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R.A. Radford was a British economist who spent time during
World War II in a prisoner of war camp and subsequently pub-
lished an article about his experiences, “The Economic Organi-
zation of a P.O.W. Camp.”! He describes how the prisoners, tak-
ing advantage of the different marginal valuations placed on
the rations supplied by their captors plus items from Red Cross
parcels and private packages received in the camp, established a
lively trading economy. While German currency did exist in the
camp, it circulated only as payment for gambling debts because
few articles could be purchased with it from the camp canteen.
The principal money or medium of exchange was cigarettes.

C,z;ga,r@tt&s as Money

No authority decreed that exchange in the camp should take
place by means of money, much less that the money used should
be cigarettes. It just happened. Prisoners discovered that they
could make themselves better off through trading if they were not
confined to barter, selling only to those who had what they them-
selves wanted and buying only from those willing to accept what
they themselves had to offer. But the limitations of barter can

be escaped only if some good exists that everyone is willing to
accept because they know that everyone else is willing to accept
it. Cigarettes were convenient: They were both homogeneous and
durable and could be used individually for small transactions or
in packages for larger transactions. Because the Red Cross pro-
vided regular supplies, they were available in sufficient quantity.
And the numerous smokers among the prisoners guaranteed that

!Originally published in the journal Economica in November 1945 and often
reprinted.
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they would always have value. So cigarettes became by consensus
the medium of exchange.

But cigarettes have serious drawbacks as money. For one
thing, they don't stay homogeneous. One cigarette will not be just
like another for very long once cigarettes become the medium of
exchange. The Red Cross issued pipe tobacco in lieu of cigarettes
at the rate of one ounce of tobacco per twenty-five cigarettes.
When it turned out that an ounce of pipe tobacco could be rolled
into thirty homemade cigarettes, the prisoners began hand-rolling
cigarettes from pipe tobacco. As a result, the percentage of hand-
rolled cigarettes in the money supply increased rapidly. When
prisoners with machine-made cigarettes started removing some
of the tobacco to reroll it, those who sold goods for cigarette
money had to inspect the money carefully to be sure it was up
to standard. A money whose value is unclear raises transaction
costs and reduces trading.

An English financier named Thomas Gresham suggested a
rule in the sixteenth century, known ever since as Gresham’s Law,
which states that bad money drives good money out of circula-
tion. If two units of money have the same nominal value but one
is in reality more valuable than the other, then the one with lower
value will circulate and the one with higher value will be hoarded.’
Isn't that how you behave? Won't you give the grocery store clerk
a torn or tattered one-dollar bill rather than the newer one in
your wallet? Won't you try to spend the Canadian quarter in your
pocket or change purse before you spend the American quarter?
Experience in Radford’s prison camp confirmed Gresham’s Law,
as hand-rolled cigarettes drove machine-made cigarettes out of
circulation. Everyone tried to spend their worst money first while
holding on to their best money, and soon the only cigarettes in
circulation were hand-rolled ones of questionable value. That
raised the cost of trading.

Another unfortunate feature of a monetary system employing
cigarettes was a chronic tendency toward deflation. When the
Red Cross supplies were interrupted for any period of time, the
number of cigarettes circulating as money declined because
smokers were always burning some of them up, with the result
that the value of each remaining cigarette increased. An increase
in the value of money is what we mean by deflation. Air raids in
the vicinity of the camp would also produce sudden, sharp defla-
tions as anxious smokers increased the rate at which they were
reducing the quantity of money in circulation. Money to burn in
a literal sense won't be the best money.

The Evolution of Money

Throughout recorded history individuals have been searching for
ways to gain greater advantages from trading, and their experi-



