as Mandats Territoriaux. The government planned to print money amounting to a total of 2.4 billion livres. The new paper money was different in letter but similar in spirit to the assignats. Assignats had been backed by public land but they did not entitle the bearer to any particular piece of land. The new notes, on the other hand, entitled the bearer to obtain land on demand.86

The holder of this paper money could present it at any government department where he wished to purchase land. The value of the land was to be determined by two experts. One expert would represent the individual wanting to buy the property and another would be from the government’s end. Half of the payment for the property had to be made in gold and silver coins.87

The citizens of France had by now understood the game and stayed away from this new paper money. At the beginning of April 1796, days after this new paper money was issued, it was worth 20 per cent of its face value. By the end of May, it had fallen to 5 per cent of its value.88

The game was over for mandats even before it started. In fact, all land-backed paper money over the years has failed to take off. Even though land has a very stable value, it is a mistake to assume that anything that has value can be used as money. It brings us to the very beginning of this book where it was mentioned that for anything to be money, it is very important that it is easily divisible and can be transported easily. Land is not easily divisible and cannot be transported, even though its supply remains largely constant.
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How the Bank of England Became a Central Bank

The original charter of the Bank of England was supposed to last for a period of eleven years. After that the government had the right to repay the loan of £ 1.2 million and dissolve the bank at a year’s notice. In fact, for a very long period of time, the bank did not become a permanent institution. Its charter came up for renewal every few years and was renewed nine times between its establishment in 1694 and 1844. Thus, for a period of 150 years, the bank faced imminent danger of being shut down if the government of the day deemed it so.

But that did not happen because the bank became a one-stop shop for the king/government to raise money for its war efforts and served the military interests of the British Empire.1 The bank also demanded and got several concessions from the government. These concessions had a huge impact on the way the bank and the British financial system evolved over the years.

In 1708, the War of the Spanish Succession was on. The government needed more money. The bank was willing to lend it. In return, the bank obtained a legal prohibition from the Parliament that prevented an association of more than six individuals from starting a banking business in Britain. It also allowed the Bank of England a monopoly in issuing paper money as far as joint stock banks went. Its only competitors for a very long time were country banks which had six or fewer partners.2

Most people who set up country banks had primarily other vocations when they started – these included attorneys, landowners, goldsmiths, jewellers, moneylenders, shipowners and various kinds of merchants like linen merchants, timber merchants, tea merchants and so on. Even butchers, brewers, innkeepers, milliners, cobblers, snuffbox makers, swordsmiths, varnishers and weavers got into the banking business.3 Basically, anybody and everybody who had some money to spare got around to setting up a bank.

In 1742, when the charter of the bank came up for renewal, the government extended the monopoly power of the Bank of England to issue paper money and extended its charter to 1764. What helped was that the bank gave the government a gift of £110,000 and a loan at the rate of 3 per cent. In 1781, the charter was extended again, giving the bank the licence until 1812. This re-chartering happened five years before the charter of the bank was supposed to lapse. Prime Minister Lord North ensured that the passage of a new charter would secure the government a loan of £2 million at an interest of 3 per cent from the bank. In return, the Parliament would extend the bank’s charter till 1812. This was at a time when the British government was fighting the American colonies which had declared independence. The loan from the bank helped the government pay off the expensive navy debt.4

This cosy relationship between the political establishment and the Bank of England ensured that the government kept getting enough money and in return, the bank got a more or less monopoly power to issue paper money with the competition being limited to country banks. Dealing with just one corporation, that is, the Bank of England, saved the government the trouble of incurring the staggering transactions costs which it would have otherwise faced if it had attempted to raise money from the public.

***

We saw earlier that Isaac Newton, as the Master of the Mint, had tried to correct the problem of silver disappearing from the English economy by reducing the mint price of the gold guinea to 21 shillings in 1717. Even at this price gold was overvalued in Britain and silver gradually kept disappearing; hence the mint kept accumulating more and more gold.

The silver coins that remained were in a bad shape. To get over this, on 10 May 1774, the House of Commons decreed that payment made in silver coins would be legal tender as long as the sum being paid was less than or equal to £25.5 This was more or less the final nail in the coffin when it came to silver being used as money in Britain and ensured that Britain moved on to gold as money.

***

William Pitt became the youngest prime minister of Great Britain in 1783, at the age of twenty-four. Many thought that this would be a stopgap arrangement. A popular ditty going around when Pitt became the prime minister was ‘a sight to make all nations stand and stare: a kingdom trusted to a schoolboy’s care’.6

Ironically, he continued to be prime minister until 1801. He became prime minister once again in 1804 and continued in the post until his death in 1806 at a remarkably young age of forty-seven. Interestingly, Pitt was also the Chancellor of the Exchequer (the British equivalent for finance minister) throughout his tenure as prime minister. When he took over as prime minister in 1783, the total debt was at £243 million. This was primarily on account of the various wars that Britain had been fighting to build and maintain its global empire.7

In 1786, Pitt decided to create a sinking fund to reduce the national debt. The idea was that each year £1 million would be raised through new taxes and be invested in the sinking fund, which would gradually grow and help pay off a portion of the national debt.8 It worked well for seven years of peace until 1793 and used the budget surpluses of the government (meaning whatever was left over after the government had met all its expenditures) to reduce the debt.9

A few years into the rule of Pitt, the French Revolution happened and on 21 January 1793, Louis XVI became the first and the only French king ever to be executed. This somehow did not go down well with the British populace, and King George III’s chariot was surrounded by an angry crowd demanding ‘war with France’.10

Britain asked the French representative to leave the country within eight days. On 1 February 1793, France responded in the only way it could and declared war on the king of Britain. One of the things that Britain did to consolidate her position in Europe against France was to give loans to other countries. In 1794, a sum of £2.5 million was given to the king of Prussia. Subsidies were also offered to Hanover, Hesse-Cassel, Sardinia, Austria, Russia, Portugal, Sweden, Sicily, Morocco and so on.11 Over the entire duration of the war, which continued well into the second decade of the nineteenth century, subsidies of around £50 million were given to the so-called ‘allies’ of Great Britain.12 But this did not work. Most of these countries settled their differences with France, leaving the British Empire alone to fend for itself.

In the first year of the war, the impact was not much and the British government borrowed a little. In the next year, that is, in 1794, the borrowing increased to £9 million. This was a relatively large sum in a country with an aggregate income of around £200–300 million. The expenditure kept escalating in the years to come as the military effort against France intensified. In 1795 and 1796, the expenditure soared to £51.75 million and £57.75 million respectively. In comparison, the revenues of the government stood at £20 million and £21.5 million respectively.13 Of course, this meant more borrowings for the government as William Pitt did not want to burden the young English industry with greater taxes.

The regulations did not allow the Bank of England to make any advances to the government without the approval of the Parliament. This rule was bent now and then, and during the War of American Independence, the bank had made advances amounting to £150,000 to the government. Hence, a bill was sought by the bank to establish a limit on the amount that the bank could advance to the government. The bank also sought to be indemnified for the past advances it had made to the government. Pitt saw this as a huge opportunity and he hurried the bill through the Parliament and managed to leave out the limiting clause. This allowed the government to borrow as much money from the Bank of England as it wanted to, without having to get a clearance from the Parliament.

Pitt utilized this facility of the government being able to make heavy calls on the bank to the hilt over the years. In 1794-95, the deficit of the government skyrocketed to £20 million and this is when the first heavy calls on the bank to finance the war began.14 The bank had no choice but to oblige the government because it could not be seen going against it, during times of war. In July 1796, the government led by Pitt asked the bank for an advance of £800,000. The bank made the advance but under strong protests.15 What did not help was the fact that harvests had been bad and hence food needed to be imported. Along with this, the war was being fought by the British forces in continental Europe, which meant a large amount of money had to be transferred to Europe. The British paper pound would not have been acceptable as money in Europe. Hence, gold had to be transferred to the continent. Gold was also needed to pay for food imports. A lot of French gold had come into Britain because of the large amount of money printing that was on in France after the revolution. As confidence in France slowly returned, a lot of this gold also slowly returned to France. This meant that the gold reserves of the Bank of England were under severe pressure.

At the end of February 1794, the Bank of England had gold coins and bullion worth £7 million, while its liabilities stood at around £18.75 million and this included paper money of £10.75 million, which was convertible into gold on demand. By the end of August 1796, the amount of gold in the vault had fallen to a minuscule £400,000, whereas the liabilities of the bank stood at around £16 million.16

With barely any gold in its reserves, the bank had to go slow on its issuance of paper money. The bank essentially put paper money into the economy by discounting bills of exchange brought to it by merchants. The advances it made to the government were also in the form of paper money. While it could not refuse advances to the government in such difficult times, the bank did try to curtail its issue of paper money by rejecting a certain portion of the discount applications that came to it.17

Early in 1797, the situation had improved a bit and had the bank been able to hold on for a couple of months more, there would have been plenty of gold in its coffers. But at that point of time, some French troops landed in Britain. Even though they caused minimal damage, their mere presence was enough to cause a run on the country banks in Newcastle. From Newcastle, the panic spread in all directions. Citizens landed up at the nearest country bank demanding their paper money be converted into gold. The country banks rushed to London, wanting help from the Bank of England. The bank responded by forcing its circulation down to £8.64 million while at the same time its gold coin and bullion levels stood at £1.2 million. However, as the panic grew, the directors of the bank sent a letter to Prime Minister William Pitt, stating that a suspension of convertibility of its paper money into gold was inevitable. On 27 February 1797, convertibility of Bank of England paper money into gold was suspended.18 This was necessary because there was the danger of the bank running out of its gold reserves if too many people landed up at its doors demanding their paper money be converted into gold.

***

As soon as the convertibility of paper money into gold was suspended, predictions were made that Britain was now going the way of France, which had just stopped printing its land-backed paper currency assignats. But that was not to be. On the day the convertibility of money was suspended, 3,000 London merchants got together and pledged that they would continue to accept Bank of England notes at their equivalent value in coin.

Even though the Bank of England increased its circulation of paper money as it made more and more advances to the government, it never got into a ferocious money-printing spree like the French or the Americans had done before.

There were several reasons for this. Britain, at that juncture, was in the middle of an industrial revolution which had increased the incomes of its people dramatically. Hence, the government could borrow more to finance the war. In fact, by the end of the war in 1816, the total debt of the government had grown to £792 million and this was 2.5 times the national income of Great Britain.19 The total debt in 1783, at the beginning of the rule of William Pitt, was £243 million.

Pitt also figured out that if ever there was a time to change course and introduce an income tax, this was it. In 1799, an income tax was introduced. The income tax and property tax were highly successful and formed 20 per cent of the total tax revenue by the time the war ended.20

But one of the biggest sources of finance for the government remained the paper money printed by the Bank of England. After the conversion of paper money to gold was suspended, the government was able to sell most of its short-term debt to the Bank of England. Hence, the share of unfunded loans increased from a low of 19.3 per cent of the total loans to a peak of 76 per cent in 1808. This short-term debt issued by the government was bought by the Bank of England by printing money.21

Given this need to contribute to the war effort, the ‘effective issue’ of the bank increased over the years. Effective issue was the difference between the amount of paper money issued by the bank and the gold/silver it had to back it, at any given point of time. If the number was positive, it meant that the bank was issuing more paper money than the gold it had to back it up. From 1793 to the start of the war in 1799, the effective issue ranged between £6-8 million. From then on, the effective issue increased and ranged from £13-16 million between 1800 and 1808, and averaged around £14.5 million. This meant an increase of nearly 50 per cent. From then on, until the end of the war in 1816, the effective issue ranged from £17-27 million and averaged around £23.5 million.22

There were two ways by which the Bank of England put paper money into circulation. One was, of course, by discounting bills that merchants brought to it. And the other was when it advanced money to the government. The government, as soon as it received money from the bank, paid its money to the public in lieu of the dues it had. This money made its way back into private banks, which meant that private banks had enough money to discount bills of merchants and that brought down the pressure on the Bank of England. If the private banks did not have enough money going around, merchants would have had to get their bills discounted at the Bank of England. And that would mean that more paper money would enter the economy. When the paper money found its way into private banks, the same money could be lent out again through the process of discounting. Hence, some sort of moderating principle was at work when it came to issuing paper money.23 This was totally different in comparison to France and America, where more and more paper money had to be printed as it rapidly depreciated.

However, despite this inbuilt moderating mechanism, there was no denying the fact that there was excess money in the system, which was reflected in the high price of gold. As the effective issue of the Bank of England went up, so did the market price of gold. This was first pointed out by David Ricardo, a stockbroker who became interested in economics after reading Adam Smith’s the Wealth of Nations. Ricardo, writing in an essay titled the ‘High Price of Bullion’, felt that the high price of gold was primarily because of the overissue of paper money by the Bank of England. This had become possible primarily because this money was no longer convertible into gold as it had been earlier. As Ricardo wrote in the essay:

The necessity which the Bank felt itself under to guard the safety of its establishment, therefore, always prevented, before the restriction from paying in specie, a too lavish issue of paper money … But as all checks against the over-issues of the Bank are now removed by the act of parliament, which restricts them from paying their notes in specie, they are no longer bound by ‘fears for the safety of their establishment’.24

Shortly after this, a Select Committee of the Parliament was appointed to inquire into the cause of the high price of gold bullion. In its report, the committee pointed out that between 1806 and 1808 the price of gold was as high as £4 per ounce in the market. This increased to £4 and 12 shillings (where 20 shillings made a pound) by 1809, which was 15.5 per cent higher than the mint price of £3, 17 shillings and 10 pence (where 12 pence made a shilling).25

The select Committee was of the opinion that this rise in market price of gold was primarily due to the excess money, which was not convertible into gold, floating around in the market. In the normal scheme of things, if the market price of gold went over the price set by the Bank of England, people landed up with their paper money at the bank to exchange it for gold. This gold they could then sell in the market at a higher price. Or, they could sell their own gold. Take that paper money to the Bank of England and get more gold for it as the price of gold at the Bank of England was lower. With the Bank of England losing its stock of gold fast, it would contract its issue of paper money, and the evil would soon cure itself. That, of course, was not possible when convertibility of gold remained suspended.

The committee felt that the Bank of England was not the only one to be blamed for overissue of paper money. With convertibility of money into gold suspended, the country banks had also joined the overissue party. The Select Committee estimated that around £4-5 million worth of paper money had been added to circulation by the country banks. The only way to check this issuance, felt the Committee, was to restore the conversion of paper money into gold within a period of two years. Meanwhile, the report submitted by the Select Committee to inquire into the high price of gold was unceremoniously dismissed in the Parliament. In fact, the government, like all governments which print money, went into a denial mode and said that the amount of money in circulation did not impact the price of gold.

***

The British war against France, like all wars, was not expected to go on for so long. In 1799, there was a coup in France and Napoleon Bonaparte, who until then was the foremost French army general, installed himself as the first counsel. Five years later, in 1804, the Senate proclaimed him to be the king of France. His earliest passion was to build a French colonial system along the lines of the British.26

In fact, he even had plans of attacking India, the jewel in the crown of the British Empire. He had entered into an alliance with Emperor Paul of Russia for a great land expedition against India. Both the sides were to furnish 35,000 soldiers each. But this was not to be as Paul died in 1801 about the time his army was crossing the River Volga.27

Napoleon was determined to turn France into a nation of shopkeepers like the British were. But he understood the economics of running a colonial empire. An empire would only be of value if France had ports and factories which could process raw materials exploited from the colonial empire and turn them into products which could then be exchanged for other goods. In fact, even during times of war, the home market of France was dependent on British traders.28 Trying to build an empire across Africa or Asia or America would need access to sea power. It would also mean taking on the British navy, which was the biggest and the best in the world at that point of time. With these thoughts in mind, Napoleon decided that it made most sense for him to wage war and capture his neighbours in continental Europe first, for which he would not require naval power.

Soon, Napoleon would run over other major powers like Prussia, Italy and Austria. Interestingly, these countries became a very important source of war finance for Napoleon. In 1805, Austria supplied seventy-five million francs and in 1809, 164 million francs. Prussia on the other hand, handed over somewhere between 470 and 514 million francs between 1806 and 1812.29

When Napoleon took over as the ruler of France, the country was just emerging from a dangerous experiment with paper money. Hence, wisely enough, he did not subject the country to another round of printing of money. What he did instead was improve the collection of direct taxes and reintroduce a lot of indirect taxes which had been done away with after the French Revolution. Napoleon also did other sensible things like establishing a sinking fund to pay off the debt as well as establishing the Banque de France as the central bank of France. The government also resorted to borrowing to finance its war effort. But its credit rating was so poor that its ability to borrow remained limited. Even at its peak, in 1805, the government’s borrowing of eighty million francs made up only 10 per cent of expenditure.30

In fact, Napoleon was so desperate for money that he was ready to sell the Louisiana territory to the United States for $15 million. On 15 October 1802, the king of Spain handed over Louisiana to the French.31 This was a vast area of around 2,140,000 square kilometres and encompassed all or parts of fifteen current American states and two Canadian states. The Americans did not have enough money to pay for an area which now comprises almost one-fifth of the United States. They were bankrolled by two banking companies, Francis Baring and Company of London and Hope and Company of Amsterdam. These companies paid the amount to Napoleon up front and received bonds from the American government.32 This was one of the earliest transactions between what we now call ‘investment banks’ and a government.

After the sale of the Louisiana territory in 1803, Napoleon met with success at war, and revenues from the captured countries financed his further expeditions. He also declared in Berlin that the British Isles were to be in a state of blockade. Russia joined this coalition in 1807 and Sweden in 1809. This led to a situation where British trade with the European continent ground to a standstill. So, prices of all goods which came to Britain from continental Europe started to go up. Prices of flax, linseed, timber, Spanish wool, silk and so on increased two to three times to those prevailing. The price of American cotton which was used widely in the textile mills of Lancashire also went up.33

Napoleon remained well entrenched until he decided to attack Russia in June 1812. This move proved to be a disaster. Estimates suggest that, of the nearly 550,000 to 600,000 French soldiers involved in the attack, nearly 400,000 died.34 This more or less destroyed the army Napoleon had built over more than a decade. Napoleon finally met his nemesis at the Battle of Waterloo (in present-day Belgium, but then under the Dutch) on 18 June 1815.

Milton Friedman, one of the doyens of economics in the twentieth century, referred to the French financing of this war as a puzzle.35 The credit standing of France was worse in comparison to that of Great Britain, yet it was Great Britain which decided to print money to finance the war and not France.

***

Just printing paper money was not good enough for Britain. The war was being fought in continental Europe where British money was not acceptable. Gold was what was required and the challenge was in being able to transport it to where it was required.

In came Nathan Mayer Rothschild, who had been first sent to Britain by his German family to deal in the thriving cotton industry in 1798.36 He got into the banking business only by around 1811. And the British government turned to him in their hour of need. Rothschild, over the years, had figured out how to smuggle gold into continental Europe, getting around the blockade that had been imposed by Napoleon on Great Britain. In January 1814, the British government authorized to employ Nathan Rothschild to collect and transport French gold and silver coins amounting to around £600,000. These coins were to be delivered to Duke of Wellington who was leading the British war effort against France.37

This was another close association formed between a government and an erstwhile investment bank. Legend has it that a pigeon first delivered the news of the English victory at Waterloo over Napoleon to Rothschild even before the English government came to know of it. In fact, that was not the case. It was Rothworth, one of his agents, who brought him the news on 18 June 1815.38

This was bad news for Rothschild who had not expected the war to get over anytime soon and had ended up buying gold worth two million pounds to be transported to the Duke of Wellington in Europe as and when required. Now with the war over, the British government would not require this gold and he, in turn, would be stuck with a large position. But as they say, necessity is the mother of all invention. Rothschild figured out a way to get rid of all the gold that he had accumulated. He gradually started buying up British government bonds, which had been terribly beaten down. The logic was that with the war over, the British government would no longer be required to raise the kind of debt that it had been doing. This meant that the prices of the existing British government bonds would go up in the days to come as they would offer a higher rate of interest than the newer bonds that would be issued. So, he started to buy British government bonds in July 1815 and kept buying them. He finally sold out in 1817, when the bond prices had gone up by 40 per cent.39

***

As soon as the war came to an end, people in Britain started talking about reverting to the gold standard. The Bank of England notes would become convertible into gold once again. By end of November 1816, the Bank of England had managed to accumulate so much gold that it was comfortable with converting paper money it had issued before 1812 into gold. Sometime later, in April 1817, it stood ready to redeem all notes issued before January 1816. But there was hardly any pressure of redemption on it. A generation of citizens had got used to using paper money and seemed to be in no hurry in rushing to the bank and exchanging their paper notes, which were easy to carry around, into gold.

An Act was passed in 1819, which called for full convertibility of paper money into gold to be introduced gradually over the next few years. Full convertibility was finally introduced on 1 May 1823, more than a quarter-century after its suspension. Eventually, full convertibility happened a couple of years before schedule on 1 May 1821. With this, Great Britain was more or less fully on the gold standard, although a few hiccups occurred in the years to come. The reforms that happened after these glitches strengthened the British gold standard and also played a huge part in the evolution of the financial system as it is today.

The first setback to the British financial system started in the early 1820s. The Bank of England paper money was primarily used as money in and around London. In the other parts of England and Wales, the money issued by the country banks was in use. Estimates suggest that the issue of country bank paper notes increased from £4 million in the period between 1821 and 1823 to £6 million in 1824 and £8 million in 1825.40

The wars against Napoleon had greatly enhanced the prospects of the country banks. They financed the greater part of the expansion of heavy manufacturing around the Midlands as well as the Southern Wales regions. What also helped was the growth of foreign trade from ports other than London. Also, they earned a large amount of revenue by remitting to London the government’s revenues in the form of land tax, stamp tax and income tax. The end of the war meant that these activities would no longer bring in the kind of revenues they did. This meant that the excessive note issue that the banks had been indulging in needed to go somewhere, if they needed to maintain profit levels. This led to the careless partners of country banks investing in high-risk high-return capital ventures which were soon to become a rage in London.41

The British investors, including country banks which had made good money from bonds issued by their government during their war with Napoleon, were looking for newer investment opportunities. This came in the form of bonds issued by some newly independent countries in South America.42

In March 1822, bonds worth £2 million were issued for the newly independent Colombia. These bonds were paying an interest of over 7 per cent, double the return that was available on the British government bonds. In May of the same year, bonds issued by the Chilean government also came into the market. These bonds required a payment of only 10 per cent of the face value immediately. They proved to be very popular and had soon given a return of over 150 per cent.43

Interestingly, a big chunk of the loan raised stayed in London instead of being handed over to the government which had raised the loan. This was done so that dividends could be paid to investors who had invested in these bonds. New loans were raised to repay the loans that had been raised earlier and were due for redemption.44 The governments raising the money had paid large commissions up front to London investment houses, which were running these deals.45 As one historian puts it, with regard to a Colombian loan of 1824, the deals were so designed that ‘[t]hey [the investment house] received a commission for raising the money, a commission for spending it, and a commission for paying it back’.46

This was one of the earliest explorations of Ponzi finance in which money being brought in by the newer set of investors was being used to pay off the earlier set of investors, thus creating an impression of a successful investment scheme.

Such was the investment mania that in October 1822, the Scottish adventurer, Gregor McGregor, managed to issue bonds from an imaginary country of Poyais, which was supposed to be located around Honduras in South America.47

The total money collected by the South American governments stood at £43 million, which was very small in comparison to the accumulated British government debt of £820 million.48 But what needs to be kept in mind is that this money was raised in a very short period of time, three to four years, in comparison to the British government debt, which was raised over a substantially longer period.

