ary
L ]

“SBUIY [njasn Jayio £ng o
Pash 3q uea ) “3BueYaXa ul InJagh 2q ues §i 2SNEIA NG ‘[njasn A]|easuriuy
S1 11 asnelaq 1ou Aauow sanjes vossad e jey) s1 1] "Asea 51 jey) Asuow jo
UOLIULAP 241 10U §1 2am129f 5, Aepor Jo eapt wenodwi 1sow ay ing “aFueyaxa
1B} pue apexn e vl pasn aq ued ey Bunpawos st {avow ‘aueyana ug
FYEU M UM ‘PRI B INBW IM UM (U 1et) sa0p 1eyM ‘05 “aBueyoxa
JO WwnIpaw e se pasn ag ued 1By Suryiawos 5| Aduopy ‘sisiwouoas £q pasn
uohiuyap piepueis ayy nok aa18 |im | jAsuow sdes Sy uaysm “yse S
nok ‘ueaw ay saop reym “Lauow Jjo uoniuyap Sunpgom e pasu am 1S4y ng

‘#qenjea s
sAes Jwaww2a0F sy JSNEIIQ AqEn[RA 51 1eyl A3uow :£3uow Jey ‘uoien]eas
24 Jo 3Bes Yyy sy Ajjeuy puy SUIeD AQ payaeq moyawos Sauow saded
Ing *{auow Jaded e yoo| e aye) pue  aseyd ynm Aep juasaud s o) 35003
Aaaa w0 [jim am ‘Ajpeur4 s U102 TRI|IE) A8 3m YIYM IM KIUOW JO LU0
® ‘uay puy Ksuow se Kem juasapip e ul u Susn ang ‘jnyasn Ajpestsunnu
Sunpawos Anpowwos e Suisn Asuow JO 3sn 1SAES Y U pasn jou st
Lauow azsym Jaueq “say -ssad0ud Aeuonnjoss SIg) ur safims ¢ uuapr s
I pue ‘Ajenueisqns pasjoas sey Aauow iey) ange s | ‘Aep wapow mno
Ihun sasn 15313 511 woy Lauow jo suSuo ay) 20en 111m ] "2In1aa] 5, Aepol U]

“Kauow Fuipjoy sem | “ea) passaud JO §20[q & uey) 210w jo| & Fuipjoy
SBM | 10U PazIUS0da1 | 3w Wy 1 Uy puy §OBQ A1 0100 PO U32] PEY
1ey) waned pajeadas ay) mes pue Jano Il pawin | pue “Ajjnjases n je payoo}
pue dn n payad | og « B2 831 passaud Jo yaoyq v s ). 'pasamsue uatj) pue
1118 pacoo] pue aured Jolatidosd ay | ‘sem 11 jeym Jopz1rdosd ay payse | pue
‘WA SIY) MES PUB PUNOIE PaX0O] | SRSy Fulaq 11 pue vosiad snoumd B
Futaq ‘asaup apypy “sannds Papa3u awos 135 01 20015 Ajedads e o) Juss SEM
[ 05 'sjjiys ou aaey | pue ‘fesdapun sem Azuayy Suiyeq y -spesmyoesstiN
uoiSutieg 1ea1ny ur Apwey s Aw Sumisia sem Sy Kw “Kepljod
SPULSUYD) 241 Fuunp ofe siead [p1aaag Sutploy we | ey wan Sunsasa!
41 Umo 03 awed [ moy jo K101 syl nok Suiya Aq 20122 sup wisaq ow 127

yduosuesy—z aumjoa
IPejuo) |e1o0S e se Asuopy

EFTA02700803

EFTA_R1_02068208



L

PULY Ulewad & pasoaey 12| ay) J| "pasnbas sem 20yudes jRwiUE IAI] dsaym
Sa112120s ul A3uow 2q 0) £[3x)] IOW AUIM SPIIG IO UIXO SE 4ans speunyy,
“Aduowr se vonaunY pinom Anpounuod reym Fuipaap w ajos e padeld uayg
WawwRA0T Je) o wiod o) wem | ‘Kauow ANpownuos 3aL3| am Jojag

