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A MEDIUM OF EXCHANGE

Money has three functions: it s a medwum of exchange, a
store of value and a unit of account We've already looked
at the first of these: a medium of exchange is something
you can exchange lor things you need. In other words,
YyOu can use it to pay for things. You can try paying for
things with a banana, but unless you can find someone
who wants a banana you're not going to get very far

With money, you can pay for anything that's for sale




BEFORE WE GO ON, LET'S EXPLAIN A FEW MONEY-RELATED TERMS... ﬂ
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LEGAL TENDER N ,!i
Legal tender is money that the law says can be used to settle Q { ~ A
-~ > 4

a debt. That doesnt mean a shopkeeper has to accept it,
however. They are allowed to turn down a fifty pound note for an
apple, for example, because of the huge amount of change theyd
have 1o hand over. Cash in the currency of a country is legal
tender in that country. Cheques or card payments are not legal
tender, but can be exchanged for legal tender at a later date.
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Cash is money i its physical form - banknotes
and coins. This is different from money in the form
of creddt (see pages 40-47), where it is lent or
borrowed, or electronic money (see pages 70-7),
where il is translerred electronically from one
bank account to another. Cash is becoming less
common today as we increasingly use digital
payment technology to pay for things. However,
some people preler cash because payments
are anonymous and cannot be tracked by
governments or commercial organisations.

of the United States, for example, is the dollar,
and the currency of France is the euro. The value
of currencies rise and fall in relation 1o each other.
In foreign exchange markets (see page £0), people
buy and sell currencies in order to make a profit.
Cryptocurrencies (see pages 74-75) are digital
currencies not backed by any central authority.

CURRENCY A
A currency is the system of money gomuliy}d
in a particular country or community. The currency \
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A WORLD WITHOUT MONEY

To understand why money is useful, let’s try to imagine a world without money. In such
a world, the only way to get hold of the things you need would be to make or grow them
yourself or to obtain them from other people. Those people are unlikely to simply give you the
things, so you will have to offer them something in return. This system is known as barter -
the exchanging of goods or services for other goods or services without using money.

BARTER AND GIFTS

We don't know of any society that existed entirely '
without money. However, many ancient peoples

used barter alongside money, swapping goods
and services rather than paying for them with

a medium of exchange. Others employed a gift
system, where goods and services were offered
for no reward to help others, to gain status
or 1o strengthen social bonds.
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COINCIDENCE OF WANTS

The problem with barter 5 that it's much
harder to agree what makes a fair trade
because there are no agreed prices for
things, The other problem is that barter
roquires a ‘coincidence of wants'.

In other words, both parties need 1o have
something the other one wants, and this
isn't always going to be the case.

BARTERING TODAY

When money fails, for example during periods of hyperinflation (see pages £2-65), people may resort to
barter. In close-knit communities, people often swap goods and services. At online swap sites, people
exchange goods with no need for money. The Internet can be accessed by many pecple so there's more
Likely to be & coincidence of wants - lor example, you might just find someone 10 swap your roller skates
for a Star Wars lightsaber,
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LIVING MONEY

Long before cowne shells and
wampum, the very earliest form of
maoney was Livestock, such as cows,
sheep and camels. This began around
9.000 BCE with the domestication

of cattle. Reindeer were used for

the same purpose in Siberia, and
bulfalo in Borneo. The ancient Greeks
measured the value of things in oxen,
whereas the Hittites did =0 in sheep
Even human beings, who had been
enslaved, were traded as units of
value by Vikkngs in Ireland

ANIMAL PRODUCTS

Some early socwles used

animal products for money, such

as horns, teeth, tusks, pelts and hides
Fipans used whale teeth as currency, and
indigenous peoples in Canada traded in
beaver pelts with European colonisers. The
Maya of Central America used the metallic
green-blue leathers of the quetzal bird

as currency, usually to purchase gold
interestingly, we still use animal products
;n our money to this day: many modern
polymer (plastic) banknotes contain a

tiny amount of animal fat

LEATHER MONEY

From about the sixth century BCE,
leather and animal hide began to be used
as currency in places such as ancient
Rome, Carthage (modern Tunisia) and Gaul
{modern France). In Russia, leather money
was used as recently as the early eighteenth
century. The Chinese emperor Wuds (reigned
141-87 BCE) created currency from the
hides of his personal herd of white stags
Although leather money is no longer used,
it has left its legacy in the use of ‘buck
\\ {a male animal) as slang for dotlar
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KISSI PENNIES

N PO e ",,'ig‘/.‘ ke The kissi penny was a currency used

- T Lt

il e g mainly in West Africa in the first half
7 : T -“‘v\\\}‘, .g of the twentieth century. They were
\ PR SRR S R long iron rods, usually arranged in
(\\‘Zﬁ-\,\.\ T e bundles of 20. A cow could be bought
[ for 30 or 40 bundles,

IRON SNAKES

The Lobi tribe of Burkina Faso used iron ; N
snakes as a currency. They would also b /
attach them to their calves as a protection

from snake bites and lightning \ \\\\\
' N\

KNIVES

Large bronze knives circulated as currency
in ancient China between 600 and 200 BCE.
According to one story, this started when a
prince who was running low on money to pay his
troops allowed them 1o use their knives to pay for
goods in the local village

