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Abstract. In this paper I argue that the transition from commodity money to fiat money in
the 1970s was a less dramatic change than suggested by a first glance at monetary history or
monetary theory. I show that, historically, the quantity of the commodity-based money was
at the discretion of the monetary authority and how, over time, the desire to economize on
the commodity backing led to national and international institutions that reduced the extent
to which money issues under the commodity standard represented an explicit claim to an
intrinsically valuable asset.

Ancres dérapées: le passage d’une monnaie basée sur des produits a une monnaie fiduciaire
dans les économies occidentales. Dans ce mémoire, 1’ auteur suggere que la transition de la
monnaie basée sur des produits & la monnaie fiduciaire dans les années 1970 a constitué un
changement moins dramatique qu’il n’a pu paraitre aprés un premier coup d’oeil a I’histoire
monétaire ou 2 la théorie monétaire. On montre que, historiquement, la quantité de monnaie
fondée sur des produits était en fait définie de maniére discrétionnaire par les autorités
monétaires et que, avec le passage du temps, le désir d’économiser le produit sur lequel la
monnaie était fondée a eu pour effet d’entrainer les institutions nationales et internationales
a réduire le lien véritable entre la quantité de monnaie mise en circulation et le droit explicite
a un actif doté d’une valeur intrinséque.

Il. INTRODUCTION

For over a millennium western economies used a monetary system that had gold
or silver as a nominal anchor, that is, where the link to gold or silver supposedly
prevented arbitrary expansions of the money supply (Giovannini 1993, 113). In the
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early 1970s the last tie to the gold standard was broken when the Bretton Woods
system collapsed, and the United States suspended convertibility of u.s. dollars into
gold. Fiat money (for which I will use Wailace’s (1980) definition: money that is
inconvertible and intrinsically useless) was to be the basis of the monetary system.
This paper analyses the transition from a commodity-based monetary system to the
fiat money system.

This choice of topic is motivated by both theoretical and historical factors. In
theory, there seems to be a vast chasm between a commodity money system, where
the quantity of money is determined by nature (possibly at some remove) and the
value of money is intrinsic, and a fiat money system, where the determinants of
value are puzzling and the quantity of money is a matter of policy. The historical
motivation comes from my research into the origins of the Bank of Canada in the
course of which I was struck by the confidence with which Canadian policy-makers
in the early 1930s anticipated the resumption of the international gold standard
(Bordo and Redish 1987). Why the change of heart?

What I am going to present is unfortunately not a complete answer; rather, it
is the foundation for a case that the process was more gradual than the simple
comparison between attitudes in 1930 and 1970 — or than simple comparisons of
economies with fiat money and commodity money — suggests.

The collapse of Bretton Woods has been studied extensively, primarily in the
context of the post-World War 1 economy, although sometimes in the context of
interwar economic problems and even the classical gold standard. Here I study the
evolution of the system in a broader context: as part of the evolution from a pure
commodity money system to a fiat money system.

My view of the collapse of Bretton Woods is the story of a ship on a finite anchor
chain, in rising seas: At some point one has to cut the chain to save the ship. I will
argue that the seas had been rising not just in the Bretton Woods period, but for
many decades previously — and indeed were the motivating force for changes in
monetary institutions through the nineteenth and early twentieth centuries. These
changes had the effect of lengthening the anchor chain; by 1971, however, there
was no more chain to let out. But in addition, these changes, which included the
establishment of central banks and the introduction of a fiat element to the money
stock, prepared the way for a fiat money standard.

Having lost its anchor, was the ship then doomed to drift (dare 1 suggest break
up) at the whim of the elements? Here historical antecedent is encouraging, because
I want to show that under commodity standards — in practice — the anchor was put
in place not by fundamental natural forces but by decisions of human monetary
authorities.

I am going to take these strands of the argument in chronological order, be-
ginning with how a commodity money standard operated. Then, I shall tum to
the way that monetary changes in the nineteenth century represented attempts by
individuals and national governments to lengthen the anchor chain, while keeping
the anchor. Finally, I discuss post-World War 1 changes, which were primarily at
the international level, up to the collapse of Bretton Woods. These last I discuss

more briefly, since here the ground is relatively well worn.
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II. THE ANCHOR UNDER A COMMODITY MONEY STANDARD

Textpook versions of a commodity money system model a world in which both the
medium of exchange and the unit of account are (for example) lumps of gold (see
e.g., McCandless and Wallace 1991). Prices and debts are denominated in lumpé
of gold and are paid off in the same. It could be that some agent agrees to verify
the fineness and weight of these lumps and stamps a mark on them - in which
case we could call them coins — but we are focusing here on the case where the
payments will be made by weight of gold not numbers of coins.