Soon, the investors’ interest diversified from just bonds issued by South American countries to mining companies which promised to exploit the significant mineral wealth of the South American continent. Several prospectuses issued during this period told the prospective investors that gold and silver were lying around everywhere, just waiting to be mined. The mania soon spread to domestic stocks as well. Many gas companies were listed, as residents of various parts of Britain wanted gas lighting after its success in London. Insurance companies were also started. A whopping 624 companies were listed during 1824 and 1825.49 These companies were supposed to raise a total of around £372 million (£372,173,100 to be precise). This was equivalent to nearly one-third of the wealth of the country and represented £150 per head.50 This money was to be raised in a partly paid-up manner and eventually, only around £49 million were ever raised.51

And as is often the case in a stock-market bubble, some of these companies had very unique business models. Like the London Umbrella Company promised to free the public of carrying an umbrella around when it was not raining by setting up depots where its umbrellas could be picked up when it rained. Another company called the London Cemetery Association, on the other hand, wanted to end the activities of body snatchers. But the most unique of the lot was a company which wanted to drain the Red Sea and look for gold and jewels which the Egyptians had left behind in their passage after the Israelites.52 Some of these companies had members of Parliament on their board to give their business some sense of legitimacy.

With money so easy to raise, could trouble be far behind? Investors were now getting tired of the fact that they were still being paid dividends on their bonds out of capital. So, when calls came for paying the remaining amount on partly paid-up bonds and shares, investors simply ignored it, leading to several companies going bankrupt.53

***

Despite Britain going back to a gold standard in 1821, country banks had gone on a paper-note-issuing spree without backing it up with gold. One account goes that the bubble of excessive issuance of paper money by country banks burst on account of a complaint made by one P. Jones, when a country bank at Bristol had refused to pay him in gold on demand, when he presented to the bank paper money issued by it. The bank agreed to pay Bank of England paper money to Jones but refused to pay gold.54 This refusal to pay caused a run on the country banks.

In August 1825, the Bank of England had gold reserves of £4 million against which it had issued paper money worth £19 million.55 This was a dangerous situation and to correct it, the bank started to go slow on discounting bills, the process through which it introduced paper money into the economy. This tightening of credit made things even more difficult for country banks that, by now, were facing a proper run. Prime Minister Lord Liverpool criticized this arrangement where a bank could be started only if the number of partners were limited to six, to ensure that the Bank of England had its monopoly. This, he said, led to a situation where any small butcher, grocer, or provincial statesman, could start a bank, making the entire system very fragile. Hence, companies which could inspire confidence needed to be allowed to start banks.

The situation was so fragile that stock prices fell by up to 80 per cent and it was impossible to even raise money against securities as safe as government debt, shares of the Bank of England and the East India Company.56 None of the South American countries (except Brazil) which had raised money in London were able to repay.57 This was the first taste that the British got of foreign default.

The impact of this crisis was a widespread failure of country banks. On 8 December 1825, Wentworth & Co., the biggest banker in Yorkshire, failed. This brought down several country banks with it. Four days later, on 12 December 1825, the London-based bank, Pole & Co., stopped payment and brought down forty-seven country banks with it.58

A fallout of this was the passage of the Act of 1826, which allowed for joint-stock banks which had the power to issue paper money to be set up at a distance of 65 miles or more from London. These banks could have any number of partners. This move was expected to bring some semblance of stability to the banking business outside London.

A few years later, in 1833, banking was liberalized even further and Bank of England paper money was made legal tender, nearly 140 years after the notes first came into existence. Country banks were given the option of exchanging their notes with Bank of England notes instead of only gold, as was the case earlier. With this change, country banks no longer needed to maintain gold against the paper money they issued. They could take all their gold and exchange it for Bank of England notes, thus bringing down their transaction costs related to storing gold in their vaults. These actions strengthened the Bank of England and it became a full central bank, which was at the heart of the British financial system.59

The usury law, which did not allow the bank to charge more than 5 per cent on any loan that it was making, was done away with, for discounting of bills which had less than ninety days to run. This meant that in times when the bank did not have enough gold in its vaults, it could raise the interest rates beyond 5 per cent. This would discourage people from discounting bills, leading to less paper money in the system and lower redemption pressures, thus ensuring that the stock of gold of the bank did not diminish. Also, the bank could pay a higher rate of interest to anyone who was interested in depositing gold with the bank.

***

During the first half of the nineteenth century, the Industrial Revolution was in full swing in Great Britain. The country was moving from being primarily an agricultural economy to an industrial economy. In 1836, things were looking good on the back of two very good harvests that the country had seen. Additionally, the Act of 1826 had allowed for the establishment of joint-stock banks at a distance of 65 miles and more from London. In the first seven years after the Act was passed, thirty-four such banks were set up. In the next three years, a similar number of banks were set up. These banks had the power to issue paper money and in 1843, forty-two more such banks were set up. Given that they were empowered to issue paper money, they were issuing a large amount of it.60

The prevailing logic was that it was important to give paper- money-issuing rights to a new bank to let it establish itself. This was the way a banker could build trust in the community and thus encourage people to store their gold/money deposits with him. The deposits would take time to come, unless the banker was locally known. On the other hand, paper money could easily be put into the local economy by the banker. If the money was easily exchangeable into gold, it would help the banker build some amount of trust in the community and gradually people would feel comfortable in storing their deposits with the bank.61

But theory and practice do not always go hand in hand. The United States of America was seeing a real-estate boom at this point of time, backed by American banks issuing paper money, as well as loans raised from the British joint-stock banks. These British banks had been buying up American securities and discounting them at the Bank of England.

Wild speculation had started from 1832 onwards and was backed by excessive issue of paper money to the tune of £90 million in 1837.62 As had happened in the past and would continue to happen in the future, no boom built on paper money could go on for a very long period of time. In 1837, 618 American banks failed, followed by 959 banks in 1839.63

These bankruptcies had their impact on the other side of the Atlantic as well, and banks around the county of Lancashire, where the textile business was based, were soon in trouble. The Bank of England had to come to their rescue, operating as a lender of last resort. It also had to come to the rescue of American investment houses based out of London, to whom the bank lent nearly £6 million. These investment houses were actually solvent although they had not been able to meet the demands of their creditors at that juncture. The bank did not have to regret this move, and the investment houses repaid the money lent to them in full as soon as the securities that they had invested in became marketable again.64 This move of rescuing banks and investment houses in times of trouble set a precedent that has been followed by the Bank of England and several other central banks since then at various points of time. It also brought to the forefront the problem of ‘moral hazard’.

At the time of a panic, it was important for the Bank of England to signal that money was available to anyone who wanted it, albeit at a higher rate of interest. The only way of doing it was by continuing to discount bills and at the same time lend money to the banks and investment houses which needed the money and were in a position to repay it as soon as the panic subsided.65

The flip side to this was the moral hazard. As soon as banks and investment houses realized that the Bank of England would come to their aid if things got really bad, their tendency to take on reckless risks would rise in the times to come.

The crisis gradually unveiled itself and only by 1839 did the full extent of the damage start to come to the fore. What also did not help was the fact that harvests had been bad, which meant importing food, and that, in turn, also led to the gold reserves shrinking. The gold reserves of the Bank of England fell to around £2.5 million.66 Banks also kept going bankrupt and by 1843, around sixty-three country banks had gone bust.67

The moral of the story was that, left to themselves, bankers tended to issue excessive paper money, and that tendency had to be curbed. The primary reason for this was the fact that when the economy was doing well, and prices were rising, every merchant wanted more credit. The banks which had the power to issue more paper money found it very difficult to refuse credit at this stage. This, in turn, led to more paper money entering the economy with disastrous consequences.

To correct and control this, the Bank Act of 1844, better known as the Peel Act of 1844, was passed. The Act was named after Robert Peel, the then prime minister, who was the moving force behind it.

***

The Peel Act of 1844 brought several regulations into place, which further streamlined the banking system. First and foremost, the Act divided the Bank of England into two departments: the issuing department and the banking department. The issuing department would issue money, and hand it over to the banking department which would put the money into the economy through the process of discounting merchants’ bills.

Limits were placed on the amount of money that could be printed. The issuing department was allowed to issue notes up to £14 million. This was the average effective issue (or the paper money issued by the Bank of England which was not backed by any gold or silver) of the Bank of England for the period between 1827 and 1843.68 If the issuing department wanted to issue paper money beyond this amount, it needed to have gold/silver in its vaults backing up that issue. Therefore, if the gold reserves in the vaults of the issuing department amounted to £10 million, it could issue paper money amounting to £24 million (£14 million + £10 million). If gold reserves fell by £4 million, the paper money worth £4 million would also have to be cancelled.69

This is how the system was supposed to work, the idea being that the amount of paper money in the economy varied as using only metallic money would have.70

The Act also tried to bring country banks under some sort of control. An overall limit was put on the amount of money that country banks could issue after 10 October 1844. It was to be the average amount of paper money they had in circulation for the twelve-week period ending 27 April 1844. For any bank that issued more money than this average, the penalty was equal to the extra amount that had been issued. Furthermore, if any country bank increased its number of partners beyond six, it would lose its right to issue paper money. Any two country banks which decided to merge, taking the number of partners beyond six, would lose the right to issue paper money. Any bank which went bankrupt would also not be allowed to issue paper money.71 The Bank of England was allowed to issue up to two-thirds of the paper money to make up for paper money that was withdrawn from circulation due to these reasons.

The entire idea seemed to be to control the issuance of paper money and have one bank primarily issuing it, and that was to be the Bank of England. The Peel Act reinforced the powers of the Bank of England as a central bank.
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When the ‘Cooke’ Crumbled

While Great Britain was gradually moving to a gold standard from the beginning of the eighteenth century, in other parts of the world, silver was still the main form of money. The primary reason for this was the fact that gold was much more expensive than silver, and hence could not be used for smaller transactions. It was only when the Industrial Revolution came into full flow that the size of transactions became big enough for gold to be used in everyday transactions.

Hence, it was no surprise that when the United States of America had to decide on what form the money of the new country would take, the founding fathers of the nation decided on both gold and silver. Also, because the Spanish dollar was the major coin in circulation, it was decided that the new currency unit of the United States would be called the dollar.

Alexander Hamilton, the first treasury secretary of the United States, recommended that the dollar be equal to 371.25 grains (around 24.06 gm) of silver and 24.75 grains (around 1.6 gm) of gold. This meant that gold and silver were in the ratio of 15:1.

The basic coin was the one-dollar silver coin which had 371.25 grains of silver, and the basic gold coin was the ten-dollar coin, which had 247.5 grains of gold. The dollar also became the first currency to follow a decimal system of denomination.

Interestingly, Section 10 of the Constitution of the United States passed in 1789 clearly stated, ‘No state shall … coin money, emit bills of exchange, make anything but gold and silver coin a tender in payments of debts.’ Section 14 of the Constitution had further enacted that it was lawful for people to bring their gold and silver to the mint where it could be assayed and coined as soon as possible and without any expenses being charged to the individual bringing in the gold or the silver.1 In fact, free coinage of gold and silver was essential in the spread of the coin standard far and wide.

The idea of having coins in both gold and silver was to ensure that there was enough money in circulation. In his report to the Congress, Hamilton had said, ‘a preference ought to be given to neither of the metals … for the money unit’.

But this drove coins out of circulation. While 1 ounce of gold was worth 15 ounces of silver at the mint, it was worth more than 15 ounces in the open market. Therefore, by selling 1 ounce of gold in the open market, more than 15 ounces of silver could be obtained. This could then be taken to the mint and exchanged for coins, and in the process, a few extra cents (1 cent being equal to one-hundredth of a dollar) could be obtained. This led to more gold being traded in the open market and more and more silver landing up at the government mint.

Hamilton had realized that this might happen and had said so in his report to the Congress. ‘One consequence of overvaluing either metal, in respect to the other, is the banishment of that which is undervalued.’2

The market ratio of gold and silver, which was at 15:1 at the time of the passage of the Coinage Act, gradually rose and was soon at 15.5:1. In fact, after 1805, it increased further to 15.75:1.3 Meanwhile, the mint ratio stayed static at 15:1. So, 1 ounce of gold could be sold in the open market and 15.75 ounces of silver could be obtained. This could be taken to the mint and exchanged for gold. At the mint, fifteen ounces of silver was equal to one ounce of gold. Hence, 15.75 ounces of silver could be exchanged for 1.05 ounces (15.75/15) of gold at the mint. A riskless profit of 5 per cent could be made by presenting silver at the mint and exchanging it for gold. The gold thus obtained could be taken to the open market again and be exchanged for 16.5375 ounces (1.05 × 15.75) of silver. This silver could be taken back to the mint and exchanged for gold. Thus, 1.1025 (16.5375/15) ounces of gold could be obtained. The profit was now more than 10 per cent. The process could be repeated ad infinitum.

The gold to silver ratio was 15.5:1 in France and 15.42:1 in the London market. This meant that gold could be sold at a higher price in these markets.4 This led to the American gold coins being melted and exported to be sold as bullion in foreign markets. Consequently, the mint was flooded with silver and its gold reserves depleted.

The Coinage Act of 1792 allowed foreign coins to be legal tender as well. Soon, people started to realize that Spanish dollars were heavier than the ones being minted in America. But there was no difference between the two when it came to purchasing power. Therefore, Spanish dollars started to be melted into silver. And this silver was then taken to the mint where it was exchanged for American dollars. For every 100 Spanish dollars melted, there was a gain of two American dollars.5

But this was only a part of the story. Spanish silver dollars would come to America primarily through the Caribbean where they were heavily used. People in the Caribbean also started to realize that even though the American dollar was lighter, it could be passed off for the same value as a Spanish dollar. This meant that the American dollars started to disappear out of America and started appearing in the Caribbean. At the same time, the smaller American silver coins, like the half dollar, quarter dollar and so on were heavier than the smaller Spanish silver coins. So, the smaller American silver coins were melted for their silver content. All these different factors led to a situation where America had a shortage of coins in circulation and only the smaller Spanish coins remained in circulation.6

In order to deal with this situation, President Thomas Jefferson ordered the suspension of the silver dollar in 1806, when only 1.5 million coins had been minted. No silver dollars were coined until 1836. The coinage of smaller silver coins (less than a dollar) continued. It is estimated that between 1793 and 1833 nearly $33 million worth of half dollars and around $2 million of quarters, dimes (ten cents), and half dimes were coined. Of these, only half the number remained in circulation.7

***

Alexander Hamilton, the treasury secretary, felt that this scarcity of money could be overcome by setting up a bank which issued paper money. In a report titled ‘Report on a National Bank 1790’, he had said, ‘It is certain, that the vivification of industry, by a full circulation, with the aid of a proper and well-regulated paper credit, may more than compensate for the loss of a part of the gold and silver of a nation.’

So, the First Bank of United States, based out of Philadelphia, was set up in 1791. Hamilton had modelled the First Bank along the lines of the Bank of England and thought of it as a central bank which could raise debt for the government as and when required. In fact, by 1795, it had loaned the government $6.2 million.8 The government owned 20 per cent of the bank and the rest of the stock was sold to the public. Within one hour of the issue opening, it was fully subscribed by the public. Interestingly, only 25 per cent of the invested amount needed to be paid in the form of gold or silver. The rest could be paid in government securities. This pushed up the demand for government securities which worked in favour of the new government. What it also did was that it allowed the government to buy a stake in the bank using its own securities.

As was the case originally in Great Britain, the bank needed the approval of the US Congress before it could make a loan greater than $100,000 to the government of the United States or any state government.9

By 1802, the shareholders of the bank had done well, having received a dividend of around $1.1 million. Interestingly, commercial loans accounted for most of the bank’s lending. It gave out loans by giving its own paper money, which could be converted into precious metals on demand. It held other commercial banks in the system accountable by presenting to them paper money issued by them from time to time and asking for redemption in the form of precious metals. This kept the small country banks, which often issued much more paper money than the gold or silver they had to back it, under some control.10

But there were some negative aspects as well. The bank issued much more paper money than the $2 million worth of precious metals it had. Nearly $6.2 million was short-term lending to the government. This excess paper money led to an inflationary rise in prices, with wholesale prices rising from an index of eighty-five in 1791 to a peak of 146 in 1796. Also, despite its so-called ‘control’ over country banks, those banks continued to issue much more paper money than the precious metals they had to back it.11

The bank had originally been chartered for a period of twenty years and the charter was supposed to run out in 1811. It had been a brainchild of Alexander Hamilton, who belonged to the Federalist Party which believed in a strong central government and hence a strong central bank. Due to this, the bank was seen as being associated with the Federalist Party. There were other issues at play as well, the key one being whether the Constitution allowed the government to start a bank? Also, foreigners owned 70 per cent of the bank and to a lot of politicians this felt as though the days of British dominion were back. The fact that the First Bank of United States had printed a lot more paper money than the precious metals it had to back it did not help its cause either.

So, when the charter of the First Bank came up for renewal, it was defeated by one vote in the House of Representatives. There was a tie in the Senate and Vice-President George Clinton cast a vote against the charter. Clinton could not forget that Albert Gallatin, the treasury secretary, who was in favour of renewing the charter of the bank, had opposed his nomination for presidency.12 And that is how America’s initial experience with some sort of a central bank came to an end.

***

The American government had very limited revenue-raising capacity. In fact, almost all of the money came largely through custom duties that were collected on imports. During the period from 1801 to 1806, between $11-13 million were raised annually. This income was supplemented by the sale of land, which was abundant.13

The period that followed was fairly chaotic. In 1812, hoping to catch Great Britain, which was at war with Napoleon in Europe, off guard, America waged a war to drive the British out of Canada. Without the assistance of a bank, the government had great difficulty in financing the war. It was at this point of time that the treasury secretary, Albert Gallatin, admitted that the extraordinary expenses the war would entail could not be met by the current revenue that was being generated. In addition, the import-duty revenue had come down from $13.3 million in 1811 to $9 million in 1812. This clearly did not help.14

Instead of proposing any income taxes, which he later felt he ought to have done, Gallatin put forward the idea of doubling the import duty. In February 1812, four months before war was declared, the House Ways and Means Committee realized that even with doubling the import duty they would fall short. Hence, it was decided that the government would raise a loan of $11 million. The initial response to this loan was exceptionally lukewarm and only $0.6 million was subscribed by the public in the first two months. But by the end of the year, the large banks had taken on nearly $8 million of the loan. The lack of interest in this loan came from the fact that the US Congress could not outline how they planned to pay interest as well as repay this loan, which is something that the lenders liked to have an idea of.15

The government was therefore in deep trouble when it came to financing the war. Treasury Secretary Gallatin called for the issuance of what he called ‘treasury notes’.16 Treasury notes at that point of time, Gallatin felt, could provide bridge financing while the government waited for an expected inflow of cash through its various ways of raising revenue.

By the middle of 1812, Gallatin realized that the government was in a tight spot when it came to revenues and urged the House Ways and Means Committee to authorize the issuance of treasury notes worth $5 million at an interest pay-out of 5.4 per cent and which would become redeemable in gold/silver a year later. These notes were nothing but paper money which the government would use to meet its expenses.

The trouble was that people had still not forgotten the levels to which continentals (the currency issued to finance the War for American Independence) had depreciated. And the going feeling among those opposed to any issuance of paper money was that the treasury notes would face the same consequences as the continentals had three decades ago.

But those in favour also had some strong points. Coins were in short supply. Silver dollars were not being coined. And the smaller silver coins being coined were being exported because they were in demand in Latin America and China (which were on a silver standard). What was thus left was very poor-quality foreign silver coins that were circulating in the country. The notes of the First Bank of United States had been withdrawn from circulation. And thus, the issuance of treasury notes would be a welcome addition to the financial system. Also, more than anything, a war that was brewing needed to be financed. Hence, the bill to allow the issuance of treasury notes was passed in the House of Representatives by a vote of eighty-five to forty-one on 17 June 1812.17

The government immediately got down to issuing treasury notes. On 30 June 1812, the Congress authorized the issuance of notes worth $5 million. On these notes, an interest of 5.4 per cent was payable, making them a bit different from pure paper money. These notes could be used for payment of taxes and duties, and also for purchase of public lands. It became clear very soon that the ability of the government to finance the war was very limited. The expenditure of the government was nearly $28 million more than its revenues, and hence newer ways of raising money needed to be thought of.18

Another loan of $16 million, paying an interest of 6 per cent, was planned. The loan met stiff resistance within the American Congress, given that no future revenues were allocated against it for repayment. Also, prospective subscribers of the loan were quick to realize that if the British could defeat Napoleon, whom they were then fighting, they would fight this war with full concentration.

Given these reasons, only $500,000 could be raised initially. The government then managed to raise the required amount by selling the loan at a discount of 12 per cent.19 This meant that for every $100 of loan, only $88 needed to be invested. The investor would get $100 in the end, along with an interest of $6 every year for the duration of the loan.

It was also decided by the government to levy a few direct taxes. But the apparatus to collect these taxes was not in place. So, the government had to continue to be dependent on raising more debt as well as printing more treasury notes. Between 1813 and 1815, treasury notes worth $5 million, $18 million and $8 million were further authorized. What primarily worked for these rounds of paper money was the fact that the amounts were significantly smaller in comparison to the money printed at the time of the American Revolution. Also, the banks loved it given that it was almost legal tender and could be used as a part of the banks’ reserves. At the same time, the banks could earn an interest on it. Typically, reserves do not earn any money for the bank.20

But this slow money printing by the government was more than compensated by the state banks, which sprang up to take the space vacated by the First Bank. The number of these banks grew from eighty-eight to 246 between 1811 and 1816. The paper money in circulation increased from around $22 million to $100 million as per one estimate.21 Another reckoning suggests that the number of banks grew from ninety to 260 and the amount of paper money printed from $28 million to $260 million during the same period.22 All would have been well if this issue of paper money had been backed by capital in the form of gold or silver but the capital of the banks during the period merely doubled. A lot of this money so printed by the banks was used to help finance the war.

On 24 August 1814, the British, led by General Robert Ross, captured Washington. The British troops entered the White House that evening and set it on fire … but not before they had enjoyed a dinner that had been prepared for President James Madison. The White House was almost totally destroyed in the fire. After normalcy returned, some members of the US Congress proposed to build the White House in another city. Madison shot down the idea and quickly moved to ensure that the White House would be built on its original site.23

This attack on the young nation’s capital unnerved its citizens and immediately led to people demanding gold and silver from their banks in exchange for paper money. But there was not enough gold and silver to redeem the huge amount of paper money they had issued. This led to the redemption of paper money in gold and silver first being suspended in Washington and then, in other parts of the country. After the suspension, paper money started to lose its value and hence circulated at a discount to gold. This discount largely varied between 10 and 20 per cent in most states, but in some states like Kentucky, paper money was going at a discount of as much as 75 per cent.24

Politicians who had wanted the First Bank of United States to continue to function, immediately took advantage of the situation. They felt that the conditions leading to the state banks having to suspend the exchange of paper money into gold would have never occurred if the First Bank had been allowed to function. Treasury Secretary Alexander J. Dallas, pointed out the need for a national bank as early as 14 October 1814 in a report submitted to the Congress. The charter of the Second Bank of the United States was finally passed on 10 April 1816, after seven unsuccessful tries in two years.25

***

Interestingly, the call for a Second Bank of United States had already begun even before the government realized the need for a national bank. On 4 January 1814, a petition signed by 150 businessmen from New York City had called for the incorporation of a national bank with a capital of $30 million.26

In April 1814, President James Madison, who had strongly opposed the creation of the First Bank of United States, admitted, albeit reluctantly, to a need to establish a national bank similar to the First Bank. This was primarily on account of the fact that the war with Great Britain had brought the foreign trade of America almost to a standstill. A fall in imports meant a fall in custom duties, the prime source of revenue for the government. But soon rumours were rife that Britain wanted peace and this led Madison to withdraw his support for the bank. He believed that such a bank was only needed to finance the war.27

The Treaty of Ghent (now in Belgium, then a part of Netherlands) signed on 24 December 1814, ended the hostilities between Great Britain and the United States. But given the slow communication systems that prevailed, the news did not reach America for some time. Hence, Major General Andrew Jackson led his troops to a major victory against the British army in January 1815, in what came to be known as the Battle of New Orleans. This made Jackson a national hero.28

But with the war over, the general opinion was that there was no need for a national-level bank. In the euphoria, the Congress in February 1815 voted to indefinitely postpone a vote on the need for a national bank. However, the government’s chief problem – its lack of ability to raise enough revenue to meet its expenditures – remained.29

By the time Jackson defeated the British army, the United States had been without a national bank for almost four years. Other than hampering the government’s ability to raise debt to finance the shortfall between its revenue and expenditure, the absence of a national bank also made the financial system very fragile. There was absolutely no control on the private banks and they could go on a paper-money-issuing spree as and when they wanted. President Madison in December 1815 felt that the time had come for the United States to tackle the question of (the lack of) a uniform currency.