RAI STONES

The small PacHic island of Yap
possesses the world's biggest money.
Ral stones are huge discs of rock
weighing up 10 B tonnes each. The
stones are rarely moved and are not
used for day-to-day transactions, but
they change hands as ceremonsal gifts,
to forge alliances, resolve conflicts or
to apologise for wrongdoing.
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Before the fifth and sixth century BCE, when the first coins were minted, metal 280 nrad D PR NI DR RS )
had been used as a form of money. Rings, iron bars and even fishhooks were used o moulds (called casting . bars o
as currency. Metal had advantages over all other forms of ancient money. It was d d 0 0 db d T
durable, and could be melted down and divided into small, equal units that were ol S, v x . . 4R
both portable and fungible. Rare metals, such as gold and sitver, were limited in SO 2 bnto -
supply and universally valued. In other wards, metal had the potential to fulfil all
the requirements of a practical form of money. But the shape had to be right. ek e S e ¥
U g 0080 D 0 0 0
METAL DISCS punching out discs from the s 80s, the steam-d
4 he coin could have been shaped LUke a sphere, cude ‘ ; —— Lo ’
Ij r iriangle, but the ideal shape turned out to be & disc N )
Discs are round with no corners that Can gel worn away na -
and they can be easily stacked for counting. They have s . .;l'.-

flat surfaces where a design can be stamped, which
brangs us to the feature that distingueshes the coin from
all earlier forms of maney: they carry the mark of ar
avthority, such as a monarchs head, reinforcing their

status as a legrtimate currency

Lydia (in modern-day Turkey) in the
600s BCE. It was known as the Lydian
Lion because it featured a roaring
lion, the emblem of the kings of Lydia
1 was made from electrum, an alloy
ol silver and gold. King Croesus of
Lydia (reigned circa 560-544 BCE)
may have 1ssued the first gold coins
His wealth was legoendary, giving rise
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10 the phrase ‘rich as Croesus

GREEK AND PERSIAN COINS

The sheer practicality of the coin quickly became obvious o traders

in other parts of the world. Within a few decades, the Persians and
the Greek city-states of Athens, Aegina and Corinth were minting
their own coins made of gold and sidver. Al this stage, coins were still

commodity money - the coins were worth the actual value of the metal

they contamed (the ides of representative money had not yel been

invented - see page 8)
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CLIPPING

Ordinary people found clever ways of stealing the

precious metal contained in coins. One method was !
clipping - shaving off tiny amounts from the edges of 3.

coins. These shavings would be saved up and eventually L/;// 3
melted into bars and sold to a goldsmith, or used to make
new coins. Clipping was simple to do, reguiring only a file,
some shears and a melting pot, It became such a problem
in seventeenth-century Britain that the government \
declared it an act of high treason, punishable by death. AN 1 e of ahaviege

Britain's Royal Mint attempted 10 end the crime of
clipping by milling the edges of coins - engraving them
with tiny vertical lines or ridges. Milled edges made ot
possible to see if a coin had been clipped Sometimes
they would engrave the edge with a phrase, such as
Decus et Tutamen (‘an ornament and a saleguard’),
which appeared on the edge of the crown coin of King
Charles Nl (reigned 1660-1685). To this day, coins have
milled edges, even though modern coins are not made
of precious metals.

SWEATING

Another method criminals used 10 extract the precious
metal from coins was sweating. This involved placing
a number of coins in a bag and violently shaking them.
The coins would rattle against each other, causing

tiny metal particles 1o 1all Irom their surfoces These
particles could be collected from the bottom of the bag
and melted down for profit. Sweating tended to wear
the coin in a more natural way than clipping, making it
harder to detect. Even a milled coin could be sweated
for its metal and few would be the wiser.

With larger coins, criminals used a dilferent method

to harvest their metal. They would cut the coin in half,
extract the valuable metal from the centre, fil it with a
base metal such as lead, and then weld the coin back
together. This practice, which dates back to ancient times,
became known as plugging in the United States in the first
half of the nineteenth century it spawned the phrase not
worth a plugged nickel' to describe a worthless thing.
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INFLATION

The value of money is not fixed. It can go up or down. When the value of money goes down,
prices go up, because more money is needed to pay for things. This is called inflation. The
inflation rate is the rate at which money's purchasing power drops over time. It's usually
measured by looking at the rise in prices of commonly bought goods such as food, clothing and
electricity. If the inflation rate is 5 per cent, it means that the prices of these goods have risen by
an average of 5 per cent over a year. So a loaf of bread costing £1 will cost £1.05 a year later.

D

WHAT CAUSES INFLATION?

Inflation happens when thers is too much money in circulation 7 "
compared to the supply of goods and services. For a country to
become richer, it has to make and sell more things. It cannot .
become richer by printing more money, but sometimes governments - o>
do this anyway, They might print money to stimulate the economy . )
(by encouraging people to buy and sell more), or to pay for & war or
pandemic. If the increase i money is not matched by an increase in
economic productivity, the result is inflation.

i

WHY IS INFLATION BAD?

High inflation is bad for anyone with money, especially
those with savings in the bank, as it reduces what they
can buy with their money. It can be good for those

with debts, as it reduces the value of their debt.
But overall it's harmiul because
all of us, whether we're savers
or debtors, nead monaey to buy
things, and inflation makes
everything more expensive.
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HOW TO FIGHT INFLATION

In most countries, it's not governments bul central banks
{see page 36) that are in charge of keeping inflation under
control. They do this by limiting the amount of money in

circulation. They use a number of tools 1o achieve this, one
of which is the control of nterest rates The interes! rate
is the cost of borrowing maoney. By raising the interest

rate, borrowing becomes more expensive, 5o people will
borrow less, reducing the amount of money in circulation
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THE DANGERS OF DEFLATION

Central banks have to be careful not to raise
Interest rates too much as thes can lead to &
general fall in prices, known as deflation, A
small drop m prices is no bad thing, but rapid
deflation is a sign that pecople aren’t spending
money. Companies may react by reducing
production and laying off workers. Ultimately,
this can lead 10 a recessson - a period of
economic decline. So the control of interest
rates is always a balancing act
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THE FIRST PAPER MONEY ‘%

If coins were the first great innovation in the evolution of meney, banknotes were the
second. The story of paper money begins a long time ago in seventh-century China,
during the period of the Tang dynasty. At that time, merchants would carry their copper
coins around with them, threaded on a rope. Rather than lug all these heavy coins
around, some merchants began leaving their coins with someone they trusted who gave
them a paper receipt recording how much they had deposited.