This model is useful, since it is the simplest way to capture the elements of a
systefn where the money stock is anchored by natural resource constraints. But in
practice, such a monetary system is a fiction, and commodity money standards in
even rpedieval Europe differed from it in an important way: coins were not traded
by weight, not even directly by tale, but by their value in a unit of account, which
differed from the medium of exchange.!

Typically, throughout Europe — at least from 1200 on — the monetary authorities
proclaimed coins to be legal tender for given unit of account values. Many European
countries used a duodecimal unit of account like that of Britain: 1 pound sterling
was composed of 20 shillings, each with 12 pence. For example, the groat (a
small English silver coin) was valued at 4 pence (4d). Coins were defined in terms
of their metal (typically gold or silver), fineness (for example, 22 carat gold, or
sterling silver), and weight. Typically, gold and silver coins (both domestic and
foreign) were made legal tender at specific values in the unit of account. In practice,
especially by the beginning of the early modern period, the monarch had the right
both to define the unit of account and to run the mint; if the monarch didn’t run
the mint s/he would certainly charge a fee (seignorage) for the privilege of running
the mint. (In practice, especially for gold coins, where international competition
was more intense, these fees were not exorbitant.)

The point of all this is that unlike the situation in the textbook commodity
money world, in practice the monetary authority played a role in the commodity
money standard, and the monetary authority could benefit (as I show below) from
depreciating the currency. The pure comparison of commodity money and fiat
money, where the former is rigidly anchored by nature and the latter is at the whim
of the monetary authority, is, in an important way, an oversimplification. A simple
way of formulating the difference is to say that in the textbook world the money
§tock (M) is the stock of monetary gold: M = G, with G (and M) measured
in ounces of gold; under a commodity money standard M = pGG, where pG is
me?\sured in pounds sterling (£stg) per ounce, and therefore M is measured in £stg.
PG is at the discretion of the government, and an increase in PG is the definition of

a depreciation of the currency.

l zpufford (1988) is the semingl work on medieval money. Ruding (1840) and Feavearyear (1963)
locument th.e history qf Epgllsh coinage and de Wailly (1857) the French coinage. Breckinridge
(1903) provides a fascinating history of legal tender laws from 1066 on.
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There were two primary causes of depreciation. The first was in a sense a
technical adjustment: in a world of commodity monies, coins of both gold and
silver were necessary to provide coins of a convenient size for both high- and low-
value transactions. Yet when both gold and silver coins were given legal tender
values, a change in the market price of the metals would imply that one had become
undervalued - ‘good’ money in Gresham’s sense. This would either circulate at a
premium, or, over time, be driven out of circulation.? To restore the concurrent par
circulation of coins of both gold and silver, the monetary authorities would have
to change the relative values of coins at the mint, and typically this was done by
raising the legal tender value of the undervalued metal.3

The other cause of depreciation was a need for revenue. My favourite example
is the depreciation of the pound sterling by Henry vm (see table 1). In 1540 if you
took one pound of fine silver to the mint, the mint would coin 145.94 groats out
of the metal (each being 42.67 troy grains of sterling (92.5 per cent fine) silver)
worth a total of £2.43. You would receive groats worth £2.38, and the mint and
king would keep the difference. In 1542 the king announced that the mint price
had risen to £2.64 per pound. If groats trade for 4d each, then an agent could make
a profit of £0.21 (£2.64 — £2.43) by selling groats containing one pound of silver
to the mint. A rational individual would take the groats to the mint.

What the king did not announce but was quickly realized by most money-holders
was that the new groats had 30 per cent less silver than the old groats: the king
made 189.9 groats worth £3.17 from each pound of pure silver, making a gross
profit of £0.53 from each pound coined. But still, if shopkeepers would not accept
the old groats for 4.34d, it would make sense to sell them to the mint. That is, not
only did Henry increase the seignorage rate, but — because coins traded at their
unit of account value — he could increase the amount of mint output. If you think
of seignorage revenue as a tax, his profit came from both the increase in the tax
rate, and the increase in the base. And the profits were immense. Henry’s profit
from this and subsequent debasements in the 1540s has been estimated at £1.27
million, an immense sum relative to typical mint revenues of about £1,000 per year
and, relative to ordinary annual crown revenues, about £200,000 (Challis 1967). In
addition, the depreciation led to an unanticipated inflation which provided further
gains from his status as a net debtor.