Treasury Secretary Alexander A. Dallas agreed and in his annual report said, ‘A national bank would be the best and perhaps the only adequate resource to relieve the country and the government from its present embarrassments.’30

On 8 January 1816, a new bill was put forward to establish the Second Bank of the United States. Its provisions were similar to those of the First Bank, although the capital had been increased to $35 million. Of this, the government would subscribe $7 million, whereas the remaining $28 million would go to individuals or corporations. As was the case earlier, at least 25 per cent of this investment was to be in the form of gold or silver, and the remaining could be in the form of either gold/silver or government bonds. Furthermore, an individual or a company could not hold shares of more than $300,000. The charter for the bank was for a period of twenty years.31

The bank was not allowed to lend more than $500,000 to the Government of the United States and more than $50,000 to any state government. It was allowed to issue paper money provided it was prepared to convert this paper money into gold or silver as and when demanded. If it failed to do so, it had to pay an interest of 12 per cent until it did so.32

On 20 April 1816, President Madison signed the bill into law.33 Like the First Bank before it, the Second Bank would also be the banker to the government, which would involve functions like holding its deposits, making its payments, and also helping it to raise debt as and when necessary. An interesting function of the Second Bank was also to control the growth of money and credit in the economy. The Second Bank, during the course of its operations would accumulate paper money from other banks. This money, it would present for redemption into gold or silver at the private banks. This would reduce the bullion reserves of the private banks and thus bring down their ability to create more money, or credit for that matter.34

The Second Bank got off to a shaky start under the leadership of William Jones, a former secretary of navy, who had gone bankrupt. Under his leadership, and also under pressure from the government, the bank ended up lending too much money. In July 1818, the gold and silver that the bank had amounted to $2.36 million. Against that, it had notes (i.e., paper money) as well as deposits of $21.8 million.35 This meant that the bank had backed up only 11 per cent of its prospective claims. The paper-money holder as well as a deposit holder could land up at any of its twenty-five branches and demand gold/silver against the paper money they had or the deposit they held with the bank.

In this scenario, Jones resigned in 1819, and was replaced by Langdon Cheves. If Jones was one end of the spectrum, Cheves was at the other end. Cheves cut the paper money in circulation by half, and at the same time made fewer loans.36 He also presented paper money of other banks for redemption. In some cases, the banks did not have the gold/silver, leading to bankruptcies. This triggered a depression where prices crashed and unemployment grew rampant.37 Public land sales dropped from $13.6 million in 1818 to $1.7 million a year later. Imports also fell from $122 million in 1818 to $87 million a year later.38

Nicholas Biddle, who came from a wealthy Philadelphia family, became the head of the bank in 1823. Under Biddle, the bank attained great heights. As one observer put it, under Biddle, the bank became ‘the most powerful and the best-managed financial institution the country had ever seen’.39 The paper money printed by the bank circulated everywhere and the bank functioned as the bank for the government as well.

Andrew Jackson, the hero of the Battle of New Orleans, became the new president of the United States in 1828. Due to personal reasons, Jackson had developed a deep hatred towards the Second Bank. More than twenty years before he became president, a land deal had gone sour for Jackson. He had accepted paper notes in lieu of some land he had sold. When the buyers of the land who had given him the notes went bankrupt, the notes Jackson had received also became worthless. Since then, Jackson had stopped trusting paper money. And given that banks issued paper money, he did not have great faith in banking. Jackson was very old school and, apparently, believed that people should not borrow to pay for things they wanted to buy.40 In 1832, four years before the charter for the Second Bank lapsed, a bill for re-charter was passed, but vetoed by President Jackson. Later that year, Jackson won the presidential elections again and saw that vote as an endorsement for his opposition to the Second Bank.41 He moved all the federal deposits lying with the Second Bank to other banks. This met with great criticism from the administrative machinery of the government, but, by end of 1833, most of the government’s money had been transferred out of the Second Bank.42

Without government money, the Second Bank reduced to a shadow of its former self. As a last throw of the dice, Biddle decided to call in loans and limit new loans. This, he thought, would create a backlash against President Jackson, which, in turn, would force the government to redeposit its money with the Second Bank.43 But that did not happen. It only added further credibility to Jackson’s view that the bank put too much power in the hands of a few. The House of Representatives in 1834 decided not to re-charter the bank, and thus came to an end America’s second experiment with a central-banking system.

***

The period that followed after the Second Bank of United States was forced to shut shop is referred to, in the annals of American history, as ‘wildcat banking’. The word wildcat came to mean ‘reckless’ over a period of time. But the use of the term apparently rose in the state of Michigan where bankers in the 1830s established banks in inaccessible locations ‘where the wildcats roamed’.44

This was done so that those who held paper money issued by the bank did not turn up at the branch (given its inaccessible location) and ask for the paper money to be converted into gold or silver. This allowed the banks to have a less amount of precious metals backing the paper money they had issued and thus helped the bank to generate higher profits. Given that these banks were located at faraway places, the paper money issued by them went at a discount in other states.

This era in the United States was called the era of free banking, where anyone could start a bank as long as he fulfilled the banking laws of the state he was starting the bank in. Most of these laws typically required the person wanting to start the bank to deposit bonds issued by the state and the US government with the state’s banking authority. The amount of paper money issued by the bank was linked to the security in the form of bonds it had provided to the state’s banking authority. But that was rarely the case and banks put out paper money without backing them with adequate amount of deposits with the state’s banking authority or precious metals for that matter.45

Let us try and understand this through an example. ABC Wildcat Bank deposited $50,000 in the form of bonds of the state government with the state’s banking authority and at the same time had $10,000 worth of precious metals like gold/silver with it. Against this total of $60,000, the bank played it safe and printed paper money of the same value and lent it out. It charged an average interest of 6 per cent on this and thus made $3,600 (6 per cent of $60,000) per annum in the process.

People running the bank soon decided that since they were already printing paper money, there was no harm in printing some more of it. They decided to double the paper-money issuance to $120,000. Meanwhile, the total capital that the bank had against this issuance of paper money continued to remain $60,000.

So, at 6 per cent interest, the bank now earned $7,200 (6 per cent of $120,000). This meant a return on capital employed of 12 per cent ($7,200 expressed as a percentage of $60,000). The profit doubled with the bank doubling its supply of paper money. In the first case, the ratio of the capital that the bank had to the paper money was a hundred per cent. In the second case, the ratio was fifty per cent. If the bank decided to increase the paper-money issuance to $180,000 and loaned out all of it, the profit would have shot up to $10,800 (6 per cent of $180,000), whereas the return on capital employed for the business would be at eighteen per cent ($10,800 expressed as a percentage of $60,000). In this case, the ratio of capital to paper money would be at thirty-three per cent. So, what we see here is that the lower the capital the bank had vis-à-vis the amount of paper money it had issued, the greater the profit it made.

On the flip side, greater were the chances of the bank going bust as well. The bank put out paper money in the economy by giving out loans. The person taking the loan would spend the money. When he did that, this paper money would end up in the hands of someone else. These persons could have turned up at the doors of the bank and demanded that the paper money be converted into gold or silver. In the first case, when the bank had a hundred per cent capital to paper money ratio, there would be no problem at all. Even if all the paper money it had issued came back, it could service them. First, by giving out its own gold/silver, and second, by selling out the bonds it had deposited as security with the state’s banking authority and using the money thus raised to buy gold/ silver and use that to redeem the money that it had issued.

But in the cases where the ratio was fifty per cent, the bank had no such luck. The moment the bank had to redeem more than half the paper money it had issued, the bank was in trouble. The only way forward was to suspend the convertibility of paper money into precious metals and shut shop, unless some other bank or individual helped it tide over the crisis.

The moral of the story is that the smaller the capital the bank had, the greater the money it made, but greater was its chance of going bust as well. As Walter Bagehot, the great editor of The Economist succinctly put it, ‘The main source of profitableness of established banking is the smallness of requisite capital.’46 This is a very fundamental point on how the banks as well as other financial institutions have evolved over the years and is at the heart of things as they are currently. Banks as well as financial institutions, over the years, have figured out that the smaller the capital they have on their books, the more the money they make. But this increases the riskiness of the overall financial system as well.

Getting back to the story at hand, there were so many of these wildcat ‘state’ banks in operation that there were many different kinds of paper money going around. It was also easy for counterfeiters to manufacture their own paper money. In this scenario, a guide called Leonori’s New York Bank Note List, Counterfeit Detector, and Wholesale Prices Current was published once a month.

An issue of this guide, dated 18 November 1854, shows that 1,276 such banks were in operation in various states and 825 different kinds of forged notes were in circulation.47 In fact, a lot of these banks were chartered by states themselves along the lines of the First and Second Bank of the United States. Of these, the more successful were the State Banks of Indiana, Louisiana and Ohio. The Banks of Alabama, Mississippi, Arkansas, Illinois and Florida, however, were washouts. These failures led to citizens ending up with paper money which was not really worth anything.48

These banks went on for a while, but were more or less out of action when in 1865, a tax of 10 per cent was imposed on paper money issued by these banks. This move knocked out the business model of these banks completely. This led to a situation where the number of these state banks fell from 1,466 in 1863 to 297 in 1866, as issuing paper money became totally unviable. During the same period, the paper money and deposits outstanding of these banks fell from $733 million to $101 million.49

***

The 1860s saw great change and strife in America. In the presidential elections held in November 1860, Abraham Lincoln, a largely self-taught country lawyer, belonging to the Republican Party, won the race.

Lincoln was dead set against slavery, and had even said in a speech, ‘I believe this government cannot endure permanently half slave and half free.’50 Slavery was legal in most of the southern states of the United States, although most of the northern states had abolished it as far back as 1804.

In his campaign, Lincoln had called for slavery to be restricted to the southern states, it was not to spread any further. As per a census in 1860, 393,975 individuals, who represented nearly 8 per cent of all American families, owned 3.95 million slaves. What was interesting, however, was that in the southern states, most of which produced cotton as their main crop, the percentage of families owning slaves was much higher. In South Carolina, 46 per cent of the state’s families owned slaves, and slaves, in turn, formed 57 per cent of the population. In the case of Mississippi, 49 per cent of families had slaves, and slaves formed almost 55 per cent of the total population.51

Using slaves for cultivation of cotton made it an extremely profitable enterprise. Some of the richest men in the United States were cotton planters from the southern states. Alabama, Georgia, Mississippi, Louisiana and South Carolina were the major cotton-producing states. A large quantity of cotton was also produced in Arkansas, Tennessee and Texas. The annual production of cotton had touched £1.65 billion and America produced more cotton than any other country in the world.52

The enormous size of the cotton business and the fact that slaves were a very important part of it meant that none of the southern states was in the mood for doing away with slavery. Hence, eleven cotton-producing southern states declared their secession from the United States of America and called themselves the Confederate States of America.

The confidence of the Confederate States came from all the cotton they produced. They believed that ‘cotton is king’, and that Great Britain would have to support the Confederate States to obtain cotton in order to keep its textile mills chugging along. But that did not happen. Britain had ample stocks to last over a year. At the same time, it had been developing alternative supply bases in Egypt and India. Given this, it was in no hurry to support the cotton-producing states.53

The actual war between the two sides started on 12 April 1861, when the Confederate forces attacked a US military installation at Fort Sumter in South Carolina. This war was referred to as the American Civil War and went on for the next four years. The hostilities ended on 9 April 1865, when Robert E. Lee, the Confederate general surrendered. In order to finance the war against the breakaway states, the American government tried to raise debt initially. The treasury attempted to raise $150 million by issuing bonds which would be purchased by the leading banks of the nation. The trouble was that Treasury Secretary Salmon P. Chase wanted the banks to buy the bonds using precious metals or specie. Banks did not have enough specie going around, given that there was pressure on them from their depositors who were also withdrawing their deposits.54

The government, as it happens time and again in times of war, suspended the conversion of paper money into gold on the last day of 1861.55 By the time the government suspended the convertibility of paper money into precious metals, gold was being sent abroad in large quantities. The year 1861 had seen precious metals to the extent of $14.9 million being imported into the United States. For the next two years, gold worth $21.5 million and $56.6 million was exported from the US.56

In fact, since August 1861, the government had already started issuing a type of paper money referred to as demand notes. These notes had a distinctive green ink on their reverse. During those days the paper money issued by banks as well as the Confederate States had a blank reverse. Given these reasons, these paper notes with green ink on their reverse were soon nicknamed ‘greenbacks’, a name which is still widely used for the US dollar.

The American Congress passed the Legal Tender Act on 25 February 1862. This authorized the government to print paper money. A first lot of $150 million was issued. Of this, money worth $50 million was used to retire the earlier demand notes or greenbacks as they had come to be called.57 The name greenback stuck to the paper money being printed.

During the course of the war, the expenditure of the government exploded from $66 million in 1861 to $1.3 billion in 1865.58 Since raising debt had become difficult, the government had to finance a major portion of its expenditure by printing greenbacks. In June 1864, the government put an overall limit of $450 million greenbacks to be printed. It never exceeded that limit.59

Abraham Lincoln, like the kings, queens and heads of states before him, also decided to print money to finance the war. It is always easier for the government to obtain money by printing it rather than taxing its citizens. As a later-day observer put it, money printing would always be ‘the first device thought of by a finance minister when a large quantity of money has to be raised at once’.60

The government did everything that other governments had done before it to prevent paper money not backed by gold or silver to be used as money. Greenbacks could be used to pay for all taxes except custom duties. They were deemed to be legal tender when it came to payment of existing debts.61

However, despite these measures, the greenbacks started to depreciate, that is, lose value against gold from the very beginning. On 11 July 1862, the value of $100 of greenbacks was worth only $96.74 in terms of gold. This fell to $95.01 the very next day when it was announced that the treasury secretary had requested the Congress to authorize a second round of printing of greenbacks. By 1 December 1862, the value had already fallen to $77.82. Three days later, the value would fall further to $74.63 when a rumour started going around that a third issue of greenbacks was on the cards.62

Two years later, on 8 November 1864, when Abraham Lincoln won the presidential election again, the value of $100 of greenbacks in gold fell to $38.46 from $40.65. The logic was that Lincoln would be in office for four years more and that implied that the war would continue meaning that even more money would be printed; at the same time there would be no speedy redemption of the already existing greenbacks in the open market.63

A total deficit of $2.61 billion was accumulated during the course of the war. Of this amount, only 17 per cent was financed through printing greenbacks. The remainder was raised through issuing public debt, that is, by selling bonds to the American citizens. Greenbacks financed 22.8 per cent of the deficit in 1862 and 48.5 per cent in 1863. But in 1864, greenbacks financed only 6.3 per cent of the deficit. No greenbacks were printed in 1865 to finance this deficit.64

So what changed so quickly that the government no longer needed to be dependent on printing money? The government discovered the marketing genius of ‘Jay Cooke’. Cooke and his brother were very close friends of the then treasury secretary, Salmon P. Chase. In 1862, they were granted the monopoly of underwriting all the debt issued by the American government.

Cooke was to get 0.5 per cent as commission for the first $10 million worth of bonds he managed to sell. Thereafter, he would get a commission of three-eighths of a percentage for all further bond sales. Using the money he made from the initial commissions, Cooke funded a nationwide marketing campaign for the American government bonds. He advertised in newspapers and often worked directly with newspaper editors who were willing to carry lengthy articles on the benefits of investing in the government bonds. Cooke hired 2,500 subagents, who travelled the length and breadth of the country under the control of the American army, selling these bonds. Cooke tried to appeal to the patriotism of the Americans and at the same time highlighted the fact that there was money to be made by investing in these bonds.65 As a later-day observer put it, ‘he taught the American people to buy bonds’.66

Cooke lost his monopoly on underwriting government debt under pressure from rival bankers in 1864, but was reinstated again a year later. He kept holding on to this arrangement until the House of Cooke collapsed in 1873.67

It is safe to say that the marketing of financial products started with Jay Cooke peddling the American government bonds all across the United States.

But that is just one side of the story. What happened to the other side? How did the Confederates finance the war? Their great hope was cotton. But in times of war, it was very difficult to transport their cotton to Great Britain and continental Europe where the biggest market for their cotton was.

In May 1861, the Confederacy tried to push through a fifty-million-dollar bond issue. The issue failed to take off.68 So it decided to print paper money to finance its expenditure.

 By the time the war ended, the Confederacy had printed almost $1.55 billion. They were not the only ones printing money, though. The states of the Confederacy were printing their own money and so were the banks, the insurance companies and even the railways.69 Given this, it was no surprise that between October 1861 and March 1864, prices rose at a rate of 10 per cent per month on an average. By the time Robert E. Lee, the general of the Confederacy forces, surrendered, prices were ninety-two times their pre-war levels.70

The Confederacy notes were never redeemed. The American government had won the war and there was no reason for it to redeem the notes issued by the breakaway states.

Even though the American Civil War got over in 1865, the American government started redeeming greenbacks in terms of gold only in 1879, fourteen years later.

***

During the course of the war, the National Banking Act 1864 (based on the Currency Act of 1863) had also been passed. The idea was to establish a national banking system, which would issue national-bank notes to gradually replace the state-bank notes which had created some chaos in the past.

But there was more to it. Jay Cooke’s brother, Henry was the editor of a leading Republican newspaper in the state of Ohio, the Ohio State Journal. As mentioned earlier, they were good friends with Salmon P. Chase. Chase had lost the Republican presidential nomination to Abraham Lincoln. The Cooke brothers lobbied hard to get him appointed as the treasury secretary in the Lincoln administration. And he soon repaid his faith by letting Jay Cooke underwrite all issuances of government bonds.

In fact, the father of the Cooke brothers even wrote to them saying, ‘H.D.’s [Henry David Cooke] plan in getting Chase into the Cabinet … is accomplished, and … now is the time for making money by honest contracts out of the government.’71

Making money by selling government bonds was not the only way of making money for Cooke. There was another way but this was still work in progress. Cooke, along with Chase and Senator Sherman, got to work to establish the national banking system. The newly established Office of Comptroller of Currency in Washington would charter national banks. The capital required was $50,000 to set up a rural national bank and $200,000 to set up a bank in a big city.

In addition to the capital investment, in order to issue paper money, the national banks had to buy government bonds and deposit them with the Comptroller of Currency. Against these bonds, the Comptroller of Currency would hand over national-bank notes. Unlike the state-bank notes, which would vary from bank to bank, these notes would be the same for all banks except for the name of the bank.72

This was like killing two birds with one stone. Secretary Chase was in the middle of a war and needed a foolproof system which would ensure that people kept buying American government bonds on a regular basis. At the same time, it also helped Jay Cooke make some money, given that he was the only underwriter for the American government bonds.

A tax of 10 per cent was slapped on paper money issued by other banks. This more or less made them unviable and drove them out of the market. America now had two kinds of paper money: the greenback issued to finance the war and the national-bank notes.

The national banking system created three levels of national banks: (a) Banks based in New York (referred to as the central reserve city banks), (b) banks based in other cities with a population greater than 500,000 (referred to as reserve city banks), and (c) country banks which included all other national banks.

This hierarchical banking structure made the financial system very unstable. If people suddenly withdrew money from country banks, it led to country banks withdrawing their deposits from reserve city banks, which, in turn, had to withdraw deposits from central reserve city banks, thus leading to a cascading effect from the bottom to the top.

***

Other than selling bonds to national banks, Jay Cooke also went around establishing a few national banks of his own. He started the First National Bank of Philadelphia and Washington DC. He also established the Fourth National Bank of New York with a capital of $5 million. His agents also started their own national banks in other smaller towns. Cooke was not the only one establishing national banks and as a result the number of national banks rose from 1,294 in 1865 to 1,968 in 1873.73

Cooke was doing well in the banking business and subsequently decided to buy the North Pacific Railroad. This railroad had a land grant of nearly forty-seven million acres, which was bigger than many American states.74 During those days, railroads got huge valuations because of all the land they had. The logic was that people would go on to live along the railroad lines and stations as the railroad got built. This would, in turn, help railroads earn a lot of money by selling the tracts of land beside the railroad it owned.75

Cooke had, by then, mastered the art of raising money by selling bonds. He used the same techniques that he had used for selling the bonds of the government to sell bonds to finance his railroad operation. A sum of $100 million had to be raised to finance this railroad but somehow people did not show the same enthusiasm for the rail bonds that they had shown for the government bonds. What also made the task of raising money difficult was the fact that a war between France and Germany was on in Europe, which impeded the flow of European capital to America.76

Due to these reasons, on 18 September 1873, while Jay Cooke was entertaining President Ulysses S. Grant (which shows once again the closeness between politicians and big financers/businessmen in the United States) at his mansion in Pennsylvania, it was announced on the New York Stock Exchange that Jay Cooke & Co. had failed because it had been unable to sell the $100 million of railroad bonds.77 This started a run on the entire American financial system. The New York Stock Exchange was shut down for an indefinite period for the first time since it started operations. People started to withdraw money from banks. Banks started to fail, given that they had lent out the money people had deposited with them and could not call it back immediately.

Soon, brokers and 5,000 commercial houses went bust.78 Given its fragile banking system, America would experience some more of these crises in 1884, 1893 and 1907. Each one of these crises happened because of the lack of precious metals backing the paper money that had already been issued. The reaction to the crisis of 1873 was a decrease in the amount of reserves the banks needed to keep, instead of an increase.

***

We saw earlier that the gold to silver price ratio at the mint was set at 15:1 in America, which meant that 1 ounce of gold could be exchanged for 15 ounces of silver at the mint. This, at a time, when in the open market, gold could be exchanged for more than 15 ounces of silver, and this silver was then taken to the mint to be coined and the arbitrageur would thus obtain a few extra cents in the process. This arbitrage led to a situation where the mint suddenly had a lot of silver coming to it.

In 1834, the Select Committee on Coins had recommended that the anomaly of the mint ratio at 15:1, which tended to overvalue gold and undervalue silver, should be corrected and the new ratio set at 15.625:1. This recommendation was made across several reports of the committee over the years.79

However, when the Coinage Act of 1834 was passed, it recommended a mint ratio of gold to silver at 16.002:1. The fine content of the gold dollar was reduced from 24.75 grains to 23.2 grains. The silver dollar, in turn, was left unchanged at 371.25 grains. This meant a gold to silver ratio of 16.002:1. The gold content of a dollar was increased to 23.22 grains in 1837 and thus a ratio of 15:988:1 was arrived at.80

So, again, the mint ratio of gold to silver was different from the market ratio. This meant an arbitrage was available. In the open market, 1 ounce of gold could be exchanged for around 15.625 ounces of silver, whereas at the mint one ounce could be exchanged for 16 ounces of silver, which was 0.375 ounces more. The trick was to exchange 15.625 ounces of silver or 1 ounce of gold in the open market. This gold could then be taken to the mint and be exchanged for 16 ounces of silver. Hence, 0.375 ounces (16 ounces – 15.625 ounces) of silver could be gained in the process. This also meant that the gold started hitting the mint, and silver leaving it.