FLYING CASH

Merchants used these paper receipts, known as
promissory notes, 1o buy with. Sellers accepted them
because they knew they could be sxchanged for coins

at any time. They nicknamed them feigian (flying cash’)
due 10 the paper’s tendency o blow away in & high wind.
These weren't yet banknotes because they werent

officlally printed and issued by a government or bank, PAPER MONEY TRAVELS

yet they functioned as money. This planted the idea in

people’s minds that money didat have 10 only take Venetian merchant and explorer Marco Polo travelled through Assa along the Silk Road (a famous

the form of a valuable metal token such as a coin. irading route) between 1271 and 1295. While in China he spent time at the palace of the Chinese emperor

Kublai Khan where he learned about paper money. Upon his return to Europe, Marco Polo reported the

fascinating stories about how the Chinese used paper money, which was backed by the government

It was an early example of representative
money {see page 8).

CREATING KUAN CURRENCY

The Chinese used the bark from mulberry trees 10 make paper money. The fine fibre,

called bast, betwoen the bark and the wood of the trees was pounded down and stretched
out with glue, and then marked with Kublai Khan's seal. Marco Polo also learned that the
Chinese were very worried about the problem of counterfeiters (see pages 46-69). Guards
were posted around mulberry forests 1o prevent counterfesters obtaining the bark from
which banknotes were made. The banknotes had a complex design to make forging difficult,
and each one contained o stark warning Those who counterfedt will be beheaded

CpRA

THE JIADZI

In time, promissory notes ks ' FAIE
became widely accepted in China, opening up the possibility of an official, government- J o R
issued paper currency. The world's first banknote, known as the [laozi, was issued Bty MO
during the sleventh century under tha Song dynasty. The jiaozi was backed by the
government and, like promissory notes, could be exchanged at any time for copper
coins, It proved a great success, and paper money became firmly established in China.
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THE FIRST BANKS

Banks began more than four thousand years ago as places for wealthy
people to stere their money. The earliest banks were in temples,
because they were viewed as safe and secure. Deposits were looked
after by priests as well as armed guards. These first banks didn't just
store people’s money, they also lent it out to other people in return for :
a regular payment, known as interest. RN e ——— ——- g

—————— - ————————————
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BABYLONIAN BANKING

The earleest form of banking can be found in ancient

Mesopotamia, where people stored their money and

valuables in temples and occasionally royal palaces. GRAIN BANKS IN ANCIENT EGYPT

In Babylonia, a kingdom in Mesopotamia, in 2,000 BCE In ancient Egypt, farmers would deposit grain for
people depositing gold had to pay a lee amounting safekeeping in enormous grain warehouses owned by
to approximately 1.6 per cent of the total value of the the government. When they wanted 10 buy something,
deposit. Banks also offered loans. A bank might loan a they would withdraw some of their grain from this
farmer seed grain, which the farmer would repay from grain bank. Thay would pay a fee (in grain) for this
the harvest. Such agreements were recocded on clay These fees were used by the government to pay state
tablets, some of which survive today. workers, such as the people who built the pyramids

THE ARGENTARII OF ANCIENT ROME

Bankers in ancient Rome were called argentaris. They
operated from small shops and stalls around the Forum
(town square). Their original job was to change loreign
currencies into Roman currency. They were organised
into & guild (an association of people in the same
profession) with a limited number of members. Over
time, their role expanded to include holding deposits,
lending money and taking part in auctions (public sales
in which items are sold to the highest bidder). They were
also responsible for determining the value of coins,
detecting forged coins and circulating new money

29



THE KNIGHTS' BANK

The Crusades (1095-1291 CE) were a secies of military
conflicts when European Christian knights attempted to
seize the Holy Land from Muslim control. Knights going
on Crusade needed to be able to access their funds while
abroad. A wealthy and powerful organisation of knights
catled the Knights Templar stepped in to handle this
demand. They controlled a network of castles across
Europe. A knight could deposit their wealth at one castle
in exchange for a letter of credit, and band it in o another
castle, where they would be given the equivalent amount
in local currency. Because usury was forbidden, the
Templars made maney on the differences in exchange
rates. They also helped arranged large financial deals,
much Like modern banks. When King Henry Il of England
wanted to buy an island off the coast of France, the
Templars handled the finance
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THE GOLDSMITHS

The goldsmith bankers of London issued paper receipts,
or promissory notes, recording the amount of precious
metal deposited in their vaults and stating that st would
be payable on demand 1o the depositor. But because of
fractional reserve banking, the gold was very often not
there in their vaults, having been lent to someone else
This didnt matter because they always had enough gold
10 pay any customer arriving at the bank (as long as

100 many didn’t arrive at once). These promissory noles
therefore amounted to a new kind of money. They didnt
represent gold, but were a kind of debt - the goldsmiths’
deblt 1o their customers

DURING THE SEVENTEENTN CENTURY,
Net all owr depondors are BANKG SBESAN LENDING OUT THE MONEY
Lbely to deeaexd thesr monoy PEPOSITED WITH THEM 1O OTHER
guand o once, 30 M s morwy 8 SUSTOMERS
gﬁ;gmu : Jat lpng here in our vault
ek doung nothing
THE ROTHSCHILDS

The Rothuchilds were the most famous of all European banking
families. For around two hundred years, starting in the 1790s, they
wielded huge influence on the history of Europe. They made a
fortune lending money 1o European governments during the French
Revolution and Napoleonic Wars. During the Industrial Revolution
they helped finance the development of the railway, coal and
ironworking industries and, later, the oil industry.

fraction of the money
depasited with us as The rest of the
3 resServe, 50 we can money 15 out
Py any customery there in the aorld
who come asking for making more
their money money for us’
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NATHAN ROTHSCHILD AND THE CARRIER PIGEON

News travelled very slowly in the early nineteenth century, so
whaen the British and Prussians defeated Napoleon's army at
Waterloo in 1815, it would be days before the rest of the world
found out. But the famous banker Nathan Rothschild had a

trick up his sleeve - a network of trained carrier pigeons that
could deliver messages far quicker than the conventional
communications of the day. That was how he learned the result of

customers don't
depasds and have : demand their money

the battle a full day belore anyone else, and was able 10 make big
profits by investing in British government bonds (see page 52).
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LAW'S LEGACY

