INSIGHT

Must Governments

Money is controlled by governments the world over. Parth J Shah
argues that this need not be so

he woes facing the economies
relate in one way or the other
to the management, or rather
the mismanagement of money
on a colossal scale. Whereas
the strengths of currencies of differ-
ent countries vary widely, they all
have one thing in common; they are
all created and managed by govern-
ments. In other words, we only have
‘fiat money’ all over the world. It may
be difficult to believe, but this is not
how it has always been and there is
no good reason why it should remain
so. On the contrary, there are strong
arguments to support the notion that
government control over money is
at the root of economic and financial
market ills. However, to understand
why this is so, a recap of how we got
here is useful. Particularly, to under-
stand how did we move from direct
exchange (barter without any medium
of exchange), to indirect exchange
(through a medium of exchange)?

A brief history of money

Indian currency notes are printed
by the Reserve Bank of India, but
the RBI is less than a hundred years
old. Before that we had coins of
gold, silver, bronze and other types
of metals. Even before that we had
tobacco leaves, cattle skins, and shells
as money. Who decided what would
be money at a given time?

We understand that money per-
forms the function of medium of
exchange and thereby helps avoid the
problem of the double coincidence of
wants. In a barter economy—where
there is no money —if one wants cof-
fee in exchange for one’s wheat then
he must find exactly that person who
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has coffee and wants wheat. This ne-
cessity of double coincidence limits the
extent of trade in a barter economy. On
the other hand, in an economy with
money it is easy to trade, which makes
it possible for individuals, businesses
and even nations to specialise. And
specialisation, as Adam Smith dem-

onstrated in his Wealth of Nations,
is the very foundation of the modern
industrial economy.

Money also performs two other
important functions — it is a store of
value and is also a unit of account.
Savings are held in the form of money
(though increasingly other options are
available), because itis a store of value.
The unit of account function of money
makes it possible for businesses to
denominate their costs, revenues and
therefore profits in a common unit.
Imagine trying to calculate profits of
a barber shop in a barter economy! A
barter economy naturally would have
no fund managers or accountants.

Karl Marx well understood that
money is the root of capitalism. The origi-
nal communist doctrine required aboli-
tion of money to usher in the proletarian
society. At the beginning of the Bolshevik
revolution, Lenin did abolish money, but
soon realised that an industrial economy
cannot exist without it.

Who deserves credit for inventing
such a powerful instrument that has
made modern society possible? His-
torically, the most common explana-
tion for the origin of money is the state
invention of money. The king, through
his divine powers, understood the
advantages of a money economy,
and decreed his people to start using
money. Even today many subscribe to
this theory of the origin of money. But
how did the king figure out whether to
ask his people to use silver coins, cattle
skin, or shells as money?

As the divine powers of the king
himself came under attack, some of-
fered a social contract theory — that
people came together, as in a pure
democracy, and decided to use money.
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But, nowhere in human history is there
any record, of such a gathering, or a
decision.

Spontaneous order and invisible
hand

Carl Menger, an Austrian econo-
mist, offered the theory of spontane-
ous order. Imagine an alien visiting a
bazaar of centuries ago. She observes a
person with rice trading with someone
for tea. “Why does he do that?”, she
asks. She follows the person home and
sees that he boils the leaves in water
and drinks it. Then she goes to the
home of the other person and sees that
he also boils rice in water and eats it.
Barter exchange, or direct exchange, is
easy to understand: I want to exchange
a good that I value less with a good
that I value more, or the one I want to
consume, or has direct use value.

Later, she visits a market where the
person exchanges his rice for a silver
coin. She follows the person home to
see what he does with the coin. To her
surprise, the coin just sits in the pocket
of his jacket. It seems he does not even
remember that he has the coin. She
wonders why anyone would give up a
consumable commodity for something
of no direct use? The rationale for indi-
rect exchange - rice against silver coin
- is difficult to fathom. The indirect
exchange is the origin of money:.

Carl Menger suggested that the
indirect exchange came about from
the failure of some to sell what they
had, for what they wanted in a barter
market. May be one such frustrated
trader noticed that the people who
brought coffee beans to the market
were almost always able to trade with
others and get what they wanted. He
decides to try this out. For his wheat
he really wants millet, but he sells his
wheat against coffee, which was not
as difficult as finding someone with
millet. Once he had coffee, he is able to
exchange that for millet! The frustra-
tion in trading wheat for millet leads
the economising agent to trade it first
for coffee and then for millet - this is
the origin of indirect exchange!

In any society at any given time,
there are some commodities that are
more saleable or marketable than oth-
ers. Perceptive individuals, frustrated

in their barter exchange, figure this
out and begin to engage in indirect
exchange. As others follow their lead,
a commodity emerges, spontaneously,
as a medium of exchange. This theory
meshes with our knowledge that dif-
ferent commodities have been used in
different societies at different points in
time. As these societies evolved, they
spontaneously converged in using me-
tallic money, given the obvious advan-
tages of metal over, say, cattle skin.

A POW camp during the second
World War provides a modern proof
of Menger’s theory. Each prisoner
in the camp was given daily a fixed
amount of food, water, and cigarettes.
Obviously, each prisoner did not want
to consume these commodities in the
same amount everyday. They began
to trade these items. The cigarette was
the commodity always in demand, the
most saleable item in the camp. As the
spontaneous order theory would have
predicted, the cigarette emerged as
money in this POW camp economy.
It emerged as money, as an indirect
consequence of individuals maximis-
ing their economic interests.