In the early medieval period, when tax structures were in their infancy, depreci-
ation was frequently used to generate seignorage revenue. By the twelfth century,
however, the monarch had alternative sources of revenue that had fewer distor-
tionary side-effects. In France and Spain this trade-off was explicitly acknowledged,
and monarchs gave up the right to depreciate the coinage in retun for hearth taxes

2 Whether undervalued money would be driven out of circulation or circulate at a premium is a
matter of current debate, see Greenfield and Rockoff (1992) and Rolnick and Weber (1986).

3 Glassman and Redish (1988) examined the history of depreciation in early modern England and
France, and showed that the majority of depreciations were motivated by technical concerns. The
notation (PG, G) used here could be modified to take account of bimetallism, but for our purposes
this would add complexity without adding insight. A simple alternative is to think of PG as a
weighted average of the price of gold and silver and G as the sum of monetary gold and silver.
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TABLE 1
The recoinage and debasement of English groats
1526 1542
1. Coin weight (grains) 42.67 40.00
2. Fineness (per cent) 92.5 75.8
3. Specie content (grains) 39.47 30.33
(line 1 X line 2)
4. Coins/lb fine metal 145.94 189.91
(5760/ine 3)
5. Official value of groat 4d. 4d.
6. Value of groat at the mint 3.9d. 3.3d.
(240 x line 8/line 4)
7. Mint equivalent (£/1b) 243 3.17
(line 5 X line 4)/240
8. Mint price (£/1b) 2.38 2.64
9. Gross seignorage (£/1b) 0.05 0.53
(line 7 — line 8)
10. Rate of gross seignorage 2.1% 20.1%
(line 9/tine 8)
11. Valpe of 1526 groat at the mint in 1542 4.3d.
(240 x 2.64/145.94)

SOURCE: Taken from Glassman and Redish (1988, 79).

or excise taxes (Blisson 1979). In periods of war, however, when a monarch could
not collect a large sum quickly through taxes or bond sales, it became worthwhile
to sacrifice the monetary system.* Nathan Sussman (1993) recently has shown
how the dauphin saved his skin during the latter part of the Hundred Years’ War
(specifically 1415-22) by a massive depreciation.

In summary, since the monetary authority set the price of gold and agents were
required to guess the extent to which it would use discretionary behaviour, the
commodity standard was not as far from a fiat money standard, as the simple
model of commodity money suggests. For the remainder of the paper I want to
focus on the transition from the commodity money standard, beginning with the
introduction of paper money and fractional reserve banking.

I1I. CONVERTIBLE NOTES AND CENTRAL BANKING

The substitution of paper notes for coins as a medium of exchange began in the

sixteenth century, but the notes were initially 100 per cent backed by .coins.5 The
Bank of Amsterdam established in 1609 is the most famous example, but it was

4 This is consistent with the predictions of a game theoretic model Bordo and Kydland (1991) use
to explain periods of depreciation and stability in nineteenth-century Europe.

5 Of course in China paper money had circulated since the beginning of the tenth century (Tulloch
(1957)). Early issues were convertible into silver; by 1160, however, inconvertible circulating
notes were issued. In the British American colonies many colonial governments issued paper
money. The notes, when issued, were typically convertible into specie at some future date or
accepted for taxes; however, they frequently became inconvertible subsequently and, when large
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TABLE 2
The origins of central bank powers®

Monopoly over Notes made State

Country Date founded note issue legal tender ownership
England 1694 1844 1833 1946
France 1800 1848 1878 1945
Germany 1875 1875 1909 1948
Japan 1882 1884 1885 N/A
Italy 1893 1893 1893 N/A
United States 1913 1913 1933 N/A
Canada 1934 1935 1935 1938

a See appendix for notes to this table, including both sources and caveats.

actually predated by banks in Spain and the Italian states (Kindleberger 1984). The
earliest fractionally backed paper money is associated with the name of John Law,
who in 1716 started a bank in Paris that issued fractionally backed notes. From
1716 to 1718 the notes were convertible on demand into specie; in 1719, however,
the notes became unbacked legal tender and shortly thereafter were worthless.

In England and Scotland private note-issuing banks began operating in the
second half of the eighteenth century, but in Europe more generally, banking did not
become widespread until the nineteenth century (Cameron 1967).¢ Contemporane-
ously, a system of central banks developed, that is, a system of typically private
institutions with a monopoly over the right to issue notes and whose notes were
l.egal tender (see table 2). What were the motivating forces behind the emergence
of central banks? A question important not only in its own right, but because these
institutions would become the sine qua non of a fiat money standard.