Ironically, today we use a system very semilar to the one Law proposed, with paper money backed not by
precious metal but by the authority of the state and its central bank Law's mistake was to underestimate
the excitement his invention caused. It led to a bubble - a rapid rise in the price of an asset caused by
enthusiasm and speculation rather than the asset’s actual value - followed by a collapse
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N THE ROCK!

country = this was the first runon @ gritish
pank in nearly 150 years. By the afternoon,

- pitliens of pounds had been withdrawn from
the bank, sending it close 10 collapse

Northern Rock was one of Britain's smaller
panks, bul it had ambitions to be a 019 player.
With onty 70 pranches raking cash from
depositors. it didn't have enough of it$ own
money 10 expand al the rate it wanted. S0
it porrowed money on the global markets.
Unfortunately, this coincided with the time
nding ir responsnb\y t0
yesterday morning, in towns all over Britain, home OWNers, bal financial
long queues of customers tormed outside the gystem was reetering on the brink of 2 crash,
pranches of Northern Rock pank, all of them which happened the following year Northern
desperate 10 get their hands on their lifetime Rock was only the first in a chain of bank
gavings. We're unused to such geenes in this failures in 2007-2008.
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THE LAWS OF LENDING A 0F YOUR L0

BONS WENEY L OW END L ANT (Radwer” 11001188
WVEN T BT A NG MONEY SR TR CALLBP TR TALLY Mow axdl thad It's very surple Ihe deblors
FIOK B Tas % A BARORT 10 BNNANCE W POwRE work then? The bl 13 recorded Name (s
For as long as money has existed, people have lent and borrowed it. There ~ . - SR SN a¢ Mk engraved on
a * oed (o kocp e oyt of o) ng axdths The &dch s O
are different ways that this can be done. A lender can give money to the a record of who [ wsing tally L ) 8 Lidest notches represent the stk
borrower on the understanding that the borrower will pay it back later. owes me money sticks? By | €100 and the o lest
Or the lender can let the borrower have goods and services for free & ot
on the understanding that the borrower will pay for them later. =z ’r,iﬁ
In return for the loan, the borrower pays the lender interest, : >
3 fi ¢
which is a percentage of the amount owed. The Babylonians N
were the first to develop laws about lending. The Code

of Hammurabi (c. 1755-1750 BCE) set the maximum %
amount of interest that could be charged, and
imposed fines for non-payment.
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CREDIT AND DEBT

Money lent is known as credit.
The word comes from the Latin
credere, meaning ‘believe or
trust’. A person to whom money
s owed is a creditor.
When a lender extends credit
' toaborrower, they are giving
. themn a loan. Money owed is
S called a debt. A person who
OWes money is a debtor

it hedpy that ave
ude sllow Lo sake h? Why's that? wWillow hasz & distinchive
the Lally stcks gran so the buo halwes
wdl match ondy to each

‘ alher proventing vy
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INTEREST

The lender charges a sum of money, known as RN AT 26% INTEREST
interest, in compensation for the risk of not getting ! LbAN DF £100 FUR. fER 1 2 [\
their money back, and for the sacrifice of being IRV NG B0 29 4 PO KT SR
temporarily parted from their money. The interest . 726%. DF €100 ' Hasealiossomend
rate is the percentage of the principal (the loan | ! . 7(lw 2
amount) that must be paid by a set period (such as ‘ oo ftot=1 SN .
& year). The size of ihe interest rate often depends 1 : SRR ‘\é\ ' ERRRY
on the borrower's creditworthiness (how likely they 1 X 26 = £2¢ > »‘\’ 4 & i ‘*\\\Q.
are to repay the loan). it all comes down to risk. If the 4 . i
borrower has a bad record for paying back loans, or | AT 2% INTERE 4T AFTER T VERP A '
they want the money lor a long time, or the loan isat LDAN BAD BALE: €100 T €5 X
secured with sufficient collateral, the tender is likely
10 charge a higher interest rate £100-+£25-= €5

40




THE RISE OF CONSUMER CREDIT

During the eighteenth and nineteenth centuries, the aristocratic taste for
luxury spread to the middle classes. This led to a rise in demand for goods
that were desirable but not essential - items that elevated people’s social
status like fine food, furnishings and clothing. Shopping became a leisure
activity, and retailers found new ways of responding te and encouraging
this trend. Aware that consumers didnt always have the funds available to
purchase the goods they desired, they would extend them credit.
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MERCHANT

THE BANK CARD

The next stage in the dual-party card revolution was the

- : bank card. While Diners Club specialised in restaurants and
LI hotels, the bank card was a general-purpose credi card that
consumers could use 10 pay for almost anything. When these

launched in the 19508, they laced a problem: why should by
retailers with established store credit cards participate in bank
card programmes? By the 1960s, retallers realised that general- ’

T G
sTERESt AL

purpose credit cards made things more convenient for their
customers, 50 they began to accept them

0000 0000 0000 0000




\ BAILIFFS
DEBT ’ T Y In medieval Europe. bailitts were appointed by the
: / SN court 10 enter a deblor's home and seize goods Lo

AN the value of their debt before handing them over
7 /O BPLS 7 tothe creditor. The system was often corrupt. and
For many, the rise of consumer credit has been a huge benefit. It's a convenient way of : e Mgf bailiffs would seize far more than needed to pay off
paying for things, and allows people to enjoy goods and services when they want them . oy AT \ what was owed, keeping the extra for themselves.
rather than having to wait until they've saved up enough money. However, there is a S men O] | . Y,
dark side to consumer credit, and that is, of course, consumer debt. Producers of goods T >t

and services use clever marketing to persuade people to buy their products, tempting
these who cannot afford them. As a result, there are many who cant keep up their loan
repayments or their credit card bills, and fall into debt.

Falling into debt can have serious consequences . b : A '
including stress and impoverishment. For
mast of history, debtors were also regarded
a8 criminals. In ancient Sumer, they became
enslaved for their debt, forced to work for their
creditor until they had repaid what they owed

and, in some cases, their debt status could be 44 : ¥ o ST i 5 ' e
passed on to the next generation. e ‘ > 4B s‘)\ l ! (L RAN
X . e 4" . " & I",‘n"
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During the early Roman Republic (509-326 BCE),
a borrower would often pledge themsel! as
collateral for a loan If the borrower defaulted
(faited to repay), thoy could become a nexus

or debt bondsman. This was a legal contract
under which they would be obliged to work off
their debt through physical labour. Although the
bondsman technically remained a free citizen,
not enslaved, they were often subjected to
beatings and other abuses by their creditor.



