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1 The Abrogation of Gold Clauses 
in 1933 and Its Relation 
to Current Controversies 
in Monetary Economics 

Steven L. Green 

In 1933, the u.s. government nullified "gold clauses" in ex
isting bonds and contracts. When the United States aban
doned the gold standard earlier that year, many outstanding 
obligations-including those of the government itself
contained clauses offering creditors the option of demand
ing payment in gold rather than currency. Such clauses 
were intended to prOVide creditors protection against de
valuation of the dollar relative to gold. This article surveys 
the gold clause abrogation episode from a historical per
spective and relates its lessons to several current contro
versies in monetary economics. An important implication 
developed is that the contracts of private citizens, either 
with each other or with the government itself, cannot be 
written in such a way as to absolutely preclude subsequent 
governmental interference with their execution. For this 
reason, assumptions about the permissibility and 
permanence of contracts are potentially important factors 
in economic analysis. 

19 Deregulation and Monetary Reform 

Gerald P. O'Driscoll, Jr. 

Major features of modern monetary systems are the 
product of evolutionary forces. Nonetheless, some analysts 
have argued that important facets of the payments system, 
such as the circulation of non-interest-bearing currency, 
are the product of legal restrictions. The argument implies 
that market forces would radically alter the payments 
mechanism. Recently, certain of these analysts have 
proposed hastening the evolutionary process by implemen
tation of their vision of our monetary future, which entails 
a payments system without circulating money (currency). 
This article both criticizes the vision and questions the 
means proposed to implement it. The article concludes 
that currency would reemerge spontaneously. 

This publication was digitized and made available by the Federal Reserve Bank of Dallas' Historical Library (FedHistory@dal.frb.org)



The Abrogation of Gold Clauses 
in 1933 and Its Relation 
to Current Controversies 
in Monetary Economics 

Steven L. Green 

Assistant Professor of Economics 
Vanderbilt University 

Visiting Scholar 
Federal Reserve Bank of Dallas 

One of the more interesting episodes in American monetary 
history is the abrogation of gold clauses by Congress in 
1933. Gold clauses were provisions in contracts, most often 
long-term bonds, giving creditors the right to demand pay
ment in gold coin of a specific weight and fineness.' The 
standard of weight and fineness was usually that prevailing 
when the obligation was issued. With a few exceptions, 
gold clauses in bonds applied to both principal and interest. 
These clauses were very prevalent in debt obligations in the 
early 1930s, as they were included in all outstanding U.S. 
Treasury bonds and in a large fraction of state, municipal, 
and corporate bonds. 

In 1933, President Roosevelt and the Congress effectively 
took the United States off the gold standard, at least with 
respect to domestic transactions. In the same year, Con
gress passed a resolution declaring that gold clauses, in
cluding those in obligations of the U.S. Treasury, were 
"against public policy." As a result of this action, contracts 
explicitly allowing the creditor to demand payment in gold 
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were legally satisfied with the tender of unbacked paper 
money. The constitutionality of this action was effectively 
upheld by the Supreme Court in 1935. 

This paper provides a detailed discussion of the decision 
of Congress to abrogate gold clauses and the Supreme 
Court approval of that decision. To place the decision in 
historical perspective, an outline of the relevant legal as
pects of u.s. monetary history is also included. 

This episode is also relevant to several current issues in the 
monetary economics literature. First, the legal restrictions 
theory of the demand for money views such restrictions as 
an important influence on monetary matters.2 In most of 
this literature, however, the discussion of specific re
strictions is cursory at best. This paper, therefore, can be 
viewed as background information about the history of re
strictions on the ability of individuals to enter into certain 
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kinds of contracts designed to protect against the effects of 
debasement. 

Second, economists have long been puzzled by the ab
sence of widespread indexation practices in moderate in
flation economies.) There is some debate as to whether the 
legislation abrogating gold clauses rendered all indexation 
arrangements unenforceable, and these arguments are re
viewed in light of the historical discussion of the abrogation 
episode. 

Third, the recent literature reflects considerable interest in 
changes in monetary standards.4 This paper is thus useful 
in providing a relatively thorough discussion of the legal as
pects of monetary standard changes in 1933. 

Fourth, the abrogation of gold clauses in government 
bonds is an example of a government explicitly breaking a 
promise made to its constituents. As a result, the 
abrogation episode is relevant to the time inconsistency lit
erature, which explores the incentives of governments to 
promise one thing and do another. 5 

The gold clause episode and its history suggest that, as 
interpreted, the Constitution of the United States imposes 
no effective limitation on the monetary powers of the fed
eral government. This observation raises fundamental 
questions regarding the source of limitations on the exercise 
of power by governments. Specifically, why is it that gov
ernmental powers-at least in democracies- seem to be ef
fectively and explicitly limited in some areas (freedom of 
speech, search and seizure, etc.) but not in others, especially 
the monetary area? What is special about money that re
sults in its control being almost universally ceded to gov
ernments by their constituents? Monetary phenomena will 
probably never be completely understood until the extent 
of governmental control over money is rationalized. 

The first section of the discussion provides an overview 
of the legal aspects of American monetary history, with 
particular attention paid to the use of gold clauses in public 
and private obligations. The legal development of the 
monetary system during the Civil War is emphasized be
cause the events of that time bear special relevance to the 
abrogation of gold clauses in 1933. 

The second section explores the abrogation episode in 
detail. Included are discussions of the extent of, and moti
vations for, gold clause usage; the arguments for and against 
the abrogation legislation made at the time; the Supreme 
Court opinions upholding the abrogation; and interpreta
tions of the event by scholars with the benefit of hindsight. 

The third section briefly relates to the recent literature the 
events described in the previous sections. The paper con
cludes with some observations about the lessons of the gold 
clause abrogation episode, particularly concerning the abil-
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ity to contract freely and the associated implications for 
economists' views about policy effectiveness. 

Gold clauses and their place in U.S. monetary history 

Since the early days of coinage, the fear of debasement has 
been a prominent concern of those engaging in monetary 
transactions.6 Accordingly, attempts by transactors to en
sure payment in coins of an established specie content are 
virtually as old as money itself. The tension between the 
desire of governments to debase coinage and of those using 
the coinage to protect themselves against debasement ef
fects has been present therefore at least since the Middle 
Ages. International legal history prior to the founding of the 
United States abounds with legislative and judicial re
strictions on the use of gold clauses. Hence, governmental 
powers have very often been employed to frustrate the ef
forts of economic agents to insulate themselves from the 
effects of debasement. 

Early U.S. monetary history. Before and during the War 
of Independence, the U.S. monetary system was very de
centralized? Each of the colonies had its own monetary 
legislation, and there were several experiments with un
backed paper money that ended in inflation. These paper 
money experiments were partly the result of a gold shortage 
resulting from British mercantilism. The Revolutionary War 
was financed by issues of the infamous Continental cur
rency, which became essentially worthless after the war 
because of its abundance. 

The Constitution gave the new federal government the 
right to coin money and regulate its value. It specifically 
denied states the right to designate something other than 
gold or silver as legal tender but was very vague about fed
eral powers in this area.8 In fact, the framers considered in
serting specific limitations to the federal power in this area 
(specifically, making the issue of unbacked paper money 
unconstitutional), but ultimately they chose not to do so. 
The apparently persuasive argument was that such a limita
tion could be harmful in emergency situations such as wars. 

In 1792, Congress defined the dollar as legal tender.9 The 
dollar was the denomination of a Spanish coin that circu
lated widely in the colonies and did not, like some other 
widely circulating coins, have the disadvantage of a link to 
the British crown. Legal tender quality was given to both 
silver and gold coin at a 15:1 ratio. This statute did not 
abolish the monetary systems of the states, and accounting 
in terms of colonial money persisted locally for several 
years. The initial monetary role of the federal government 
was essentially that of underwriting an assaying office that 
coined privately held gold and silver and thereby certified 
its weight and fineness. 
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The fact that the dollar was defined as a fixed weight of 
either gold or silver during this era gave rise to the operation 
of Gresham's law whenever the market value of one metal 
in terms of the other deviated from the ratio set by the 
government. The version of Gresham's law most applicable 
in the present context states that when the relative price of 
two metals is fixed, the metal that is undervalued by official 
prices relative to market prices will become the dominant 
circulating money, and the overvalued metal will be with
drawn from circulation. The basic idea is that if an individ
ual could melt down ten (overvalued) gold dollars and sell 
the resulting bullion for more than ten (undervalued) silver 
dollars, he or she would be irrational to use gold dollars at 
par value in exchange. 

When declines in the value of silver relative to gold began 
shortly after the Coinage Act of 1792, gold coins (including 
foreign coins) gradually began to leave the country. Be
tween 1792 and 1834, the United States dollar was essen
tially a silver dollar, with a very limited monetary role for 
gold. On 28 June 1834, the gold content of the dollar was 
reduced approximately 6 percent. The silver-gold ratio in 
the definition of the dollar was thereby raised to 16:1. This 
action, together with discoveries of gold in California and 
Australia, made gold the relatively more abundant metal, 
and silver dollars were accordingly withdrawn from circu
lation to some extent.'o 

The period between 1792 and 1860 was one of consider
able tension between the states and the federal government 
over monetary matters. Important questions included the 
relative powers of the federal and state governments, either 
directly or indirectly through chartered private banks, to is
sue bank notes. Court decisions wavered on this and other 
important issues. 

More generally, however, constitutional development 
during this period involved expanding federal powers rela
tive to those of the states, a legacy of the broad con
struction of the necessary and proper clause by Chief Justice 
Marshall. This development, together with a precedent 
from English law to be discussed below, meant that money 
power would eventually be vested in the federal govern
ment, with the Constitution (as interpreted by the Supreme 
Court) providing no explicit limitations on its use. 

