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Article 7.3

WHAT IS MONEY?

BY DOUG ORR
November/December 1993; revised October 2010

e all use money every day. Yet many people do not knoyy what mgp,

Wis. There are many myths about money, including the idea thy, t;y ACtuyly
ment “prints” all of it and that it has some intrinsjc value. But acqy, ally, .. overn.
a matter of value, and more a matter of faith,

Money is sometimes called the univers
for all other commodities. But for this to h
that money will be accepted. If people stop
isting money ceases to be money. Recentl
zloty, and used vodka as money instead.

In addition to facilitating exchanges,
point in time to another. If you sell your
buy that amount of other products today. Rather,
probably in a bank, until you want to use

it.
The “things” that get used as money have changed over time, and “moery”
people often chuckle when they hear about some of them. The Romans used salt
(from which we get the word “salary”), South Sea Islanders used shark’s teeth, apq
several societies actually used cows, 'The Three Wise Men brought gold, frankip.
cense, and myrrh, each of which was money in different regions at the time,
If money does not exist, or is in short supply, it will be created. In prisoner of war
camps, where guards specifically outlaw its existence, prisoners use Cigarettes instead.
In the American colonies,

the British attempted to limit the supply of British pounds,
because they knew that by limiting the supply of money, they could hamper the devel-
opment of independent markets in the colonies. Today, the United States uses a simi-

lar policy, through the International Monetary Fund, in dealing with Latin America.
To overcome this problem, the colonists began to use tobacco leaves as money.
This helped the colonies to develop, but it also allowed the holders of large plots of

ney! When the colonies gained independence, the new

government decreed gold to be money, rather than tobacco, much to the dismay Oj
Southern plantation owners. Now, rather than growing money, farmers had to fin
or buy it.
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e” valye from
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you store the valye as money,

To aid the use of gold as mon
age, and give the de
money,”

ey, banks would test its purity, put it in sto;
Positor paper certificates of ownership. These certiﬁcates’]dp;zfe
could then be ysed in place of the gold itself. Since any bank Cou-ﬂr rent
gold and issye certificates, by the beginning of the Civil War, over 7’000-d1 'ente |
types of “Paper money” were in circulation in the United States, none of it pr!
by the government, around
While Paper money is easier 1o use than gold, it is still risky to Cafr)r,l over its
large amoyn g of cash. It is safer to store the paper in a bank and simp lysis by writ
OWnership to make , purchase. We sign over the ownership of our money
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understanding money, because in additjon
ganks 2 i, Bankers realize that not everyone will withdraw :}:’ '
lp ©0 re o they loan out much of the money that has been de (:r 'ZOne)'l at the
: . on these Joans that banks get their profits, and throuph l}tle Atis from
inte? creates NEW money. gh these loans the
$100 c.ash in your checking account at Chase Manh
$100 in money to use, because checks are also acce azitan
Ban® s must S€€ aside some of this cash as “reserves,” in case you Opte has
moﬂ‘;{;o s decide 0 withdraw money as cash. Current regulations iSSUedrbOtt ;l:r
" dzral Reserve Bank (the Fed) require banks to set aside an average of tyhre:
c:ntS out of each dollar. So Chase can rrlake a loan of $97, based on your depos-
. Chase Joes not make Joans by handing out cash but instead by putting $97
: f the person, say Emily, who is taking out the loan. So

¢ checking account 0 .
nitial deposit of $100 in cash, the economy now has $197 in check-

storj :
torlng it, they

u S[i” haVC

inth
from your !
ing account money:
The borrower Emily, pays $97 for some product or service by check, and the
llr, say Ace Computers, deposits the money in its checking account. The total
mount of checking account money is still $197, but its location and ownership have
changed. If Ace Computer’s account is at Citibank, $97 in cash is transferred from
3 in cash reserves at Chase to cover your origi-

Chase to Citibank. This leaves just $
nal deposit. However, Citibank now has $97 in “new” cash on hand, so it sets aside
three cents on the dollar ($2.91) and loans out the rest, $94.09, as new checking ac-

count money. Through this process, every dollar of “reserves” yields many dollars

in total money. :
If you think this is justa shell game and there is only $100 in “real” money, you

sl don’t understand money. Anything that is accepted as payment for a transac-

tion is “real” money. Cash is no more real than checking account money. In fact,

most car rental companies will not accept cash as payment for a car, so for them,

ash is not money!