Why did this happen, when the Select Committee on Coins had been constantly recommending a ratio of 15.625:1, a ratio more or less in line with the market prices of the two metals?

One school of thought is that this was done to pander to the gold mining states of Virginia, South Carolina, North Carolina and Georgia. The logic was that instead of selling to private interests, they could sell at the mint given that the price of gold at the mint was greater in silver terms. But the gains made by the states were not much.81

It was not worth the trouble to pander to their interests. The main reason was the fact that President Andrew Jackson, as explained earlier, hated paper money. And other than shutting up the Second Bank of United States, he also wanted people to use more gold coins and reduce the use of paper money. The way to do it was to offer a mint ratio which made it attractive for people to get gold to the mint.

This set America on the path of using gold as currency. In the period between 1834 and 1848, gold worth around $64.5 million was coined. At the same time, only 954,873 silver dollars were coined due to the simple reason that the mint ratio was rigged in favour of gold and thus more gold landed up at the mint.

***

Johann Sutter was born in 1803 and lived his early life in Switzerland. Facing family debts, he decided to escape to the United States in 1834 rather than pay up. In January 1848, Sutter was building a saw mill at Coloma in California. This saw mill would provide him with lumber to finish his large flouring mill. The mill was being built for him by a contractor named James W. Marshall. On a rainy January afternoon, Marshall arrived to meet Sutter at his office, which was some distance away from the site for the saw mill. Sutter was surprised to see Marshall because it was only a few days ago that Sutter had sent across the provisions that were likely to be required at the site. On top of that, Marshall was totally wet and insisted on meeting Sutter secretly in a place where no one else was present and no one else could hear them. Marshall extracted a rag from his pocket and showed Sutter some yellow metal.82

Marshall told Sutter that he had told the labourers at the mill that this could be gold. In turn, they had laughed at him. Sutter carried out the necessary tests and read a long article on gold in Encyclopedia Americana and came to the conclusion that what Marshall had got with him was indeed gold of the finest quality of 23 carats. Marshall left to return to the mill immediately. Sutter followed him early the next morning. As soon as they arrived at the mill, he got his staff to promise that they would keep this secret for the next six weeks in the hope that he would be able to complete his mill on which he had already spent $24,000-25,000.83

Eventually, the news did not spread for a period of two weeks. In his own account of the event, published a few years later, Sutter blames a white man, whom he had sent as an in-charge for several teams to finish the construction, of letting the cat out of the bag. Apparently, he got wind of the discovery of gold from several people who were already at the mill. One day, he got drunk and tried to pay with gold discovered at the mill.84

The news spread like wildfire and a whole lot of people descended first from San Francisco and later from other parts of America and the whole world, as more and more gold was found in different parts of California. Sutter’s mill was the first place where gold was found in California and it led to the start of the Californian gold rush. Sutter himself did not benefit from the gold found on his land and had to spend the remaining part of his life, until he died in 1880, trying to remove squatters from his land.

Very soon, gold was found in Australia and Russia as well, which led to the supply of gold shooting up. The average annual production of gold during the period 1841–48 was valued at around $36 million a year. This shot up to $68 million in 1851 and $155 million in 1853.85

As a result, the market price ratio of gold to silver started to fall. It was around 15.7:1 in the 1840s, but it fell to 15.3:1 in the 1850s.86 But the American mint ratio stayed steady at 16:1. So, the arbitrage opportunity remained.

Due to the difference in prices gold continued to pour into the mint replacing silver, and this ensured that the mint largely made gold coins. During the period 1849 to 1873, gold coins worth $77.8 million were made and only around $5.6 million worth of silver coins were made.87 Hence, even though in theory America was on gold as well as silver standards, it had, in practice, been operating on a gold standard from 1834, when the mint ratio of gold to silver was tweaked in favour of gold.

As the gold/silver ratio fell, silver was at a premium to gold. At the beginning of 1851, American half dollars were quoting at a premium of 3.2 to 3.5 per cent to their face value in New York. By the fall of 1852, brokers in Cincinnati were offering 3.5 to 4.5 per cent extra on silver coins over their face value. As smaller silver coins began to be melted and sold as bullion, there was a shortage of small change. This led to a run on the post offices in New York City for silver coins. People turned up with big denomination notes or coins to buy stamps of small value and wanted all the change back in small coins. The postmaster was told by the treasury that the only solution was that people pay the exact amount as was necessary for postage.88

To take care of this problem, it was decided to mint three-cent silver coins, which had 16.7 per cent less silver than their face value. These coins could be used to buy the three-cent postage stamp. The real silver in the coin was less than its face value so as to ensure that the coins continued to remain in circulation and were not melted away for their value as bullion. This was accepted by the American Congress on 3 March 1851.89 At the same time, these coins had an overall legal tender limit of thirty cents, given the fact that the silver in the coins was less than the face value. The government did not want citizens to hoard these coins and use them to pay off their debts.

Meanwhile, silver continued to remain scarce. Gold coins were available in the United States, but gold could not be used as a small-denomination coin.90 At the same time, calls were made to make gold the standard coin. And that was what happened as per the Coinage Act of 21 February 1853. The amount of silver in fractional silver coins (i.e., half dollars, quarters, dimes and half dimes) was reduced by 6.91 per cent. At the same time, silver coins of less than $1 were to be legal tender only for a maximum payment of $5.91

With the amount of silver in the silver fractions being less than their face value, it no longer made any sense to melt them and sell them for a profit. So, these silver coins circulated along with gold coins, but only as subsidiary coinage, as was the case in Great Britain.92 In 1857, the US Congress eliminated the legal tender status it had given to foreign coins until then.
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The Gold Rush

In 1873, the United States of America was hoping to get back to a precious-metal standard from the paper money standard it had been on all through the American Civil War. The Coinage Act of 1873 that was brought in to resume redemption of paper money into precious metals listed the coins to be minted. This list included gold coins and the subsidiary silver coins, but it left out the standard silver dollar which had 371.25 grains of silver.1

This was the final nail in the coffin for silver as currency in the United States, although it continued to be used as small change. Almost no one realized the significance of this Act. Even after the passage of this Act, the previously minted silver dollars continued to be legal tender, but very few remained in circulation, most having been melted and sold for their precious-metal content.

The chief reason for the US moving to a de facto gold standard was because Great Britain, its main trading partner, was on one. It made sense to be on the same standard as your biggest trading partner, which basically took the fluctuations between the price of gold and silver out of the equation.

Great Britain was the greatest empire in the world at that point of time. The going feeling was that being on the gold standard had helped Britain become the big empire and the industrial super-power that it was.

So, other countries started using a full gold standard as well. Canada went on a gold standard in 1867, Germany and Japan in 1871, France and Spain in 1876, Austria in 1879, Argentina in 1881, Russia in 1893, and the jewel in the crown of the British Empire, India, joined in 1898.2 The United States came on to a full-fledged gold standard only in 1900, but it was more or less on a gold standard since 1834, when the gold to silver exchange rate had tipped in favour of gold.

With the monetary role of silver more or less over, the demand for silver fell. In fact, Otto Van Bismarck, who created Germany in 1871, had all the gold he needed to have Germany on the gold standard. And he sold off all the silver thalers in the German economy at throwaway prices.3

Bismarck got five billion francs’ worth of gold from France as war indemnity. He used this money to put Germany on the gold standard. This ushered in an era that the monetary historians refer to as the classical gold standard, which lasted until 1914, when the First World War started.

One of the first things that Germany did after moving on to gold was to start dumping silver into the market. The price of silver fell and the gold-to-silver ratio started to rise. The average ratio was 15.4 in 1864, went down to 15.9 in 1873, and from there dropped lower to 16.15 in 1874, 16.62 in 1875, and 17.22 in 1877.4 By 1896, the ratio had fallen to 30:1.5 The price of silver had not varied much in the London market and for almost seventy years it remained at 60 pence per ounce. It fell to around 21 pence per ounce by 1902.

There were other reasons for the fall in price of silver as well. New silver mines had been discovered in the state of Nevada in the United States. Other than that, there was decreased demand of silver from India, which would soon abandon the silver standard. Holland had also passed a temporary act prohibiting the coining of silver.6 What did not help silver’s cause was the fact that at that point of time several prominent countries that used silver as money, like Russia and Austria, had suspended the conversion of their paper money into silver.7

As the price of silver fell, countries which were on the silver standard found their international trade at odds. India was on the silver standard. But its major trading partner, Great Britain, was on a gold standard. So, if the price of wheat in gold terms remained the same internationally, an exporter of wheat would get more silver coins when he exchanged the gold he had been paid for exporting wheat. This was primarily because as the price of silver fell, more of it could be exchanged against the same amount of gold.8

At the same time, India had to pay Britain payments called home charges. These charges were to be paid in terms of gold and covered such things as interests and principal repayment on gold debt, salaries, pensions, leave of absence allowances of British employees in the Indian service, purchases of supplies in Great Britain for those who worked for the Indian Service and so on. This meant that as silver prices fell, India required more silver to buy the same amount of gold to pay for home charges, leading to a higher expenditure. In fact, by 1893, this fall had added an expenditure of more than four crore rupees (1 crore = 10 million) for the Indian government.9 All these reasons led India to close its mints for free coinage of silver in 1893. The world had come to a situation where being on silver just did not make sense as the price of silver crashed and more of it was required to pay for international trade. This led to more and more countries moving on to the gold standard. Nevertheless, there would be one last push for silver as money in the United States.

***

In 1879, the United States resumed conversion of paper money into gold. This meant that the greenbacks printed for financing the American Civil War could now finally be converted into gold. To ensure that there was enough gold when the resumption of payments happened, the US government had started buying gold in advance. By 1879, it already had 7 per cent of the world’s stock of gold. Ten years later, this had increased to 20 per cent of the world’s stock.10

The silver lobby woke up finally to what was later called ‘The Crime of 1873’ when coining of the silver dollars was quietly dropped from the legislation. Silver was the main industry of some American states like Arizona, Colorado, Idaho, Montana, Nevada, New Mexico and Utah, which were thinly populated but had a significant representation in the Senate, one of the two houses in the American Congress.

To take care of the interests of these states, the Bland-Allison Act was passed on 28 February 1878. This Act required the American government to buy silver bullion worth $2-4 million every month and coin them into silver dollars as well as silver certificates, which were deemed to be legal tender without any upper limit. They could be used to pay all kinds of taxes and even custom duties.11 These silver certificates were essentially paper money issued by the government on the back of the silver it bought every month in line with the provisions of the Bland-Allison Act. The Sherman Silver Purchase Act passed in 1890 increased this silver purchase by the government to 4.5 million ounces of silver every month.

But somehow, these silver certificates never found favour with banks, which were by then using gold in its various forms as money.

The banks never got around to boycotting the silver certificates. They accepted them as deposits, but quickly paid them out to customers who had payments to make to the government. So, the silver certificates came back to the government as soon as they had been issued, not staying in circulation for very long.12 What this demonstrated, very clearly, was that citizens were not interested in using silver as money.

A reason for this could be the fact that the price of silver had been falling all along and no one wanted to hold on to a currency coined in a metal which was losing value. Also, most of the world’s other countries with which America had trading relations were moving to gold or were already on the gold standard. Given this, it made sense for traders to have their money in gold to avoid the losses that they might face on account of fluctuations between the price of gold and silver.

Those in favour of gold felt that this was a natural progression of things. As countries and civilizations matured, they moved from using silver as a monetary unit to using gold as money. The Persians had done so when the size of their commerce had expanded enough to make the use of gold more convenient. The Greeks had followed suit. The Romans, on the other hand, had moved from copper to silver to gold as the Roman Empire grew in size. In the Middle Ages, the European economy shrank, leading to silver being adopted as a medium of exchange. But within a century or two, countries started returning to gold.13

The Paris Conference of 1868 seemed to favour a gold standard across countries. This was because of gold having been discovered in Australia, Russia and California in the late 1840s and early 1850s, which had led to a large amount of gold being produced. From 1851 to 1870, the worldwide production of gold was worth around $136 million per year on an average. During the same period, $48 million worth of silver per year was being produced. In the two-decade period prior to that (i.e., 1831 to 1850), gold worth $26 million was being produced every year, whereas silver had stood at $30 million.14 So, clearly, more gold than silver, value-wise, was being produced between 1851 and 1870. But things would change again soon.

Nearly two-thirds of the gold being produced every year was used for monetary purposes, the rest being used for making jewellery, as well as for other artistic purposes. For the period from 1851 to 1870, gold worth around $92 million on an average was used every year for monetary purposes. During the next decade, that is, between 1871 and 1881, this fell to $24 million. The overall production of gold had fallen to $104 million per year on an average in comparison to $136 million per year earlier. Also, the non-monetary uses of gold, which included its use in different art forms or for hoarding as jewellery in India, had increased dramatically during the same period to $80 million from the earlier $44 million.15

It was believed that the best days of gold production in Transvaal in South Africa and Western Australia were over. Gold in the American state of Colorado, the other major producer, would also not last long.16

As the 1870s gave way to the 1880s, more countries joined the gold standard leading to the supply of gold becoming exceptionally tight to meet the needs of every country. With the dwindling supply of gold for monetary purposes, the growth of money supply also decelerated and was slower than the growth of the economy. This led to the prices of goods and services falling, that is, deflation, the opposite of inflation. In the United States prices fell at the rate of 1.7 per cent per year between 1875 and 1896. During the same period, prices fell by 0.8 per cent per year in Great Britain.17

With the scarcity of money in circulation, people were holding on to whatever money they had. This led to a situation where businesses had to cut the prices of their goods and services to make them attractive enough for people to go out and buy them. This resulted in a cut in the profits of companies and businesses. With profits looking gloomy, businesses became immediately cautious of anything that required expenditure, labour, or even material, for that matter.18

The price of wheat, in the United States, fell from $2.95 per bushel in 1866 to $1.40 in 1875 to $0.56 in 1894. To the farmers, whose incomes were falling, it seemed to be a clear case of there not being enough money in the economy. And they came to believe that more money was good for the economy.19 What also did not help was the fact that a lot of farmers were heavily in debt. Prices of the agriculture products they hoped to sell to repay the debt had fallen in the meanwhile. The value of the debt had not.

The answer to all these problems, it was thought, was silver. The United States was producing nearly $50 million worth of silver a year that could be used as money.20 In short, this was an issue waiting to be picked up by a politician. And that is precisely what happened.

***

In 1893, the Sherman Act, which called for purchase of 4.5 million ounces of silver every month by the American government, was done away with. After this, the price of silver against gold went into a free fall, and by 1896, the gold to silver price ratio was at 30:1.

William Jennings Bryan, then in his thirties and a member of the House of Representatives in the United States, delivered speeches across the United States against the collapse of the silver market.

On 9 July 1896, Bryan, by then thirty-six years old, was speaking at a convention of the Democratic Party in Chicago. Bryan started by declaring that ‘the money question was the paramount issue of the hour’.21

But it was the last paragraph of this speech that brought Bryan to the forefront of things.

If they say bimetallism is good, but that we cannot have it until other nations help us, we reply that, instead of having a gold standard because England has, we will restore bimetallism, and then let England have bimetallism because the United States has it. If they dare to come out in the open field and defend the gold standard as a good thing, we will fight them to the uttermost. Having behind us the producing masses of this nation and the world, supported by the commercial interests, the laboring interests and the toilers everywhere, we will answer their demand for a gold standard by saying to them: You shall not press down upon the brow of labor this crown of thorns, you shall not crucify mankind upon a cross of gold.22

The phrase ‘cross of gold’ was obviously a reference to the Crucifixion of Jesus Christ. While speaking the final sentence, he extended his arms to his sides and held on to that pose for about five seconds.23 This was, of course, to say that like Jesus before him, he was ready to offer himself for this cause. As soon as he finished his speech, a flood of delegates hoisted him on their shoulders and paraded around the floor. The Washington Post reported these proceedings as, ‘bedlam broke loose, delirium reigned supreme’.24

The following day, 10 July 1896, Bryan won the nomination to become the presidential candidate for the Democratic Party. He was pitted against fifty-three-year-old Republican William McKinley. Bryan ran on the platform to free silver and fixing the mint ratio of gold to silver at 16:1, at a time when it was quoting at 30:1 in the open market.

Bryan lost to McKinley who received 271 electoral votes to his 176.25 And thus came to an end the final silver battle in the United States.

The problem of less gold had been solved by then. In 1887, three Scottish chemists, John S. MacArthur, Robert W. Forest and William Forest, invented the cyanide process for extracting gold from low-grade ore. This process was applied on a large scale in South Africa and the proportion of world gold produced in South Africa went from zero per cent in 1886 to 23 per cent in 1896 and nearly 40 per cent during the first quarter of the twentieth century.26

So, during a ten-year period from 1890 to 1900, the yearly world output of gold went up by a whopping 114 per cent to 12.32 million ounces. United States became a net importer of gold by the turn of the century, importing a little over $200 million worth of the metal between 1897 and 1900. This, along with the domestic production in the United States, caused the value total gold stock to escalate from $502 million in 1896 to $859 million in 1899.27 The stock of gold was valued around a billion dollars at the turn of the century in 1900.28

By 1896, the fear of inflation and not of deflation had been plaguing the United States and Great Britain, as gold mines in South Africa started to churn out humungous amounts of gold. By 1914, the price level in Britain was seventeen per cent higher than in 1896. In America, it was forty-four per cent higher.29

Bryan was a little late with his political plank of silver. By 1896, the world supply of gold had already started to improve. More than that, the gold to silver price ratio in the open market had stood at 30:1. If the US government had introduced a mint ratio of 16:1, obviously, that would have meant that the US government was ready to give a much greater price for silver than the open market. This would have led to more and more silver landing up at the mint and gold disappearing from the mint as well as from the overall economy. With more demand for silver, the price of silver in the open market would have risen as well. This would have brought down the ratio of gold to silver in the market from 30:1. Gradually, the market and mint ratio may have equated, but in the meanwhile, it would have created mayhem and an opportunity to make easy money for arbitrageurs.

***

The Gold Standard Act passed on 14 March 1900, put the United States firmly on the gold standard. It defined the value of dollar in terms of gold alone as ‘twenty-five and eight-tenths grains of gold nine-tenths fine’. This meant that one ounce of gold (one troy ounce equals 31.1 gm) was equivalent to $20.67. Silver also had a place in this monetary arrangement, but for being used as small change.

Interestingly, most of the Western world and the British colonies (other than India) had adopted the gold standard by the 1880s. The system, unlike the other monetary systems that would follow it, was not designed by any government or governments for that matter. It evolved over a period of time on its own. Jörg Guido Hülsmann in his book, the Ethics of Money Production, summarizes the era well as follows:

The glory of the classical gold standard was that it demonstrated, for the last time so far, how a worldwide monetary system could emerge without political scheming and red tape between national governments. They adopted it independently of one another. There was no treaty, no conference, and no negotiation to bring it about.30

What made the system work was its inherent simplicity. The system did not need an overarching global organization to make it work. All it needed was a country to declare that its paper currency was worth a certain weight in gold and then be ready to buy or sell gold at that price in any quantity in its paper currency.31

In fact, for almost the entire period of the classical gold standard, the United States did not have a central bank (with the Federal Reserve System being established only towards the end of 1913 and it started to function only towards the end of 1914). Despite this, the country functioned reasonably well.

Also, what worked for the classical gold standard was its self- equilibrating nature. If the gold supply suddenly increased, which happened on several occasions due to gold discoveries in South Africa and Australia, the general price levels would go up. When this happened, it would become more expensive for gold-mining companies to produce gold, leading to lower production. Lower production would mean reduced money supply, and hence return to price stability.32

Another beauty of the system was that no country could live beyond its means. Let us understand this through a hypothetical example of two countries, United States and China.

Let us assume that the exotic goods from China were in great demand in the United States. The demand for the American goods in China was not so great. Hence, the Chinese exports to America were greater than the American exports to China.

This meant that China had a trade surplus against America and vice versa, America had a trade deficit with China. In order to make good the deficit, America needed to pay in gold. In order to pay China in gold, America needed to have the required amount of gold.

Now let us assume that the demand for Chinese goods in America kept increasing and because of that the American trade deficit with China kept rising. In order to make good this trade deficit, America needed to keep paying gold to China.

But, as America kept paying gold to China, its own gold reserves would be depleted. To hold on to its gold reserves, America would either have to export more to China or slowdown its imports from China.

At a more generalized level, the imports of a country could not be more than its exports for an extended period of time, simply because the country would not have enough gold to pay for it. This was something that the gold standard ensured.

The question now is how were imports restricted? There are two things to consider here: theory and practice. The theory part goes like this. A country runs a trade deficit. It uses its own currency to pay for the excess imports. This currency or paper money which was used to pay for its excess imports was no good to the foreigners from whom the country was buying these goods. The foreigners, in turn, landed up at the central bank of the country, presented the paper money, and asked for it to be converted into gold. The central bank did that. The foreigners then took the gold and presented it at their own central bank and exchanged it for their own paper money.

So, what happened here? Money supply was increasing in the foreign country, and higher money supply would mean higher prices. On the other hand, money supply was decreasing in the country with excess imports (USA in our example), as the paper money got deposited in the central bank to be exchanged for gold and was thus withdrawn from circulation. This meant lower money supply and, hence, lower prices.

With higher prices in the foreign country exports would come down. And lower prices would encourage exports in the country with excess imports. This would mean that a country with excess imports would become more competitive in the international market because of its lower prices and thus its exports would go up. Increased exports would mean a lower trade deficit. At the same time, the other country which was exporting more than it was importing would have higher prices and that would mean lower exports. Gold would start flowing into the country which had a deficit earlier, and gold would start flowing out of the country which had a surplus earlier. And thus, the balance would be restored.

Now, that is how it was supposed to work as per the price-specie flow mechanism put forward by the economist David Hume in the eighteenth century. But there is always a difference between theory and practice.

By the time the classical gold standard came around, central banks around the world had become very active. Given that there was not always a link between the amount of paper money in the economy and the amount of gold reserves backing it up, money supply did not always contract when gold left the country, and vice versa. And if money supply did not change, there was no question of the prices changing either.

Between 1875 and 1913 (before the start of the First World War), the precious-metal reserves of Germany doubled in value from 2.63 million marks to 5.2 million marks. During the same period, the money supply went up 8.6 times to 40.6 million marks.33 In a true gold standard, the money supply was supposed to go up only in proportion to the supply of gold. Hence, in this case, with the precious-metal reserves of Germany doubling, the money supply should also have doubled and not gone up nearly nine times. But the powerful central banks were not following the theory.

Also, those were the days of big business and robber barons in various parts of the world, leading to administered prices, and hence, prices did not rise or fall as Hume’s model had predicted.34 But even with these conditions, countries had to take care that their imports did not exceed their exports for long periods of time, simply because they did not want a situation where they ran out of all the gold they had. By the 1880s, most of the major countries on the gold standard (except Great Britain) had adopted a system of comprehensive import duties on agriculture as well as industrial goods. Nevertheless, these duties were nowhere near the levels they would reach after the end of the First World War.35 Import duties were also implemented to help the domestic manufacturers. These duties also ensured that countries did not end up over-importing and thus putting pressure on their gold reserves.