Monetary events during the Civil War and the first gold 
clause cases. The outbreak of the Civil War generated tre
mendous fiscal pressure on the Union government." The 
convertibility of national bank notes was suspended, and 
Congress authorized the first of three issues of legal tender 
Treasury notes (called "greenbacks'~ in February 1862 under 
the supervision of Treasury Secretary Salmon P. Chase 
(whose portrait later graced the $10,000 bill). By the end of 
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the war, some $450 million of the notes had been author
ized. Of interest is the fact that Congress apparently pre
ferred to issue legal tender notes rather than sell bonds at 
less than par, insisting on this policy with the reluctant 
acquiescence of Treasury Secretary Chase. 

The most significant aspect of this issuance was the legal 
tender status assigned to unbacked notes. The authority of 
Congress to do this was immediately challenged in the 
courts. As the so-called "legal tender cases" were working 
their way up to the Supreme Court, the chief justice's seat 
was vacated. President Lincoln appointed Treasury Secre
tary Chase to the position in anticipation of his upholding 
the constitutionality of an action that Chase himself had 
supervised. Although an initial decision in which Chase 
wrote the majority opinion ruled that the greenback issu
ance was unconstitutional, the legal tender quality of the 
unbacked paper was ultimately affirmed.12 In retrospect, 
these decisions effectively removed any explicit restriction 
on the monetary powers of the federal government that 
might have existed. 

The flurry of legal activity associated with the greenback 
issue included several cases relating to the use of commod
ity clauses in private debt obligations. Although gold 
clauses are by far the most prevalent kind of commodity 
clauses across time and across countries, some evidence 
exists that silver clauses were incorporated into some obli
gations in the United States after the California gold rush.13 
This reliance on silver no doubt reflected its relatively stable 
value in the face of declines in, and uncertainty about, the 
value of gold. Apparently, however, contracts containing 
gold clauses also were entered into prior to the Civil War.'4 
Finally, a later lower court opinion noted that it was a 
"common custom" at the time to write contracts calling for 
payment "in specie" because of uncertainty about the value 
of state bank notes.'5 Specie presumably referred to 
whichever monetary metal (gold or silver) was readily avail
able in coined form. There seems to be no available data 
that might give more specific inSight into the fraction of 
outstanding contracts that contained such clauses during 
this era. 

The treatment of these clauses in the courts in the face 
of legal tender legislation is significant. State courts for the 
most part found the exercise of such clauses inconsistent 
with the legal tender acts. Somewhat surprisingly, however, 
the Supreme Court chose to overturn the state court deci
sions, ruling that the operation of contracts calling for pay
ment in gold had not been explicitly forbidden by Congress 
and hence should be enforced.'6 The key point, then, was 
that Congress had not chosen to render the clauses 
unenforceable, and whether Congress actually had the 
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power to do so was not at issue. This decision predated 
Judge Chase's opinion declaring the legal tender laws un
constitutional, and even though his legal tender decision 
was reversed less than two years later, his gold clause opin
ion retained the force of law for many years. 

Civil War financial policy of the Union Government. 
Another interesting aspect of the Civil War was the policy 
of the Union toward its interest-bearing debt.17 At the close 
of the Civil War, the Union had $2 billion in interest-bearing 
debt, and many bonds were set to mature very shortly. 
Most of these bonds had been purchased by citizens with 
greenbacks. Although several laws had authorized the issue 
of such bonds, many were ambiguous as to whether the 
principal, or the interest, or both were ultimately to be paid 
in gold. An important subset of the bond issues, the so
called "5-20s"-20-year tax-exempt securities bearing 
6-percent interest in gold and callable after five 
years-represented about $800 million of the Union debt at 
the end of the war. Nothing in the laws authorizing the 
5-20s said anything about whether the principal would be 
repaid in gold or in greenbacks, however. Many buyers 
were given to understand by Jay Cooke and Co., the agent 
hired by the government to sell the bonds to the public, that 
the government would in fact pay principal and interest in 
gold. 

The issue of how to service and repay the debt-in 
greenbacks or in gold-dominated political discussion in the 
years after the war. In the election of 1868, the Republican 
platform denounced "repudiation" (meaning repayment in 
anything other than gold), while the Democrats advocated 
repayment in greenbacks (unless the bonds expressly stipu
lated coin payment). With the election of Grant and the 
Republicans, the Public Credit Act of 1869 was passed. This 
act authorized the refunding of Civil War debt then coming 
due with new debt specifically calling for payment, both 
principal and interest, in coin. 

Since the mid-1830s, gold had been undervalued relative 
to silver and was therefore the dominant monetary metal. 
Hence, the terms "specie" and "coin" were generally taken 
to refer to gold. Shortly after the passage of the Public 
Credit Act, however, the scarcity of silver relative to gold 
began to decrease, and a monetary role for silver as well as 
for gold became a possible outcome of the planned 
resumption. As a result, there came to be some ambigUity 
about the meaning of the term "in coin" as it was used in the 
Public Credit Act. In the Coinage Act of February 12, 1873 
(later termed the "Crime of '73"), Congress defined the dollar 
exclusively in terms of gold and thus eliminated any poten
tial monetary role of silver. The combined implication of 
this act and the Public Credit Act was therefore that specie 
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resumption would involve only gold and that bonds would 
be repaid in gold. 

Interestingly, despite the uncertainty about whether Civil 
War bonds would be serviced and/or repaid in gold, the 
Union apparently never resorted to greenbacks for this pur
pose. That is, virtually all payments were in fact made in 
gold. This would not have been possible without the re
funding in 1869 that pushed principal payments back sev
eral years. But the refunding, of course, presumably would 
have involved higher interest rates without the explicit 
promise to repay in coin. 

From resumption to the Depression. In 1875, Congress 
passed a law mandating the resumption of specie payments 
at prewar parity by 1879, leaving the details of how to effect 
resumption up to the Treasury.18 Because of a combination 
of good policy and good luck, the resumption came off as 
scheduled. Apparently, though gold clauses were not prev
alent during the greenback era, they became more popular 
once specie payments were resumed.19 The minimal use of 
gold clauses prior to 1879 may indicate that given the ap
parently credible commitment of the government to even
tually resume specie payments at prewar parity, the 
widespread expectation (fully realized in actuality) was that 
the greenback would appreciate against gold. Hence, there 
was little reason to expect depreciation and to write such 
protection into contracts. Once specie payments were re
sumed, however, the likelihood of devaluation was greater, 
and some people thus began including gold clauses in debt 
obligations once again. 

The deflation of the 1880s and 1890s created an alliance 
of green backers with silver advocates resulting in the silver 
agitation, a movement calling for the monetization of silver 
and unlimited coinage of silver at a ratio of 16:1 with gold. 
This agitation generated extreme uncertainty about the 
monetary standard. Though only part of the long-term 
bonds issued after resumption included gold clauses, that 
portion likely was increased by the silver agitation. In addi
tion, the use of such clauses probably affected a wider range 
of obligations, including nonmarketable debt agreements 
such as mortgages and also, perhaps, short-term agree
ments. 

The defeat of William Jennings Bryan in the election of 
1896, as the candidate advocating a monetary role for silver, 
signaled a significant reduction in uncertainty about the 
monetary standard. Gold clauses did not become an im
portant issue again until 1933. It seems likely that gold 
clauses may have been continued 'out of habit because their 
inclusion was essentially costless. 

The interest-bearing public d~bt was very small prior to 
World War I, but substantial issues of "Liberty Bonds" helped 
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finance the war effort. The total public debt rose from $1.2 
billion in 1916 ($12 per capita) to $25.5 billion in 1919 ($243 
per capita). All of these bonds contained gold clauses by 
congressional mandate. 

The Depression and its aftermath. After the prosperity 
(accompanied by signs of financial stress) of the 1920s, the 
stock market crash in 1929 signaled the onset of the Great 
Depression.20 In 1931, Great Britain-also suffering from 
depression- broke the link between the pound and gold. 
Roosevelt, after winning the election of 1932, took office in 
1933 in the face of a massive wave of bank failures and a 
collapsing economy. In 1933, some 4,004 banks with total 
deposits of $3.6 billion were closed either permanently or 
temporarily. (Total bank deposits in 1933 were $27.1 billion.) 
Upon taking office, President Roosevelt took several initia
tives that significantly changed the U.S. monetary system. 

The first step, and perhaps the most widely remembered, 
was the Bank Holiday. More relevant to our purposes, 
however, was Roosevelt's decision to nationalize private 
gold holdings in exchange for government paper in March 
1933 at the then official price of $20.67 per troy ounce. In 
the Thomas Amendment to the Agricultural Adjustment 
Act, Congress declared that unbacked paper money was 
legal tender. 

Congress passed Joint Resolution No. 10, and the Presi
dent approved it on 5 June 1933, declaring gold clauses in 
debt obligations to be "against public policy": 

. . . IElvery provision contained in or made with respect to 
any obligation which purports to give the obligee a right 
to require payment in gold or a particular kind of coin or 
currency, or in an amount in money of the United States 
measured thereby, is declared to be against public policy; 
and no such provision shall be contained in or made with 
respect to any obligation hereafter incurred. Every obli
gation, heretofore or hereafter incurred, whether or not 
any such provision is contained therein or made with re
spect thereto, shall be discharged upon payment, dollar 
for dollar, in any coin or currency which at the time of 
payment is legal tender for public and private debts. Any 
such provision contained in any law authorizing obli
gations to be issued by or under authority of the United 
States, is hereby repealed, but the repeal of any such 
provision shall not invalidate any other provision or au
thority contained in the law.21 

It may be recalled that the legal tender acts passed in the 
Civil War were not accompanied by legislation abrogating 
commodity clauses in general or gold clauses in particular, 
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and the Supreme Court chose to enforce such clauses in the 
absence of legislation to the contrary. 

In January 1934, Congress passed the Gold Reserve Act 
that, among other things, mandated a decrease in the gold 
content of the dollar by not less than 50 percent and not 
more than 60 percent. President Roosevelt immediately 
obliged the Congress by redUCing the gold content to 59.06 
percent of its former weight. This, in effect, raised the offi
cial price to $35 per troy ounce from $20.67. 