'IpEL unen|iae) ul ALY 210w B31 JO YI0[q e HPELL IBL] 331A3P € SEm
11 "s2231d usiojiun Jajjews 01 uAYOIq 2q 01 YILIq £I) 1yl pamoyje )] afueys
FHEL 01 J3ISED )} SYEUI O) 2I2Y) SEM 1] £2I9U2 1eLf) Sum K yoeq ) uo nok
011n0 pajutod [ 1ey waned eyl puy eisy J3uu w £3UoW sB pasn asam Youg
B3l 421 €31 AW 01 yoeg “Kauow Anpownwod jo aidwexa ue stoaey ) dey
JO PUB|S] aip uo sauois adrey jo saumiaid 3say) uads sey 00YIs Ul auoKIans
yanw Anaig Aauow Anpowwos jo sapdwexa snowey Jayo e auay)

"SIORIYIAU ||3ys Mim0d Fuueam payr) iy U “1apea [#anjod
Y} U3ym SeI Ul SAUOW ANPOLILOD SB PISN AUIM S|[YS ILIMOD e 2q Kew
Il PUR S33E1 Il WOYS N JO ISNEIIQ LIS AR S[|AYS JLLM0T 1B ABS pinom
SISIHIOU0IT WAy 199)(02 01 LOYa Sa3EY I ING “J(qejIeAr 2B KU pue ‘Inyumeaq
T SjI3Ys LMoo Ing Aym Apaexa mouy jou op ay ‘suoiFa IR ul pue
BUI20PU| UI—DILOS JABL [—PasSn 21am S[IOYs aumoD) suoneso] sydufosd
uaylp AuBw pue 21121305 Auew Ul pasn sem RS "SULID) Juasapip Auew
uafen sey Aauow Aipounuo)) -afueyaxs ur jqedaase aq o) &12120s 2u) ur uodn
paasde si ey Aupownuos repnaued e aFueyoxs ul Juuayo £q uem Lay) spood
ay (jas pue £nq £)jend sjenpraipur uaym A3uou AJpowwos g sasn 11205 v

‘sauow Aypowwod jo jwawdojanap au sem a3ers 1xau ay) ‘parsadidins
Yuwsg sy -adueysxa w asngas 01 Kjax; 2g pinom 2ydoad may pawrdeun ay se
Yans 1310 Jo Aypowuoes auo awos jo Ainuenb uieyas g - wiy Aq sawn e
18 JABY O1 """ pasoaeapua aney A|[esmeu 1snw - 4121305 Jo pouad aaa w
uew yuaprud L3az, “aonb | pue ‘pres 2y uaym Kauow o Juawdojaaap sy w
S1B1S 1XaU ) pAsaT3ns “swonoy fo yieagy a uede ‘YIws wepy ‘JIam

10 Janaq Q21308 1ey) apewt eyl sapel) g
ABN[IILY 01 IDPIO UL 2UMINY YL Wl UG 3 & Juawsed 3a12334 1nq ‘AEpo) 1EaW
A1 31T pInom JU0IWOS AYM SHuAWITurLe Ynm dn awod o) ajge asam
'SSA|AU3AIL 'KIU0LW Ou SEM 2u) 213tM SAISNI0S JALILILI “JEN) INOGE Yy |,
‘siuawaGuese 1pas Tuipnpaun uaas SIWAYIS |NJSSIIING LD PIUIS UIYo pue
3LEQ JO 1503 31 JIMO| 01 SIANUIIUI SNOPUILAI IIL) SIS SAINLUILL

9

"ITEM JNEY SISILOUODD TRYM MOuY nOK pue ‘Jlsem e S| IRy | e Susies pue
saxe Surjew uaomiag 2w sy jds o) apiasp Aew ppom ay UL 1R X 153g
aip ‘yFnoua Yy 2w S1500 Y1 J1 1R U “Wwa|Ixa Ajjeas S1 2y asaym ‘“LoyeLL
axe ue se apen siy Ajd o1 Fuljim ssaf aq o1 ada0an) peay Koy “uonezijeisads o)
SAANUDUISIP aue sapen Funenofau pue ssauured Suipen Suneso jo sisoo My

iAeme
apedl Ui ued nok asneaaq isnf awos Furdng inq ‘uies Tuiiuem 10N j1yBu
[PJIISEM ST IBLI "WOM, "IXE UE JOJ 1231 SPRL |[1M Ol m 3u0atios uey) uiesd Jof
1B IPR) [|1M OUYM JUOIWOS PUY 01 JISES 3G [Im 1 SYUIY 2y asneaaq Ajuo
uiesd ‘Aes '0j saxe siy apen i 19yew axXe uE ‘paapu] "IPEN 01 1B SBY
PUB IXE UE SJURM OUM JUOIWIOS puy O] N Saye) Il ISNEAG A]1500 St—axe
eatl “axe “wa—iauped Juipen pauyap Ajmoureu e yans so) yasess ayp