Another reason given in favour of the classical gold standard was that prices remained remarkably flat during the period. The price level in Great Britain was the same in 1930, before it went off the gold standard, as it was in 1717 (when it accidentally moved on to the gold standard). Similarly, the price levels in the United States were the same in 1930 as they were in 1800.36 Therefore, prices did remain stable over the long run under a gold standard, but that did not mean there were no periodic fluctuations. We saw earlier that prices of goods and services fell in both the United States as well Great Britain between 1875 and 1896. In the United States, prices fell at the rate of 1.7 per cent per year. During the same period, prices fell by 0.8 per cent per year in Great Britain.

***

The classical gold standard period could be divided into two parts. In the first part, which lasted until 1896, the prices went down a little. In the second part, prices went up as more and more gold was discovered.

While people do not mind a mild inflationary scenario, not everybody likes a scenario in which prices are falling. During the classical gold standard era, a falling prices scenario worked well for creditors but not for debtors. A farmer who had taken a loan, was now forced to sell his produce at a lower price. But the rate of interest that he had to pay on the loan remained the same. Hence, his ability to service the loan went down because he was earning a lower income due to lower prices.

The same stood true for businesses which had borrowed at a certain rate of interest but were now forced to sell their goods at lower prices. Their ability to service loans also went down. So did their profit margins. In order to maintain profit margins, they had to cut costs and one way to do so was to fire employees.

Another way out was cutting salaries across the board, but that is something that has never really worked. Wages tend to be sticky, especially downwards. Irving Fisher, one of the great economists of the early twentieth century, found this out the hard way, a little after the period of the classical gold standard ended.

During the First World War, he linked the salaries of his employees to the rate of inflation. This meant that if prices rose, salaries went up. If prices fell, salaries came down. He was probably the first employer in the world to give his employees an automatic cost of living adjustment. This system, although theoretically robust did not go down well with the employees. The employees loved it as long as their wages increased because prices were on their way up. But, they hated it when their salaries were cut during a scenario when prices were falling.37

***

Baring Brothers & Co. Ltd Bank was the oldest merchant bank in Great Britain, having been established in 1762 by Francis Baring and his brother John.38

The Baring family were basically wool merchants who came from the northern part of Germany. They had famously financed the purchase of the Louisiana territory which the United States bought from Napoleon Bonaparte. Over the years, they had started to trade in a large number of commodities like coffee, copper, indigo, rice, tobacco and corn, other than wool. So, they came to be known as merchant bankers (or predecessors to what is known as an investment bank these days).

In the latter part of the nineteenth century, the city of London had become the capital market of the world. As a result of this, Argentina was able to resort extensively to foreign borrowing. By the 1880s, it was the fifth largest sovereign borrower in the world, attracting almost 40–50 per cent of the British lending and absorbing nearly 10 per cent of all new issues in the market in London. In comparison, North America, which had a population twenty times that of Argentina, was responsible for only 30 per cent of the issues.39 By 1880, nearly £25 million of British money was invested in Argentina. Over the next decade, nearly half of the British money that went overseas seeking higher returns went to Argentina. By 1890, nearly £150 million of British money was invested in Argentina. Of this, a major part was through the Baring Brothers, which was betting big on Argentina.40

The British public had become interested in investing in land-mortgage bonds called cedulas of certain Argentine banks. These bonds had been introduced in London by respectable London investment houses without any prospectuses and had been taken up by the investing public on the strength of the investment houses.41 Whenever money is easily available, it usually goes to service old debt and this was no exception – nearly 40 per cent of this new debt went to service the old debt.42 So, Argentineans were busy running a Ponzi scheme with the help of London investment houses, where the money brought in by the new set of investors was being used to service a major portion of the older investors.

The money that was borrowed was meant to construct railway lines in the country as well as for carrying out land improvement projects in the hope of promoting economic growth. But these development projects had a very slow rate of maturity, leading to the situation where Argentina was unable to continue servicing its debt obligations.43

For a while, it managed not to default by issuing new debt and used the money thus raised to service old debt. But no Ponzi scheme can run for an indefinite period of time without investors eventually figuring out what was happening. When this happened, the capital that was coming in from Britain and the rest of the world stopped. As soon as the foreign capital stopped coming in, it meant that Argentina had to service its debt as well as meet its import bills with the gold that was coming in through exports. Unfortunately, though, the investment projects had failed to generate the required volume and value of exports that was necessary to repay the debt as well as to service the interest.44

Barings Bank was the underwriter to most of the foreign debt issues of the Government of Argentina. The bank had also underwritten the third instalment of the loan being raised by Buenos Aires Water Supply and Drainage, a company which had the contract to supply water to the city of Buenos Aires. The bank could not place the issue of £1.46 million with investors in London.45

This was hardly surprising, given that by 1889 many shrewd London investors had figured out that the financial condition in Argentina was a source of danger.46 In July 1890, a revolution happened in Argentina, as a result of which fighting broke out in the streets of Buenos Aires, leading to the ousting of the corrupt government of President Celman, which had encouraged this boom.47 This led to a huge fall in the value of the Argentine securities listed on the London Stock Exchange.48 When the price of the older issues was on its way down, investors would have hardly been interested in picking up a stake in newer issues.

Having underwritten the issue, Barings was saddled with it and had to provide for the amount of money, that is, the £1.46 million that it was trying to raise. However, the firm was overextended and hence not really in a position to make good the underwritten amount.49 The basic mistake it had made was to assume that money would continue to remain abundant and that it would have access to it even in a tight market, which was not to be.

The bank’s earlier investments in Argentina were not in the best shape, and it was on the verge of bankruptcy. It informed the Bank of England on 8 November 1890, which happened to be a Saturday. On Monday, the bank formed a committee under Lord Rothschild to investigate the threat of the Argentine securities to the London market. The market could smell that something was cooking. On Friday, John Daniel of Mullens and Co., which handled the open-market operations (a technical term which refers to the buying and selling of government bonds in the market to basically manage the amount of money supply in the economy) for the Bank of England, had told Governor William Lidderdale that the people smelled a rat.50

This meant that the bank had to do something, and soon. By then, the Bank of England’s role as the lender of last resort had been firmly established through the writings of Walter Bagehot, one of the earliest editors of the Economist. Such was his influence over the British financial system that during the seventeen-year period that he edited the Economist, William Gladstone (who served as the British prime minister) referred to him as the permanent Chancellor of the Exchequer.

The Bank of England organized a rescue of the Barings Bank. A sum total of £17 million was raised; this included £1 million from the Bank of England.51 French and Russian central banks also contributed to the rescue effort. The other big investment bank of that time, the Rothschilds, also contributed to the rescue effort, albeit with some reluctance. Thus, a crisis that could have spread across the city of London was prevented. Interestingly enough, Argentina defaulted to the tune of £48 million, which constituted 60 per cent of the world’s debt during the 1890s.52

The rescue (as had rescues before it as well) brought the issue of moral hazard into sharp relief. The question was: Should central banks and governments come to the rescue during times of panic or should they just leave it alone to sort itself out? The moment a rescue was arranged, chances were that the next panic would be even bigger because the market would get back to work with the assumption that if trouble comes, a rescue would be arranged.

Given this risk, why did the authorities come to the rescue whenever there was a cataclysm? This was done simply to contain the furore and ensure it did not spread to other firms and other parts of the economic system. Also, it had been seen on earlier occasions that when things were tight, money was not available to even the best of firms.

Then there was political pressure. Firms in trouble were politically well connected and so there was pressure on central banks to bail them out. William Lidderdale, who was the governor of the Bank of England when the Baring crisis happened, was offered a letter of indemnity by the then Chancellor of the Exchequer, Lord Goschen. This letter was offered to permit the bank to exceed its lending limit and use that money to save the Barings Bank. Lidderdale refused to accept the letter on the grounds that it encouraged moral hazard and said that ‘reliance on such letters was the cause of great deal of bad banking in England’.53

In fact, the crisis had not come as a bolt from the blue for Lidderdale. In August 1890, he had warned Barings Bank to moderate its Argentina portfolio. Nothing had come of the warning and Barings had managed to land themselves in the mess that they had. But, given the pressure to rescue, Lidderdale had to come up with a plan. One of the first things he did was to convince the State Bank of Russia not to withdraw the £2.4 million that it had in deposit with Barings Bank. He also got the State Bank of Russia to chip in with an extra £1.5 million. The Bank of France offered a loan of £3 million. Other private banks also chipped in and finally a rescue-guarantee fund of £17 million was raised. There was also an arrangement with the government where the government would share any losses that the Bank of England faced when it discounted securities issued by the Barings Bank.54

Despite putting very little of the Bank of England’s money at risk, Lidderdale was not really happy with the rescue. After the salvage, he ‘almost regretted having prevented the panic’ and felt that ‘they [the banks] are a stiff necked and rebellious race, each caring for his own corporation’.55

***

The larger issue here is should the governmental authorities or the central bank come to the aid of the bank(s) or the financial institution(s) in trouble? Or should they just sit it out and see the panic work its own cure?

What we see is that, more often than not, government authorities and the central bank come to lend a hand to the firms in trouble.

Why is that? To put it very simply, at any place and time there is a zeitgeist, or the spirit of the times. And the spirit of the times in times of a financial crisis is rescue, rescue and rescue. Everyone is shouting that from the rooftops.

The firms in trouble, obviously, want to be rescued. Other firms in the market, which are not in trouble, do not want the trouble to spill over and so they also want a rescue. Politicians do not want trouble to spill over from the financial markets on to the overall economy and, thus, risk their getting elected the next time around. Hence, they also want the firms in trouble to be rescued.

Also, salvaging a financial institution or a bank has a clearer outcome than letting it go. When a rescue is arranged for, normality is restored but only until the next crisis comes along. If a bank or a financial institution is allowed to fail, predicting the course of what will happen is very difficult. Will the bank in trouble take down other banks with it? How will it impact the overall economy? And so on. If a rescue is not arranged and the economy gets very badly impacted, the reputation of those who made the decision to let the bank or the financial firm fail would be in serious trouble.

Given these reasons, more often than not, financial firms and banks in trouble are rescued. Decisions are made keeping in mind the current state of things. What will be the impact of these decisions in the years to come nobody is bothered about. What also encourages the rescue effort is the fact that politicians in decision-making positions have always been close to financiers, banks and financial institutions.

Another factor that leads to banks or financial institutions being rescued is that over the years not enough of them have been let go. So, we do not really know clearly enough how things are likely to play out when a bank or a financial institution is allowed to go bust. Sadly, unlike the physical sciences where things can be tested out in a laboratory, the same cannot be done in case of economics. Any learning has to come from real life.
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‘My own belief, however, is that the panic is over,’ said J.P. ‘Jack’ Morgan Jr (son of the great J.P. Morgan) in a letter to his London partners on 29 March 1907. This letter was written by Morgan Jr after the stock market had fallen by 7.7 per cent from the peak it attained in September 1906 to the end of February in 1907. The month of March saw a further crash with the index of all listed stocks declining by 9.8 per cent. The losses were more in case of shipping (down 16.6 per cent), mining (down 14.5 per cent), and iron and steel (down 13.8 per cent) stocks.1

Morgan Jr’s optimism came from the fact that the treasury secretary of the United States, George B. Cortelyou had ordered $15 million to be placed in deposit with the New York City banks, giving much needed liquidity to the capital markets. There was also the prospect of Americans buying £4 million in gold in London for shipment to New York.2

Notwithstanding the optimism of Jack Morgan, the worst was still to come and a certain F. Augustus Heinze would be the trigger for it. Heinze owned a copper mine near the mines of Amalgamated Copper Mining Company, which was one of the leading copper companies of the day and had been doing very well because the demand for copper had picked up, as towns and cities got electricity. Copper was the most common material used for making electrical wiring.

Heinze claimed that the veins of copper from his mine extended under the land owned by Amalgamated Copper. He further claimed that as per the law he had the right to mine it.3

He finally settled out of court with Amalgamated Copper in February 1906 for $25 million. He arrived in New York with this money, and started taking interest in the banking business. He was elected the president of Mercantile National Bank in February 1907 and, at the same time, became a director on the board of eight banks and two trust companies.4

Despite getting into banking, his interest in copper did not diminish even though the demand for copper had been sluggish at that point of time. In October 1907, he tried to corner the stock of the United Copper Company, of which he was the president using the brokerage house of his brother Otto to buy the shares. With this, he managed to drive the price of the stock from $39 to $60 during the first fifteen minutes of trade on 14 October 1907. He then ordered another brokerage Gross and Kleeberg to buy 6,000 more shares of United Copper. Heinze was under the impression that stockbrokerages had been lending shares of United Copper to short-sellers.5

Short-selling is a technique in which investors borrow stocks and then sell them, hoping that the price falls. They buy it again at a lower price and thus make a profit.

Heinze was under the impression that his brokers were buying stocks that were essentially borrowed stocks being sold by the short-sellers. He would keep buying stock and at some point of time there would be a bear squeeze. The squeeze would happen when the stockbrokers, who had lent shares for short-selling, would demand them back. To return the shares, the short-sellers would have to buy from the market. And Heinze would be the only one selling United Copper shares, as his brokers had been buying all the shares that were being short-sold. At least, that was the theory that Heinze worked with. This would mean that he would be able to sell the shares to the short-sellers at almost any price that he wanted to and thus make a huge profit.6

But, as is often the case, what looks to be theoretically very feasible does not always turn out to be practically possible. Heinze had assumed wrongly that he was the only one who owned United Copper shares and that there were not enough shares going around in the market. When the squeeze came, there were many shares available in the market. As the news of the high price spread, more shares appeared in the market.7 The squeeze would lead to a price rise, Heinze had thought, but that never happened.

Heinze had been buying United Copper stock on borrowed money. To return that money, he had to sell the shares that he had bought. This led to the price of the stock falling from $36 to $10 on 16 October 1907.8

In less than a day, Heinze lost $50 million and the financial markets went haywire. Things would have cooled down if Heinze was just a speculator in the financial markets. But, as mentioned earlier, he was also deeply involved in the banking business.9 He was the president of Mercantile National Bank and was also a director on the board of eight banks and two trust companies. It also came to light that Mercantile Bank had funded this operation.10

There was an immediate run on Mercantile Bank with depositors turning up at the doors of the bank demanding their money back. The New York Clearing House, a consortium of New York banks, examined the books of the Mercantile Bank and came to the conclusion that it was not bankrupt. The consortium was ready to help the bank on the condition that Heinze and the board of directors resign.11

A little after midnight on 17 October 1907, Heinze announced his intention to resign as the president of Mercantile National Bank. But the trouble did not stop with that. Heinze was a novice in the banking business and had formed several relationships to learn the business. These relationships would prove to be the undoing of a number of banks in the days to follow.

The first person, other than Heinze, to feel the pressure was C.F. Morse, a director on the board of Mercantile Bank. Morse was also a director on the boards of seven other New York City banks, three of which were under his complete control. Other bankers held him in low esteem and soon there was a run on his banks. Two of his banks came to the New York Clearing House asking for help. The assets of Heinze’s banks amounted to $71 million. The clearing house promised a $10 million fund to help the banks of which Heinze was a director. This was enough to assuage tensions and the runs on these banks ceased.12

But that did not mean that the trouble had stopped. It just moved elsewhere. A run started on the Knickerbocker Trust Company on 18 October 1907 as soon as it was revealed that the president of the company, Charles T. Barney, was a close associate of both Morse and Heinze. Barney had been lending money to Heinze from the trust to buy United Copper Shares.

Knickerbocker was the third-largest trust company in New York at that point in time. The National Bank of Commerce, which was the clearing agent of Knickerbocker, started giving loans to the trust company to hold off depositor runs.13 Matters only deteriorated when the National Bank of Commerce refused to continue acting as a clearing agent for Knickerbocker.14

Knickerbocker was a trust company and not a bank. As a trust company, it was not allowed to be a member of the clearing house that cleared cheques. This meant that it required a bank which could be a clearing agent with the clearing house to clear its cheques. The National Bank of Commerce backing out meant that cheques issued by the Knickerbocker Trust Company would not be cleared.

With cheques of Knickerbocker not in a position to be cleared, there was a serious run with depositors desperate to withdraw their money. On 22 October 1907, more than $8 million was paid out in three hours after it opened in the morning and by noon the company had to close its doors.15

The next day, that is, 23 October 1907, the New York Times reported the run on Knickerbocker Trust as a front-page article. Next to this article was a mention of the second-largest trust in New York, the Trust Company of America, as the current ‘sore point’ in the frenzy. On 22 October 1907, while there had been a mad run on Knickerbocker, $1.5 million had been withdrawn from the Trust Company of America as well. What did not help was the fact that Barney, who was the president of Knickerbocker, was also a director on the board of Trust Company of America. So, on 23 October 1907, after the article appeared, the trouble spread and depositors withdrew $13 million from the total deposits of $60 million that the Trust Company of America had. Next day another $8-9 million were withdrawn. Apparently, throughout that two-week run, the company paid out nearly $47.5 million of the deposits.16

Trouble spread to other trusts such as the Lincoln Trust as well. It also saw a prolonged run on its deposits like the Trust Company of America. Simultaneously, banks from the western part of the United States which had deposits in banks in New York City, withdrew nearly $14 million in a week’s time, creating a further shortage of funds in a market which was already very tight.17

Meanwhile, the call-money market (a market for overnight or extremely short-term loans), which operated on the New York Stock Exchange, totally dried up on 24 October 1907. At one point of time, a call went out for a loan for which the borrower was ready to pay an interest of 60 per cent. Even at that rate of interest, nobody was willing to lend. Fearing that the market would collapse totally, Ransom H. Thomas, president of the New York Stock Exchange, decided to call on James Stillman of the National City Bank (a precursor to today’s Citigroup) for help. Stillman sent Thomas to J.P. Morgan, who had the control of most of the funds that were available. While all this was happening, the interest rates offered on call-money loans reached 100 per cent. A few loans were even made at 125 per cent.18

***

John Pierpont Morgan (Pierpont being his mother Juliet’s surname) was a financer and banker par excellence and the man to go to whenever America was in the throes of a financial crisis, which occurred every few years in late 1800s and early 1900s. So, 1907 was no different. But Morgan was not going to throw any of his hard-earned money into the crisis just like that. He needed some evidence that the money he ventured, trying to rescue the financial system, would be recovered in the days to come.

The trusts had already approached Morgan for help before Ransom H. Thomas of the New York Stock Exchange came to him. Morgan had appointed a committee under Benjamin M. Strong (who would have a huge role to play in the American financial system subsequently). Strong was the vice-president of the Bankers Trust Company, established by the Morgans. His mentor as well as neighbour was the powerful Morgan partner, Henry P. Davison, and his best friends were Dwight Morrow and Thomas W. Lamont, who were also Morgan partners.19 In short, Strong was more likely to represent the interests of J.P. Morgan, rather than be impartial in his decisions.

Morgan, on the basis of the report submitted by Strong, decided to help the Trust Company of America, which was basically a sound company. It had been hurt by the rumours that it had lent heavily to Morse and Barney.20

Strong had arrived at the Trust Company of America to investigate its books at 2 a.m. on 23 October 1907. After his investigation, he reported to Morgan that the Trust was basically sound and could be helped. Taking Strong’s word, Morgan released $3 million to the company immediately and this allowed the company to be back in operation the very next day.21 Knickerbocker, however, was not in a good enough shape financially to be helped, so Morgan stayed out of it.

Things were running tight. As money was in short supply, gold was being imported. The reserves of the national banks of New York were running $54 million below that required by law. This was the largest deficit that had ever been recorded.22

Morgan’s decision to aid the Trust Company of America was announced after a meeting with Treasury Secretary George Cortelyou, who had come to New York to help. What was, of course, interesting here was that the senior-most government official in the field of finance in the United States travelled to meet a financier/businessman. That was the power Morgan wielded.

At this point, the treasury secretary announced that the government was putting $25 million of treasury funds in the banks in New York to help them meet any further runs. Over a ten-day period starting 21 October 1907, the treasury provided $36 million dollars in small-denomination paper money to banks to help them meet runs. It also deposited $37 million in New York national banks. After all these efforts, the treasury was left with only $5 million of working capital.23

John D. Rockefeller, the other big financer/businessman of this time, also chipped in by depositing $10 million of his personal money into the financial institutions of New York.24 He also called up Melville Stone of the Associated Press and told him that he would pledge 50 per cent of his wealth to ensure that America’s credit is maintained.25

In order to mollify the call-money market, a bankers’ pool headed by J.P. Morgan loaned around $25 million at 10 per cent.26 Such was the influence of Morgan that he got the banks to commit to this amount in fifteen minutes. The story goes that Morgan summoned the presidents of the biggest banks of New York City to his office. They began to trickle in at 2 p.m. Morgan, in the no-nonsense manner that he was known for, told them that a lot of harm would be done and many financial institutions would go bust, if they failed to raise $25 million in the next ten minutes. By 2.16 p.m., fourteen bank presidents had pledged $23.6 million. The money reached the market by 2.30 p.m. And by 3 p.m., when the stock market closed, nearly $19 million had been loaned out.27

Morgan normally stayed away from the press. But that night, as he left his office, he did make a statement to the reporters: ‘If people will keep their money in the banks, everything will be all right.’28

Later in the week, Morgan also tried an unconventional route when he asked the city’s clergy to preach sermons urging people to stay calm in this hour of crisis. To help the trusts that were under severe pressure from their depositors, Morgan convinced the trust presidents to come up with a loan of $25 million to support those trusts that were in trouble. The story goes that he locked all the trust presidents in a room and pocketed the key, until they saw things his way and agreed to come up with the required money.

All these Morgan-initiated moves had some impact and some sense of calm started to return to the financial system by the first week of November 1907. But the crisis had its impact on the valuations of stocks as well as bonds. While the total market valuation of all stocks and corporate bonds in America stood at $27 billion in January 1907, by November, the valuations had fallen by 37 per cent to $17 billion.29

However, the worst was not over. The brokerage firm Moore and Schley was soon in trouble. The firm had borrowed around $25 million using the shares of the Tennessee Coal, Iron and Railroad (TCIR) Company as security. The loans were due and the only way for the brokerage to repay the loan was to sell the shares. The trouble was that TCIR was a very thinly traded stock, which meant that there were not many buyers in the market at any point of time. Hence, if a large number of shares of TCIR were put on the block at the same time, its stock price was likely to fall.30 This would cause further panic in the stock market and that would in turn push up the call-money rates.

If call-money rates escalated again, it would undo a lot of work that Morgan had already done and would undermine confidence in the financial system even further.

Morgan solved the problem by putting forward a plan that had been designed by Lewis Cass Ledyard, who was both his attorney as well as a close friend. The proposal was that US Steel Corporation would buy out TCIR and thus, the crisis would be averted. The plan was brilliant. But there was a slight problem. President Theodore Roosevelt would have to clear the deal.31

Since taking over as president in 1901, Roosevelt had preyed upon big corporations which had monopolies over their respective markets. And he had made breaking up monopolies the focus of his days in power. One such company that Roosevelt had gone after was the Rockefeller-owned Standard Oil, which in 1904 controlled 91 per cent of production and 85 per cent of final oil sales.32

Given that US Steel already had a market share of 60 per cent, it was a monopoly. If it bought TCIR, its share in the market would go up further. Hence, President Roosevelt would have to clear the deal.33 Roosevelt agreed not to oppose the deal and thus the financial crisis of 1907 finally came to an end.