Suits challenging the constitutionality of the gold clause 
abrogation were immediately filed, and the Supreme Court 
handed down decisions in February 1935. By a 5-4 vote, the 
actions of Congress were effectively upheld. Effective 
1 January 1936, the consent to sue the government over 
monetary claims was withdrawn. 

The withdrawal of consent to sue made gold clauses a 
moot issue for about forty years. In 1974, Congress again 
legalized the private ownership of gold. Courts ruled, how
ever, that this law did not by implication repeal the prohi
bition on gold clauses.22 A 1976 Tennessee court ruled that 
the Joint Resolution had outlawed indexing the principal of 
a loan to the consumer price index and raised the question 
of whether all indexation arrangements were illegal.23 In 
1977, Congress made the latter issue moot when it expliCitly 
legalized gold clauses in obligations entered into after 28 
October 1977. The courts, however, continued to refuse to 
enforce gold clauses in agreements entered into prior to 
that date.24 This legislation by implication legalized all 
indexation arrangements in contracts signed after the ef
fective date. 

The gold clause abrogation episode in detail 

The above section has placed the gold clause abrogation 
episode in historical perspective. The decision of Congress 
to abrogate gold clauses in 1933 and the effective affirma
tion of that decision by the Supreme Court will now be 
considered in detail. 

The prevalence of gold clauses in 1933. By all accounts, 
the use of gold clauses in debt obligations was very wide
spread at the time of the abrogation legislation in 1933.25 

Most figures cited at the time fluctuate around the 
$100-billion-dollar mark as the par value of all obligations 
containing gold clauses, with estimates ranging from $75 
billion to $125 billion. This included all of the $18 billion of 
outstanding interest-bearing federal debt. In addition, $10 
billion in currency, redeemable in gold by the federal gov
ernment, was outstanding. With the total public and pri
vate debt in 1933 at $168.5 billion, more than half of all 
outstanding debt obligations probably contained gold 
clauses. One lower court opinion maintained that enforce-
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ment of gold clauses would add more than $80 billion to the 
principal of debt obligations, a figure that compares to an 
estimated total national wealth of $330.5 billion in 1933. 

Additional evidence of the prevalence of gold clauses is 
the list of railroad bond yields compiled by Macaulay.26 Of 
the 31 bonds for which yields were reported for 1933, only 
2 did not contain gold clauses. One was issued in 1885, 
maturing in 2361, and the other was issued in 1908, matur
ing in 1958. 

Whether or how often contracting parties included gold 
clauses in obligations with the specific and conscious intent 
of protecting the value of the obligation against depreci
ation is difficult to judge from the historical record. At the 
time of the abrogation, some observers contended that no 
such intent was present, but rather that the inclusion of gold 
clauses was done out of habit-a legacy, perhaps, of the sil
ver agitation-with no direct basis in the fear of depreci
ation: 

It is a sort of fetish of antiquity that they [public and pri
vate bonds] carry the gold clause. As a matter of fact, we 
know that practically they are never paid in gold, nobody 
expects them to be paid in gold, and they would have sold 
just as readily if the gold clause had not been in them.27 

According to comments recorded in In re Missouri Pacific 

Railway Co., 

the term "payable in gold coin of the United States of the 
present standard of weight and fineness" is a sonorous and 
mouth-filling phrase and indubitably it adds a dignity and 
a glamour of richness to all bonds, particularly to those 
which the maker had not and never had the remotest in
tention of ever paying in anything.28 

Given the nationalization of gold holdings, exactly how 
gold clauses would have been honored-either voluntarily 
or if they had not been abrogated-is not obvious. Explicit 
payment in gold was impossible, or at least illegal. Because 
no domestic market was determining the price of gold, 
payments of paper dollars could not be indexed to the do
mestic value of gold. One possibility, later attempted in a 
suit against the government, would have been indexing 
payment in paper currency to the official price of gold set 
by the government for international transactions. 

Regardless of the intent of including gold clauses in obli
gations, it would have imposed a significant burden on al
ready strapped debtors if debts had been scaled upward 
proportionately to the higher official gold price. A 
60-percent rise in debt would have compounded an already 
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difficult problem. A general picture of the problem can be 
inferred from noting that the wholesale price index 
(1929 = 100) fell from 95.1 in October 1929 to 60.2 in March 
1933. Even more remarkable is the decline in farm prices 
(August 1909-July 1914 = 100) from 149 in October 1929 to 
55 in March 1933. National income in 1933 was only 51.4 
percent of the 1929 level.29 Debts incurred prior to the on
set of deflation imposed a greater and greater burden as 
prices and incomes fell while nominal debt-service demands 
were unchanged. 

An obvious question is whether or how much bonds with 
gold clauses sold at a premium relative to bonds without 
gold clauses. The yield data from the 1920s and 1930s un
fortunately were not detailed enough for definitive state
ments about the premium on bonds with gold clauses. 
Because gold clauses were so widespread, it is hard to find 
yields on bonds without them. 

Nevertheless, Chart 1 indicates that yields on Treasury 
bonds- all of which contained gold clauses-did not rise 
appreciably, either at the time of the abrogation legislation 
in 1933 or when the Supreme Court decisions were handed 
down in 1935. In fact, yields declined generally during the 
entire period from 1931 to 1939. While this fact might be 
taken to imply that gold clauses had no market value during 
this period-perhaps because the abrogation was antic
ipated, the implicit ceteris paribus assumption in such a 
judgment is contrary to a realistic assessment of the deter
minants of yields.30 

It may be recalled that U.S. Treasury obligations issued to 
finance the Civil War contained implicit gold clauses. 
Friedman and Schwartz discuss whether these gold clauses 
in Union bonds had any value. Despite the fact that all in
terest payments on these obligations were made in gold, 
Friedman and Schwartz contend that the market initially 
priced the bonds as if they would be serviced and repaid in 
greenbacks: 

... [Dluring the war and for some time thereafter there 
was little confidence that the government would in fact 
pay principal and interest in gold . . . . The bonds were 
being treated as if they were predominantly paper bonds. 
... Since current interest coupons were being paid in 
gold, investors must surely have had different expecta
tions for coupon payments in the near future and for 
coupon and principal payments in the distant future. 31 

Thus, at least initially, market participants did not trust the 
"indexing" component of the government bonds, probably 
because the commitment to pay in gold was not explicit. 
The fact that the government did service this debt in gold 
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Chart 1 
Bond Yields, 1919-1939 
(Monthly Averages) 
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meant that the effective return to its holders in terms of 
greenbacks fluctuated with the greenback price of gold. As 
payment in gold became more certain with the election of 
Grant in 1868 and the Public Credit Act of 1869, however, 
yields began to reflect the anticipation of gold payments. 
In this one instance, then, the market assumed the govern
ment would resort to payment in unbacked paper in the 
absence of specific evidence to the contrary. 

Legislative history. 'From a historical standpoint, legisla
tive interference with gold clauses has occurred for centu
ries.32 In an ordinance of 1429, foreign merchants in England 
were forbidden the right to demand payment in gold coin 
or to refuse payment in silver. In Venice, a statute 
abrogating gold clauses was enacted in 1517. Several 
countries abrogated gold clauses shortly after World War I, 
and a large number of countries joined the United States in 
passing abrogation legislation in the 1930s. That such legis
lation is so prevalent historically-and especially that so 
many countries enacted such legislation in the 
1930s- strongly suggests that a common set of underlying 
principles may explain these actions. Had the abrogation 
legislation of 1933 in the United States been unique, it could 
be be attributed more easily to historical accident, perhaps 
because of the whims of those making policy. 

Almost immediately after the discussion of legal tender 
issues that ultimately led to passage of the Thomas 
Amendment to the Agricultural Adjustment Act in March 
1933, the question of how to deal with gold clauses was 
raised in Congress. A key position in the congressional de
bate was as follows. Those favoring the measure essentially 
supported the arguments in the committee reports. The 
essence of this position was that the enforcement of gold 
clauses would interfere with the power of Congress to reg
ulate the value of money and provide for a uniform cur
rency: 
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The occasion for the declaration in the resolution that the 
gold clauses are contrary to public policy arises out of the 
experiences of the present emergency. These gold clauses 
render ineffective the power of the Government to create 
a currency and determine the value thereof. If the gold 
clause applied to a very limited number of contracts and 
security issues, it would be a matter of no particular con
sequence, but in this country virtually all obligations, al
most as a matter of routine, contain the gold clause. In 
the light of this situation two phenomena which have de
veloped during the present emergency make the 
enforcement of the gold clauses incompatible with the 
public interest. The first is the tendency which has devel
oped internally to hoard gold; the second is the tendency 

for capital to leave the country. Under these circum
stances no currency system, whether based upon gold or 
any other foundation, can meet the requirements of a 
situation in which many billions of dollars of securities are 
expressed in a particular form of the circulating medium, 
particularly when it is the medium upon which the entire 
credit and currency structure rests.33 [Empahsis added] 

This report ignores the obvious counterexample of the 
greenback experience, when different kinds of currency cir
culated side by side and the enforcement of gold clauses 
by the courts apparently produced no serious disruptions in 
the economy. At the very least, a defense of the abrogation 
would seem to have demanded explicit delineation of the 
differences between the then-current situation and the cir
cumstances surrounding financial policy during the Civil 
War. 

Much of the congressional debate related to the propriety 
of abrogating gold clauses in the obligations of the govern
ment itself-to the effect of whether such action was "repu
diation" that could not be legally justified. Many senators 
viewed the resolution as immoral, breaking a sacred 
covenant between the government and its creditors.34 
Those senators in favor of the measure, however, main
tained that creditors would be paid in something of equiv
alent value and hence that the resolution was in no sense 
immoral or inappropriate.35 Ultimately, the ability of the 
government to undertake these actions rested on the view 
of sovereignty. A congressional committee report fore
shadowed the position of the government to be taken in 
subsequent suits challenging the constitutionality of the 
action: 

Nor does the fact that outstanding obligations of the 
Government are expressed as payable in gold coin impose 
a limitation, under the circumstances obtaining, upon the 
exercise of the powers conferred by the Constitution. The 
Government cannot, by contract or otherwise, divest itself 
of its sovereign power. All contracts of the Government 
are made in the light of this inalienable power to legislate 
as the public interest may demand. It is too well settled 
to admit of controversy that contracts or provisions of 
contracts, even though not inconsistent with public policy 
when made, may subsequently become contrary to pub
lic policy, as authoritatively announced by the legislative 
branch of the Government, and that, in such event, they 
become invalid and unenforceable.36 

Even after the Joint Resolution was passed, gold clauses 
were not explicitly illegal. Those signing contracts with gold 
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clauses were not breaking the law. Instead, the courts sim
ply refused to enforce them. This did not prevent the party 
losing as a result of gold price movements from voluntarily 
affirming the agreement, but there is no evidence to this ef
fect. 37 Moreover, the courts continued to uphold all other 
provisions of contracts containing gold clauses, with the 
single exception that they could be satisfied by payment in 
any legal tender of the United States. 