sluem “afueyaxa ur ‘Kuediaunod i 1eym aaey o) Jaey
1 1nq 13go 01 unpawos 01 asey | op AJuo 10N ‘IUEIW SUOAI[ 1eym stojey ]
OXE UE S 1By pUe J3Yj0 01 Suly auo sey Kjuo 3y Ing “esw siuem Ajqeqosd
251090 “auo aaey Apeadje Aew af] “3XE UR JUEM JOU few 3y Ing “Iago o1 jeaw
STY HRW (apen 280D pue yiepy ueD) st uonsanb sy Jjam Kiaa SYJoM 1
1Byl 05 ‘poom jo azad pood e o1 1 Suiyse| usy pue peay sxe Jo pury ySu
1 Furyesd pue Futpuy e pood Ajpeas s1 3y *aFej)ia ap Ut 19yeW AXE 153G )
§1 9H (201030 NOGE 1Ry 183 URD K[IUKR) S1Y UBY) eI Auow yum ade)1a
SIY 01 y2eq sawod Alendal oym samuny (nyjprys Kisa e st ey -aFioan pue
MEW w2y jea 5,977 “Kapos Lues ue jo siaquaw 7 auideun nod ‘o

UL Jey) S0P 1BY A\ (Iduapiauies aignoq  uaddey jases jpm yargm
"IUIPIIUIOD GNOP B 3q 1SN 213Y ] ,, SSIUEM 5. 110 Yoma yns Ajjeninw ‘og
« SIUBAM 513410 yoea yns £jjemimw suoissassod ajqesodsip asoym suosiad
€ puy o1 51 Jopeq ur Qnawygip sy ay|,, “alonb | pure ‘pres ‘alunyaxy fo
WISTUDE22pY 24q1 pup Aauopy paj|ed J0Oq SHOWRS B u) ‘suoAaf C|je e Asuow
OU S1 ya1ym “sauieq “£auo Jo uonnjoaa ayl ur seyd sy a1 1Inoge y[el 5,137

NG SEAL ISIU CPRAJOAS 1RIUOD UL 5B ISNEIM] MO[S
A|WBSS209U SEM 1] “MO|S 0O1 SEM B UCHIN|OAD UR 10U 51 UoIinjoad [enpesd
1B, 3w ydnoayr £)jenpead paajoas sey pue Fuipe jo 1509 ay) samO] el
1IRIILOD [B120S st A3UOW eyl :2un1adf s Lepoi Jo juiod Jepodun js0w a1
puEisiapun o1 sn djay |jim adueysxs pue Lauow UIIMIBG UDIIIIULOD Y

EFTA02700804

EFTA_R1_02068209



of shell or feather, it might become money. Keep in mind that the commodity
chosen as money would have 1o be scarce. If anyone could pick up unlimited
quantities of money from the seashore or the backyard, then no one in his
right mind would give up something that he worked to produce in exchange
for those shells or feathers, -

Well, as we think about the evolution to the next phase of money
development, we have 1o realize that primitive peoples iraveled beyond their
borders of their homelands. When they did, they frequently found that what
they considered 10 be money at home was not accepted by potential trading
partners in the new lands that they visited. But what they did observe was
that metal, especially gold, silver, bronze, copper, and iron, were valued in
other lands. Indeed, Captain Cook on his voyage was able to give iron nails
from the Endeavour to the peoples he visited. They liked to have those nails.
So, the next stage of the evolution of money was the use of metals and the
coining of those melals.

Several forces favored the use of metals rather than other commodities as
maoney. Metal was more likely to be useful in trade in other lands because
it could be used to make a variety of useful goods such as knives that were
used throughout the world. Metal was durable, and typically, metal was
more valuable, per unit weight, which made the cost of transporting it on
a trade mission sufficiently more efficient. But, there were 2 important
disadvantages 1o the use of lumps of metal as money. It was costly 1o verify
the true metallic content of a lump and that purity of that lump. Remember
all that glitters is not gold. It was also costly to weigh the lump.

But by creating coins from metal, govemment again played an imporiant
role. They lowered the cost of using metal as money. Coins are very old. The
earliest known coins are from Lydia, which is in modern Turkey, from the
7" century B.C. Copper, bronze, silver, and gold coins are widely found in
ancient Greece and in ancient Rome. Words in use today trace their origins to
early coins. We have heard of the phrase “the pound sterling.” But a sterling
was originally a silver penny used in England by the Normans at around
1300. Today, sterling has a technical meaning, an alloy that is 92.5% silver.
How about the word “dollar™? The word “dollar” derives from the German
word “Thaler,” which was a minted in Bohemia in the early 16 century.