0 ‘f\s of June 2010, there was $883 billion of U.S. currency, i.e., “paper money;’

Inexistence, However, somewhere between 50% to 70% of it is held outside of the
he preferred

U 5
cu[:Irt:;i Suates by foreign banks and individuals. U.S. $100 bills are t
¢y of choice used to facilitate illegal international transactions; such as tlre
the United States 1S
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notgc:srﬁfizu?ztﬁast majority of all money actua!ly in use in e bilo,
Vs created ter checking account money. This type of money,f 2 T
st g ¥ private banks, and was not “printed” by anyone In fact, ¢ i
Mander cousl(eileqronic “bits” in banks’ computers. (The less “modern” Sout

o amo“ﬂt?fe quite a chuckle about that!) '
i money that banks can create 1S

VCS) d
nd b
t . .
Y the fraction of each deposit that must

he total amount of

s reserves. Prior to

limited by t
be held a

A

o



p MACRO

REAL WORL .
718 | what fraction of deposits to hold as reserves

he main banking regulator, the Fed.
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Until 193% gOIfinw:}S,c California and Alaska gold rushes,” and very slovjf’
rapidly durt gsult at times more money was created than the economy
mes. As a I gh money could be created. Starting ip 1934

imes nOt CnOu
needed, and at otl;;ft Eil:: ded that gold would no longer be used as reserves, Cash
the U.S- govem:;]e Fed, could no longer be redeemed for gold, and cash itself

now printcd by
e reserve asset. i i :
s ks, fearing robberies, do not hold all of their cash reserves in thejr own
. :
e they store it in an account at a regional Fed bank. These accounts
hold in their vaults is their other assets, such 5

What banks do

d corporate bonds.

selves decided Singe

1914, bankers them been set by ¢

count as reserves.
Treasury bonds an

The Fed and Bank Reserves

The only role of the government in creating money is indircfctly through the Fed,
which is controlled by neither the Congress nor the executive branch. If the Fed
wants to expand the money supply, it must increase bank reserves. To do this, the
Fed buys Treasury bonds from a bank, and pays with a check drawn on the Fed
itself, By depositing the check in its reserve account at the Fed, the bank now has
mote reserves, so the bank can now make more loans and create new checking ac-
count money.

By controlling the amount of reserves, the Fed attempts to control the size of
the money sgpply. But as recent history has shown, this control is limited. During
the late 1970s, the Fed tried to limit the amount of money banks could create by
reducing reserves, but banks simply created new forms of money, just like the POW
camp prisoners and colonial farmers. In 1979, there was only one form of check-
ing account money. Today, there are many, with odd names such as NOWis, ATSs,
repos, and money market deposit accounts. If there is a profit to be made creating
money, banks will find a way.

In 2010, we have the opposite problem. The Fed is trying to expand the money
;:v[iply, but banks are refusing to create new money. In good times, banks hold as
ban lzsfee;‘;e:hzst POSSll?ﬁ:, S0 thc.ey can profit from making loans. In times of crisis,
ke o o “m\:scw)l’ lose flaltl"l in the COfnmercial banking system and all try LO
this is impossible, Bit :fst}iasb. Sll(nce there -ls farmiore-elecronic moncy tha cisit’
the bank fails and cepqug ¢ bank cannot give us our money in the form we wan

o exist. Since the start of 2007, over 300 banks, with asse®

totalling more thap $637 billion, have failed.

Since all banks fear they wil

ssible-
Excess Foserves [ be next, they want as many reserves as po

these averaged ali(:)an)\% rﬁs(.er\.,es above those required by the Fed. During the 1'9'9 0(:’
2001, they spiked g g " (0" the entire banking system. During the s
reserves in the bam[c:-t ¢ then unheard of level of $19 billion. As of June 2010, exciig
to push on a gerip INg system were $1,035 billion! This is the classic cas€ of try

& The Fed can create reserves, but only banks can create money

are illi
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forms of money function only becayse we belie

¢ hof the continued stability of the banking system j
1.}165 hich 18 Wd)]'e bailout of the bafll'(ing system was not handled very well,

fU“CUO-r:’is crue thatle who created the crisis are still profiting from ¢, the bailoy,

v(/hile lt nany pef)PIn a modern market economy, banks create the money, and nq

and ! aecessélr cvg;l function without its money. }I:/I(;n.c)}fl only exiists if we believe

was? " nomy ¢amt the faith. To maintain the faith we need mq
et €C mamtam

ve they wi]|
§ SO critica],

re democraric
e " ation, which can only come if regulation of the financial sys.
)
el ™ 40
I nded.
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