Menger explains, “As each econo-
mising individual becomes increas-
ingly more aware of his economic
interest, he is led by this interest,
without any agreement, without leg-
islative compulsion, and even without
regard to the public interest, to give
his commodities in exchange for other,
more saleable commodities, even if he
does not need them for any immediate
consumption purpose. With economic

progress, therefore, we can every-
where observe the phenomenon of a
certain number of goods, especially
those that are most easily saleable at a
given time and place, becoming, under
the powerful influence of custom, ac-
ceptable to everyone in trade, and thus
capable of being given in exchange for
any other commodity. These goods
were called ‘geld’ by our ancestors,
a term derived from ‘gelten” which
means to compensate, or pay. Hence
the term “geld’ in our language desig-
nates the means of payment as such.”
This is from Menger’s seminal book,
the Principles of Economics, in 1871.

Following Adam Smith, this the-
ory is also known as the invisible-
hand theory. As Smith argued, in an
economy with private property and
open competition, the pursuit of self-
interest, as if led by an invisible hand,
results in the achievement of social
welfare. The frustrated trader, to solve
his own problem of getting millet,
engages in an indirect exchange and
begins to move the society towards
the most productive instrument ever
invented by man - money:.

As Menger sums up: “Money is not
an invention of the state. It is not the
product of a legislative act. Even the
sanction of political authority is not
necessary for its existence. Certain
commodities came to be money quite
naturally, as the result of economic
relationships that were independent
of the power of the state.”

The spontaneous order theory ex-
plains not only the origin of money. It
also explains the origin of some of the
other most important institutions of
our civilisation. F A Hayek, econom-
ics Nobel Laureate and a follower of
Menger, captures this understanding
most elegantly: Social institutions like
money, law, language, and morals are
results of human action, but not of hu-
man design. They are unintended con-
sequences of self-interested actions.

The economy is itself a spontane-
ous order; the result of human action,
but not of human design. No one
person or a group controls or manages
the economy, not even the Planning
Commission. Millions of people
pursue their self-interest, and as
long as they do so within the
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framework of private property and
competition as Smith argued, it leads
to public welfare.

Menger’s theory can explain how
some commodities became money.
But today we use paper currency,
unattached to any commodity. Our
rupees are not convertible into any-
thing, except notes of other denomi-
nations and coins. This fiat money
- money by decree or law - is surely
a state invention. In earlier periods,
banks did issue paper currency, as in
the free banking period in Scotland,
where several private banks had is-
sued their own notes. But these notes
were convertible into a commodity,
generally gold. Under the free bank-
ing system, Scotland had fewer and
far less intense business fluctuations
compared to England which had the
Bank of England as the monopoly is-
suer of its currency. This, however, will
have to be a separate story.

Fiat money and economic ills
The era of fiat money is less than

150 years old, a rather small period in

human history. It remains to be seen

A s long as

money is controlled
by central banks,
business cycles

are inevitable.

In a free market
economy, money,
as the medium of
exchange, must
also be governed by

market principles
L B

how effectively central banks will
manage it. With the new technolo-
gies, credit and debit cards, e-gold, e-
money, and even computerised barter
networks, the future is destined to be
radically different.

The perpetual mismanagement of
money by central banks resulting in
episodes of inflation, deflation, and
business cycles led Hayek to demand

‘Denationalisation of Money” in his in-
fluential book by the same name. How
can we have an economy that is stable
and free of business fluctuations,
when one half of every transaction,
money, is in the hands of the state? As
long as money is controlled by central
banks, business cycles are inevitable.
In a free market economy, money, as
the medium of exchange, must also
be governed by market principles. In
other words, there should be compet-
ing currencies, many of which, in the
current and evolving context, would
be digital in nature. This could be the
cure of four economic ills — inflation,
instability, undisciplined government
expenditure, and economic national-
ism. This is, of course, very difficult
to achieve because no government
will be willing to give up the enor-
mous power that the control over
currency gives them. However, in a
free market, one cannot be prevented
from hoping! m

Parth J Shah,
President, Centre for
Civil Society
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A Indian Institute of Management Bangalore
e e
announces
ONE YEAR FULL TIME

Executive Post Graduate Programme in Management (E-PGP)
Commencing in April 2009

Thought - Action - Leadership

® Aimed at mid-career executives aspiring towards leadership roles, the course is inter-disciplinary
in nature and is backed by the rich resources and substantive course content that you expect
from one of the top management schools in the world.

® The E-PGP focuses on emerging economies and includes a five-week international industry study
internship to experience the way business is done in BRIC and other emerging economies.

® Graduation in any discipline with at least 7 years’ full time work experience is mandatory.

® The selection process will focus on academic record, quality and length of work experience, a
valid GMAT score, Statement of Purpose and Recommendation Letter.

® Short-listed candidates will be interviewed.
Application Process

Application for the programme is available online
For details visit: www. iimb.ernet.in
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E-PGP OFFICE
Indian Institute of Management Bangalore, Bannerghatta Road, Bangalore - 560 076.
Ph: +91-80-2699 3759/3548 (Dir), +91-80-2658 2450 (Board)
Monday to Friday (10.00 am - 5.00 pm)
Enquiries may be sent to: epgp@iimb.ernet.in ; Web: www.iimb.ernet.in

Fax: +91-80-26584050
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