ences have repeatedly led them to settle on scarce and attractive
metals as the preferred medium of exchange. Copper, bronze,
silver, and gold are durable, can be divided into parts and easily
reunited again, are limited in supply, and, because of their beauty
and durability, are valued for other purposes. A major disadvan-
tage is that someone offered pieces of metal in payment cannot ,
readily determine the true weight and fineness of the metal. But From coins. ..
politically powerful persons partially resolved this difficulty when
they discovered that they could profit from turning the precious
metals into coins. They could accept bars of metal and mint
them into coins of a specified weight and fineness while keeping
some of the metal for themselves. Their customers were willing
to accept this deduction, called seignorage, because the minted
metal, possessing a precisely known value, was worth more in
exchange than unminted metal. The politically powerful person
issuing the coins could even get some valuable free advertising
by placing his own face on the coins. Milling the edges (putting
ridges on the edges) made the coins more acceptable and there-
fore more valuable, because milling preserved the value of the
coins over time by making it more difficult for people to shave
metal from the coins that came into their hands before passing
them on.
Merchants or wealthy people who owned bars of gold or sil-
ver started looking for safe places to store them and turned in
large numbers to goldsmiths, who had facilities for the secure
storage of valuables. The receipts that the goldsmiths issued were
perhaps the first form of paper money. Why should a buyer go to
the trouble and risk of withdrawing his gold bars from the gold-
smith’s vault in order to pay a seller, who would then have to
incur the cost of returning them to the goldsmith for storage?
Why not just hand the seller his receipt?
When commercial banks arose and began accepting deposits
of coined money, the bankers quickly saw that they could lend
out at interest some fraction of the money deposited with them
because only a few of the owners of these deposits would ever
come in at one time to withdraw their money. Moreover, why lend
borrowers the actual gold or silver coins? Receipts would serve
just as well and perhaps even better. This was the origin of most
bank notes, the direct ancestors of our current paper money.
A bank note was a piece of paper, ornately printed to frustrate ... to bank notes
counterfeiters, promising to pay to the bearer a specified quantity :
of metallic money.
Look at the paper money in your possession and you will dis-
cover that it's comprised entirely of bank notes, issued by one of
the 12 Federal Reserve banks in the United States. Until these
notes were redesigned in the late 1990s, the round seal to the left
of the portrait that appears on the note always gave the name of
the specific bank that had issued it. The major difference between
these bank notes and the ones that made up most of the paper
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money in the United States (and other nations of the world) until
about 150 years ago is that now they tend to be issued exclusively
by government-managed banks and they do not promise to pay
the holder anything.

The Myth of Flat Money

The Latin word fiat means “let it be” or “let it become.” There are
quite a few people today who complain bitterly about the fact
that the national government has, or so they allege, turned all our
money into mere fiat money. Our paper money isn't real money at
all, they say; it’s just paper that the government has turned into
money by an arbitrary declaration. The old privately issued bank
notes were not mere fiat money because they were receipts for
silver or gold, and they obtained their value from that “backing.”
The objectors consider this an abuse of governmental authority, a
fraud that has allowed the government to enrich itself by printing
money to finance its extravagances in disregard of the fact that,
the more paper money it prints, the lower the value of the money
held by its citizens.

While this argument is partially correct it obscures a funda-
mental fact about money. No one, not even a powerful govern-
ment, can turn something into money merely by fiat. What makes
anything money is that it is in fact accepted and used by people
as a medium of exchange. Federal Reserve notes are money in the
United States not because the government says so but because
the people of the United States are willing to accept them in pay-
ment for the sale of goods and repayment of debts. Governments
around the world have discovered that, if they print too much of
their paper money, their citizens will become reluctant to accept
it, and something else—often United States Federal Reserve
notes—will become the preferred medium of exchange within
their borders.

Government does possess some powers that help it get its
paper money accepted and used. It can, for example, promise to
accept its own notes in payment of taxes. Anything that can be
fully used to pay taxes will automatically acquire a considerable
amount of acceptability. The government can also (and some
governments do) declare the use of any bank notes other than its
own notes to be illegal and impose significant penalties on those
whose transactions violate the law. But the fundamental fact
remains that acceptability is the necessary and sufficient condi-
tion for anything to become a medium of exchange. A small
piece of ugly, torn, ink-stained green paper bearing a portrait of
Andrew Jackson will be accepted anywhere in the United States
because everyone knows that it will be accepted anywhere in the
United States.

It sounds circular. Is it really that simple? Here’s a little men-
tal experiment for you to consider. Suppose that the owners of



McDonald’s instructed all their franchise holders to return change
to customers in the form of either regular coin and currency or
Big Smacks, according to the customers’ choice, at the rate of one
Big Smack per dollar. Big Smacks would be elaborately printed
pieces of paper that holders could later redeem at any McDonald's
franchise for one Big Mac. Many customers would choose to

take Big Smacks, because they expect to purchase Big Macs in
the future and know that Big Macs cost a good bit more than one
dollar. Big Smacks might subsequently come to enjoy a limited
circulation outside the McDonald’s chain. Suppose you often eat
at McDonald’s and I owe you five dollars. If I offered you five Big
Smacks instead, you might accept them. And what if you then
bought five dollars’ worth of gasoline on the way home before
discovering that you had forgotten your wallet? Might not the
station owner be willing to take the five Big Smacks as full pay-
ment? And then use them to pay his paper carrier? In such cir-
cumstances, Big Smacks would be functioning as a medium of
exchange.