Finally, the debate over the Joint Resolution reveals that 
a vote was taken in subcommittee to limit the resolution to 
obligations entered into after the date of passage of the 
bil1.38 This proposal was defeated. Congress apparently 
considered that interference with existing debt obligations 
was of prime importance. 

Supreme Court opinions. After passage of the Joint Res
olution, lawsuits soon challenged its constitutionality.39 
Historically, judiCial disapproval of clauses designed to pro
tect creditors from debasement occurred as early as the 
sixteenth century in Europe. An important British precedent 
was the so-called "case of the mixed moneys," which related 
to a royal decree lowering the bullion content of coin 
minted explicitly (and exclusively) for use in Ireland. The suit 
was filed by an Irish merchant who had contracted prior to 
the decree to purchase a certain quantity of goods for one 
hundred pounds in English sterling when his creditor refused 
to take payment in the debased money. The court ruled for 
the debtor on the ground that the power of the crown over 
coinage superseded provisions in pre-existing private con
tracts. 

Five suits have collectively become known as the "gold 
clause cases."40 In Norman v. Baltimore and Ohio Railroad 
Co. (294) U.S. 240 [1935]), the holder of a bond containing 
a gold clause sued for coin payment. Nortz v. United States 
(294 U.S. 317 [1935]) was a suit to recover the bullion value 
of gold coin previously depOSited with the Treasury and re
jecting the postdevaluation paper money settlement. In 
Perry v. United States (294 U.S. 330 [1935]), the holder of a 
Liberty Bond issued by the U.S. Treasury sued for payment 
in gold coin rather than in paper money. The two other 
cases were decided as part of the Norman case. 

The court recognized a distinction between suits involving 
two private parties as opposed to suits involving the federal 
government. For obligations involving two private parties, 
the court upheld the constitutionality of the abrogation by 
a 5-4 vote. The majority reasoned that the government 
does all kinds of things to jeopardize the operation of pri
vate contracts, including declaring war, levying tariffs, and 
so on. Private contracts thus cannot inhibit the exercise of 
constitutional government powers-specifically, the power 
of Congress to coin money and regulate its value. 
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The exact nature of the interference of gold clauses with 
this power is not clear from the opinions. The primary ar
gument developed as follows: 

It requires no acute analysis or profound economic inquiry 
to disclose the dislocation of the domestic economy 
which would be caused by such a disparity of conditions 
in which, it is insisted, those debtors under gold clauses 
should be required to pay one dollar and sixty-nine cents 
in currency while respectively receiving their taxes, rates, 
charges, and prices on the basis of one dollar of that cur
rency.41 

Exactly how such dislocation implies that the coinage pro
vision gave Congress the power to abrogate gold clauses is 
not apparent from the opinion. 

Regarding obligations of the government containing gold 
clauses, the issue at hand was not whether the government 
actions could interfere with contracts between two private 
citizens but rather whether the government could renege, 
ex post, on an agreement it had made at an earlier point in 
time. In Perry v. United States, the court ruled that Joint Re
solution No. 10 could not be applied constitutionally to 
interest-bearing government debt containing gold 
clauses-that government obligations were in fact different 
from private ones. The government could not make a tan
gible commitment one period and explicitly rescind that 
commitment at a later date. The following are selections 
from the majority opinion, written by Chief Justice Charles 
Evans Hughes: 

The argument in favor of the Joint Resolution, as applied 
to government bonds, is in substance that the govern
ment cannot by contract restrict the exercise of a sover
eign power. But the right to make binding obligations is 
a competence attaching to sovereignty .... In the United 
States, sovereignty resides in the people who act through 
the organs established by the Constitution. . .. The Con
gress as the instrumentality of sovereignty is endowed 
with certain powers to be exerted on behalf of the people 
in the manner and with the effect the Constitution or
dains. The Congress cannot invoke the sovereign power 
of the people to override their will as thus declared. The 
powers conferred upon the Congress are harmonious. 
The Constitution gives to the Congress the power to bor
row money on the credit of the United States, an unqual
ified power, a power vital to the government,-upon 
which in an extremity its very life may depend. The 
binding quality of the promise of the United States is of 
the essence of the credit which is so pledged. Having this 

9 



power to authorize the issue of definite obligations for the 
payment of money borrowed, the Congress has not been 
vested with authority to alter or destroy those obligations. 
The fact that the United States may not be sued without 
its consent is a matter of procedure which does not affect 
the legal and binding character of its contracts. While the 
Congress is under no duty to provide remedies through 
the courts, the contractual obligation still exists and, de
spite infirmities of procedure, remains binding upon the 
conscience of the sovereign .... We conclude that the 
joint Resolution of june 5, 1933, in so far as it attempted 
to override the obligation created by the bond in suit, 
went beyond the congressional power.42 

The court therefore determined that the government 
cannot constitutionally renege on its agreements with pri
vate citizens. But the question of constitutionality is sepa
rate from the question of damages. The bondholder was 
asking for damages measured by the increase in the official 
price of gold (the price set by the government for use in 
international transactions, which had been raised from 
$20.67 to $35 per ounce in january 1934), demanding more 
than one paper dollar for every gold dollar promised by the 
bond. 

The court held that the bondholder was entitled to no 
compensation for damages. In early 1933, the government 
outlawed the ownership of gold. Hence, even if the 
bondholder had been paid his coupon in gold on the date 
in question (24 May 1934), he would have had to turn in the 
gold and receive a like number of paper dollars. He was, 
however, already in possession of an equivalent number of 
paper dollars that the government had tendered in payment 
of the coupon. He had, therefore, suffered no damages as 
a result of the abrogation. By similar reasoning, the majority 
held in Nortz v. United States that the holder of a gold cer
tificate was not entitled to damages as a result of joint 
Resolution No. 10. 

The court thus ruled that while the government cannot 
explicitly repudiate its commitments, it can pass other laws 
that have essentially the same impact. Despite the eloquent 
discussion of the meaning of sovereignty, the effect of the 
opinions was virtually identical to a ruling that the joint 
Resolution was constitutional when applied to government 
obligations. 

In a concurring opinion, justice (later Chief justice) Harlan 
F. Stone emphasized the unquestioned power of Congress 
to grant and withdraw the consent to sue rather than the 
somewhat nebulous application of the power to coin 
money and regulate its value. His perspective was sup-
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ported when, as noted above, Congress removed the con
sent to sue on monetary claims effective 1 january 1936. 

The four-member minority, in an opinion relating to all the 
gold clause cases, argued that the resolution amounted to 
an unconstitutional confiscation of property rights. Re
garding gold clauses in government obligations to the pri
vate sector and the refusal of the majority to award 
damages because of the demonetization of gold, justice 
james C. MCReynolds wrote the following: 

... [We] conclude that, if given effect, the enactments 
here challenged will bring about confiscation of property 
rights and repudiation of national obligations. . .. just 
men regard repudiation and spoilation by their sovereign 
with abhorrence; but we are asked to affirm that the 
Constitution has granted power to accomplish both. . .. 
Valid contracts to repay money borrowed cannot be de
stroyed by exercising power under the coinage resolution. 
. ' . For the Government to say, we have violated our 

contract but have escaped the consequences through our 
own statute, would be monstrous. In matters of contrac
tual obligation the Government cannot legislate so as to 
excuse itself. ... Can the government, obliged as though 
a private person to observe the terms of its contracts, de
stroy them by legislative changes in the currency and by 
statutes forbidding one to hold the thing which it has 
agreed to deliver? If an individual should undertake to 
annul or lessen his obligation by secreting or manipulating 
his assets with the intent to place them beyond the reach 
of creditors, the attempt would be denounced as fraudu
lent, wholly ineffective.43 

Although very eloquent, MCReynolds' reasoning here is in
consistent with most of legal history. Explicit limitations on 
the monetary power of governments have not been wide
spread. In the light of history, then, it is somewhat surprising 
that the decision was so c1ose.44 Perhaps the animosity of 
the court toward New Deal reforms in general was one rea
son for its nearly reaching a decision almost without 
precedent. 

Motivations behind the policy actions of 1933. The policy 
actions in 1933 that demonetized gold and abrogated gold 
clauses reflected a large number of influences during eco
nomic chaos.45 Nevertheless, scholars concerned with the 
period have identified three relatively simple motivations for 
the policy actions: (1) the desire to reverse the deflation of 
the early 1930s, (2) the desire to redistribute wealth from 
creditors to debtors, and (3) the desire of the Treasury to 
capture completely the capital gains on gold implied by 
devaluation. These motivations are not necessarily inde-
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pendent of one another, differing instead in which concern 
received prirnary emphasis. 

The fall in the wholesale price index from 1929 to 1933 was 
noted above. Roosevelt's goal, which was widely embraced, 
was to raise prices. One rationale for this goal may have 
been the perception that prices behaved procyclically, and 
hence that higher prices would somehow induce higher real 
income. Roosevelt was drawn to policies that would raise 
prices directly, such as devaluation and its implications for 
the prices of imported goods. Exactly why the abrogation 
of gold clauses was essential to this goal was never made 
clear by proponents of the policy. 

