Money and Banking

The Evolution of Money

· All started with a barter economy

· Money must be:

· Must be accepted by everyone as a way to buy

· Measure of value (Things that are valuable cost many dollars, “Cheap things” cost few dollars.)

· Store of value - you can put it away until you need it.

Money in the Early Days

· Commodity money-something used as money that was actually something else (Example: Tobacco or tea leaves)

· Fiat Money-something is used as money because government says it can be. (Example: Early Roman coins)

Money in Colonial America

· People began printing paper currency in each colony.  Currency was backed by an equal amount of gold or silver.

· Specie -gold or silver coins that were also used as money.  They were preferred because they were more durable.

Birth of the Dollar

· Pesos were first form of currency in what we know as the US today.

· We called our money “Dollars” because it looked like the Austrian money known as “talers”

Characteristics of Money

· Portable

· Durable

· Divisible

· Limited in supply

· Uniformity

· Acceptability

Early Banking

· Creation of 100 state banks in years after the Revolution. Banks issued notes that could be exchanged for gold or silver.

· Problems-banks’ money was different sizes, shapes, banks issued too many notes

· Often banks printed more money than could be backed in silver or gold.

First Bank of the US

· Used for: holding money collected in taxes, allowed govt. to borrow money and regulate trade, issue representative money, control state banks.

Second Bank of the United States

· Created to control wild price fluctuations.

· Created to encourage uniformity and stop people from wildly printing whatever money they wanted.

The Greenback Standard

· In 1861, to  fund Civil  War, govt. begins printing official money called “Greenbacks”

· 1862-Legal Tender Act-allowed for $150 million in more greenbacks. 

· By law everyone had to except these greenbacks as valid payment for debt.

Creation of National Bank System

· State banks were given charters by the govt.  They issued National Bank Notes that were recognized as national currency backed by government bonds.

National Banking Acts

· Passed in 1863 and 1864.

· Granted Feds 3 powers:

· Power to charter banks

· Required banks to hold enough gold and silver to cover their notes

· Power to issue a single national currency.

Gold Certificates

· In earlly 1860’s government issued gold certificates backed by actual gold on deposit with the US Treasury.  

· Printed in large denominations so banks could use them to settle differences.

Silver Certificates

· Same as Gold Certificates-except these were backed by silver.

· Treasury Notes were recalled in 1893 in preperation for a new currency standard.



The Gold Standard



· In 1900 passage of the Gold Standard Act.

· For the first time money is actually equal to a specific amount of gold.

· 2 advantages:

· People like exchanging their money for gold.

· Keeps govt. from printing too much money.

Disadvantages of the Gold Standard

· If new gold supplies cannot be found, the economy cannot grow.

· People might actually convert their money into gold, thus taking all the govt.’s gold.

· The value of gold is likely to rise and fall, thus affecting the value of the dollar.

Abandoning the Gold Standard

· During the Depression people freaked and asked for gold.

· FDR declares national emergency and calls in all gold reserves.

· Gold Reserve Act of 1934-all gold and gold certificates had to be given to the govt.

Inconvertible Fiat Standard

· Since 1934 this has been our currency system.

· Govt.controls supply, quality and make-up of our money supply. (*They  do so through the Federal Reserve System)

Characteristics of Modern Money

· Portable

· Durable

· Divisible

· Limited availability

The Federal Reserve System

· Congress created in 1913

· Created as the nation’s new “national bank”. It loans other banks money in time of need.

· All the banks you see (Wachovia, BOA, etc) are “members” or part owners of the Fed.

· The Fed issues the paper and  coins that you carry in your wallet.

Banking in Later 20th Century

· Great Depression-banks fail because there are too many of them.

· Federal Deposit Insurance-FDIC-Your money is  protected up to $100,000.

Banking

· When you create an account with a bank, you create the opportunity for savings and demand deposits (usually in the form of a checking account.)

· MSB (mutual savings bank)-the bank’s money is made up only of depositors’ money.

· Later grew into savings banks when the MSB’s started to sell stock in themselves.

What Banks Do for You

· M1-cash you carry in your pocket and is easily available in a checking account.

· M2 is M1+savings accounts, mutual funds

· Banks allow you to:

· Store money

· Save money

· Money Markets

· CDs

What Banks Do for You

· Fractional Reserve Banking-the bank only holds part of your money, loans the rest out. Makes profit on the interest.

· Mortgages

· Credit Cards

Simple and Compound Interest

· How you can lose or earn money quickly and by doing almost nothing!

· Simple interest-paid on principal only.

· Compound interest-paid on principal and accumulated interest.

Savings and Loan Associations

· Invests its deposits in home mortgages.

· Credit Unions were created to offer non-profit operated for the benefit of its members. (Ex. BTU)

What Happened in the 1990’s

· Govt. deregulated, taking many restrictions off banks.

· Reduced limits on maximum interest rates for checking and savings accounts.

· Everyone could borrow from the Fed. Banks had to take more depositors’ money and hold it in reserve.

Savings and Loan Crisis

· Due to deregulation, the S & L’s could not compete with bigger,stronger commercial banks.

· Due to rise on interest rates, S and L’s were collecting less interest on the loans they’d made than the amount paid on funds deposited with them.

· S and L’s held small reserves, so if a loan went bad, they had no money to back it up.

Bank  Failures

· FDIC seizes control and ensures safety of deposits.

· If you have more than $100,000 in your account, you may sue the bank for the rest.

· Along with the rest of the economy, banks became much healthier during the Clinton administration.