The militant foes of government-issued paper money will
immediately point out that the Big Smacks are not fiat money
because they can be redeemed for something of “real” value.

But let your imagination run a little wilder for a moment. Sup-
pose that Big Smacks continued to be issued over the course of
many years in ever larger amounts, that McDonald's never once
defaulted on its commitment to pay on demand one Big Mac for
one Big Smack so that people came to acquire complete confi-
dence in them, and that all this time the purchasing power of the
United States dollar was declining. Some people would begin to
prefer payment in Big Smacks to payment in dollars because they
would expect Big Smacks to hold their value better over time.
Some of these would be vegetarians with no intention of ever
buying a Big Mac. They might nonetheless be willing to accept
Big Smacks because they would know that other people are will-
ing to accept Big Smacks. It's conceivable, isn't it, that over a
long enough period of time Big Smacks would come to circulate
as the medium of exchange merely because they were accepted
by others as the medium of exchange, without reference to the
Big Macs that originally provided their “backing”?

If you don't find this scenario at all plausible—and it certainly
is a highly unlikely development—test your credibility on another
bit of fiction. Suppose that you ask to borrow $20 from your
friend because you want to purchase a new novel that has just
come out. He is willing to make the loan but happens to be short
of cash at the moment. So he writes you an IOU and signs his How Ious become mongy
name. You go to the campus bookstore, pick out the book you
want, and hand the cashier your friend’s IOU. The cashier looks
at it, recognizes your friend’s signature, rings up the sale, slips the
10U in the till, and hands you your change. The next customer
uses a $50 bill to make a $10 purchase. The cashier says, “I only
have one twenty. Would you accept this?” and shows the cus-
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tomer your friend’s IOU. He also recognizes the signature, knows
that your friend is a person of both wealth and virtue, and says,
“Sure.” The I0U could circulate indefinitely, as long as everyone
to whom it’s presented knows your friend’s signature, his charac-
ter, and his ready availability. If this IOU were durable enough to
circulate in the community for many years, it could come to be
accepted simply because everyone knows that it’s accepted by
everyone else—even after your friend had long departed! Would
your friend have created a piece of fiat money? Not by mere fiat!
By creating confidence, rather, in the acceptability of the paper
money that he had brought into existence.

The Nature of Money Today

All this is intended as a prelude to a true and important assertion:
What we use today as our medium of exchange consists almost
entirely of the IOUs of trusted institutions.

What do we use in the United States today as our medium of
exchange? Most people who think about money think immedi-
ately of those green pieces of paper, called Federal Reserve notes,
and of coins in various sizes and colors. Economists lump these
together and call it the currency component of the money sup-
ply. The Federal Reserve notes, by far the larger portion of the
currency, are all IOUs—the accountants’ term is liabilities—of
Federal Reserve banks. When the Federal Reserve banks were
first established, their notes were accepted because they bore a
promise to pay “lawful money” on demand. No one much noticed
or cared when those words were taken off the notes, because by
that time the notes themselves had become “lawful money.”

What else do we use as a medium of exchange? The most
widely used medium of exchange is not currency but checkable
deposits: deposits in financial institutions that can be transferred
to others through the writing of a check. The most familiar
type of checkable deposit is the money in an ordinary checking
account with a commercial or “full-service” bank, which bankers
call a demand deposit because it can be withdrawn on demand.
These deposits are also IOUs or liabilities, liabilities of the partic-
ular banks in which the deposits are held. Your bank owes you
the money in your checking account. American businesses and
households pay for most of their transactions by writing checks;
that is, by telling their bank to stop owing them a certain amount
of money and to start owing that amount to the party to whom
the check is written.

Students often have trouble at first in seeing that checkable
deposits really are money in the full sense of the term. They them-
selves may handle all their transactions by means of currency.
When they receive a check, they cash it; that is, they obtain cur-
rency for the check and spend the currency. But student habits are
in no way typical of the transaction procedures employed by busi-



ness firms, government units, and households. The overwhelming
majority of exchanges, measured in dollar value, employ check-
able deposits as the medium of exchange. Purchasers instruct
their banks to transfer ownership of a portion of the purchasers’
deposit to sellers. They write a check, in other words. Sellers typi-
cally deposit the checks rather than cash them, thereby instruct-
ing their own banks to collect the ownership whose transfer was
ordered by the check writer. No currency at all changes hands.
The bank in which the check is deposited makes an entry in its
books; the bank on which the check is written makes an equal but
opposite entry in its books.