Another effect of inflation would have been to reduce the 
real value of nominal debt service. The enforcement of gold 
clauses by scaling payments upward according to the in
crease in the official price of gold, however, would have 
significantly increased real debt burdens, because the gen
eral price level did not rise proportionately with the official 
gold price. As a result, the abrogation of gold clauses in 
private contracts prevented a redistribution of wealth from 
debtors to creditors. The goal of providing relief to debtors 
was prominent in the mind of one senator, who offered the 
following forecast as to the effects of the joint Resolution: 

"It will be my task to show that if the amendment shall 

prevail it has the potentialities as follows: It may transfer 

from one class to another class in these United States 

value to the extent of almost $200,000,000,000. This value 

will be transferred, first, from those who own the bank 

deposits. Secondly, this value will be transferred from 
those who own bonds and fixed investments.,,46 

If Congress had desired to redistribute wealth from private 
creditors to private debtors, it could have specifically ex
cluded government obligations. The fact that they did not 
would suggest that the above motives may not tell the en
tire story. An alternative story, suggested by james 
Buchanan and Nicholas Tideman, attributes a revenue mo
tive to the government.47 By confiscating private gold 
holdings, the government put itself in a position to realize 
an enormous capital gain (almost $3 billion) from the deval
uation and deny that capital gain to private gold owners. 
Considerations of equity may have demanded that those 
holding claims to future gold flows (in the form of obli
gations with gold clauses) also not be allowed the realization 
of a windfall from the devaluation. 

While this argument has some appeal, the subsequent 
actions of the government do not make it very convincing. 
Of the capital gain, $2 billion was appropriated to the fi
nancing of the foreign exchange stabilization fund set up in 
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the Gold Reserve Act of 1934, and $640 million went toward 
the retirement of national bank notes. In 1945, the United 
States paid its share of World Bank and International Mon
etary Fund (lMF) capital out of this profit. As Buchanan and 
Tideman noted, this policy had the somewhat ironic impli
cation that it cut off one mechanism- wealth effects in the 
form of capital gains to gold owners-whereby a devalu
ation leads to higher aggregate demand and, presumably, 
to higher prices. The Treasury chose not to spend the 
windfall to the extent that private agents might have. Of 
course, the cushion provided by the capital gain may have 
enabled the Treasury to engage in the deficit financing as
sociated with the New Deal more boldly than would have 
otherwise been the case. 

Finally, one obvious potential explanation for the policy 
actions of 1933 is not applicable. In many cases, the deci
sion of a government to suspend specie payments and/or 
to devalue reflects declining gold reserves. Even though 
worsening terms of trade had caused balance of payments 
deficits that resulted in the United States losing one-fifth of 
its monetary gold stock between September 1931 and july 
1932, it still held more gold in March 1933 than it did in 1929. 
It seems highly unlikely, then, that concern about gold out
flows was the primary motivation for the policies in early 
1933. 

Relation to current research issues 

Legal restrictions theory. Several recent papers have ex
plored the role of legal restrictions in the development of 
monetary systems. Usually such discussions cite bank re
serve requirements and the prohibition of small
denomination interest-bearing notes as the most important 
legal restrictions.48 This paper has provided a relatively de
tailed overview of legal restrictions from the standpoint of 
the ability, or lack thereof, of private agents to circumvent 
legal tender laws via contractual arrangements and thereby 
protect themselves from the effects of debasement. The 
gold clause episode strongly suggests that there are no ef
fective constitutional constraints on the monetary powers 
of the federal government in the United States. 

The positive observation that the monetary powers of the 
U.S. government do not appear to be subject to explicit 
limitations, however, does not make positive models of 
laissez faire monetary systems irrelevant. Nor does it render 
normative arguments in favor of such limitations fruitless. 
History does suggest, however, that such arguments have 
for the most part not been very persuasive. 

Governmental powers in a sense always rest on the con
sent of the governed. If the underlying political economy 
so dictated, society could probably restrict governmental 
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monetary powers to any desired extent. From a positive 
standpoint, monetary powers are not limited because peo
ple probably do not strongly desire it. More precisely, the 
current perception, and the historical one, must be that the 
costs of such limitations exceed the benefits. It may be the 
case, however, that this perception could eventually be 
changed by recent research on the properties of laissez faire 
monetary systems and the benefits of constitutional re
straints on the monetary power. Such research could pos
sibly influence the evolution of the underlying political 
economy enough to result in effective limitations on the 
monetary powers of government. 

The effects of uncertainty about the ability to contract in 
terms of something other than a monetary unit whose value 
can be manipulated by the government seems to be a sub
ject worthy of further study. SpeCifically, it might be the 
case that this threat of abrogation prevents agents from 
entering into certain contracts, resulting in a welfare loss 
relative to a situation where all trades are possible. From a 
broader perspective, the role of government in inducing 
such a loss would then need to be explained. 

The current literature takes as a maintained hypothesis 
that legal restrictions in the monetary realm are permissible 
from a public choice standpoint. By contrast, some explicit 
guaranties of other rights to the people (such as freedom 
of speech) do exist. While this is certainly a defensible re
search strategy, stepping back and asking the more funda
mental question- of why restrictions are permissible in 
some areas but not in others-might lead to important in
Sights. 

Indexing. Economists have long been puzzled as to why 
indexation arrangements are not more prevalent in moder
ate inflation economies. McCulloch has recently contended 
that the failure of u.s. corporations to issue indexed bonds 
was due to the fact that the joint Resolution of 1933 made 
indexation illegal.49 SpeCifically, the opinion of a Tennessee 
court in 1974 cited the joint Resolution in disallowing the 
indexation of principal on a bank loan.50 McCulloch has 
pointed out that the threat of disallowance, finally realized 
in 1974, was an effective deterrent to the issue of indexed 
bonds between 1933 and 1977. Kelly, in a comment on 
McCulloch's paper, contended that firms do not issue in
dexed bonds because they can achieve the effects of such 
issuance in other ways.51 

McCulloch's interpretation of the implications of the joint 
Resolution for the legality of tying payments to a price index 
is at odds with the conventional wisdom of legal scholars 
that such practices were not deemed to be against public 
policy. One explanation they offer for the failure of corpo
rations to issue indexed bonds involved questions about the 
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negotiability of such instruments.52 Sec. 3 of the Uniform 
Commercial Code, which relates to commercial paper, re
quires that for an instrument to be negotiable, it must call 
for payment of a "sum certain." Under this provision, in
dexed instruments are definitely not negotiable. Sec. 8, on 
the other hand, gives a relatively general definition of a "se
curity" and then declares all securities to be negotiable. 
Moreover, if there is any ambiguity as to whether an instru
ment is governed by sec. 3 or sec. 8, sec. 8 is given prece
dence. On balance, it seems to be the case that, as the law 
is currently written, indexed bonds would be negotiable if 
an organized market for them developed. Whether this has 
always been the case is an open question. If indexed bonds 
were not negotiable, it might explain why firms have chosen 
to mimic the effects of indexing in the "other ways" sug
gested by Kelly. (It should be noted that bonds with gold 
clauses were negotiable because they did call for payment 
of a certain sum, although the sum was expressed in a par
ticular kind of money,) 

In many instances, however, indexation arrangements 
have been enforced. Examples include modern economies 
with chronic inflation, such as Israel and Brazil. Indexed 
contracts are probably permissible as long as they shift the 
burden of debasement in a politically acceptable way (i.e., 
not Significantly at odds with the underlying political econ
omy). Certain contingencies, such as wars or depreSSions, 
might make the implied distribution unacceptable, which 
would in turn lead to abrogation. The possible occurrence 
of such contingencies may prevent the imposition of explicit 
limitations on the debasement and abrogation powers. 

Changing monetary standards. The tendency of many 
monetary economists studying the implications of different 
monetary standards has been to view changes in standards 
as once-and-for-all events. As a result, analysis of the ef
fects of such changes has generally neglected the impli
cations of uncertainty about the standard that might still 
persist even after it has been changed. In an important pa
per, however, Flood and Garber develop a model that em
phasizes the fact that commodity standards are temporary 
in nature: 

Even a well-designed commodity-money scheme is a 

foolproof inflation guard only when the scheme's 

permanence is guaranteed. Permanence may possibly be 

guaranteed by an underlying political economy that 

abhors inflation, but merely the enactment of a new 
ephemeral rule does not ensure permanence.53 

The history of the gold clause abrogation episode provides 
considerable support for this perspective, but one interest-
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ing implication of this perspective is the complication that 
it poses for normative arguments. For example, one might 
consider an economist whose positive models of hypothet
ical monetary systems have led him to conclude-based on 
some normative criteria-that a particular monetary system 
is preferred over all others. His models, however, would all 
incorporate assumptions about the degree of permanence 
of a system. One common assumption is that once the new 
system is adopted, people believe it will be permanently 
maintained. For his positive analysis to be strictly applica
ble, the economist's normative arguments must thus be 
strong enough to change the underlying political economy 
sufficiently for the system to be adopted permanently. 
Without such permanence, the favorable features of the 
newly adopted system might never be fully realized. 

The time inconsistency problem. Several recent contri
butions explore the implications of the assumed inability of 
the private sector to explicitly constrain government be
havior.54 These papers analyze a noncooperative game be
tween private agents and the policymaker when the 
policymaker is assumed to receive some benefit from "fool
ing" private agents. An intertemporal policy plan is time in
consistent if while optimal when announced, it is dominated 
by another policy at some point in the future. 

The most popular example of time inconsistency involves 
money growth and inflation determination in a fiat money 
regime. The monetary authority perceives some benefit 
(lower real debt service costs, for example) to creating sur
prise inflation when private agents expect the exogenously 
specified optimal inflation rate. Because the policymaker 
by assumption cannot be effectively prevented from creat
ing surprises, private agents in equilibrium adopt expecta
tions of inflation that are high enough to remove the 
incentive to create a surprise. They are able to do this be
cause anticipated inflation by assumption poses increasing 
marginal disutility to the policymaker. Inflation is therefore 
higher than would be the case if a binding rule could be 
externally imposed on the monetary authority. 