18
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We have already argued that governments play an important role by coining
money. It is solving the problems of weight and measures, and governments
typically derived important revenues from its coining operations. The
governments owned the mints that converted raw metals into coins, and they
collected fees from those who sold metal to the mint. Ah, ha! But the owner
of the mint, the government, could also raise revenue by lowering the metal
content of its coins,

The word “seigniorage” denotes the revenue that a povernment obtains by
deflating the value of its money and that word, “seigniorage,” derives from
the French word for “lord.” Now, when | say “lord™ here, | mean lord of the
manaor, the seignior. How does seigniorage work? It could be as simple as
shaving metal from the edges of the coin, or it could be as complicated as
changing the price that the mint offered for metal to be coined. It was a big
deal, this seigniorage revenue, a big deal for povernment.

In 1542, Henry V111 eamed—this is a staggering statistic—6 times the normal
annual crown revenue by lowering the silver content of English coins. Six
times. Every day, we handle quarters and dimes minted in the United States
and every day, if we think about it, we realize that those quarters and dimes
are fluted. They have fluted edges. Why? Was it the coin maker's art? Not
at all. It was a very practical reason. The ridges in our quarters and dimes
derive from the early attempts to assure the coin owner that the coins had not
been shaved. Well, there is no silver in our quariers and dimes anymore, so it
is no longer necessary, but that is why those ridges are there,

The transition from coins to paper money is rooted in the practice of allowing
citizens in many civilizations to deposit their goods in temples and palaces.
This is a very old practice. Temples and palaces were not only places of
warship. They were not only places to which you came to offer sacrifice, but
they were places that were secure and well guarded, and they evolve to take
on the role of protecting the wealih of their citizens. In Babylon, by 1000
B.C., private deposils were accepted at the Babylonia temple. Even the Code
of Hammurabi set out the rules for those deposits. Officials issued receipts to
depositors and allowed them to transfer their deposits to third parties.
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So the next step in the evolution of money is the use of money that is backed
by metal such as gold or silver, but itself takes on paper form. The origins
of this paper money are the warehouse receipls that we just talked about.
Those receipis are receipts given by depositors for the precious metals that
their customers lefi or their templ® worshipers left in their possession, The
warehouse receipts began to function as money, not when the metal was
deposited, but when third parties traded them for commodities rather than
withdrawing their deposits. Let's think of an example here.

So, | have deposited, lel us say some gold, at my temple. | have received a
paper receipt. | now, say weeks later, wish 10 make a purchase for my home.
I go to the individual who is going 10 sell me what 1 desire, and instead of
first going back 1o the temple 10 get the gold, | simply present my warehouse
receipt. |, in a sense, sign it over to the person from whom 1 am buying. When
that third party, the person who is selling me goods, takes my warchouse
receipt and thinks of it as her own, or his own, that is when those receipts
begin circulating as money.

Marco Polo found money primted on mulberry bark in China in the 13*
century. In the west, London goldsmiths pave receipts for gold deposited
with them, and those receipts functioned as money in the 17* century. The
use of paper money lowered exchange costs since it was a heck of a lot easier
to exchange warehouse receipts than the actual deposits. For one thing, the
receipts were for a particular quality and quantity of gold, and the receipt
actually said that. 1f you handed over the gold, you would have 10 weigh and
it and assay it again.

Ah, and here is a very subtle, but very, very important step in the evolution.
Think about the people who are managing the depository: the London
goldsmith. We will 1alk about that London goldsmith in detail in another
lecture, but let's just get a highlight. Those goldsmiths soon realized that
they could make loans to new parties by issuing new warchouse receipls.
The scheme worked because on any given day, only a very small fraction
of the people who had deposited gold with those goldsmiths actually tried
to get it back. So, here we are with money as gold or silver or copper coins.
But we know that that is not our money today, so what happened? The final
demise of the gold standard, according 1o Angelo Redish, occurred in 2
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steps. In August 1971, United States President Nixon temporarily suspended
the convertibility of the U.S. dollar into gold and made that suspension
permanent in 1973,

So we come then, 1o the final step in the evolution of money from barter
where there is no money, through commodity money, through gold coins,
to fiat money; money that is valuable by fiat. It is valuable because the
government declares that it is valuable. So, let’s do a kind of experiment
here. Pause for a minute, reach inlo your pocket, and take out a dollar bill.
This is a little bit like a scavenger hunt. Search on that bill for evidence
that that bill is not just money, you knew that, but fiat money. You're doing
it? Well, you will not have to search for long before you find the words,
“This note is legal tender for all debts, public and private.” Folks, that is the
clear declaration that our money, the LS. dollar, is valuable because the U.S.
Govemnment says it is.