By the middle of November 1907, the panic had subsided. Also, on 13 November 1907, Charles T. Barney, the former president of the Knickerbocker Trust Company, killed himself with a self-inflicted gunshot. This was after J.P. Morgan refused to meet him.34

***

In late 1800s and early 1900s, financial crises happened in America at regular intervals. And there was a clear pattern to them. A large bank or financial institution would fail and that would spark the crisis. In 1907, it had been the Knickerbocker Trust Company. In 1893, it was Mitchell’s Bank. In 1873, it was Jay Cooke & Co. (as we saw earlier). In 1857, it had been the Ohio Life Insurance and Trust Company.35

This failure triggered the hoarding of money by the general public through the withdrawal of their savings in banks and other financial institutions. These bank runs led to shortage of money in the market, sending interest rates to dizzying heights. With money in short supply, gold had to be imported in large amounts from abroad (read London).36 In fact, $15 million worth of gold had been imported in 1873. This shot up to $56 million in 1893 and over $100 million in 1907.37 The difference in 1907 was that the runs, instead of being on the banks, were largely limited to the trust companies. Trust companies, when they were first formed, were supposed to manage estates and hold securities. However, by the time the crisis of 1907 flared up, trust companies were doing everything that a bank did except issuing paper money of their own. They were even issuing their own cheques.38

In a period of ten years, ending in 1907, the assets of trust companies had grown three-and-a-half times from $396.7 million to $1.4 billion. In comparison, the assets of national banks had just about doubled from $915.2 million to $1.8 billion.39

A parallel banking system which emerges on its own, of which trust companies are a part, is often less regulated in comparison to bona fide banks. The reserve requirements are also lower. In fact, in 1906, the state of New York made it mandatory for trust companies to maintain reserves equal to 15 per cent of their deposits. Of this, around 5 per cent had to be in the form of currency in their vault. The interesting thing is that before this, trusts could keep any amount of money they deemed to be fit as reserves. In comparison, the national banks in New York had to maintain a reserve of 25 per cent.40 This made the trust structure ideal for anyone looking to make a higher return on capital employed. And who was not? Hence most banks set up their own trusts and sometimes their offices would be in the same building. Both J.P. Morgan and John D. Rockefeller had their own trust companies. Morgan had the Morton Trust Company of New York, whereas Rockefeller had the US Trust Company.41 Trusts (both run by banks or otherwise) were used for the riskier investment-banking activities like underwriting securities or investing directly in real estate, something that national banks could not do at all or do in a very limited capacity.42 This made them riskier than banks when it came to saving money. Hence, when the runs to withdraw money started, the trusts were hit the worst.

The broader point here is that the parallel banking system has always been a part of the American financial system. It is a world in which companies can operate under less regulation and with fewer reserves. This means that a lot of risky ventures get undertaken through this route, which inevitably brings the financial system on to the brink of a collapse now and then.

***

As soon as the 1907 crisis ended, calls for an institution like a central bank gathered momentum again. Senator Nelson Aldrich summed up the situation best when he said, ‘Something has got to be done. We may not always have Pierpont Morgan with us to meet a banking crisis.’43 Morgan had organized the rescue in the 1893 crisis as well and had performed the rescue act, which in any other advanced economy would have been carried out by the central bank. Morgan died in his sleep in Rome on 13 March 1913 a few years later. But by that time, plans were already under way to establish a central bank.

The United States had never had a central bank since Andrew Jackson made it his life’s purpose to close down the Second Bank of United States. But, before 1907, the last few treasury secretaries had been trying to perform the functions of the central bank of United States as well, by trying to actively manage the money supply in the economy, especially during stringent times.

Lyman Judson Gage, who was the treasury secretary between 1897 and 1902, started this trend. In the autumn of 1898, when the money situation was tight, he tried to relieve the pressure by pre-paying the interest as well as principal due on government bonds. At the same time, he let the government deposit in banks rise from $28 million to $95 million. The same thing happened the following year when the deposits were increased to $111 million.44

Gage resigned from his job in early 1902 to become the president of the United States Trust Company in New York.

Leslie Mortier Shaw, the successor to Gage, fancied himself as even more of a central banker than Gage. Shaw felt that any financial system could have three evils and they had to be corrected at any cost. These were: rising interest rates, a declining stock market, and a contraction in credit. In 1902, he anticipated that the interest rates were on their way up and started to buy up government bonds.45 This was what in modern terms is called an ‘open-market operation’. The government buys its own bonds. When it buys bonds, it pays money for it. This leads to money supply increasing and which, in turn, ensures that interest rates stay where they are or fall, depending on the amount of bonds bought and the demand for money.

When this move did not help, Shaw went further and tried a few more things. The national banking system in the United States required banks to deposit government bonds as security and then issue paper money against it. Shaw did away with this requirement and offered to accept other bonds as security as well. This he felt would help increase the money supply as banks would be able to issue paper money even against bonds other than government bonds. At the same time, he informed banks that they no longer need to keep reserves against the government funds they held in their accounts.46 With lower reserve requirements, banks would be able to give out more loans.

The government deposits with the banks were increased to $150 million in December 1902. In the summer of 1903, Shaw came out with a statement saying that if the need arose he was ready to transfer all of the $380 million that the treasury had into banks. This basically meant that he would go as far as possible to help the banks.47

As discussed earlier, this was a classic situation of ‘moral hazard’. Here was a senior government official coming out into the open and saying that the government would go to any possible length to help the financial system. This was during a time when there was no crisis. Bankers and stock market investors have always loved to hear such things. What it means to them is that they can take any amount of risk that is possible and if things go horribly wrong, the government would come to the rescue. In other words, the government was ready to socialize risk.

When things started looking bleak in 1906, Shaw rode to the rescue again. This time he allowed banks that were importing gold to show the gold in transit as a part of their overall reserves. He also deposited around $44 million of government money into the New York banks to help tide them over the shortfall.48

Like his predecessor Gage, Shaw also resigned to become a banker in New York. This again shows the close connection that the American political system has had with Wall Street, with people hopping from Washington to New York and vice versa, time and again. This continues to this day.

George Cortelyou, who succeeded Shaw, was not a banker. He was a career bureaucrat who had started in the Washington political establishment as chief clerk to President Grover Cleveland in 1895. Before he became treasury secretary, he had also held the posts of secretary of commerce and labour and the United States postmaster general.

Soon after becoming the treasury secretary on 4 March 1907, Cortelyou realized that his predecessors had been running an easy money policy. Over the period of ten years before he took over, the money supply had been increasing at the rate of $100-130 million every year on an average. A lot of this money was making its way into the stock market. While loans against commercial paper (a way by which businesses raise money for short periods) had increased by 73 per cent, loans on time (loans for a specific period of time) against stocks and bonds had increased by 117 per cent, and loans on call (loans for a very short duration of time) secured by stocks and bonds had gone up by 175 per cent.49 A lot of call loans were used to buy stocks.

Things were overextended and people were leveraged, and as soon as Cortelyou took over, the stock market started to fall; it was the worst fall in several years. He tried to do what his predecessors had. The government started to accept even railway bonds (bonds issued by railway companies to make and run railroads, as they were called in the United States) as security to lend money. He also agreed to redeem government bonds before their maturity, hoping to increase the money supply in the market in these ways.50

Being a non-banker, he soon realized that trying to prop up the stock market and the money market was not the government’s job. But by that time this realization had dawned, the system was already overextended when it came to credit. And Heinze’s attempt to corner the market just kick-started a series of events that led to what came to be called ‘the panic of 1907’.

***

The calls for a central bank of United States were being made even before the panic of 1907. It is just that after the panic, the calls only got louder from people in places who mattered.

The bankers were of the opinion that money supply was not elastic enough, which basically meant that they could not keep expanding their loans whenever the need arose. The loan expansion had to come to a halt or loans had to be contracted and called in, especially when there was a financial crisis. As we saw earlier, typically any financial crisis was accompanied by a run on the banks. Banks had only a certain portion of their deposits as reserves and these reserves were used to pay depositors who landed up demanding their money back. Therefore, as soon as they ran out of reserves or much before that, they had to start calling in their loans in order to be able to continue paying their depositors.

Given this, what was needed was a central bank which could help these banks by acting as a lender of last resort which was, by no means, an illogical demand, since most developed countries around the world at that point of time had a central bank at the heart of their financial systems.

The problem was that if any such proposal came from Wall Street, it would not be taken seriously. Also, the American political climate was gradually turning hostile to monopolies in particular and businessmen in general. The 1890s had been the decade of the ‘robber barons’, a term used for businessmen who had earned their wealth through questionable practices and unethical behaviour. Given this, a call for a central bank could not have been direct; it would have to be couched in the facade of something else.

***

American business in late nineteenth and early twentieth centuries was largely under the influence of two financial-industrial groups. On one side was John D. Rockefeller and on the other side was John Pierpont Morgan. Both the Johns competed with each other in almost every sphere of business. When it came to banking, however, both the groups agreed that America should have a central bank. In fact, there was also a tacit agreement between them that Morgan should take the lead on this front.51

The Indianapolis Monetary Convention (IMC) was the first effort in this direction in early 1897. The convention urged President McKinley to continue being on the gold standard and at the same time create a new system of elastic bank credit. The phrase ‘elastic bank credit’ was essentially a euphemism being used for the establishment of a central-bank-like system, which was prevalent all across the world.

The list of members of the executive committee for this convention made very interesting reading. Alexander E. Orr, among other things, was a director in the J.P. Morgan–owned publishing house Harper Brothers. Henry C. Payne was a leader of the Republican Party and at the same time the director of the Morgan-dominated Wisconsin Telephone Company. The third member was George C. Peabody. Morgan’s father, Junius Morgan, had not only been a partner in the London firm of George Peabody and Company but in fact, had taken the firm over upon Peabody’s retirement and renamed the firm J.S. Morgan and Company.52

So, as we can see, the first effort towards a central bank was stacked with people close to J.P. Morgan. IMC soon set up a monetary commission which was again dominated by Morgan men53 but the single most important working member of the commission was economist James Laurence Laughlin. Laughlin was the head professor of political economy at the University of Chicago, which had been formed in 1890 with a donation made by John D. Rockefeller.

The movement for a central bank had already picked up pace. Barton Hepburn, head of the Morgan-controlled Chase National Bank, drew up a bill as the head of a commission instituted by the American Bankers Association. This bill was taken to the Congress in late 1901 by Charles N. Fowler, who was the chairman of the House Banking and Currency Committee. One of the points in the bill called for the setting up of a three-member board of control within the treasury department, which would be the first step towards the establishment of a central bank, but fierce opposition from smaller banks killed the bill.54

The failure of the bill made the supporters of a central-bank system realize that there was no point in beating around the bush. It was time to put the cards on the table and push once and for all for a central bank.

Paul Moritz Warburg, a partner at the Wall Street investment bank Kuhn, Loeb & Co., had been talking about a central bank for a while and had suggested it as early as 1903.55 Warburg had come to America from Germany where he had observed the workings of the central-banking system very clearly. In the years to come, he would be called the father of the central-banking system in the United States. He also wrote papers explaining his concept of a United Reserve Bank of the United States.

Pretty soon, the panic of 1907 arrived, giving the backers of the concept of a central bank to go for that final push that was needed to get it up and running.

On 30 May 1908, the US Congress passed the Aldrich-Vreeland Act, which created an eighteen-member National Monetary Commission (NMC) to determine what changes were necessary to the monetary system as well as to the banking and currency laws.56

The NMC would be headed by Nelson W. Aldrich, who, according to some later-day historians was the most influential man in the Senate at the time.57 Aldrich was very close to John D. Rockefeller with his daughter Abby Aldrich having married John D. Rockefeller Jr, son of the elder Rockefeller.58 Some even called him Rockefeller’s man in the Senate.

***

The NMC consisted of an equal number of Senators as well as Representatives (i.e., nine each in the eighteen-member commission). But these members were just a part of the facade. As his top adviser, Aldrich appointed Henry P. Davison, who is said to have been the most powerful of the J.P. Morgan partners.59

Meanwhile, Paul Warburg was also promoting the concept of a central bank in the United States. In a paper, first presented to the Finance Forum of the Young Men’s Christian Association of New York, he said that the opponents as well as those in favour of a central-banking system were in agreement that such a system should be tried only if it could be absolutely free from politicians as well as Wall Street control. The plan Warburg had in mind was different from the central banks in Europe and other parts of the world. In fact, Warburg advocated setting up of a bank with a capital of $100 million and divided it into twenty operating zones. Each zone would appoint its own board of directors as well as a president. In simple words, what Warburg was suggesting was a system in which a central bank would be overlooking twenty other central banks, operating in various parts of the country. He called this system, ‘the United Reserve Bank of the United States’.The question that crops up is: Why propose a system of twenty-one central banks? There were several reasons for this. A system which would have one central bank based in either New York (the financial capital) or Washington DC (the political capital) would be seen as largely favouring the Wall Street. Even if it did not initially favour Wall Street, the feeling would be that it would not take much time for Wall Street to take over the system.

 The other major reason was that, at that juncture, the American government was also trying to break down the monopoly power enjoyed by big businesses (or robber barons as the owners of these businesses were called in some accounts). John D. Rockefeller’s Standard Oil would be broken up into thirty-four different companies a year later, in 1911. Hence, suggesting a concept that would have one central bank at the heart of the American financial system would strictly be a political no-no. It would stand no chance in the American Congress.

The explanations given for the idea of many central banks was not the same as the real reasons behind the idea. It was said that a country as large as the United States needed a large central-banking system so as to reach every remote corner of the country. This could not be achieved by a system of one central bank with branches everywhere, because a branch would never be able to have the same level of independence as an independent central bank.

The basic idea of the central bank would be to act as a lender of last resort. The banking system in the United States, as it was structured, had many different kinds of banks, and each bank had to maintain a certain proportion of their deposits as reserves. In times when money became tight, each bank tried to hold on to the reserves it had. This, in turn, made things tighter. And as we saw earlier, there was no money to be had even when the call-money rates crossed 100 per cent. If a central bank was in place, the banks would have maintained a certain portion of their deposits as reserves with it. Given this, the central bank could lend money in tight situations (or even otherwise) against the security of good collateral. With a central bank in place and ready to lend in times of crisis, bank runs would not happen.

Warburg used the crisis of 1907 to drive home his point.60 The central bank could also set interest rates to adjust the money supply in the economy. In fact, the central bank could also become a central repository of gold. Like other central banks, it would also have the power to print money. Warburg felt that the prevailing system of allowing nearly 6,500 banks to print money was a dangerous one.61

***

The clock had just struck ten on the night of 22 November 1910. The New Jersey railway station was largely empty. The coach at the end of the platform was the private railway car of Senator Aldrich and was often seen at New York and New Jersey railway stations. But this was no ordinary journey. Aldrich would be travelling with six other people, who had all been instructed to arrive separately at the station and avoid the press at any cost. Even after they had boarded the train they had to address each other by their first names, so that the service personnel on the train did not know who they were.62

Travelling with Aldrich that night were: (a) Benjamin Strong, head of J.P. Morgan’s Bankers Trust Company, (b) Henry P. Davison, a senior partner in the J.P. Morgan Company, (c) Charles D. Norton, president of J.P. Morgan–run First National Bank, (d) Abram Piatt Andrew, an economist and an assistant treasury secretary of the United States, (e) Paul M. Warburg, a partner in Kuhn, Loeb & Co., a Wall Street investment bank which was very close to the Rothschild banking dynasty of Europe, and (f) Frank A. Vanderlip, president of the National City Bank of New York, one of the most powerful banks at the time and seen to be aligned with John D. Rockefeller.63

This top-secret meeting of the who’s who of Wall Street was supposed to last for one week at an exclusive retreat, the Jekyll Island Club, on Jekyll Island, Georgia. The facilities for the meeting had been organized by J.P. Morgan himself. Morgan was a member as well as a co-owner of the club.64

After travelling for two days, they reached their destination. When news got around in the small town of Brunswick where they had alighted to get to Jekyll Island, the press that landed up was told by Davison that he had got his guests along for the simple amusement of duck hunting. At the resort, the normal full-time staff had been given nine days off and carefully screened staff had been brought along for the occasion.65 All this was done to ensure that word of the meeting did not get out.

The agenda of the meeting was to draft the central-bank bill for the United States. After it had been drafted, Aldrich would put this up in the Congress for discussion. What was interesting in all this was where the loyalties of the men who had come along to Jekyll Island to draft the bill lay. Davison, Norton and Strong were clearly aligned to J.P. Morgan while Vanderlip and Aldrich were close to Rockefeller. Treasury Secretary Andrews straddled both the camps. That left Warburg, who represented the interests of one of the biggest investment banks of Wall Street with close links to the Rothschilds of Europe.

So, the team was full of people from Wall Street working towards the first draft of the bill that would finally give the United States a central bank. One of the things suggested and adopted was not to use the word central bank anywhere. The phrase central bank evoked too much power being concentrated in the hands of a few, which would not be a good move politically.

Senator Aldrich wanted to adopt one of the better European banking systems straightaway, but gradually, he saw some sense in Warburg’s system of multiple central banks. The central bank was to be called the National Reserve Association and would have fifteen regional reserve associations.66

Aldrich presented the proposal made by this group of seven at the Jekyll Island to the NMC a few months later, in January 1911.67 The idea of regional banks gained much support because it was believed that this would reduce the financial importance of the city of New York.68

But when the Aldrich bill, as it came to be known, reached the Congress, it was attacked by committees in both the houses. Despite the attempts made by the group of seven to make the bill look like something very important for the overall American economy, its Wall Street underpinnings were not so well hidden. The bill called for a forty-six-member board, which would look over the entire central banking system. In this board, only six members would be appointed by the government. The head would be selected by the government from three names supplied by the board. A former treasury secretary came down heavily on the bill and said that an institution like the one being envisaged ‘puts the business of the United States of America absolutely and inevitably in the hands of Wall Street’.69

The Aldrich plan introduced in the Senate died a quick death in January 1912. By the end of the year, Woodrow Wilson had defeated the incumbent William Howard Taft in the presidential election in November and would become the twenty-eighth president of the United States in early March 1913.70

By this time, the backers of the central bank had figured out that getting the Aldrich bill through a regime which had a Democratic president and both the houses dominated by the Democratic Party would be almost impossible. Aldrich was the leader of the Republican Party in the Senate.

Given these reasons, the House Banking and Currency Committee assigned a subcommittee under the leadership of Carter Glass, a newspaper publisher and a Representative from Virginia. Glass believed in totally autonomous regional banks and did not like the idea of any central coordinating agency. This sounded even more radical to the ears of Woodrow Wilson, who had just become president and was sure that neither the public nor the US Congress would approve any plan in which the government had little or no control over the central bank.71

Hence, a proposal for a central authority with seven members was included. The central-banking system would be called the Federal Reserve System, and in line with that the central authority would be called the Federal Reserve Board. The board would consist of seven members, including the treasury secretary, the comptroller of currency and five members appointed by president, of which two needed to have prior experience in banking or finance. These appointments would have to be approved by the Senate.72

To provide the bankers a voice, a Federal Advisory Council was created. This would be a group of twelve bankers elected by the regional banks that would occasionally meet and advise the Federal Reserve Board.73

Aldrich, with his group of seven, had proposed that the reserves be held at one central point. Glass wanted twenty central banks around the country with each maintaining its own reserves.74

The bill was passed by the House of Representatives, one of the two houses of the American Congress, on 18 September 1913. After that, it came up for discussion in the Senate, the other house. The bill passed by the House of Representatives had a provision for a series of central banks around the country, not less than twelve in number. The Senate changed it to not less than eight but not more than twelve in number. Another interesting change that was made was that earlier the treasury funds had to be compulsorily deposited into the Federal Reserve Banks, this was now left to the discretion of the treasury secretary. The House version of the bill had provided that the Federal Reserve Banks needed to maintain gold reserves of 33.33 per cent of the total amount of paper money issued. This was increased by the Senate to 35–40 per cent of the paper money outstanding.75

With these changes, the Senate passed the bill on 17 December 1913. President Wilson signed the Federal Reserve Act on 23 December 1913 and the twelve Reserve Banks opened on 16 November 1914.76

***

When Carter Glass took control of what was to become the Federal Reserve Act, he appointed economist Henry Parker Willis as his administrative assistant.

Willis wrote a paper a few months after the Federal Reserve Act saw the light of day. In this paper, he said that the Act in its final form was not drawn from any single source.77

But that does not seem to be the case. As the Federal Reserve of Minneapolis (one of the twelve central banks formed after the Act was passed) points out in an article on its website: ‘The eventual Federal Reserve Act … was similar to the earlier plan launched by Senator Aldrich.’78 The only difference was that the private banks and Wall Street were not given as much control of the system as was originally envisaged.

Who can say that they were not happy with what they got? One thing they obviously would have known all along was that the bill would not pass exactly as they had presented it through Aldrich but that changes would be proposed, and made, after the bill was discussed in both the houses of the Congress. Given this, at some level, it made sense for them to have enough decoy provisions in the bill that would get knocked down anyway. This would give a feeling to the politicians a sense of achievement and that they had done away with the more controversial provisions of the Act.

The proposal for a forty-six-member board which would oversee the entire central-banking system, with only six members being appointed by the government, could have been one such dummy proposal. With a few such clauses knocked out or changed (like the recommendation for fifteen central banks to be reduced to at least twelve, to finally drop between eight and twelve), the overall bill would become more acceptable.

In fact, the basic points of the Act after it was passed were largely the way they had been discussed by the Group of Seven at Jekyll Island. The new entity was not called a central bank, as was the original plan. Also, the word federal in the name conjured up a relationship with the government. The original plan also had fifteen central banks operating under the system. The Act allowed for a maximum of twelve banks. So, the idea that the system would not be a single entity but a collection of central banks also stayed even if the numbers changed.

Wall Street soon realized that even though the Federal Reserve Board would be controlled by the government in Washington, it would not be difficult for them to infiltrate the other central banks with their own men. Each central bank would have nine directors. Of this, three would be appointed by the Federal Reserve Board. Two of these three would need to have had banking experience. The remaining six directors would be elected by the member banks. These would be banks of the region which had chosen to become a part of the Federal Reserve System and hence were called member banks.

In fact, they did not have to wait for long. Benjamin Strong, a protégé of Henry Davison and J.P. Morgan, soon became the president of the Federal Reserve Bank of New York (on 14 October 1914) and continued to be president until his death fourteen years later on 16 October 1928.

New York was where all the action was. The Federal Reserve Bank of New York would become a Fed within a Fed.79 This happened primarily because if the Federal Reserve had to conduct any open-market operations (i.e., adjusting money supply in the economy by buying or selling government bonds), it had to happen in New York as all the big banks and dealers were based in that city.

At the organizing meeting of the Federal Reserve, a system, a council of governors from the twelve Federal Reserve Banks was formed. Strong became the chairman of this council. Even after the council was disbanded two years later, Strong continued to be on a strong wicket by virtue of being named the sole agent for the open-market operations conducted by all the Federal Reserve Banks.80

***

One of the first things required to be done for the Federal Reserve System to be put in place was dividing the United States into twelve banking districts, each one of them having their own central bank. This sensitive task was carried out by the Reserve Bank Organization Committee, which had the treasury secretary, the agriculture secretary and the comptroller of currency, as its members. Other than dividing the country into twelve banking districts, the committee also needed to select a city within each district where the Federal Reserve Bank would be established. The committee announced its decision on 2 April 1914. The banks were set up in the cities of Atlanta, Boston, Chicago, Cleveland, Dallas, Kansas City, New York, Minneapolis, Philadelphia, Richmond, San Francisco and St Louis. These reserve banks opened for business a few months later on 16 November 1914.81

There had been no historical example of such a group of central banks operating in a country. Other than ensuring that power did not concentrate in a few hands, one of the so-called aims of the system was to decentralize the American money market and lessen the domination of New York City. Such was the fear of New York’s supremacy that the New York banking district was limited to a very small area and was surrounded by a strong Boston district towards its north-east and a strong Philadelphia district in the south.82

These banks were bankers’ banks and were not supposed to deal directly with the general public. They were supposed to receive deposits from the government and the member banks in their region only.