That the answer is not simple is suggested by the very different paths taken by the
various nations. While the same underlying forces motivated the establishment of
central banks, these forces were filtered through different political, social, cultural
and economic institutions. I’ll begin with the underlying features and then describe
some of the paths taken. The fractional reserve system gave an impetus to both
the private banks and the public sector to try to reduce the reserve ratio: in te@s
of the earlier notation we now write the money supply as M = kpGG, where k is

quantities were issued, depreciated with respect to sterling. Rolnick, Smi.th, and Weber (1993)
argue that the United States went from fiat money systems to a commodity money standard to
ensure fixed exchange rates between the colonies and to solve a seignorage incentive proble;n..

6 One of the major factors that mitigated against convertible notes was the thr'eat of counterfelt'mg,
To reduce the problems of counterfeiting, bank notes were generally issued in very large df.—
nominations, and until the twentieth century they were not employed at the retail/wage-paying
level. For example, the lowest denomination for a Bank of England note ip 1900 was £5 —ata
time when the daily wage rate for unskilled labour was about £1.25. The issuers of token money
naturally spent considerable resources to reduce counterfeiting. In China the state attempted to
avoid counterfeiting by establishing its own paper mills which produced a unique mulberry bark
paper (Kranister 1992, 146). The stories of large-scale wartime counterfeiting of enemy notes are
well known; somewhat less well known is the fact that greenbacks were green because the recent
invention of the camera made black and white backs 100 easy to counterfeit (Kranister 1992, 301}
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the inverse of what I shall call the reserve ratio. Among the private sector banks
this would encourage a natural monopoly through the centralization of reserves,
and increase the profitability of a monopoly over note issue and consequently
of rent-seeking activities with that goal.” Governments were motivated directly or
indirectly to share these profits, and to enact legislation that permitted more profits,
for example, by enabling the banks to reduce the reserve ratio without increasing
the potential for fraud or eliminating the gold anchor.

In the history of western central banks all these factors were in evidence. In
1797 the Bank of England was a private bank that was the government’s banker
and had a monopoly of joint-stock banking.® The private banks typically held Bank
of England notes as reserves. In 1833 the government made Bank of England notes
legal tender — except at the Bank itself, where they were convertible into gold.®
The government’s argument was that during the recent run on the country banks
Bank of England notes had been paid out by the country banks and were happily
received, but in fact note-holders could have asked for gold which would have
exacerbated the crisis. Under the Act of 1833 they — the country bank note holders
- would not have that right, but could demand gold for their Bank of England notes
at the Bank itself.

In 1844 the Bank of England was granted a monopoly over note issues apart
from the grandfathering in of existing issues. Before that the Bank had a de facto
monopoly over note issue in London only; elsewhere in England, particularly after
1821, private bank notes ‘made up almost the entire paper circulation’ (Fetter 1965,
6). The main purpose of the Act of 1844 was to establish a rigid link between the
amount of notes in circulation and the gold reserves of the Bank. The Act was
clearly seen as a response to the weakening of the gold anchor to the monetary
system. Adherents of the currency school believed that price level and economic
stability required that the quantity of money (which they, but not their opponents,
defined as notes) behave as it would under a pure commodity standard. The way
that this would be ensured was to give the Bank of England a monopoly over the
note issue and then to require that above £14 million all notes be 100 per cent
specie backed. !0

The Bank of France was established by Napoleon in 1800. It was initially a
private bank and issued convertible notes that were not legal tender, and it did not

7 In 1888 Edgeworth noted the existence of economies of scale in reserve holding, and Wicksell,
ten years later, used this principle to rationalize the feasibility of an international paper standard
(Laidler 1991, 185-7).

8 In 1826 note-issuing joint-stock banks (banks with more than six partners) were permitted to
open if they had no office within sixty-five miles of London (Fetter 1965, 122). The Act of 1833
explicitly provided that non-note-issuing joint-stock banks could operate within the sixty-five-mile
radius (Clapham 1945, vol. 2, 128). During the ‘restriction,” 17971821, the bank had not been
obliged to convert its notes into gold, although the notes were not formally made a legal tender
(see Fetter 1965).

9 This motion passed by a vote of 214-156, with members of the house muttering darkly about
assignats (Fetter 1965, 159).

10 E]!ank of England note issue was expected to be approximately £20 million (Clapham 1945, vol. 2,
75).