The gold clause abrogation episode is relevant to the is
sues addressed in the time inconsistency literature because 
it is an example of a government making an explicit promise 
in one period (to honor demands for payment of interest 
and principal in gold) and breaking that promise in a later 
period. The time inconsistency literature generally assumes 
a fiat money regime in which the policymaker's opportunity 
set is a continuum of money growth rates. Breaking that 
promise, however, took the form of changing the monetary 
standard, which is a discrete event. One implication of this 
discreteness is that considerations of reputation and credi-
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bility must be carefully addressed, and doing so properly is 
likely to be a major theoretical exercise. 

Nevertheless, this literature does raise certain questions 
about the gold clause abrogation episode. Most impor
tantly, was the abrogation anticipated by private agents? 
That is, could private agents have developed a model of 
government behavior that suggested abrogation was the 
optimal policy? The failure of government bond yields to 
move during the episode raises the intriguing possibility that 
the policy actions may have in fact been accurately antic
ipated, but the weakness of the evidence makes such an 
interpretation quite speculative. 

In an important extension of the time inconsistency liter
ature, Barro and Gordon address issues of reputation and 
credibility in a model of monetary policy determination un
der a fiat standard.55 The central feature of their model is 
that the policymaker not only perceives benefits to cheating 
today as in the conventional time inconsistency model but 
also suffers a cost in terms of lost reputation that will make 
it harder to cheat in the future. This occurs because cheat
ing today means that private agents will be less likely than 
before to believe future announcements of, say, disinfla
tionary polices. If concern about future outcomes is a 
strong enough influence on policymaker behavior and if 
cheating today results in the loss of reputation long enough, 
these reputational considerations can act to "enforce" an 
outcome that resembles one associated with an externally 
imposed rule binding the conduct of the monetary author
ity. 

In a fiat money regime, it is conceivable that the 
policymaker can "invest" in reputation by following policies 
of low money growth even if it has "cheated" in the recent 
past. Put another way, the reputation costs of "cheating" in 
a fiat money regime may not be all that great. The 
continuum of policy choices makes this possible. In the 
context of changing monetary standards, however, the 
credibility cost is very high. Switching back and forth from 
commodity to fiat standards is conSiderably more difficult 
than increasing and decreasing growth rates of fiat money. 
Hence, modeling the reputational costs of abandoning a 
commodity standard is a very subtle exercise. As a result, 
the time inconsistency literature at its current stage of de
velopment is probably not directly applicable to the gold 
clause abrogation episode. Moreover, the benefits and 
costs to the government of the policies undertaken in 
1933- both from the standpoint of those making policy at 
the time and in the light of historical record-are difficult to 
characterize with precision. 

The Civil War financial policy of the Union government is 
another intriguing episode with respect to questions of rep-
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utation and monetary standard changes. Although the 
government abandoned the gold standard as a "necessary" 
aspect of wartime finance, the belief that it would ultimately 
resume specie payments at par was apparently widespread. 
Foreigners invested heavily in greenback-denominated se
curities in the apparent belief that the greenback would ap
preciate against gold, as was justified by subsequent 
experience. In fact, throughout history most paper money 
issues have been associated with wars, with a return to 
some kind of commodity standard by the victor following 
the war. As Friedman has recently emphasized, however, 
the present fiat money system has not followed this 
pattern.56 

Further study into the comparative aspects of the Civil 
War experience relative to the Depression experience could 
provide some insight into this issue. Such a study might 
usefully employ the perspective of Grossman and Van 
Huyck, who maintain that sovereign agents (i.e., agents 
whose agreements are subject to no outside enforcement 
authority) break explicit agreements only when conditions 
render the action "excusable" (i.e., upon the realization of a 
contingency that is at least implicitly understood by the 
contracting parties).57 In the absence of such contingencies, 
the maintenance of such agreements is in the long-term 
best interest of the agent. From this perspective, something 
about the Depression must have made the abrogation of 
gold clauses excusable, while such conditions did not pre
vail during and after the Civil War. 

More generally, however, the arguments above raise the 
following question: If limitations on monetary powers of 
governments would really yield unambiguously favorable 
results, then why do they not exist? The answer to this 
question will probably not be forthcoming until the public 
choice mechanism linking preferences of individuals and 
binding constitutional restraints on government actions is 
better understood. 

Concluding comments 

This paper has provided a detailed examination of the deci
sion of Congress to abrogate gold clauses in public and pri
vate contracts in 1933. It has supplemented discussion of 
this episode with a selective history of the legal aspects of 
U.S. money and the use of gold and silver clauses in private 
and public contracts. The direct implication of this episode 
was that private agents could not protect the value of con
tractual payments from changes in the value of the mone
tary unit by contracting in terms of gold. Moreover, the 
abrogation legislation and the subsequent judiCial approval 
of it is by no means unique to the United States of the 1930s 
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as examples of such actions abound across other countries 
and throughout history. 

More generally, this episode firmly established that the 
contracts of private citizens, either with each other or with 
the government, cannot be written in such a way as to ab
solutely preclude subsequent governmental interference 
with their execution. Contracts cannot inhibit what is 
deemed by the Supreme Court to be the legitimate exercise 
of a constitutional power by the federal government, and 
the interpretation of what is "legitimate" obviously can 
change over time. Conceivably, any contract could even
tually be deemed to be at odds with the Supreme Court's 
prevailing notion of the public interest, and rational indi
viduals should take this uncertainty into account when 
signing agreements. 

While this history therefore supports the idea that legal 
restrictions can be an important influence on monetary 
pheonomena, it begs the more fundamental question of the 
source of explicit restrictions on governmental powers. 
SpeCifically, what is speCial about money that has precluded 
the effective imposition of meaningful explicit restrictions 
on the use of governmental money power? 

The power of governments in general to debase their cur
rencies is firmly established. An important part of that 
power is the ability to prevent private agents from taking 
actions to insulate themselves from the effects of such a 
policy. Many economic models assume, however, that pri
vate agents are free to undertake transactions that offset the 
effects of policy actions. In some models, for example, 
activist stabilization policies are neutral with respect to real 
variables such as output and employment. 

Given that the government has the power to invalidate 
contracts that could neutralize the wealth effects of de
basement, however, it could also have broader powers to 
effectively disallow private actions that would neutralize, or 
at least mitigate against, the effects of a wide range of poli
cies. This is a point that raises interesting possibilities for the 
views of economists about the effectiveness of policy 
actions. 
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lowed to repay their debt in depreciated bank notes. This particular 
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In recent years, deregulation has taken place in a number 
of economic activities. Deregulation of transportation 
modes, for instance, has increased freedom of entry and exit 
by competitors, permitted new services to be offered, and, 
in the case of air transportation, instituted rate-making 
freedom on domestic routes. Deregulation of financial ser
vices has been less dramatic but nonetheless substantial. 
The process of registering securities has been simplified, and 
new financial products have been introduced. In banking, 
a subset of financial services, noteworthy changes have oc
curred. Some of the changes in banking have even been 
dramatic, such as the elimination of interest-rate ceilings on 
all but certain transaction accounts. 

Banking deregulation raises the issue of deregulation of 
the money creation process and, more generally, the ques
tion of monetary reform. Specifically, deregulation of de
posits and interest rates makes it impossible for central 
banks to affect money supply growth through disinter
mediation. With deposits paying market rates of interest, 
financial intermediaries can acquire all the funds for which 
they are willing to pay. Some have argued that, as a result, 
deregulation may result in loss of monetary control. Others 
have suggested that the freeing up of the liability cr~ation 
process may lead to a change in the monetary standard 
itself. 

Recent analysis of unregulated monetary systems falls into 
two main classes: free-banking theory and the legal re-
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strictions theory. A free-banking system is one in which 
individuals need only comply with certain general legal re
quirements in order to start a bank. The system contrasts 
with one in which permission to open a bank either requires 
a specific legislative charter or is subject to the discretion 
of a chartering agency (for example, the Office of the 
Comptroller of the Currency). In the United States the first 
free-banking system was created in New York in 1838.1 But 
even banks in free-banking states were subject to branching 
restrictions and restrictions on the assets they could pur
chase. These banks could, however, issue deposits and 
notes subject to regulations on the assets that the liabilities 
could be used to purchase. The Scottish system came 
much closer to being an "unregulated" banking system. 
Both systems were characterized by the absence of any 

central bank of issue. 
In modern times, there have been only two major free

banking systems: Scotland before the first Peel Act (1844) 
and the United States before the National Banking Act 
(1864). Recent work on the American experience argues 
that observed cyclical instability in the 19th century re
flected real shocks and flawed state banking regulations, 
rather than inherent instability of free banking. Work on the 
Scottish system of free banking both confirms the flaws in 
some American variants and supports the theoretical case 
for free banking.2 
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The legal restrictions theory constitutes an alternative ap
proach to analyzing unregulated banking. The approach 
focuses on banks' role in providing accounting and trans
action services. Since traditional approaches analyze banks 
as creators of money, banking deregulation immediately 
raises the question of the effects of deregulating the money 
creation process. In fact, the latter is the central issue in the 
long debates over free banking. In contrast, the legal re
strictions theory questions whether money as we know it 
would exist in an unregulated banking system. 

The legal restrictions theory concludes that non-interest
bearing money would not circulate in an unregulated mon
etary system. Taken to its logical conclusion, the theory 
predicts the disappearance of money as a distinctive finan
cial asset. The argument is supported by the benchmark 
adopted by legal restrictions theorists for analyzing banks. 
Monetary theory has traditionally modeled banks as cre
ators of money. Legal restrictions theorists view this func
tion as secondary, contingent upon the existence of legal 
impediments to financial intermediation. They view the es
sential function of banks as the provision of accounting and 
transaction services. In an unregulated payments system, 
only the essential function would remain. 

Supported by this theory, some authors have argued for 
reform to bring about a payments system without money. 
They contend that such a system would be an improvement 
over the present one. This article examines one such pro
posal. The major focus of the article is on the coherence 
and practicality of the reform proposal. In examining these 
issues, however, the article also analyzes some of the central 
propositions of the legal restrictions theory. 