It was compulsory for national banks to join the system. If they did not join the Federal Reserve System within sixty days after the passage of the Federal Reserve Act, their banking charters would be forfeited. Given this, only eighteen out of the 7,493 national banks did not join the Federal Reserve System. For other banks, which had banking charters from state governments and quasi-banks like trust companies, it was not compulsory to join the system and most of them did not.83

Banks entering the system were to be known as member banks and had to subscribe to a capital equivalent to 6 per cent of their own capital and surplus. The total paid up capital thus raised by the Federal Reserve Banks stood at $54.9 million in June 1916.84 These payments were to be made in gold and gold certificates (paper issued by the government that allowed the holder to exchange it for gold from the government).

Member banks had to hold a certain portion of their deposits as reserves. But, these requirements were reduced in comparison to the past.

The chief defect with the old national banking system was that each bank maintained its own reserves, and this led to a situation where in times of need everybody hung on to their reserves and no one was willing to lend. Now, a certain percentage of reserves had to be maintained in a centralized banking system and this money could be used in times of need.

Steps were taken to ensure that the Federal Reserve System did not degenerate into a moneymaking exercise. Banks that became shareholders of the Federal Reserve Bank that governed their banking district were entitled to a cumulative dividend of 6 per cent from the profits made by the Federal Reserve Bank. The profits made by the Federal Reserve Bank beyond what went into paying a dividend was to be paid to the government as a franchise tax. What was to be done with this money was at the discretion of the treasury secretary of the US government. He had the option to either increase the volume of gold reserves held against paper money issued by the government or to reduce the debt of the government.85

***

The Federal Reserve System was also allowed to issue paper money. Here, the idea was that the general public’s confidence in the new system would be much more if the bank was allowed to issue paper money. These notes were to be backed by gold reserves to the extent of 35–40 per cent of the amount that was issued and in circulation. Some experts felt that this level was too low and more gold needed to be kept as a reserve against the paper money issued by the government. There was no legal minimum reserve requirement that either the Bank of England or the Bank of France needed to maintain at that stage. But the Bank of England typically maintained gold reserves amounting to 45–50 per cent of deposits. The Bank of France maintained 70–80 per cent of gold reserves against deposits as well as paper money that was outstanding at any point of time. The German Reichsbank maintained 33.33 per cent of gold against outstanding paper money, and 50–60 per cent against demand deposits.86 These notes were to be issued only when applied for by the boards of directors of a Federal Reserve Bank and further approved by the Federal Reserve Board. But the interesting thing, nonetheless, was that the paper money was guaranteed by the Government of the United States. In fact, this turned out to be one of the most important provisions of the Act. The idea behind the guarantee was to make the dollar more readily acceptable across the world.87 The American dollar, in the next few decades, would become an international currency, and this government guarantee had a part to play in it. The government guarantee also ensured that more Americans started using the paper money dollars issued by the Federal Reserve System. This in a way ensured the death of all kinds of paper money issued by private banks across America.

***

A major difference between the central-banking system in the United States and that in Europe is in the way the two evolved. Actually, the central-banking system in the United States did not evolve, it was deemed to be a central-banking system from day one. By comparison, in Europe, the central banks started off due to different reasons. The Bank of England was started in response to the debt problems of King William. The Bank of Amsterdam was started to ensure that the coins going around in the city of Amsterdam were of good quality. Over a period of time (centuries), these banks evolved into what we now know as a central bank. By the time the United States got around to making a central bank, the central-banking system had already evolved in a sufficiently clear way and could be adopted as it is.

In other words, the United States got a central bank only after its financial system was more or less in place. This meant that the banks and the financial system that operated already had systems and processes in place. Hence, a close working relationship between the Federal Reserve System and banks would take years to develop and fructify. Also, even though most banks categorized as national banks entered the system, banks with state-level charters and trusts continued to keep their distance.
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Between the Wars

At around 11 a.m. on 28 June 1914, a driver of an automobile carrying two passengers in Sarajevo made a wrong turn from the main street. The car wound up in a narrow alley and stopped right in front of one Gavrilo Princip, a nineteen-year-old student. But that wasn’t Princip’s only identity. He was also a member of the Serbian terrorist organization Black Hand. Princip couldn’t believe his luck. He drew out his pistol and fired twice killing the two passengers in the automobile. Princip, having recognized them, had gone ahead and pulled the trigger. They were Archduke Franz Ferdinand and his wife Sophie of the Austro-Hungarian Empire.1 The assassination led to a series of events in a politically fragile Europe and started what was first known as the Great War which later came to be known as the First World War.

Very soon, Austria used the assassination as an excuse to invade Serbia, which had been guaranteed protection by Russia. Soon, Germany got involved and offered to be on Austria’s side because the Russians supported the Serbs. France and Britain also got involved shortly after.2 A few years later, the United States also entered the war. A chauffeur’s blunder triggered a series of events which led to one of the biggest armed confrontations mankind had ever seen.

***

One of the first casualties of the First World War was the classical gold standard on which the financial system of a large part of the world had rested.

Fighting a war meant that governments across Europe needed to incur huge expenditures, way beyond the gold in their vaults could support. Countries like Germany, France, Austria and Great Britain, which were fighting the war, immediately suspended their gold standards.

With the gold standard suspended, the paper money issued by the various European governments was no longer convertible into gold. After the suspension, there was an explosion of paper money being printed to fund the various expenditures involved in fighting the war.

In Great Britain, the expenditure increased from £192 million in 1913 to £25.79 billion in 1918, the year that the war ended. As was the case with France, where the expenditure went from 5,067 million francs to 41,897 million francs. Germany, saw government expenditure shoot up nearly thirteen times, from 3,521 million marks to 45,514 million marks.3

The United States, which tried to maintain a neutral position through most of the war, entered the war only on 6 April 1917. The government expenditure in America increased from $713 million in 1916 to $18.49 billion in 1919.4

With European countries at loggerheads, the United States of America became the biggest supplier of weapons and ammunition. Also, with the Russian market for wheat cut off, America became a big supplier of wheat.

All this was paid for by the European countries in gold until America entered the fray. The moment America entered the war, it started to accept government debt issued by its allies like Great Britain as a form of payment for the goods it was exporting to Europe.5

Gold came into America for general safekeeping as well as to buy American financial securities. In fact, the British and French governments raised money in New York to pay for the goods they bought in America. They floated huge bond issues for purchases, which ultimately amounted to $3 billion. Interestingly, the house of Morgans was the sole purchaser of all goods and supplies for the British and the French in the United States, as well as the monopoly underwriter to the bonds issued by these governments to make the purchases.6

By mid-1918, the amount of gold held by the Federal Reserve Banks across the country amounted to a whopping $1.7 billion, which was more than any other country in the world.7

This was a huge jump from the $203 million the Federal Reserve held in its vaults at the beginning of the war.8

The total gold reserves in America (which included gold with Fed as well as the US Treasury) increased to around $3.1 billion by the time war ended on 11 November 1918, nearly eighteen months after America entered it. The gold reserves of America continued to grow even after the war because the bonds that America had accepted from the European countries in lieu of its exports, after entering the war, started to mature. This meant that European governments now had to repay America in gold. The total gold reserves of United States touched around $4.35 billion by 1924 and remained there until the end of the decade.9

Even though it had very little gold reserves at the beginning of the war, America remained on a gold standard throughout the war. This meant that Americans could exchange their paper dollars for gold at the rate of $20.67 per ounce. Very few got around to doing this because it was considered unpatriotic.

To finance the war, the government of the United States raised more than $21.5 billion of debt over a period of two years. The amount was huge, given that the total amount of corporate securities issued over the previous decade had been around only $16 billion. This clearly meant that these bonds issued to finance the war had to be sold to people who had never bought such securities before. It also meant that the government needed a network of banks, which went beyond the bigger investment banks. It needed the help of commercial banks, which had the required network in place to sell these bonds.10

This led to a situation where commercial banks started to underwrite as well as market the government bonds, something that was done only by investment banks until then. Between 1917 and 1919, the number of investors who held bonds issued by the government shot up from 300,000 to twenty-one million. The National City Company (a precursor to what is today known as Citigroup) pioneered the retail approach with a network of salesmen who went from door to door selling these bonds.11

***

On 11 November 1918, at 5.10 a.m., in a railway car at Compiègne in France, the Germans signed the armistice (which means a temporary cessation of fighting with mutual consent). Fighting continued until 11 a.m. and then came to a stop. Thus came to an end the bloodiest war the world had seen until then.

But that was just the start of German troubles. Germany had spent around 45,700 million marks on an average every year during the course of the war. This was 200 times greater than the war chest they had built. Given this, the war cost a lot more than was expected.

Like Germany, countries on the other side, that is, Britain and its allies, also had no idea that the war they started in 1914 would end up costing them as much as it did. But, what saved the day for the Allies was the fact that they had America on their side. Between 1915 and April 1917, the United States loaned Britain and its allies $2.3 billion. During the same period, the Americans had loaned Germany a meagre $27 million in comparison. Since Americans had loaned up much more money to Britain and its Allies than to the Germans, some historians concluded that America entered the war in support of the Allies to ensure that it got the money back.12

The main reason for the bad financial planning on both sides was that each side had expected to win the war and get the other side to pay. This meant that Germany would now have to compensate the victorious Allies (read Britain, France and America, primarily) for the losses it had inflicted on them. And so started the drama, which would ultimately sow the seeds of the rise of Adolf Hitler and the Second World War.

At the Reparations Commission, the British delegation wanted Germany to pay $55 billion as compensation to the Allies. This was a huge amount, given that the German gross domestic product (GDP) at that point of time stood at around $12 billion. The Americans were fine with anything in the range of $10-12 billion and did not want anything more than $24 billion. The French did not put out a figure for the amount they expected, but they too wanted a large reparation from Germany.13

This was primarily because fifty years ago, after France had lost the Franco-Prussian War, Germany had asked France to pay five billion francs to make good the losses that it had incurred during the course of the war. The French had rallied together and paid this money within two years. Given this historical background, they saw no reason why Germany should not be made to pay for the losses that France had suffered.14

The French assumed that the Germans would pay up just as they (the French) had done half a century ago. On this assumption, France started borrowing money to rebuild France, planning to use Germany’s reparation to repay these loans.15

In May 1919, it was decided that Germany would pay the Allies an initial amount of $5 billion by 1 May 1921. The final reparation amount to be paid would be decided by a new Reparations Commission to be based in Paris. In mid-1920, this commission finally came up with a figure of $33 billion that Germany had to pay the Allies. This figure was somewhere between the $10-12 billion that the Americans wanted and the $55 billion the British had asked for. The Germans did their own maths, taking into account what they had already paid to the Allies, and came up with a figure of $7.5 billion, which was what they felt they owed to the Allies.16

Finally, the total reparations amount that Germany would have to pay the Allies was set at $12.5 billion, which was equal to the pre-war GDP of Germany. In order to pay this amount, Germany would have had to pay around $600-800 million every year.

Germany was in a bad state financially and at the end of the war had a budget deficit that ran into 11,300 million marks.17 When the time came for the government to pay the first $500 million in August 1921, it literally printed that money and handed it over to the Reparations Commission.18

As the government did not earn enough revenue to meet its expenditure due to the high-reparation payments, it started to print money to finance pretty much everything else. In 1922, a trillion marks were printed as the deficit shot through the roof. In the first six months of 1923, nearly seventeen trillion marks were printed. With such an astonishing amount of money being printed, money started to lose its value dramatically. By August 1923, one dollar was worth 620,000 marks and by early November it was worth 620 billion marks. The price of basic necessities skyrocketed. A kilogram of butter cost 250 billion marks and a kilogram of bacon 180 billion marks.19

Interest rates as high as 22 per cent per day were deemed to be legally fair. The price of a schnitzel dinner (a certain kind of dish) rose by 20 per cent between the time the order was placed and it was time to pay for the meal.20

The industry which thrived during this period was the money- printing industry. Thirty paper mills and 133 printing plants were working, but still could not print enough money required to keep up with the amount needed. A former conductor of Boston Symphony Orchestra was paid trillions of marks, which were basically worth a few dollars, for conducting an orchestra in north Germany. As money lost value, barter came into the scene. Farmers who were not in dire need of money chose not to sell their produce to the townsmen. All in all, it was one big mess. Men and women ran to spend their wages as soon as they were paid, because the money was losing value at such a rapid rate.

Inflation in Germany, at its peak, touched 1,000 million per cent. Interestingly, one view prevalent among economic historians is that Germany engineered this hyperinflation to ensure that it did not have to pay the reparation amounts. As Forrest Capie writes in a research paper titled ‘Conditions in Which Very Rapid Inflation Has Appeared’: ‘One reason this argument is not without foundation is that the Reichsbank (the German central bank) could have supported the exchange rate in January 1923 and prevented the collapse of the currency, for its gold reserve was five times the total circulation at existing rates.’21 The hope was that, with inflation at such high levels, the Allied countries would deal with Germany sympathetically when it came to deciding on reparation payments.

With inflation soaring, the value of the German Reichsmarks fell big time against other currencies. On 12 November 1923, one dollar was worth 630 billion marks. On 14 November 1923, two days later, one dollar was worth 1.3 trillion marks. A day later, the value fell to 2.5 trillion marks. And on 20 November 1923, one dollar was worth 4.2 trillion marks. On this day, Germany decided to move to a new currency and called it the Rentenmark. One Rentenmark was deemed to be worth one trillion Reichsmark. Soon prices stabilized and the hyperinflation came to an end.22

Interestingly, Germany was not the only country that experienced a high-inflation scenario during that phase. Countries like Hungary, Poland, Russia and Austria also went through troubled financial times. Nonetheless, their highest rates of 14,000 per cent, 23,000 per cent, 2.5 million per cent, and 4 million per cent respectively came nowhere near Germany’s rate of 1,000 million per cent.23

In the end, the paper money had depreciated so much that it was simply used as wall paper or even used as fuel to generate heat. There were several news accounts of people suffering from the zero stroke, where the person suffering from the stroke had a desire to write endless rows of zeroes and indulge in difficult mathematical problems.24

The economy by this time was in such a big mess that the reparation payments had slowed to a trickle. And it so turned out that over the next few years, more was paid to Germany in the form of various loans than it paid the Allies in reparations.25

After this, Germany regularly continued to default on the payments and finally, when Hitler came to power in 1933, he stopped these payments totally. Interestingly, the last payment of the reparation amounting to $94 million was made more than ninety years later, on 3 October 2010.26

The fear of hyperinflation still remains among the German citizens in general and its central bank in particular. And it still manages to hold sway over political and economic decisions that Germany makes.

***

Before the First World War began, the world was on the classical gold standard. Each country’s currency was worth a certain weight in gold. So, one British pound was fixed to be equal to 113 grains of pure gold. At the same time, one dollar was fixed at 23.22 grains of pure gold. This meant that one pound was worth $4.87 (113/23.22). All currencies were worth different weights of gold and hence fixed in value against one another.

Before the war, in 1913, the money supply in Britain stood at five billion dollars. This was backed by gold worth $800 million of which only gold worth $150 million was in the vaults of the Bank of England; the remaining were gold coins in circulation or gold bars held by other commercial banks. During the course of the war, the Bank of England had lent so much money to the government by printing it that the total money supply in Britain had gone up to twelve billion dollars. The gold in the vaults of the Bank of England was more or less the same as it was at the beginning of the war.27

When Britain went to war, it had around $800 million of gold backing $5 billion of money supply. By the end of it, the amount of gold was more or less the same, whereas money supply had increased to $12 billion. The paper pound had lost value, given that there was significantly more of it outstanding against the same amount of gold. Hence, the value of the paper pound fell against the dollar, which emerged stronger given that America had substantial gold reserves.

When foreign exchange markets reopened after the end of the war in March 1919, they had taken this new reality into account and one pound was worth $3.5. This was around 28 per cent less than the fixed value of $4.87. Matters deteriorated even further a year later, when in February 1920, one pound was worth only $3.20 or around thirty-four per cent below the fixed value of $4.87 before the war.28

The pound was not the only currency that had depreciated against the US dollar. The other European currencies had also fallen in value against the dollar. In February 1920, the French franc had depreciated by 24 per cent, the Belgian franc was down 62 per cent, the Italian lira had lost 71 per cent of its pre-war value and the German mark was down almost 96 per cent.29 Hence, the pound needed to be officially devalued against the American dollar. The market thought that one British pound was worth only $3.5.

If the British were ready to go ahead with this, it would technically mean lowering the weight of the pound. One pound at that point of time was equal to 113 grains of pure gold. The value of a dollar was fixed at 23.22 grains of pure gold. If one pound was worth $3.5, its equivalent weight in gold would have to be reduced to 81.5 grains. At this weight, one pound would be worth $3.5 (81.5/23.22 ).

But this was not something the British were ready for. They wanted to restore pound to its original value of $4.87. The pound had not been devalued since Isaac Newton had set its value way back in 1717. And this stability in the value of the pound was what had helped it become an international currency. It had also helped London become the biggest international financial centre and maintain that for more than a hundred years. However, things had changed during the course of the war.

Other than gold moving to America, countries and companies wanting to raise money had done so in New York, not in London. By the time the war ended, the US dollar was ready to take on the British pound’s international dominance. At the same time, the American financial institutions had been opening up branches in Europe, undeterred by the fact that there was a war on, increasing the international role for the dollar.

To restore London’s glory that it had enjoyed for a very long period of time, there was a very strong conviction that Britain would have to go back to the gold standard at the value of $4.87. In fact, this was a very valid point, given that any attempt to devalue the British pound would more or less have quashed any hope of the city of London regaining its financial supremacy.

This was primarily because any devaluation would kill the belief built over the centuries that the pound does not lose value and its weight is fixed in gold. And once their faith in the infallibility of the British pound was shaken, investors would seek new pastures to spread their investment and London would no longer be the city where they would park all their money.

Also, if the pound was devalued, it would mean that the British government could lighten its debt.30 The big financers in the city of London who had financed much of the war by buying bonds issued by the British government wanted to be repaid in pounds that would be worth as much in gold as they were before the Great War started.31

On the flip side, there was the problem of British exports taking a hit. A pound was worth $3.5 in the open market and if Britain went back to the old system of a pound being worth $4.87, British goods would suddenly become very expensive. The United States was Britain’s major trading partner at that point in time. An American buying a British commodity which cost a pound was paying $3.5 for it at the prevailing market rate. If Britain reverted to the old standard, the American would be paying $4.87 or 39 per cent more for the same good. This would make British goods terribly uncompetitive in the international market.

Given these reasons, Britain did not return immediately to the gold standard, despite immense pressure to do so. The Cunliffe Committee, established in January 1918 towards the end of the war and headed by Walter Lord Cunliffe, retiring governor of the Bank of England, had recommended that Britain revert to the gold standard. What the committee said was that they could not recommend anything that was better than the old system.32 The incoming governor of the Bank of England, Montagu Norman, was also of the same opinion.

Another idea prevalent at the time was that Britain would adopt a commodity standard. This meant that instead of gold, British pounds would be backed by certain commodities. The idea soon died after people figured out that in the new standard the holders of the British pound would need to exchange it for certain commodities. But they would or would not want to store their wealth in those commodities.33 Also, there was a danger that the value of these commodities would fluctuate.

Gold was accepted as a universal currency with a strongly prevailing belief that the price of gold did not fluctuate much. Hence there was no point in getting away from it even if it meant waiting for the right conditions to set in.

Hence, Britain passed the Gold and Silver Export Embargo Act in 1920, which was valid for a five-year period. Effectively, this meant continuing with the paper money system until 1925, at the end of which Britain would move to the gold standard.34

The only way Britain could return to the old gold standard was by raising the value of the pound against the dollar, which was only possible by contracting money supply to ensure that there were fewer paper pounds going around in the open market, thus increasing their market value.

Consequently, the Bank of England first raised interest rates to 7 per cent and then the government went about balancing its budget in 1920. With money supply contracting, there was less money in circulation in the economy. This led to a scenario where companies had to slash prices to ensure that people continued to buy their goods. Lower prices meant the setting in of a deflationary environment and prices fell by as much as 50 per cent on some commodities.35

This led to nearly two million people losing their jobs. To bring back the pound to its old value of $4.87 it was necessary that British prices were brought down drastically vis-à-vis American prices. Hence, the interest rates were increased to apply brakes on credit growth and thus money supply. The hope was that with fewer paper pounds going around, the value of the pound vis-à-vis the dollar would go up.

But this had an adverse impact on business activity and resulted in unemployment. This was continued even when the British economy was going through a slump in 1921 and 1922.36

Containing deflation proved to be a doubly difficult task given that this was an era when American prices were also falling. Between 1914 and 1920, the value of the output of industrial machinery and equipment rose by 205 per cent in the United States. At the same time, the output value of all producer durables went up by 257 per cent. Given these increases, the businesses in the United States were producing goods at a rate never seen before and soon there was a glut, leading to prices falling by 36.8 per cent and 0.9 per cent in the years 1921 and 1922 respectively. This made things doubly difficult for Great Britain, which was trying to bring prices down in comparison to America. With American prices falling, British prices went into a tailspin.37

The measures to cut money supply had an impact and the value of the pound against the dollar went up. By mid-1924, a pound was quoting at $4.44 in the open market.38

In this race to get to $4.87, help also came from the United States in general and Benjamin Strong, the governor of the Federal Reserve Bank of New York, in particular. Strong, over the years, had become a very good friend of Montagu Norman, the governor of the Bank of England. They even spent some of their holidays together.

In 1924, the Federal Reserve System in the United States, led by Strong and the Federal Reserve Bank of New York purchased US government securities worth $500 million, from banks and other financial firms. This purchase led to the money supply in the economy increasing by 8.3 per cent. With more dollars going around, the pound’s value against the dollar rose. At the same time, by the autumn of 1924, Strong ensured that the American interest rates were 1.5 per cent below interest rates in Britain. With higher interest rates in Britain, the outflow of gold from Britain was also temporarily checked, helping the pound further.39 This ensured that there was more gold backing the paper pounds.

However, despite all this help, the market value of the pound against the dollar did not reach the magic figure of $4.87. The British Chancellor of the Exchequer Winston Churchill was advised by experts that there was no need for the British export industries to wait any longer because prices in America would rise very soon and the British economy would not be hit.

Therefore, on 25 March 1925, the United Kingdom of Great Britain decided to go back to the gold standard at the pre-war rate of one pound being equal to $4.87.

Although Churchill was not quite convinced about the decision to revert to the gold standard, he had decided to go ahead with it, primarily on the suggestion of experts, believing that he himself was no expert in economic matters. But, as soon as he had decided to take Britain back to the gold standard, he decided to put on a great show of it.

In a speech made in the Parliament, Churchill on 4 May 1925, remarked, ‘I will tell you what it [the return to the gold standard] will shackle us to. It will shackle us to reality.’40 Churchill also said something that all believers in the gold standard before or after him have:

If we tried, whatever Government was in power, to inflate our currency or credit in order to produce hectic expansion not warranted by underlying facts, the consequence of that action would be widespread misery among the population and probably lasting injury, perhaps even fatal injury to the structure of our trade.41

Returning to the gold standard was welcomed by various sections of society. Economists, bankers, politicians and businessmen hailed the decision to go back to gold at the pre-war parity of $4.87.42 All of them, except a certain economist named John Maynard Keynes. In fact, three days before the British cabinet made the decision to revert to gold, Keynes met Churchill at a dinner party and tried to convince him that the pound would be overvalued at the pre-war parity of $4.87.43

Way back in 1922, Keynes had recommended circling back to the gold standard as most of the other experts had. However, the difference in his case was that he suggested that Britain should go back to the gold standard on a lower parity and not at one pound being worth $4.87.44 Despite this rare suggestion in favour of gold being used as money, Keynes had a fundamental problem with gold being used as money and often wondered how something dug up from the ground could limit the creation of money.