Most countries have a mixed economy,
which means that they operate a
market economy, but one censtrained
by government regulations, for
example to protect workers' rights
and the environment. Often the
government will own and run vital
sectors of the economy such as

the rallway and energy distribution
networks.

THE COMMAND ECONOMY

In command economies, the
government decides what is produced
and how much it is sold for. Under
command economies, the government
decides who works where and what
thewr wages will be. This can ensure
low levels of inequality and jobs for
all. Yet the absence of competition
leads to inefficient allocation of
resources, low-quality products and a
lack of innavation. There are very few
command economies in the world -
North Kerea and Cuba are among the
last remaining examples. It has not
proved a successiul economic system
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TAXES

We can see money clearly in our daily lives, for example when we go
shopping or lend some cash to a friend, but money alse moves around
invisibly in the background, keeping our society functioning. We all benefit
from public services like law and order, healthcare, education, welfare
benefits and waste collection. These things cost money. We pay the
government to provide these services for us through our taxes.

PURPOSES OF TAXATION

The most important function of taxation is to pay for
public services, but it can also serve other purposes.
Rulers have sometimes taxed their populations to
enrich themselves, pay for wars of aggression or build
monuments to celebrate their achievements. In more
recent imes, governments have taxed products such
as alcohol and tobacco, not only to raise money but to
discourage their consumption. Governments may also
use the tax system 1o reduce inequality (see pages
54-55) by taxing the wealthy at a higher rate.

[ 2
TP A -
, SO
L
SIRIKING A IAI.MIBE I taxes are too high, people will have
It is a balancing act to no incentive to work hard and may
tax people at a rate that even decide to move abroad or put
maximises government their wealth in a place where taxes
revenue. are lower (a tax haven),
Either way, tax revenues
will go down
i the government taxes
people and businesses too

little, it won't be able to pay
for decent public services

TYPES OF TAX =
Governments have found many ways ’;
of taxing their populations. They may 3
tax people’s earnings (income tax),
business profits (corporate tax) or the
sale of goods and services (VAT). Here
are some of history's weirder taxes_
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FINANCIAL MARKETS

: : . - : )CTOBER 1929
At regular markets people buy and sell things like food and clothing. At financial A AV
markets, people trade money-related assets. These include stocks and bonds T4
Stocks are shares in a company that the company sells to raise capital.
Shareholders are paid dividends (regular sums paid out of the company’s profits). IRETE
Bonds are certificates issued by a government or corporation, promising to repay s ' e ———————————————————
borrowed money at a fixed rate of interest. Financial markets can be physical 0 , ——————————————— . wenh TNSTINCT CAN SOMETIM ! l
places, like the New York Stock Exchange, or they can take place online. Er l FINANCIAL MARKETS CAR BE ¥t ovER WITH PEOPLE STAMI :
o MINOR PIECE OF ECONOMIC ~OVE! i |
124 ; : a I : o .
‘ A v XAN 15N ' .
\ H ! = | ‘
l i d ’ rrr —— RO—
e ———————————————————— — e - |'I'l—\
‘ — o TNG TWENTIES AFTER
THE ROARING LwWohivlXinw : FRFECTS
; S o= b United States There was a spirt o N AGE & ey
The 19208 Wes t:-a-..'Y "'"'lm; :l‘;au(’v‘e fashionable to play the siocw As a result of the crash busine _'.nd‘
optimism in "“j "_"l'.""rr"‘ﬂ;. r,'ckc'“.ﬂ to a point where they represented were bankrupted, banks clo "‘:c
AL SN """-“:] :-‘;ro v.otni worth of their companies assets, This millions lost their |obs """d "
8 VARD Fo¢ l%'N,U o riod when everyone, from wealthy financiers world plunged into a ceep n-r;
WA Do N h with -oc“u\' and seemed to believe that lasting oconomic  depress an

to common nveslors, lost touc Thie had a big polit cal impact
prices could keep rising forever ln Europe, extreme right-wing

parties e€xpio 1ed the misery of
THE FIRST BONDS _ ‘

mass  unemptoyment, blaming
‘foreigners such as JOWS
In the twelfth century, the government ‘ Germany's Nazi Party rose 1o
of Venice came up with a new way of /] — -.(;-....'-r- in 1933. The consequences
raising meney to fight a war. It offered / s e for ¢ orld would be devastating
its citizens certificates, known . . THE FIRST STOCKS et
a8 prestiti, in exchange for a . g — Founded in 1602, the Dutch East
loan, promising to pay them ‘ ; india Company was the first company
back by a certain time, plus 5 A\ 4 to sell shares in its business to the
per cent interest. These were A public. The money it ratsed from
the first government bonds. l ‘ this funded its voyages to the East B
Before long they became a : | / Indies, and it pasd its shareholders s -
popular investment, and ‘ out of the profits from its trade 4y
a market developed for ‘ , in enslaved people and spices. l :
1he buying and selling / i | The shares were traded in the PO ‘
of prestiti ! | Amsterdam Stock Exchange, DIS ASTER
s / { also established "\.‘”.. et 4 n theee calamitous
,4‘ The crash occurred at the end of October 929, during t e cal

L - - ) e " .‘N';ﬂ

! { trading at the New York Stock Exchange on v | Stred B

gays o ading ai s ; Rt o584
s hors of people decided collectivaly it was time 10 sel

= e ‘ and share prices plummeted

re were few buyers,
ors, there were Jew ; s
ollars were wiped off the value of Amernican
rs the market kept on falling

$0 many Sesl

ne of 4
In those three days, billlons o1 ©
companies. And over the following yea i
B 1932 90 per cent of their pre-crash vaiue

Slock Exchange fsllowing the Wall 5

By 1932, stocks had lost ne arly



THE HISTORY OF INEQUALITY WEALTH CONCENTRATION

inequality - the difference In wealth between the richest and

RICH
AND
POOR

We all need money, but some of us have
more of it than others. This has always
been the case. The most equal societies
in history were and are hunter-
gatherer communities, who obtain

their food through foraging rather than
farming. They tend to share what they
have. Once humans began farming
around 10,000 years ago, they were able
to amass wealth and property and pass
it on to their offspring. This was the
beginning of inequality.