After briefly reviewing the legal restrictions theory and 
then introducing the proposed reform, I critically analyze 
the proposal. Two major conclusions are reached. First, I 
question the coherence of the proposal as well as the sug
gested methods for implementing the reform. Second, I 
adduce both demand and supply considerations for why 
non-interest-bearing money ("currency") would not disap
pear in an unregulated payments system. If eliminated, as 
is suggested in the reform proposal, currency will reemerge 
in a market process. 

Legal restrictions theory of money 

The legal restrictions theory begins by noting the apparent 
paradox that the very same entity, the u .S. Government, 
issues some default-free obligations that yield no interest 
(currency) and others that yield market rates of interest 
(bondsV Legal restrictions theorists argue that, absent some 
legal compulsion, individuals would shun the government's 
non-interest-bearing liabilities and purchase only its 

20 

interest-bearing obligations.4 One of two outcomes is then 
possible: either the government would no longer issue cur
rency or the yield on bonds would be driven to zero. In the 
former case, individuals would presumably utilize govern
ment bonds as means of payment. In the latter case, bonds 
and currency become indistinguishable, leading to a similar 
result. 

The logic of the argument is not merely that interest
bearing assets are preferred to non-interest-bearing assets 
(net of risk differences) but that so long as there is any 
interest-rate differential (net of specified transaction costs), 
money will be dominated by bonds. In other words, not 
only does non-interest-bearing money disappear but also 
any distinction between money and financial assets. This 
conclusion is incorporated explicitly by John Bryant and Neil 
Wallace in their work when they make the following 
assumptions:5 

1. Assets are valued only in terms of their payoff distri
butions. 

2. Anticipated payoff distributions are the same as actual 
payoff distributions. 

3. Under laissez-faire, no transaction costs inhibit the op
eration of markets and, in particular, the law of one price. 

Taken together, these assumptions lead to the conclusion 
that in the absence of legal restrictions, interest differentials 
between money and non money financial assets will be 
arbitraged away. Since this has not happened, Bryant and 
Wallace postulate the presence of relevant legal restrictions. 
Wallace identifies these restrictions as (1) the nonnegotia
bility of some U.S. Treasury bonds (that is, savings bonds) 
and (2) the large denomination of other Treasury obligations 
(for example, Treasury bills). Neither would be a sufficient 
condition preventing arbitrage. The sufficient condition is 
that the U.S. Government is a monopolistic provider of 
currency. In other words, financial intermediation must 
be restricted.6 

As indicated in the introduction, legal restrictions theorists 
have adopted a different benchmark for analyzing banks. 
Banks have traditionally been analyzed as creators of 
money. The alternative view propounded by legal re
strictions theorists emphasizes that banks are financial in
termediaries providing accounting and transaction services. 
The latter function is viewed as fundamental, while the 
creation of money by banks is viewed as contingent upon 
existing restrictions and institutions.? This approach to 
modeling banks rationalizes the separation of the unit of 
account from the means of payment-a characteristic 
proposition in the literature and the basis of the policy 
proposal examined in the next section. 
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For writers such as Bryant and Wallace, the legal re
strictions theory is a modeling strategy. A piece of positive 
economic analysis, the theory is viewed as containing both 
explanatory and predictive power. Models applying the 
theory appear to explain anomalous phenomena, as well as 
predicting the consequences of completely deregulating 
banking. More generally, these models are viewed as pro
viding insight into workings of the payments mechanism in 
a modern economy. 

Robert Hall apparently was the first to utilize the theory 
to propose a reform of the payments system. If "money is 
exactly a creation of regulation,"8 then further doses of de
regulation will bring us a nonmonetary payments mech
anism. Following Hall, Robert Greenfield and Leland Yeager 
have proposed a payments system incorporating ideas from 
the legal restrictions theory. In short, in the hands of Hall 
and of Greenfield and Yeager, positive economic analysis 
has been transformed into normative analysis; models of 
banking have become the basis for banking reform. This 
article focuses on the Greenfield-Yeager system, which 
constitutes a far-reaching reform proposal in the tradition 
of the legal restrictions theory. Moreover, consideration of 
the proposal highlights the issue of the separability of the 
means of payment and the unit of account. 

Unregulated payments mechanisms 

This section outlines a recent proposal for implementing an 
unregulated payments mechanism. (As will be evident, it 
would be misleading to call the mechanism a monetary 
system.) In a series of papers, Yeager offers elements of the 
analytical underpinnings of the proposal. An article 
coauthored with Greenfield provides the most complete 
statement of the proposal itself.9 

The proposal. Yeager objects to the variability of the 
purchasing power of money. Our existing monetary stan
dard is the "preposterous dollar," and the unit of account "is 
whatever value supply and demand fleetingly accord to the 
dollar of fiat money.,,10 Problems arise because money alone 
has no market of its own. Maladjustments between the 
demand for and supply of money (a positive or negative 
excess demand for money) can only be cleared by costly 
adjustments in all other goods markets.ll 

By itself, the fact that money has no market of its own in 
which to clear an excess demand would not represent a 
unique problem. The interdependence of all markets en
sures that an excess demand in one market "spills over" into 
others. Goods are connected by an intricate web of 
complementarities and substitutabilities. In a full general
equilibrium analysis, the demand for each good depends, in 
principle, on the prices of all other goods. Consequently, a 
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shock to one market affects all other markets. The fact, 
then, that money has no market of its own is a necessary 
but not a sufficient condition for macroeconomic problems. 

Sticky prices cause monetary shocks to produce macro
economic reverberations. The downward stickiness of 
prices is both a cause and an effect of the costliness of ad
justing to changing demand conditions. 

Prices and wages respond far from promptly enough to 
absorb the full impact of imbalances; they are sticky
some more so than others-for reasons that make excel
lent sense from the standpoints of individual price-setters 
and wage-negotiators. Under these realistic circum
stances, failure to keep the quantity of money correctly 
and steadily managed can have momentous conse
quences.12 

If the supply of money adjusted automatically to changes 
in its demand, then Yeager-type macroeconomic problems 
(that is, those induced by demand shocks) could be avoided 
even in the presence of price and wage stickiness. Over the 
long run, commodity standards, like the gold standard, do 
provide such endogeneity to the money supply. In practice, 
however, the money supply under gold standards has not 
been highly elastic in the short run. Similarly, in theory, a 
perfectly managed fiat money system could accommodate 
short-run swings in money demand. In practice, however, 
monetary management has never been up to the task and 
probably never will be, given the informational require
ments. In any case, Yeager believes that financial deregu
lation may have made monetary control impossible in the 
future. 13 

These considerations lead Greenfield and Yeager to rec
ommend a payments system in which no money exists. In 
arguing for the system, they exploit the theoretical wedge 
driven by legal restrictions theorists between money, con
ceived as a means of payment, and the unit of account, 
conceived as a social accounting system. Greenfield and 
Yeager propose implementing a system with a unit of value 
"defined by a suitable bundle of commodities." They 
analogize the choice and measurement of a unit of value to 
the selection of a unit of weight and measurement. The 
government plays a role "by non coercively offering a defi
nition, just as it does with weights and measures.,,14 

Just as the meter is defined physically as 1,650,763.73 

wavelengths of the orange-red radiation of krypton 86, so 
the value unit would be defined physically as the total 
market value of, say, 50 kg of ammonium nitrate + 40 kg 
of copper + 35 kg of aluminum + 80 square meters of 
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Development of the Legal Restrictions Theory 

The modern statement of the legal restrictions theory can 
be traced to two articles, one by Fischer Black and the 
other by Eugene Fama.1 Developments and elaborations 
have been provided by, among others, John Bryant, Robert 
Hall, and Neil Wallace.2 Although different facets of the 
theory are emphasized by the various authors, it can be 
summarized concisely.J 

Most generally, the theory connects the existence of 
certain institutions and financial assets with legal re
strictions. Thus, banks and non-interest-bearing money 
(that is, currency) exist because of restrictions on the cre
ation of liabilities by nonbank financial intermediaries. 
Wallace's analysis of why currency exists is exemplary. 

Consolidating the central bank and U.S. Treasury ac
counts, Wallace identifies what he perceives to be a para
dox. The same issuer provides default-free interest-bearing 
and non-interest-bearing liabilities (bonds and currency). 
To illustrate the paradox, Wallace considers the following 
example: 

Suppose, for example, that we observe butter in 
one-pound packages selling for $1 per pound and 
butter in one-hundred-pound packages selling for 
25 cents per pound. Is it an adequate explanation 
of this spread in prices per pound to say that indi
vidual households buy one-pound packages be
cause they may not have or want to devote $25 to 
buying butter and they may not be able to trans
port or store one-hundred-pound packages? Ob
viously, such reasons are not adequate if there are 
sufficiently inexpensive ways to convert large 
packages into small packages and if there is free 
entry into the business of converting large pack
ages into small packages.4 

Economic theory would predict that, in such circum
stances, entrepreneurs would arbitrage between the two 
markets by purchasing butter in large quantities at 25 cents 
per pound and reselling it to consumers in 1-pound con
tainers for less than $1. Competition ("free entry") ought to 
reduce the differential in the two markets to the actual 
costs of repackaging butter. Returns to retailing butter 
ought to be no greater than for any similar operations. 

Mutual funds, banks, and other financial intermediaries 
constitute the retailers of a competitive financial system. 
Absent legal restrictions, financial retailers would purchase 
large-denomination, interest-bearing liabilities of the 

Treasury ("bonds") and repackage them into denominations 
small enough to circulate hand to hand as currency. 
Competition should drive down the yield differential be
tween Treasury bonds and currency. As with butter, the 
yield differential should reflect only the costs of intermedi
ating between large-denomination bonds and circulating 
currency.s 

Citing money market mutual funds, Wallace estimates 
the cost of intermediating securities like Treasury bills into 
notes at 1 percent or less. He concludes that in an unreg
ulated system, intermediaries "could operate with a dis
count that is close to zero and, hence, .. . the upper bound 
on nominal interest rates on safe securities under laissez
faire would be close to zero."b This conclusion, however, 
has far-reaching implications for the government's present 
monopoly on currency creation. 