What Federal Reserve notes and checkable deposits have in
common, in addition to the fact that they comprise almost all
of the medium of exchange in the United States, is that they are
basically liabilities of trusted institutions. And why is this so
important? Because it begins to indicate the difficulty of con-
trolling the quantity of money in a society. The quantity of the
medium of exchange in the society can be expanded by any insti-
tution that can persuade people to hold and circulate its liabili-
ties. Private as well as public institutions that are able to do this
have the ability to create money.

The Creation gcdwonay

Let’s watch it happen. Suppose your application for a loan of
$500 from the First National Bank is approved. The lending offi-
cer will make out a deposit slip in your name for $500, initial it,
and hand it to a teller, who will then credit your checking account
with an additional $500. Total demand deposits will immediately
increase by $500. The money stock will be larger by that amount.

Contrary to what most people believe, the bank does not
take the $500 it lends you out of someone else’s account. That
person would surely complain if it did! The bank created the
$500 it lent you.

But is that $500 really money? Let's say you borrowed the
money to buy a computer. If you go down to the computer store
and write it a check for $500, the employees will allow you to
walk out the front door with the computer you wanted. That's
persuasive evidence that your deposit really is money. The store’s
financial officer will then take your check to the store’s bank and
deposit it, receiving in return a credit for an additional $500 in its
own checking account. The store’s bank will send the check to the
Federal Reserve’s check-clearing system. There the store’s bank
will receive credit for an additional $500 in the amount it keeps
on deposit with the Federal Reserve bank of its district, and
your bank will have $500 deducted from the account it keeps on
deposit there. The Federal Reserve bank will then send the check
to your bank, which will cancel the debt it owes you: the $500 it
had earlier credited to your account. But the total quantity of
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money in circulation won't go down when this happens, because
that $500 your bank created still exists—in the checking account
now of the computer store.

Why was the bank willing to create $500 for you? Because
you gave the bank your own IOU, a credible promise to pay the
bank $500 plus interest at some specified future date. Why was
the bank able to create $500 for you? Because people are willing
to accept its demand deposit liabilities and use them as a medium
of exchange. Commercial banks are the prime example of private
institutions that are able to persuade people to hold and circulate
their liabilities. That's all it takes to create money.

Surely it can’t be that simple, you say. It seems just like hav-
ing your own money machine in the basement. We would all like
to be able to create money. It’s a lot easier than working for it.
How is it that banks can get away with it and you can’t? And if all
this is true, wouldn’t the quantity of money in circulation expand
and expand until it no longer had any value at all? If the banks
have such a good thing going, why should they ever stop?

In a society where bank lending was not carefully regulated
by law, the only limit on a bank’s ability to go on creating money
indefinitely would be its ability to maintain its credibility. A bank
can create money by creating liabilities only so long as people
have confidence in those liabilities; that is, so long as they believe
the bank will be willing and able to pay its debts when asked to
do so. If people who have checking accounts with a particular
bank start to doubt that the bank would be able to pay its debts
on demand, they will decide to collect those debts. (Remember:
Your bank deposit is a liability of the bank, a debt that the bank
owes you.) They will rush to the bank and ask to be paid. In
what form? In the form of the liabilities of some other institution
in which they still have confidence, such as the Federal Reserve
banks. Suppose you have exactly $237.28 in your checking
account. If you're one of those doubters, you will withdraw the
$237.28 by transforming it into Federal Reserve notes plus one
quarter and three pennies. ,

This action on your part will not change the quantity of
money in circulation, because the money supply does not include
currency and coin that is held within the banking system. When
you closed your checking account, the quantity of money held in
the form of demand deposits went down by $237.28, while the
quantity that takes the form of currency in circulation rose by
the same amount. But your action plus the action of all or most
of the bank’s other depositors, if they have all come to doubt the
bank’s willingness and ability to pay its debts on demand, will
drain from the bank all the currency it’s holding in its vaults and
compel it to call on the Federal Reserve bank of its district for
additional supplies. The Federal Reserve bank will do for your
bank just what your bank is doing for you. The Federal Reserve
bank will hand over the Federal Reserve notes your bank requests
and reduce by an equivalent amount the size of the deposit your



bank is holding with the Federal Reserve bank. Either your bank’s
deposit with the Federal Reserve bank will be large enough that
your bank can obtain all the Federal Reserve notes it needs to
satisfy the demands of its suspicious depositors—in which case
they were mistaken, your bank is in fact sound, and the “run” on
your bank will end. Or it will exhaust its account with the Federal
Reserve bank before its depositors have all been satisfied—in
which case the depositors’ suspicions will be confirmed, the bank
will be proved insolvent, and it will be forced out of business.