One of the biggest reasons for inequality is the way that wealth tends to get concentrated
in the hands of the already wealthy. if you have lots of money, you can invest it in new
sources of weaith creation. You could buy a property and rent it out, or decide to train for
ply a new qualification. Economically disadvantaged people have none of these opportunities.
after the Black Death pandemic in 1347-1351. So many died, there The rich can pass on their possessions to their children and give them the benefit of a
good education, 0 wealth concentration tends to continue down the generations

n society -~ bas vanied throughout history. It reached a

peak cdurng the Middle Ages, with a handful of families owning

up 10 8 quarter of the land in England. Inequality declined stee

was a labour shortage, 30 landowners had 10 pay workers more

Inequality reached another peak in Eritain i 12001910, when %4

per cent of the country’s wealth was in the hands of the richest

10 per cent. That decline teeply during the twentieth century

and by 1990 the richest cent held 48 per cent of the wealth

Since then inegquality has hegun slowly rising again

WHAT'S WRONG WITH WEALTH INEQUALITY?

So long as the poorest in society have a reasonable quality of life, does st matter
that there is a big difference in their wealth compared to the richest? Some argue
that the richer people get. the maore they will buy and the more businesses they will

1 start, creating jobs and wealth for everyone. This theory is known as trickle-down
economics’. Others point out that the wealthy do not always spend their money in
the country where it is earned, but put it in tax havens. They also argue that wealth
mequality reduces community spirit and increases social unrest, weakening society,

55
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GOLDEN YEARS

When a country adopted the gold standard, its currency became
convertible to gold and its banknotes could be exchanged for
unit weights of gold at a fixed rate. For example, in the UK, one
troy ounce of gold (311035 grams) was worth £4.25. The amount
of money in circulation now had to be matched by the amount of
gold in its central bank’s reserves. This limited a government's _
ability to print money.

ADVANTAGES .

The gold standard has some important advaniages

By limiting the ability of governmaents to print

more money, it keeps prices stable and prevents
hyperinflation (see pages £2-65). Prices in the UK were
much the same in 1914 as they were in 1880. The gold
standard can also create certainty in international
trade by providing a fixed pattern of exchange rates
Governments are unable lo deliberately devalue their
currencies to make their exports more compeltitive

DISADVANTAGES

The gold standard gives an unfair economic advantage
to nations that produce gold. New gold discoveries or
sudden rises in gold production can lead to a growth
in the money supply, and ultimately price inflation. The
gold standard may act as a brake on economic growth
because it limits the amount of money in circulation.
Changes in the world’s money supply are linked to the
amount of gold that has been mined, rather than to
the world's economic needs. It prevents governments
from lemporarily increasing the money supply to
stimulate the economy or to offer humanitarian aid
during national emergencies

AN INTERNATIONAL SYSTEM

n the 1870s, the gold standard was formally adopted
by the United States, France and Germany. Many
other countrnes quickly followed sust. Under this new
nternational system, aimos! all the world's major
countries pegged their currency to the value of goid
Because each currency was linked to gold, they were
also linked 1o each other, creating a seemingly stable

system

THE COST OF WAR

Gold's resgn lasted barely 40 years It ended wilh the
outbreak of World War | in 1914 Suddenly, governments
needed 10 print money 1o finance their huge military
spending. The amount of gold in theér reserves could not
weep pace with the increase in money, 50 they had to drop
out of the gold standard. After the war, efforts were made
10 curb the inflation caused by all the money printing (see
page 22) and restore the pre-war international system. By
1927, many countries had returned to the gold standard,
though not for long. They had to abandon it again when the

Great Depression struck in the 19308 (see page 39} BT

BRETTON WOODS

After World War II, the victonous nations mat af

Bretton Woods in New Hampshire, United States, and
agraed 10 adop! & new kind of gold standard. This time
the US dollar would be fixed to gold at the price of

S35 an ounce, and all other currencies would be fixed

to the dollar, mamtaining their value to within plus or

minus 1 per cent The system worked reasonably well

until the 19605 when the French government began

exchangng i1s dollar reserves for gold, depleting US

gold reserves. Al the same time, the United States

was sulfering severe Hinancial stramn from waging the

Vietnam War

’ PR 2D
P 90
Iy = — '
Y o —— \\
[/ / Y\
THE NIXON SHOCK | S \ \
‘,. ! o~ EF .-‘. |
On 15 August 1971, US President Richard Nixon ended the international l ! W ) I
; \ .
convertibility of the US deollar to gold. This was meant to be a temporary i X \ - )
measure until the dollar's exchange rate with gold could be revalued, but ". v|~\ \ S 'f
" L : ; )
gold convertibility was never reestablished The United States and the ./{\\ _—-/ !
N\ . N \ y
world abandoned the gold standard. Currencies became free-floating, with \ ey NS\
their values determined Dy the market and backed only by the authonty of h N <

their governments. The era of fiat money (see page 8) had begun

99



THE FOREIGN
EXCHANGE MARKET

During the periods of the gold standard, the world’s currencies were fixed to each other
with only minor changes possible in comparison to each other. There was therefore
little profit to be made from exchanging British pounds for US dollars in the hope that
the dollar might rise in value. That changed in 1971 with the abandonment of the gold
standard. Suddenly, currencies were allowed to float freely, their values rising and
falling as the markets dictated. This led to a huge surge in currency trading, also known
as the forex (foreign exchange) market. \

THE MONEYCHANGERS

Currency trading goes back to

ancient times when moneychangers

would help merchants exchange

their coins lor the local currency,

taking a fee for the service. In the

fifteenth century, the Medici bank of

Florence opened branches in foreign

locations where merchants could

exchange money. The lirst forex

market opened in Amsterdam in the

seventeenth century, where tracers

from England and Holland could buy 3

and sell currencies. In the 18505, a US N i o ey
firm called Alexander Brown & Sons [|'E . ' , /
became a loading currency trader.

