Commodity Money and
Government Money

What to look for in this chapter:

Could an economy manage without money?

What specific roles are served by money?

What determines the kind of money a community uses?
Why is paper money worth anything?

Money is not, properly speaking, one of the subjects of commerce;

but only the instrument which men have agreed upon to facilitate the
exchange of one commodity for another. It is none of the wheels of
trade: it is the oil which renders the motion of the wheels more smooth
and easy.

David Hume!

Money is such a familiar and pervasive part of our lives that we seldom stop
to think about its nature and importance. As children, we quickly learned
that dollar bills were not merely pretty green pieces of paper to be painted,
shredded, eaten, or left out in the mud. Instead, dollar bills were special.
Dollars were important and valuable because dollars were “money.”

This green paper is special because it can be used to buy things. Stores
will trade food, clothing, and toys for dollars. With this understanding, we,
too, are quite willing to work or sell things for dollars, because we know that
we can then use this green paper to buy “real” things.

It has not always been this way. Not too long ago, real things were used
as money. In the United States, tobacco, rice, cattle, and whiskey were
money. In other times and in other places, people made do without money
of any sort. In this chapter, you will learn why societies have found money,
real and paper, to be a most useful contrivance.
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BARTER

A logical place to begin is by imagining an economy without money of any
sort. This would most likely be a primitive economy in which little economic
trading takes place. Perhaps the citizens are self-sufficient and a bit isolated
from or suspicious of one another. When their paths do cross and they make
trades, it is a simple exchange of goods — corn for potatoes, wood for leather,
knives for bows and arrows. This kind of economic activity is called barter,
the trading of goods and services for other goods and services.

When people are basically self-sufficient, barter may be satisfactory for
occasional trades. However, a vital element of economic progress has been
the replacement of self-sufficiency with specialization. I teach, consult, do
research, and write textbooks on economics. With the fruits of this labor I

_can acquire pizza, beer, transistor radios, and all of the other necessities of a

good life. Other people specialize in making the pizzas that I enjoy. Still
others sell the flour for the pizza dough, or turn wheat into flour, or grow
the wheat. Through division of labor, each agent can become highly skilled
at very specialized tasks. In the aggregate there will be much more produced
and enjoyed than if all individuals were self-sufficient — growing their own
wheat, making their own flour, concocting their own pizza, and teaching
themselves economics.

A necessary accompaniment to specialization is the ability to easily
trade one’s specialized product for the products of other specialists. And it
is here that barter becomes burdensome. In a barter economy, if there is not
what W.S. Jevons called a “double coincidence” of wants,? then each person
must make a multiplicity of trades before the desired bundle of goods can be
obtained. Too much time and energy are spent swapping goods, and too
little is spent producing and enjoying them.

Say I want a pizza for dinner, and my specialization is teaching a one-
semester money-and-banking course. When I go to the pizza maker, hoping
for a trade, I may find that he is interested in a transistor radio but not
money-and-banking lectures. Perhaps, with my appetite, I have already given
him four very interesting money-and-banking lectures. (For a double coin-
cidence of wants to exist, I would want to trade lectures for pizza and he
would want to trade pizza for lectures.) So I trudge off, looking for someone
with a transistor radio who would rather listen to money-and-banking lec-
tures. With considerable effort, I locate a woman with 100 very nice radios;
she wants a red boat and knows a man with a boat who is interested in study-
ing money and banking. Unfortunately, the boat is yellow and worth more
than a one-semester course in money and banking (it’s a very nice boat). So I
have to find someone who will trade a red boat for a yellow one, and I must
then work out another series of deals to acquire something extra to throw in
with my money-and-banking lectures. It will be a very late dinner by the
time I have it all straightened out.
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