In 1844, the Bank of England established a rigid link between the amount
of paper money in circulation and the gold reserves of the Bank of England.
This meant that the supply of money in England would fluctuate with the
gold reserves of the bank and with the availability of gold in general. For
example, discoveries of gold in the new world led to rising prices of goods in
terms of gold. As gold became more plentiful, its value decreased.

It was typical for the next 130 years for westem economies 1o back their
paper money with gold. In most cases, paper money was convertible.
Holders of the paper money could demand gold in exchange at a rale set by
the government. So they could bring their paper money to the government
and get the predefined amount of gold whenever they wished. Ah, ha. But in
times of national emergencies, obviously World War I and then again, World
War 11, nations, United Kingdom among them, abandoned the gold standard,
and it suspended the convertibility of their currencies into gold. Why would
they do that?

Well, suspending convertibility allowed nations to finance some of the
costs of the war by issuing more currency than their gold stocks would
have previously permitied. They wished to buy more munitions, buy more
soldiers, and buy more of all the other war goods that were required, and they
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did not want to be limited by the amount of gold in their repositories. But,
al the end of World War | and again at the end of WWII, nations did return

to the gold standard. But they quickly experienced problems, problems that
they had not had before.

The supply of gold was growing too slowly and also 1oo erratically to allow
the supply of money to keep pace with growth in the world's developed
economies. Money in the form of gold was not growing as rapidly as
production in the post-World War Il economies of the nations of the world.
So for a time, the International Monetary Fund, and we will talk about
them in a future lecture, attempted to keep the gold standard working by
supplementing the supply of gold with paper gold that were called special
drawing rights. But, the gold standard ended, as Redish reminds us, with
President Nixon's decisions 10 suspend converibility, to make a break

between the number of U.S. dollars and the quantity of gold held by the
United States,

Today, in western economies, we have pure fiat monies that are backed
by no commodity at all. The money is valued partly because governments
declare the money to be “legal tender for all debis public and private.” But
ultimately, money is valued because people agree it is valuable. It is valued
because people agree to accept money in exchange. It is valuable because
people believe they can accept money and then tumn around and purchase
useful things whenever they wish.

Four important themes have emerged from our examination of the evolution
of money. First, money is truly a social contract in which the members of a
society agree to accept money in exchange for goods and services. It is an
act of faith for me to give something that is truly useful, an axe or a pound
of meat, in exchange for a piece of paper that really would not even do a
very good job of lighting a cigarette or starting a fire. It is true that the words
“In God We Trust” are printed on the back of our bills. But if we want to
understand why the dollar has value, we would be far better off with the
words, “In One Another We Trust.”

Second, the social contract that is money has developed gradually through
history because it has taken time to develop the rust necessary 1o exchange

2

something of intrinsic value, a pound of nails, for semething of no intrinsic
value, a British pound note. That trust had 1o be developed very slowly and
had 1o be developed in the context of the codes, the laws, and the beliefl of
the society that began 1o accept different forms of money.

Third, the contract has developed as it has because members of society
have constantly sought to meet 2 goals. 1 have always found that those
goals 1o be in competition with one another. They have constantly sought
ways of changing the money contract to lower the cost of trade. We want
trade 10 be efficient and inexpensive, so that we could do more of it. But
at the same time, we have wanied o make sure that we adopt a money that
holds its value. Throughout history, government has played a crucial role
in development of the money contract. From coordinating the choice of a
particular commadity. to ensuring that the contracts made by goldsmiths
were honored so those goldsmiths did not just renege, 10 setting up rules for
the coining of precious metals, to developing laws that define the powers and
responsibilities of the Federal Reserve.

So, government is essential lo organization of monetary arrangements, and
that is not surprising. We are government. A fiat money system is highly
efficient. Valuable metals such as gold and silver are not tied up as backing
for money but are released to alterative uses in electronics, jewelry, and
many other purposes. The Federal Reserve can allow the supply of money
to keep pace with the growth in our nation. But our fiat money holds its
value only if our Federal Reserve keeps the supply of money from growing
too rapidly. If the Fed fails, inflation results, and infiation is the modem
counterpar to seigniorage.

Thank you very much.
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