SPOT, FORWARD AND
FUTURES MARKETS

There are three main forex markets. The spot
market is when buyers and seliers exchange
currenc h the forward market
the buyer ; agree 1o exchange currencms
at an agreed price at & Jate in the future, both
believing the currency they will buy 1s going to go
up in price relative to the currency they are selling
The futures market is ssmilar to the forward

marke!, except it is regulated (bou
and happens on an exchange, such as the Chicago

Mercantile Exchange




WHEN MONEY STOPS WORKING

As we said at the start, money is like a magic trick that works because
we all believe in it, But what happens if we all collectively stop believing
in the illusion? The result is hyperinflation. Hyperinflation is a rapid fall
in the purchasing power of a currency, causing prices 1o go up every day,
sometimes every hour. Hyperinflation is pretly rare in doeveloped economies,
but it can be very scary for people living through it

INFLATION VERSUS HYPERINFLATION

A healthy inflation rate s around 2 per cent. meaning that

quite steeply. The UK suffered a 25 por cant inflation rate
et

durng 'W d War |, for example. But hyperinflation is on a

rale. and the governmen! can do very littie about i1

o2
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INFLATION
TOO MUCH MONEY LOwW 1) \Y
Hypernfation often starts with money printing. During an 1
eConoNn rECesSsSONn, & governmaent may incCrease the money WAG ES
supply 10 encourage banks 1o le ‘;V,r\.:.’ ConsuMmer ,.r.)t i l “ 1)"
bDusinesses 1o borrow and spend. But  the increase in the
money supply 15 not matched by economic growih, the result :‘3
& a Lot of money in circulation but not enough products 1o
buy. There s a spike in demand, and S0 pr '-:.1_.(-- s put up FA‘I R

prces. People demand higher wages pay the hagher prices

PAY

feeding a cycle of mflation. I the recession continues, and the

government keeps printing money, it may lead 1o hyperinfiation

prices rise by 2 per cent a year. Sometimes, this can go up

different scale When prices rise by more than 600 per cent
2 year, a currency is said to be suffering from hyperinflation
In such a stuation, prices are rising atl an uncontrollable

NEW
CURRENCIES

Governments must take drastic

measures to stop hyperinflation. Passing laws
1o prevent price rises won't work. Retailers will
resort to hoarding produce rather than selling it

at a loss, leading to food shortages and sometimes
starvation. One option is to peg the currency to a
more stable currency or to gold. Some countries
have even abandoned their currency and adopted
another currency such as the US dollar.

‘

YusosLVIA 7/

The former country of Yugostavia
experienced hyperinflation for

24 months between 1992 and 1994, It peaked

in January 1994 with a monthly inflation rate
of 313 milllion per cent, People couldn't afford to

buy food and depended on charity handouts or on
relatives who lived in the countryside. For long
periods, the country’s petrol stations remained
closed. People traded huge piles of their near-
worthless Yugoslav dinar for a single
German mark or US dollar.
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3 ZIMBABWE

Hyperinflation struck Zimbabwe
between 2007 and 2009. At its peak in
2008, monthly Inflation ran at 79.4 billion
per cent. It got so bad, nurses and teachers
couldn’t afford the bus fare to get to work. In April
2009, Zimbabwe abandoned its currency in favour of
foreign currencies, especially the US dollar. In 2019,
the government reintroduced the Zimbabwe dollar,
and inflation = though not hyperinflation - soon
returned. By July 2022, the annual inflation
rate stood at 285 per cent.

HUNGARY

Hungary suffered a severs
recession after World War Il, when
many of its factories were bombed. The
government resorted 1o money printing. As
a result, between the end of 1945 and July 1946,
the Hungarian currency, the penge, suffered the
worst hyperinflation in history. At its peak, the
monthly inflation rate was 41.9 quadrillion per cent
(a quadrillion has 15 zeros), with prices doubling
every 15.3 hours. At one stage, the government
printed the largest denomination banknote
over: a 100 quintillion (18 zeros) pengo.
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The Bank of Portugal contacted the printer
and Alves's scheme quickly fell apart. He was
senlenced to 20 years in prison
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. 2 -~ - " c
started disappearing from our wallets. Money has been disappearing for a very long time =85 25ct
Today, we can present a card or a phone 0 a Banknaotes, alter all, began as receipts for gold S e @ = g9
scanner at a shop or on the bus, and money is deposited in a bank - they represented money 248 S E 2825
Il - > c
automatically deducted from our bank account. but ‘"'.’:"" money """"';"‘ Banknotes were 7S 8 g£528
2 Invent oF convyenience, being easior to move X o % = = = £ e @
Ev_"y hour of every day, money is constantly around than gold. Yet banknotes are still physical _g E = f, : E 3 E §
moving around the world from one bank.account objects, and today that has made them just as i EESS S fesE
to another, unseen by any of us but doing its inconvenient to carry around as gold once was. It's =2 E Ecwa S 23:7¢8
g o = 5 5
job all the same. Money always did seem like easier these days to carry no money at all, but to = o e % (-] = 2 £33
a magic trick - an illusion that only works if e foosiminlaly =% 3533 D Eofaz
Qe e £ on. It's also safer: password-protec —~ 220 > Lo
L a!l b.u".. in it. Now _" is performing the accounts are harder for thieves to access than & 4 é 32 E g
ultimate trick and vanishing altogether. wallet full of cash
~
© Qe
" £§§9¢
= - = TR e -
L - = & 2 N~
a2z -— 2% 2 °
E > g o392
gag (- 1552
w 32: O = §3sf
= £rg & 2nse
(S} g S2 o= can®
[ P o = - -
cz 529 oo 0w ¥
* It is the only form of payment that's = 9 5 o 52 & 8 g =2
possible without access 10 the Internet or <= =23 ¢ Wx FesE
; =2 a0zl e Ecce
electricity. You can use it if the power is S: 2z a8 o= T 5 5 £
down or ¥ you lose your card o 9-’2 = § EZ
* |tis legal tender: shops and restaurants s
cannol refuse it | ‘
: % ) ¢
e Guarantees our right to privacy. electronic e |
: : > ;
paymaents can be tracked by businesses and @ "./(,J 1 I -~ “
\ ’ . \ Q N : [ -
o ents, a cash transact s private ) E . -
Qovernmen acs aNsachon s privale 60100 ,‘oo \ Ki g E g E 3 ” o
/4 ) . g - - N & o=
* Allows people without bank accounts, such : /o 'b/’ (AU/ "09%,,9 2 § 2 § o
as children, older people and lower-income %Y o "o “& 2 e N R &2 T D8
o B % % - P2FO0@R T P>
groups, to pay for things and save money. 9/% e O‘,l : E &: S - 5 "—; =
%, 2 DQ, % - ~ 2P0 ®
)'00)) 0”@%“ “’o; % ‘ = §a -§ § $53 %
< 7 - Sty
"/0’4 %, 8, v Yo >Qo§5;o°—‘gc
$ 9, 8, %, DR FLEETCE
@ o Y% 9—' EREISLRE




