Origins of Money and Banking

In order to fully understand the tools macroeconomists can use to shape the economy, we need to examine the history of money and banking, the origins of the Federal Reserve bank and its uses, and the federal budget. This article will cover the origins of money and banking. Specifically, we need to understand how banks create money and what issues can arise from completely unmonitored banking.
Origins of Money
The creation of money is an economic eventuality that cannot be avoided. When a trade economy is developing, barter is the form the trade takes. Bartering is when two or more parties exchange goods or services without the aid of a currency or money. For example, Person A may trade Person B a sheep for driving lessons, or a box of crackers for a wrist watch, or math tutoring for lawn grooming. There are two major problems with a barter economy. The first is what is called the “double coincidence of wants.” For barter to work, all parties involved have to value what the other party is offering. Not only do they have to value it, they have to value it more than what they themselves are offering. If Person A is offering Person B a chicken in trade and Person B has no use for or has a surplus of chickens, then the trade will not happen. The second problem is that of assigning value. When bartering it is very difficult to determine the value of a good or service with respect to the good or service it is being traded for. There becomes a problem when a person has to try to determine how many toaster ovens to trade for a cow, or how many wrist watches to accept for dental services. When an economy reaches this point in its evolution, a standard unit of value is created. This standard unit can take many forms; it can be chickens, cigarettes, or even metallic discs. This standard unit of value is also referred to as money or currency (Arnold, 2007 chapter 8). 

Once money exists, the key issues become how to assign value to money and how to maintain the value of money. There are two major factors that give money value and three major uses for money. The three major uses for money are to trade goods and services (medium of exchange), to create a standard value of goods and services (unit of account)  and to maintain wealth as a store of value. This means that money is either used to define the value of goods and services, trade for those goods and services,  or is used to maintain wealth without needing to have one of every possible thing someone else might want in trade. (Arnold, 2007 chapter 8) The first and most important factor that assigns money value is people’s willingness to accept the money (Himarios, 2007). A currency based on seeds is useless if no one is willing to accept seeds in trade. The second factor that influences the value of money and indirectly people’s willingness to accept it is scarcity. If the money supply is not controlled or regulated, or the supply is easily reproduced (chickens or tobacco leaves), a lack of scarcity (too much money) in the system will cause the money to lose value and it becomes very easy for an economy to end up in hyperinflation. 

One technique used to control scarcity is to back the currency with some commodity that everyone values. One example is a “gold standard” where the currency is backed by the economically accepted value for gold. This is really just using gold as the currency and using paper (or metallic discs)  as a proxy to represent the gold. This technique has the psychological effect of allowing people to think that their money is safe because they can trade it in for gold (or whatever commodity is being used to guarantee the value of the currency) at any time. The problems with  this solution are two fold. The first is that the value of the currency is beholden to the price of the commodity that backs it. If there are any fluctuations  in the price of the commodity that is backing the currency, the value of the currency fluctuates too. The standard remedy to this price fluctuation is to fix the price of the commodity by law to a certain amount of currency. In the gold standard example, it would be like seeing the price of gold to be $32 an ounce. Setting an immovable price for the commodity backing the money leads to a black market for the commodity if the price on the world market is higher than the legalized price in the commodity backed money system.   If the price for the commodity is set higher than the global market price, the global market will sell all available quantities of said commodity in the monetary system with the high price and that monetary system's economy will expand rapidly due to the influx of money causing high inflation which is the very phenomenon the commodity backed currency system was designed to avoid. Furthermore, a set price leads to the second problem with a commodity backed monetary system and that problem is one of growth. When every denomination of a currency is backed by gold, or gold and silver, or oil, or any other commodity deemed to hold value, the growth of the macro economy is limited to that monetary system’s reserves of that commodity. For example, if on a gold standard, a country can only have as much money in circulation as they have gold in reserve. The economy can only ever grow by adding more gold, or more of the commodity backing its currency to its reserves or by reassigning the value of the commodity. If there are no other substantial sources of this commodity, the economy will reach a peak size and never grow again. If an economy is not growing it cannot support more participants. If more participants join an economy of a fixed size, then the average share of the economy for each participant shrinks. Additionally, since these commodities must be held in reserve to ensure the value of the currency, they cannot be used in industry for production. Such a situation leads to the need of a commodity that is worthless to industry but for some reason still holds value in the macro economy.

For the preceding reasons,  most countries adopt a currency that is not backed by a commodity and they attempt to control their currencies’ values through scarcity.

In summation, currency is the natural product of a highly evolved economy. Psychologically some people prefer a commodity backed currency, however, such a currency presents many problems and ultimately limits the size of an economy. For this reason, most industrialized nations opt for a currency that is not backed by a commodity.

Origins of Banking
Now that we have a better understanding of money, particularly with respect to how and why it is created, we need to examine the history of banking. The actual history of banking is varied and nuanced,  but it can be best summarized in an anecdote encountered in a Principals of Macroeconomics class:

“Banks started as safes in gold smiths’ shops. The currency at the time was gold. When people had a large quantity of gold they wanted to keep it safe. The safest place in town to keep gold was the local gold smith’s safe. Gold smiths were able to make money by charging vault fees and creating jewelry with their own supply of gold. At first, people would go in to the gold smith’s shop and withdraw their gold so they could go out shopping and then redeposit the gold when they were done. This became cumbersome and time consuming. Soon the deposit receipts that indicated how much gold was being held in the safe became the item that was being traded instead of the physical gold (the first paper currency). Now, the gold smiths ended up with large quantities of gold in their vaults that never moved anywhere because everyone was trading deposit slips as a proxy for the gold in the vault. 
At some point, someone came to a gold smith with a proposition to loan gold out of the vault with the intension of paying it back in full plus a small fee. When this loan was paid back in full including some small form of interest, the gold smiths realized they could make more money by loaning out the gold and collecting interest on the loans in addition to the vault fees and jewelry crafting they were already engaged in. 
The problem the gold smiths could run into was if someone came looking for their gold and they did not have it, there could be a panic that caused everyone to come in and demand their gold. For this eventuality, the gold smiths would hold back some of the gold in reserve so that if a deposit receipt holder did come in, they could show them that the gold was safe and had not gone anywhere. This meant that they showed every customer the same gold, but as long as the ruse worked, everything ran smoothly. 
However, at some point someone did find out that not all of the gold was in the vault and just such a panic ensued. Everyone rushed to the gold smith to reclaim their gold before what little was in the vault ran out. Such a panic spread from town to town and the economy collapsed.” (Himarios, 2007b)
The above anecdote is not historically factual in that there is no one point in history that this story can be pinned down to. However, the tale is very instructive in two ways. First it gives a very good impression of how simplistic banking works today. Second, it foretells some of the pitfalls that should be avoided. In the anecdote, we see that banks create money in the system by making loans to others. For example, if Person A makes a $1000 deposit and the bank then loans out $900 to Businessman B, the bank does not tell Person A that they cannot withdraw $500 when they come in.  The bank covers these standard day to day withdraws from deposit with their reserve funds for such eventualities. Thus, Person A could come in and withdraw all $1000 and Businessman B would still have the $900 he was loaned. Now there will be $1900 in the system where there was previously only $1000. This is called a fractional reserve system. The bank can continue  loaning money in this manner so long as not enough of the bank members come in and demand to withdraw all of their deposits (Arnold, 2007 chapter 8).  
However, such a scenario is not impossible to imagine. In fact, there have been many points in history where this happens and it not always because there is a loss of faith in the bank in particular but is sometimes in response to other macroeconomic news. For example, in Greece from 2010 to 2012 the citizens of Greece were slowly removing their deposits from Greek banks because they feared that the country was going to change currencies and that their money would be worth much less. The term “slowly” is used not to describe the behavior of the individual but of the population as a whole. Individuals were acting quickly and taking out all of their deposits once they did make the decision to take such action (here). 
Without as much money in deposits, banks have much less money to loan out and therefore have to be more prudent with the money they do loan out. This prudence takes the form of higher loan qualifications and interest rates. These factors make it much more difficult for people to buy homes, automobiles, or anything else that is normally outside the quantity of cash they have on hand. This lower spending depresses the economy and lowers people’s expectations for future economic progress. 

It is for this reason that central banks such as the Federal Reserve System were created. In a normal bank run scenario, the bank has not actually lost any money (or if it has it is a small amount), it just does not have access to all of the cash for deposits because that money is out in loans. If such a bank run does happen, the bank can then go to the central bank to get a loan for the money for the deposits they can not currently cover. The central bank acts as a "lender of last resort" and will help banks out that do not have enough cash reserves.
The anecdote also gives us a few other insights. First, it gives an understanding why people may expect their currency to be backed by a commodity. For hundreds of years, the pieces of paper that were traded were merely light weight representations of something else that held value instead of the pieces of paper themselves holding value. It is understandable then that some people feel uneasy when they find their currency is not backed by any material good. Also, the narrative shows us the beginnings of an idea for a reserve requirement. 
Governments understand that for an economy to function properly, loans will need to be made and this will create money in the system. However, they also understand the pitfalls of banks not having enough money on hand to cover day to day transactions and having too much money flooding the system. Naturally, the incentive for banks is to loan out as much money as possible because the more they loan out, the more they can collect in interest payments. Therefore, governments enact what are called reserve requirements to save the banks from themselves. These reserve requirements tell the banks, for example, that for every $1.00 in deposits they must keep $0.20 in reserve. In fact, reserve requirement changes are the most powerful tool central banks have in controlling the money supply. Even small changes in the reserve requirement can add or subtract large sums of money to the money supply. For this reason, most central banks use reserve requirement changes as a last resort in monetary policy (Arnold, 2007, chapter 8). 

To summarize, banking started in the vaults of gold smiths and deposit slips from the gold vaults lead to the idea we have today of paper currency. Banks create money in a monetary system every time they make a loan using the money of one of their depositors. Bank runs (all depositors withdrawing their funds simultaneously) can be seriously detrimental to an economy and for that reason central banks are created as a lender of last resort to save banks that are in a liquidity crisis. Central banks or governments can also adjust the reserve requirement (the percentage of each deposit they must keep on hand) to manipulate the money supply and thus the scarcity of money in an economy. 
Synopsis

To sum up, currency is the natural product of a highly evolved economy. Psychologically some people prefer a commodity backed currency, however, such a currency presents many problems and ultimately limits the size of an economy. For this reason, most industrialized nations opt for a currency that is not backed by a commodity.

Banking started in the vaults of gold smiths and deposit slips from the gold vaults led to the idea we have today of paper currency. Banks create money in a monetary system every time they make a loan using the money of one of their depositors. Bank runs (all depositors withdrawing their funds simultaneously) can be seriously detrimental to an economy and for that reason central banks are created as a lender of last resort to save banks that are in a liquidity crisis. Central banks or governments can also adjust the reserve requirement (the percentage of each deposit they must keep on hand) to manipulate the money supply and thus the scarcity of money in an economy. 

The basic understanding of money and banking can be used to understand the tools macroeconomists use to manipulate an economy. The tools will be discussed in a future article.