***

The gold standard that Britain adopted with the passage of the Gold Standard Act 1925 was not quite the gold standard that the world had seen in the period before the war. Paper pounds could be exchanged only for gold bars of 400 ounces, which would be worth around £1,700.

This made it a gold bullion standard. It had first been proposed by the stockbroker turned economist David Ricardo more than a hundred years ago. He had advocated exchanging the paper money for gold ingots weighing 20 ounces each.45 The problem with this sort of gold standard was that it favoured the rich. The poor could not exchange their paper money for gold, unless they managed to save a substantial sum of money and then took it to the mint or the bank to exchange it for gold.

The Act did not allow British citizens to exchange their money for gold. So, Britain was now on an international gold standard where only foreigners holding pounds were allowed to exchange their pounds for gold.

This change is one of the most important developments in the history of money. From this point on, the role of gold in monetary system, as it evolved worldwide, decreased. Also, with the power to convert paper money into gold being taken away from the citizens, money became more and more a thing totally in control of the government. As we have seen through the book, kings, rulers and governments have always had the power to abuse money, which they did time and again. But citizens had some power, in the sense that they could convert their paper money into gold and thus keep the government under some sort of a control when it came to printing money.

***

Even though the risk of the British citizens turning up with paper money demanding gold was thus done away with, internationally, the liability remained. Central banks and merchants from other countries could come to Bank of England with paper pounds and demand they be converted into gold. To neutralize this, Britain encouraged other countries to adopt the gold-exchange standard and not the gold-bullion standard that it had adopted.

The idea for the gold-exchange standard had come from India. The original plan was first proposed in 1876 and 1878 by A.M. Lindsay, deputy secretary of the Bank of Bengal in India. He reiterated his scheme in 1885 and again in 1892, when he published a pamphlet explaining the proposal. Finally, he presented the plan before the Indian Currency Committee of 1898, a few years after India stopped using the silver standard. The plan was rejected at that point of time. Lindsay, however, always maintained that ‘they must adopt my scheme despite themselves’. And its essentials were adopted in 1898.46

The way it worked was very simple. Citizens of India continued to use silver coins and paper rupees as their money, as they had done in the past when the country was on the silver standard. These coins were referred to as token money because the value of silver in these coins was less than their face value. These coins could not be exchanged for gold domestically. Neither could the paper money be exchanged domestically for gold. But the paper rupees could be exchanged for gold to make international payments. Similarly, the gold received internationally could be converted into paper rupees or token silver coins to be spent in India. To execute this standard, a fund of ten million pounds was maintained in London as well as India. An importer of goods could exchange his rupees for gold in London and make his payment. An exporter of goods who was paid in gold could exchange his gold for rupees in India.47 The advantage for a country like Britain, in this case, was that it could run a money system in a colony with very little amount of gold. Over and above that, there was no likelihood of the colonized citizens landing up at the mint or the central bank asking for their paper money, or token coins, to be exchanged for gold. It was a gold standard without gold money in circulation or even backing the paper money, for that matter, and hence did not require much gold to run it. Gold, as we saw, was needed only for international transactions. After its implementation in India, the system became popular with other nations who carried it out in their colonies. The United States first implemented the gold-exchange standard in Philippines in 1903, and followed it up by applying it in Mexico and Panama. The Dutch had a similar system going in Java for some time. The British introduced the system in some of their African colonies as well.48

Britain wanted other countries in Europe to adopt the gold-exchange standard despite the fact that the system had been a washout in India. The price of silver had gone through the roof between 1915 and 1921. This led to the value of silver in the silver coins in India going beyond its face value and silver coins disappearing from circulation.49

Britain influenced countries in Europe to get on to the gold-exchange standard after the end of the First World War. The gold that the countries adopting the gold-exchange standard had, would be held as a reserve at the Bank of England. In turn, the countries would hold British pounds as reserves which they could exchange for gold at the Bank of England. At an individual country level, the pounds or dollars were held as a reserve, against which the country could issue its own paper money. So, paper money was being issued against other paper money. This, obviously, was not the most solid monetary system the world had seen. But, it worked for Great Britain in various ways. The competition for gold now narrowed down to largely two central banks, the Federal Reserve System and the Bank of England. This made it far easier to manage the gold reserves of the Bank of England. Also, with these countries needing to store gold at the Bank of England, the hope was that Britain and London would regain their past financial glory.

Just as the new gold standard in Britain took away the right of people to exchange their money for gold, the gold-exchange standard in Europe did the same thing. Countries could exchange the pounds and dollars they held as reserves for gold. But citizens of those countries could not exchange their respective currencies for gold. Hence, this move put money firmly in the hands of the government. Whatever little control the common man had over it was taken away.

The system could also be inflationary. If Britain printed more paper money, this could create inflation in Britain. Some of these new paper pounds could land up with other central banks in Europe, increasing their reserves. The central banks could now print more of their paper money against the new paper pounds in their reserves. This increase in money supply could lead to higher inflation in these countries. So, Britain could export inflation to other parts of Europe.

To get the gold-exchange standard in place, the British swiftly took control of the Financial Committee of the League of Nations (a precursor to what is known as the United Nations now, established in 1919 after the end of the First World War). It was largely run by Montagu Norman, the governor of the Bank of England, along with his two close associates, Sir Otto Niemeyer and Sir Henry Strakosch.50

Using their influence on this committee, the British promptly got the pound-exchange standard going (which is what it was) in countries like Austria, Hungary, Estonia, Italy, Bulgaria, Poland, Greece and so on. In some countries in eastern Europe, new central banks which stored their reserves in pounds and had British supervisors overlooking them were established.

***

When the British returned to the gold standard in 1925, at the pre-war parity of £1 = $4.87, the common perception was that export prices of British goods were around 10 per cent higher than that of American equivalents.51

The British had a roaring export trade going. Raw materials would come in from Britain’s colonies all over the world and then turned into something marketable. Coal, cotton, textiles, iron and steel, and shipbuilding were some of its export-oriented industries. These industries had done very well during the First World War. If these industries wanted to continue being competitive in the international market, the prices of their goods and services had to be similar (or lower for that matter) in comparison to their international competitors.

The only way out now for British companies to stay competitive in the international market was to reduce costs. And the main part of this process of reducing cost was to reduce wages which formed the largest element of the cost.52

The trouble was that Britain had seen a growth of trade unionism, unemployment insurance, and the implementation of minimum wages over the years.53 Ironically, it was the then Chancellor of the Exchequer, Winston Churchill, who had started it all nearly two decades ago through what he called the minimum standard. This had laid the foundation for the welfare state in Britain and the various governments since then had followed it. In fact, Prime Minister James Ramsay McDonald had increased coal mining wages in 1924.

So, by 1925, the British coal industry was facing a large wage bill and competition from low-cost coal mines in France, Belgium and Germany. In short, it was no longer competitive in the international market unless, of course, it cut wage costs.

 Prime Minister Stanley Baldwin (who had taken over from McDonald) made a call for lower wages: ‘The workers of this country will have to take a reduction in wages to help put industry on its feet.’54

The Royal Commission on the Coal Industry also called for the wages to be lowered. Coal-mine owners based their wage offer on the recommendations of the Royal Commission and offered lower wages and longer working hours. The union leaders never got around to accepting this and this led to a coal strike.55 The coal strike spread to the great general Strike of May 1926 and only after this, some wage reductions were achieved.56

What also did not help was the fact that the war had weakened the position of the British and the European producers in the international markets. Exports to Latin America were badly hit because during the course of the war, the Americans had established a marketing and distribution network and were proving difficult to dislodge. The same was the case with India where Japanese producers had established themselves when British exports to India were disrupted during the course of the war.57 The country also lost the Chinese market for cotton with a break due to the war.

With all these reasons working against it, Britain’s exports crashed. From 1924 to 1929, cotton exports fell by 10 per cent. Woollens fell by 20 per cent. In the next two years, cotton exports fell to 50 per cent of the 1924 level and woollens to 46 per cent. Coal exports had declined to 69 per cent of their 1924 value.58

Winston Churchill had, by 1927, figured out that returning to the gold standard on the pre-war exchange rate had been a mistake. He claimed later, ‘It had been the biggest blunder in his life.’59

He remained the Chancellor of the Exchequer until 1929. By 1931, when there were grave doubts on whether Britain would be able to continue on the gold standard, Churchill was convinced that ‘something terrible was going to happen’ and said, ‘I hope we shall hang Montagu Norman if it does. I will certainly turn King’s evidence against him.’60

John Maynard Keynes, who had personally warned Churchill about going back to the gold standard on the old parity, asked in an essay aptly titled ‘The Economic Consequences of Mr Churchill’, ‘Why did he (Churchill) do such a silly thing?’ Keynes then answered the question by saying, ‘… [He] was deafened by the clamorous voices of conventional finance; and … gravely misled by his experts.’61 With the British economy in a bad state, there were serious doubts about the ability of the Bank of England to continue converting pounds into gold. As a result, gold kept moving out of Britain. In early 1928, the gold reserves of the bank were over $830 million, the highest it managed to accumulate since the end of the war. But a year later, in 1929, the reserves had fallen to $700 million and continued to plummet.62

In the past, if such a situation had arisen, Norman would have got in touch with his good friend Benjamin Strong at the Federal Bank of New York. But Strong had died in 1928, and had been succeeded by George L. Harrison. At that point of time, the stock market in the United States was growing by leaps and bounds and there was no way that the Federal Reserve System could help the British by lowering interest rates.

What also did not help Britain was the rise of France. The financial system in France had been in a mess with the German reparations failing to come through. In this scenario, Raymond Poincare, who had been president of France between 1913 and 1920, took over as the prime minister of the sorely beleaguered nation on 21 July 1926.

On the day he took over as the prime minister, the dollar touched 50 francs. But his presence seemed to have acted as a reassurance and soon the franc was gaining value against the dollar and a week later was at 35 to a dollar.63 His promise to cut expenses, balance the budget, and thus save the franc, worked well for France.

By December 1926, the franc had been stabilized at around 25.5 francs to a dollar. Even at that exchange rate, French prices remained cheap. As a result, exports started picking up. Other than that, French capital which had left the country during the years of chaos started returning. This meant that there was demand for francs and hence it would continue gaining value against the dollar. And if that happened, the price of French products would become expensive, leading to a scenario where exports would be hit. In order to avoid getting into this situation, the French decided to hold the franc down and not allow it to appreciate against other international currencies. This meant that they had to buy all the foreign currency coming into France by selling newly issued francs. By the middle of 1927, the foreign-exchange holdings (primarily pounds and dollars) of the Bank of France were more than a billion dollars.

Gradually, France started to convert this foreign exchange into gold. Between 1927 and 1929, France was the leading buyer of gold in the world. By the middle of 1929, the Bank of France had accumulated gold worth around $1.5 billion.

The French exchanging their pounds for gold did not go down well with the Bank of England, given that it had been under great pressure to maintain its gold reserves. In May 1931, a bank run started on Kredit-Ansalt, one of the largest Austrian banks. Help soon came from the Rothschilds, the Bank of England and the Bank of International Settlements (aided by the Federal Reserve Bank of New York). None of this proved sufficient.64 Soon, the run had spread to German banks and the banking system collapsed by the middle of July. After these runs, holders of British pounds made a beeline for the Bank of England to exchange their paper pounds for gold. The Bank of England had to pay out $125 million in gold over a nine-day period in late July 1931.65 Finally, the bank threw in the towel on 19 September 1931, and it went off the gold standard.66

With Britain off the gold standard, the gold-exchange standard it had promoted became meaningless. France ended up with £300 million in its vaults, which could no longer be converted into gold. As soon as Britain went off the gold standard, the value of the British pound fell to $3.4 from $4.87, the price at which it had all started.

Over the years, economists have written tomes arguing how the gold standard was responsible for the fall of Britain. But more than the gold standard, the problem was with the peg at which Britain went back to the gold standard. If one pound was deemed to be worth $3.4 to $3.5, which was the going market rate, history might have turned out to be quite different. But that is something we will never know. As James Rickard puts it in Currency Wars – The Making of the Next Global Crisis: ‘Perhaps a more pure form of gold standard, rather than the hybrid gold-exchange standard, and a more realistic gold price … would have proved less deflationary and more enduring. We will never know.’67 What we do know is that this wrong peg created problems not only for Britain, but also for the United States. That’s where we will turn to in the second book in the Easy Money series.
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Conclusion

THIS TIME IS NOT DIFFERENT

‘How do I define history?’ asked Alan Bennett in the play The History Boys. ‘It’s just one fuckin’ thing after another.’ But this one thing after another has great lessons to offer in the days, weeks, months, years and centuries that follow.

Governments throughout the annals of history have worked towards destroying money and the financial system. The Romans led by Nero were the first ones to do it systematically, by lowering the silver content in the denarius coin. This was followed by the Mongols, the Chinese, the Spaniards, the French, the Americans and the Germans, periodically.

When gold and silver were money, the governments destroyed money by debasing it, i.e., lowering the content of precious metals in the coins they issued. When paper money replaced precious metals as money, the governments destroyed it by simply printing more and more of it.

Central banks around the world have been on a money-printing spree since the start of the financial crisis in late 2008. Between then and early February 2013, the Federal Reserve of the United States has expanded its balance sheet by 220 per cent. The Bank of England has done even better at 350 per cent. The European Central Bank came to the money-printing party a little late in the day and has expanded its balance sheet by around 98 per cent. The Bank of Japan has been rather subdued in its money-printing efforts and has expanded its balance sheet by only 30 per cent over the four-year period.1 But the Bank of Japan has also recently announced an unlimited money-printing plan to get economic growth going again.

As we have seen throughout history, printing of money has never ended well. But the same mistake occurs time and again. In the system, as it has evolved, the government does not print money on its own. It sells securities to the central bank which prints money to buy them. This started with the Bank of England being tricked into lending endless money to the government in the late 1790s by Prime Minister William Pitt the Younger.

The regulations, as they stood, did not allow the Bank of England to make any advances to the government without the approval of the Parliament. This rule was bent now and then, and during the War of American Independence, the bank had made advances amounting to £150,000 to the government. Hence, a bill was sought by the bank to establish a limit to the amount that it could advance to the government. The bank also sought to be indemnified for the past advances it had made to the government. Pitt saw this as a huge opportunity and he hurried the bill through the Parliament and managed to leave out the limiting clause. This allowed the government to borrow as much money from the Bank of England as it wanted to, without having to get a clearance from the Parliament. Governments all over the world still continue with this practice of borrowing unlimited amounts from their respective central banks.

The practice has only increased over the last few years, since the start of the financial crisis. It was and remains easy for the government to obtain money by printing it, rather than taxing its citizens. F.P. Powers aptly put it when he said that printing money would always be ‘the first device thought of by a finance minister when a large quantity of money has to be raised at once’.2 It is important to understand here that money throughout history has had two objectives. As ‘currency’ money, it is nothing more than a medium of exchange that facilitates trade and commerce. As we saw in the first few chapters, over the short term almost anything can be used as a medium of exchange.

The second objective of money is to be a store of value. The cycles of monetary debauchery (and economic collapse that follows) happen when money devolves into a mere currency and nothing more. As economist Jeff Nielson told me over an email conversation, ‘Once that happens we have theft-by-dilution where more and more money is printed. Those producing the “money” [i.e., currency] get fabulously wealthy from their crime – at the expense of impoverishing the masses and completely hollowing-out/destroying the broader economy.’

John Law in France tried to tackle the low growth and huge debt that France had through the creation of paper money. By doing this he ensured that money in France devolved into merely a medium of exchange. An economic massacre followed.

The trouble is that when money works both as a store of value and a medium of exchange (like gold/silver coins and bullion, or paper money backed by gold/silver), at times there have been severe problems in facilitating trade and economic growth. In the last few years of the nineteenth century, the United States and Great Britain suffered from economic stagnation when gold and paper money backed by gold was the primary form of money. The same thing happened in Great Britain after the First World War.

Slow growth was what led to John Law coming up with the Mississippi scheme which made money purely a medium of exchange and created huge problems for France. Hence, the two objectives of money are at odds, but when money becomes just as a medium of exchange, there is trouble.3

***

Another lesson from history is that there has been a close link between the development of banking and the paper money system as it stands today. Merchants started depositing their gold and silver coins and bullion with goldsmiths in Britain and bankers in Italy and other parts of continental Europe, as we saw in the book.

The bankers/goldsmiths issued paper receipts against these deposits. These receipts could be presented and gold/silver coins and bullion could be withdrawn.

Some of the bankers/goldsmiths developed a reputation of being honest. This led to merchants who had accounts with these banks simply transferring the deposit receipts of these banks when they had to pay one another. And so, these receipts started functioning as ‘paper’ money.

Soon, some banker/goldsmith somewhere figured out that all the depositors did not come back on the same day demanding their coins and bullion back. Hence, the coins and bullion could be loaned out in the meanwhile, to those in need, for a fee. In due course, some banker figured out that instead of lending out the gold and silver coins and bullion, fake deposit receipts could be printed and lent out as money. The more money a banker lent out by printing fake deposit receipts, the more was the money he made by charging a fee for the loan. The deposit receipts were fake because there was no gold/ silver backing them. The learning from this modus operandi was that the less the capital the bank had, the greater was the return that it made on that capital. As Walter Bagehot, the great editor of the Economist once put it: ‘The main source of profitableness of established banking is the smallness of requisite capital.’4

This is a lesson that has stayed with banks to this day. Recent financial innovations like securitization, collateralized debt obligations and credit default swaps are an extension of this lesson and have helped banks to maintain lower capital levels on their books.

Earlier banks had to maintain the loans they gave out on their books for the entire tenure of the loan. These innovations allowed banks to eliminate the loans from their books, maintain lower capital levels, and thus generate higher returns. They were also the primary reason behind the current financial crisis (as we shall see in the subsequent two volumes of the book). Even now the situation doesn’t seem to have improved much on this front.

***

Another crucial historical lesson that has been ignored is the issue of ‘moral hazard’. As we have seen earlier in the book (and we shall see in the subsequent two volumes), when financial institutions get into trouble, they tend to be rescued by the central bank along with help from the government of the day.

This trend has continued into the twentieth century and scores of financial institutions have been bailed out in the United States of America and other parts of the world. In fact, the United States salvaged scores of financial institutions right through the 1980s and the ’90s. This led to banks and financial firms growing more adventurous with their money which finally led to the economic crisis. Even after the current financial meltdown, scores of banks and financial firms were rescued all over the world.

But the question remains as to whether central banks and governments should come to the rescue of banks and other financial firms during times of panic or should they allow the events to run their course and not interfere?

The moment a rescue is arranged chances are that the next panic will be even bigger because the market will get back to work with the assumption that if disaster strikes, a rescue will be arranged. However, as the events over the last few years show, this doesn’t seem to be a concern.

Decisions are made keeping in mind the current state of affairs. Nobody really cares about what the impact of these decisions will be in the years to come. As economist Stephen D. King aptly puts it in When the Money Runs Out, ‘In democracies, the tyranny of the electoral cycle discourages reform where the pay-off appears only over the long term.’5 What also encourages the rescue effort is the fact that politicians in decision-making positions have always been close to financiers, banks and financial institutions. The socialization of ‘risk’ taken on by banks and other financial firms continues unabated.

William Lidderdale, the governor of the Bank of England who arranged the rescue of Barings Bank in 1890, put it best when he said after the rescue that he ‘almost regretted having prevented the panic’ and felt that ‘they (the banks) are a stiff necked and rebellious race, each caring for his own corporation’.6 When it comes to banks and bankers, things haven’t changed much. They caused many a financial crisis in the past and they continue to do so.

***

The gold standard, while in operation, worked to ensure that a country maintained a balance between its imports and exports. This was primarily because, if imports were in excess of exports, the country would have to settle the difference by paying up in gold. And given that there was only so much gold that a country had, its imports couldn’t continue being greater than its exports all the time. It had to either cut down on its imports or increase its exports to earn enough gold to pay for the imports.

Right now, China is the export powerhouse of the world. China exports much more to the United States than it imports from it. As historian Niall Ferguson writes in the Ascent of Money: A Financial History of the World: ‘Chinese imports kept down US inflation. Chinese savings kept down US interest rates. Chinese labour costs kept down US wage costs. As a result, it was remarkably cheap to borrow money.’7

At a very broad level what was happening was this: The United States, with nearly 25 per cent of the world’s GDP, is the biggest economy in the world. By virtue of that, it is also the world’s biggest market where China, Japan and countries from South-East Asia could sell their goods and earn dollars in the process.

So, the United States imported and countries such as China, Japan, Saudi Arabia, etc., earned dollars in the process. These dollars could either be kept in the vaults of central banks of these countries or be invested somewhere. These dollars eventually made their way to the US and invested in American financial securities. With so much money chasing them, the issuers of these securities could in turn offer low rates of interest on them.

This kept overall interest rates low. It allowed American citizens to borrow money at low interest rates and buy homes. The huge demand for homes pushed prices up. As soon as home prices escalated, Americans could borrow against the home equity (i.e., the difference between the market price of the house and the home loan outstanding on it) and spend it on consuming other goods. So, the Americans could buy cars from Japan, apparel and electronics from China and oil from Saudi Arabia. And so the cycle worked. The United States shopped, China earned, China ploughed back their earnings in the United States, the United States borrowed, the United States spent, China earned again and China lent money again. The same was true with Japan, albeit at a smaller level.

The way this entire arrangement evolved, it had the structure of a Ponzi scheme. In a Ponzi scheme, a scamster basically promises huge returns to prospective investors. Investors, taken in by the idea of ‘higher’ returns, rush to invest in the scheme. As the news of the high return on offer spreads, more investors line up to invest in the scheme. The money brought in by the new investors is used to pay off the money that is due to the investors who had entered the scheme earlier.

The entire US-China-Japan arrangement was like that. The Chinese invested money in various American financial securities, which helped keep interest rates low in the United States. This helped Americans consume more. The money found its way back into China (like a return on a Ponzi scheme), and was invested again in various kinds of American financial securities, helping keep interest rates low and the consumption going. As in a Ponzi scheme, the dollars earned by China and other countries kept coming back to the United States.

This arrangement, which kept interest rates low, was at the heart of what followed and could only have happened because the United States no longer needed to settle the difference between its imports and exports in gold, as was the case earlier. The American dollar (as we shall see in the next volume of Easy Money) became the main international currency after the Second World War, displacing the British pound. Most global trade now happens in the American dollar. Given this, the United States needs to pay for its imports in paper dollars, which it can simply print and does not need to earn them. This is a major reason behind the current financial crisis, but no lesson seems to have been drawn from it.

***

Big empires in the past have been destroyed as soon as they got around to abusing the power of their currency. The Roman Empire fell as the denarius was debased. The Mongols ruled China and rapidly lost power as they printed more and more paper money. The Spaniards got addicted to all the easy money in gold and silver that they mined from South America, and soon spiralled out of control. The British printed lots of money to finance the First World War and the pound lost out to the dollar as the international reserve currency. The sun soon set on the British Empire.

As William Bonner and Addison Wiggin write in Empire of Debt – The Rise of an Epic Financial Crisis: ‘The empire needs almost unlimited amounts of credit to carry out its foreign wars, while making bread and circuses available at home.’8 The United States of America has practised this formula for the last 100 years and built a global empire with military bases spread all over the world. It has also overconsumed global resources given its share of global population, in building the great American dream. But in the process, the dollar has lost 95 per cent of its value in terms of purchasing power. So, the logical question to ask is: How long will the American empire continue given that the dollar is being rapidly destroyed?

There are many lessons that history offers us. But it is up to us to learn from it or not. As the German philosopher Georg Hegel once said: ‘What experience and history teach is this – that nations and governments have never learned anything from history, or acted on principles deduced from it.’9 Why should this time be any different?
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