COMPANY SCRIP

Historically, scrp was paid 1o employees as an
allernative to cash, usually for exploitative reasons
During the nineteenth century, workers at mining or
logging camps in the United States were often paid in
company scrip rather than cash, so they waere forced
to shop in the company-owned store at which prices
were often set artificially high

SCRIP

When we think of money, we mostly think of
currencies like euros, pounds and dotlars, but
other kinds of money exist. These are not issued
by a central bank, they are not legal tender and

their usage is limited. Even so, they are regularly
exchanged for real goods and services, just like
normal money. The general term for these kinds
of currency is 'scrip’. Common examples include
gift cards and vouchers. Recently, two new kinds
of scrip have emerged: complementary and
virtual currencies.

| . \”%l;(")\ AL | R

COMPLEMENTARY CURRENCIES '

Complementary currencies are nising in populanty. Thers l

are around 300 such currencies in use today. There are e | ‘~" ”e
many benefits to these forms of currency, including - i ‘)
boesting local communities, helping the environment and . :\,.‘, s 1

encouraging good behaviour Qs

The European Union issues The Fureai Kippu (Yicket i
carbon credils 1o companies 1o
egilor encourage them 10 reduce their mplementary currency in Japar
carbon emissions, Companies must People can earn units of the

States). the Brixton Pound (B

ondon, UA

ko (Findho

no the

purchase credits 10 emit carbon currency for every hour they spent

{egally, and they can earn credds
by reducing their emissions. They
can sell these credits 10 other
companies.
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WHAT IS A VIRTUAL CURRENCY?

Virtual currencies developed in the

early twenty-first century. A virtual
currency is one that is only available
electronically and has no physical
form, such as notes or coins, It is
stored and spent purely through
mobile and computer applications
Virtual currencies aren’t issued by
governments or ceniral banks, but by
private businesses

COUPONS

3 10 offer printed coupons

discounts as a way of encouragng customer Ic

FICTIONAL CURRENCIES

Virtual currencies are oflen used within online games,
such as World of Warcralt®. These fictional currencies
have no connection to the real economy andg cannot be
spent outside the game. There may be an unofficial market
for exchanging such currencies for real money, but this s

usually banned by the game's manufaciurers
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THE FUTURE OF MONEY

catch-all term for the many ways thal computer
» . ter : /10 efear ve finan | sen q
Money began as a valuable commodity (such as gold), then turned into LRCINOSORY 5 IrSNOIOrvmg the SINaRCIN Service
somglhmg that represgnted a commodity (banknotes backed by gold), S0 M Liront RAT RS S ek AkRrinkarss
and finally it became fiat money (banknotes backed by governments). Many of these are run by small start-up
Today, money is turning invisible as electronic bank transfers take the companies rather than major banks. In the future,
place of cash transactions. In the future, technological advances will the fintech industry could become a threat to
" . . these b istitutions
probably lead to new virtual forms of money and credit. This could make POVH S SRR
financial transactions even easier and more efficient,

mdustry. Today, we can buy, sell, earn, borrow,

PZP LENDING

One example of fintech is the rise of P2P (peer-to-peer) lending websites that connect
borrowers directly 10 lenders. People with savings can open an account on the site and

CENTRAL BANK
DIGITAL CURRENCIES

deposit a sum of money to be dispersed in loans. People applying for a loan are assigned
a risk category based on their credit history, which determines the inlerest rate they
must pay. Lenders and borrowers can choose to haggle (bargain aver the terms)
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MONEY AND Al
mE .'8“8 THE BEHEFITS Artificial intelligence (Al) will play E '

an aver-greater role in the future of

« Spying In the wrong hands, CBOCs have the potential « Faster and easler Money transfers could occur directly finance. Al can analyse our financial :
to become tools of surveillance and control. With every between individuals without banks being involved, situation and spending habits, and ; s DR
transaction recorded, governments could ses how we spesding up transactions and eliminating bank fees, It could help us make wiser decisions m . :
oarn and spend our money. will also be easier 1o send money overseas. about how best to spend and invest s S
» Punishment Governments could punish people for » Keoping track of money CBDCs make it possible for our money, Al can also be used in —
behaviour they disapprove of, such as attending anti- central banks to keep track of every unit of currency the fight against financial fraud B I
government protests, by deducting money from their and record transactions, helping governmaents combat by spotling suspicious credd card “ E
bank accounts or by raising prices or interest rates crime, collect taxes and distribute welfare payments. usage. Banks are increasingly using
« Controlled spending To stimulate the economy, « Access for all Today, around 17 billion adults around chatbots - Al programs designed u
governments could force people to spend money rather the world don't have a bank account. By making money 10 interact tike human beings - to m
than saving it by putting expiry dates on CBDCs. easier 1o access, CBOCs could improve financial handle customer queries, saving on -
nclusion stalting costs ,_"‘ .
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