So what limits an unregulated bank'’s ability to go on creating
money indefinitely is its ability to maintain the confidence of its
depositors that it can and will, upon demand, convert its deposit
liabilities into some other form of money in which the public has
more confidence, in this case, Federal Reserve notes. The more
money a bank creates, other things being equal, the less ability it
will have to meet its depositors’ demands. The reason is simple.
The process of creating money creates more liabilities for the
bank, unless its depositors pay that money to people who deposit
it in other banks—as you did at the computer store. But that’s not
a better outcome for the bank, because, you recall, the Federal
Reserve bank “clears” your check by taking money out of your
bank’s account and placing it in the account of the bank with
which the computer store does business. That causes your bank
to lose reserves that it could otherwise use to satisfy depositors’
demands for currency. Banks that want to earn interest by creat-
ing money to lend must therefore maintain a balance between
their desire for additional income and their need to retain the
confidence of their depositors.

the supply of money

Banks under kzgulation

We have described the restraints on bank money creation that
would exist in an unregulated banking system in order to clarify
the essential nature of the system. But all banking systems in

the world today are in fact regulated. The most basic regulation
and the one that acts as the fundamental restraint on money cre-
ation by banks in the United States is a legal reserve requirement.
Banks are not allowed to have deposit liabilities in excess of some
multiple of their reserves.

We've been talking about Federal Reserve banks for several
pages without properly introducing them. Let’s repair that failure
now. The Federal Reserve is the central bank of the United States,
created by an act of Congress in 1913. Although technically
owned by the commercial banks that are its members, the Fed is
in practical fact a government agency. Its board of governors in
Washington is appointed by the president of the United States,
with the advice and consent of the Senate. And the board effec-
tively controls the policies of the twelve banks that make up the
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system. We seem to have twelve central banks, but this is mostly
for the sake of appearances, a legacy from the days when much
of the country harbored a populist suspicion of Easterners, Wall
Streeters, and men in striped pants with cutaway coats. These
suspicions were allayed by scattering banks around the country.
But the Fed has actually been a single bank (with branches) at
least since the legislative changes enacted by Congress in the
1930s. The power of any one of the twelve district banks depends
pretty much on the amount of influence it is able to exert on pol-
icy formation through its executive officers and research staff.

By virtue of its power to fix legal reserve requirements for
banks (within wide limits set by Congress) and its power to expand
or contract the dollar volume of reserves, the Fed, as it's commonly
known, restrains the lending activities of the commercial bank-
ing system and thus the process of money creation. The Fed also
decides what may count as legal reserves. Since 1960, it has been
the banks’ vault cash plus the deposits the commercial banks them-
selves have at the Federal Reserve bank of their district.

To summarize, then, you were quite correct in suspecting that
privately owned banks cannot just go on creating money indefi-
nitely. First, the bank must find people willing to borrow on the
terms at which the banks are willing to lend and able to convince
the banks that they will repay as they promise. Second, each bank
must operate within the constraint imposed by its reserves. That’s
the constraint that government authorities use in their efforts to
exercise control over bank lending and hence over the process of
money creation. Every bank is legally required to hold reserves
in forms specified by law. A bank may make new loans, and thus
create money, only when it has free reserves—that is, reserves
greater than the minimum amount it is legally obligated to hold.
And the Fed has the power to increase or decrease the reserves of
the banking system or, alternatively, to increase or decrease the
percentage of their total deposit liabilities that the banks must
hold as reserves.

Bank reserves act as a constraint on the growth of the quan-
tity of money in circulation. This seems to have little or nothing
to do with the usual concept of a reserve fund, something that
can be drawn on in an emergency. Legal reserves do not in fact
perform a significant reserve function in this sense today. The
reserve requirement is today primarily a limitation imposed by
law on the ability of the commercial banking system to expand
the money stock.

But isn't it necessary, you might ask, for the banks to hold
reserves against the possibility of a “run” by depositors? If a lot
of depositors suddenly lost confidence in a bank for some reason
and tried to withdraw their deposits in currency, the bank would
be unable to honor those withdrawals. It would have to close,
making the deposits of all its customers valueless. And if that
happened, the loss of confidence might spread to other banks
and bring down a large part of the banking system.