Laissez-faire means the absence of legal restrictions 
that tend, among other things, to enhance the de
mand for a government's currency. Thus, the im
position of laissez-faire would almost certainly 
reduce the demand for government currency. It 
could even reduce it to zero. A zero demand for a 
government's currency should be interpreted as 
the abandonment of one monetary unit in favor of 
another-for example, the abandonment of the 
dollar in favor of one ounce of gold. Thus, my pre
diction of the effects of imposing laissez-faire takes 
the form of an either/or statement: either nominal 
interest rates go to zero or existing government 
currency becomes worthless? 

Wallace's analysis implies not only the disappearance of 
currency as a distinctive asset but also the blurring of any 
distinction between bank and nonbank intermediari~s. 

This is particularly true if banks are viewed as the institution 
creating a distinctive money. The typical intermediary in 
the unregulated world of the legal restrictions theory is a 
generiC institution purchasing diverse assets and issuing 
diverse liabilities. In certain presentations, such as 
Wallace's, some of these liabilities circulate the same way 
today's currency does. In other presentations, such as 
Black's, there is no distinctive money as we know it. 

If not money, what do "banks" (financial intermediaries) 
produce? As is clear in Greenfield and Yeager, banks' par
ticular function would be to produce accounting and trans-
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action services. These services would presumably be 
needed even in a world without money They constitute 
the unit-ot-account function that money now comprises 
(along with the medium-ol-exchange function). 

The change in the benchmark for analyzing banks re
flects a specific assumption characterizing the legal re
strictions theory. The assumption really has two parts. 
First, the medium-at-exchange function and the unit-of
account function are not only conceptually distinct but 
practically separable. Second, it is the latter, not the for
mer, that is crucial for the operation of a developed market 
economy. 

Legal restrictions theorists also emphasize that conven
tional monetary theories are special cases, whose applica
bility depends on the existence of legal restrictions Since 
the existence of money as a distinct asset is, as it were, a 
contingent fact, so too is the applicability of conventional 
monetary theories. Existing monetary institutions and the 
relationship between the quantity of a subset of financial 
assets (namely, money) and key macroeconomic variables 
(such as th~ price leveD depend on the existence of legal 
restnctlons. 

Although I have dated the modern development of the 
theory from Black's 1970 arLicie, Tyler Cowen and Randall 
Kroszner argue that the theory has a long history9 They 
trace the predecessors of Black, Fama, Wallace, and others 
back at least to the 18th century They view the 
separability of the unit of account and medium of ex
change as the central theoretical proposition in the litera
ture, a judgment with which I concur. Nonetheless, it is 
useful to restate the theory's conclusions in terms of five 
propositions (Cowen and Kroszncr find seven): 

1. Money would not exist as a distinctive financial asset 
in the absence of legal restrictions. 

2. Conventional monetary theories are applicable only to 
a specific set of financial institutions. 

3. In an unregulated payments system, the provision of 
accounting and transaction services by banks would have 
no special effects on prices or macroeconomic activity 

4. The provision of accounting and transaction ser
vices-not the production of money-·is the benchmark for 
analyzing banks. 

5. The unit of account is separable from the means of 
payment. 

Much of the literature involves drawing out further im
plications of these assumptions. In terms of the Greenfield 
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and Yeager proposal, the fifth assumption is particularly 
important. If that assumption is questioned, their proposal 
cannot stand up, 
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plywood of a specified grade. .. + definite amounts of 
still other commodities .... The bundle would be com
posed of precisely grad able, competitively traded, and 
industrially important commodities, and in amounts cor
responding to their relative importance. Many would be 
materials used in the production of a wide range of goods 
so that adopting the bundle as the value unit would come 
close to stabilizing the general level of prices expressed in 
that unit.15 

The crucial difference between their proposal and con
ventional commodity standards is that the commodities 
constituting the proposed unit of value would neither be 
stored nor need to be storable. Greenfield and Yeager place 
great emphasis on this point, which is crucial for under
standing their proposal.16 

A commodity standard is characterized by convertibility 
in fixed proportions between the commodity (for example, 
gold) and the national currency (for example, the U.S. 
dollar).17 A composite-commodity standard involves 
convertibility in fixed proportions between a bundle of 
commodities and the national currency. Any commodity 
standard is subject, however, to the risk of devaluation or 
abandonment initiated by an excessive rate of growth in the 
national money supply. The reason is that excessive money 
growth eventually causes the nominal prices of all goods, 
including the price of the monetary commodity itself, to rise 
on open markets. If the market price of the monetary 
commodity is more than negligibly higher on organized 
markets than the official or conversion price, then the na
tion's mint simply becomes a source of the commodity at a 
subsidized price. Monetary reserves would be lost, and if 
the situation perSisted, it would soon become untenable. 
One of three things would need to occur to remedy the 
situation: 

1. Contraction or slowing in the growth rate of the money 
supply; 

2. Devaluation of the currency unit; 
3. Abandonment of the standard. 
The first option involves precisely the kind of costly 

downward price adjustment that Greenfield and Yeager 
wish to avoid. The second and third choices, however, ratify 
the change in the purchasing power of the monetary unit. 
They also involve a partial or complete revision in the mon
etary standard itself, which is presumably costly. Greenfield 
and Yeager contend that all such costly adjustment pro
cesses are avoided in the proposed system: 
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Part of the beauty of the ... system, in contrast, is that the 
value unit remains stable in terms of the designated 

commodity bundle because its value never did depend 
on direct convertibility into that bundle or any specific 
commodity. Instead, its value is fixed by definition. It is 
free of any link to issues of money that might become 
inflated.18 

The claim that nonconvertibility is advantageous is exam
ined in the following section. At this juncture, it is impor
tant to note that there is a more fundamental reason why 
there is no link to money in the Greenfield-Yeager system: 
there is no money. Prices would be quoted, contracts ex
pressed, and financial records kept in the defined unit of 
account.19 Greenfield and Yeager have captured Fischer 
Black's vision of an unregulated financial system: 

In such a world, it would not be possible to give any rea
sonable definition of the quantity of money. The pay
ments mechanism in such a world would be very efficient, 
but money in the usual sense would not exist.2o 

For Greenfield and Yeager, as for other writers in this tra
dition, it is the unit-of-account function of money (not its 
medium-of-exchange function) that permits the develop
ment of a complex market economy. The authors are not 
very clear, however, about how an accounting system 
without a medium of exchange would function. (The very 
distinction depends on the separability of the two functions, 
itself a controversial proposition.) 

With no money quantitatively existing, people make pay
ments by transferring other property. To buy a bicycle 
priced at 100 value units or pay a debt of 100 units, one 
transfers property having that total value.21 

The authors hypothesize that "financial intermediaries 
blending the characteristics of present-day banks and mu
tual funds would presumably develop. People would make 
payments by writing checks (or doing the equivalent 
electronically) to transfer the appropriate amounts
value-unit-worths-of shares of ownership in these funds."22 
They envision that funds offering payments services might 
invest in a wide variety of assets, including securities, real 
estate, and commodities. Fund shares might even circulate 
as hand-to-hand currency, but there would be no outside 
or base money in the system.23 The authors envision pay
ments occurring in fund shares and other financial liabilities, 
not in actual commodities. 

Advantages. Greenfield and Yeager claim five advantages 
for their system over present monetary arrangements:24 

1. The system offers a unit of account of stable value. 
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2. The government would come under "fiscal discipline." 
3. The competitive aspects of the system would spur 

financial innovation. 
4. The means of payment would not be redeemable in a 

base money. 
5. The unit of account's value would no longer depend on 

the quantity of a medium of exchange. 
The first advantage represents the chief goal of the pro

posal: to "provide a stable unit for pricing, invoicing, ac
counting, economic calculation, borrowing and lending, 
and writing contracts reaching into the future." The second 
advantage derives from the complete divorce of govern
ment from the payments system.25 It is an advantage in 
their view because the government "would have to borrow 
on the same basis as any other borrower and could no 
longer acquire resources by issuing money and otherwise 
imposing inflationary 'taxation without representation."' It 
should be noted that the second advantage is a character
istic of any commodity-based monetary system or, indeed, 
a managed money system constrained by an appropriate 
rule (such as a monetarist rule for a steady rate of growth in 
the money supply). In other words, abolishing money is not 
a necessary condition for attaining this advantage. 

The third advantage derives from having a competitive 
payments system, rather than any of the particular charac
teristics of the Greenfield-Yeager proposal. The fourth ad
vantage is a defining characteristic of the proposed system 
and can only be addressed in the overall evaluation of the 
next section. Finally, the fifth advantage is the means by 
which they propose to accomplish their chief goal, which, 
again, is captured in the first advantage. 

The principal issue that must be addressed is determining 
the worthwhileness of the primary goal of the system. In 
doing so, one must also analyze whether the means pro
posed will achieve that goal. Finally, one must consider 
whether so radical a change in the payments system is 
necessary to achieve the stated goal. The next section ex
amines these issues. 

Critical assessment 

This section analyzes the Greenfield-Yeager proposal, fo
cusing on three issues: the evolution of standards and pay
ments systems, the goal of a unit of account with a stable 
value, and the separability of the unit of account and the 
medium of exchange. My conclusions can be summarized 
as follows. First, Greenfield and Yeager disregard the evolu
tionary elements present in all monetary systems and are 
cavalier in their attitude toward the complexities of mone
tary reform. Second, the authors want to have both a stable 
unit of account and an unrestricted payments system. They 
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ignore, however, arguments adduced by other legal restric
tions theorists that question both the value of strict price
level stability and its feasibility absent legal restrictions. 
Third, it is questionable whether the unit of account can be 
separated from a medium of exchange. Concretely, this 
implies reemergence of circulating currency. Money-an 
asset joining the medium of exchange to the unit of 
account-will evolve in their system for the same reasons it 
has evolved in virtually every other economy. Only legal 
restrictions could prevent money's evolution. 

Unit of account. Greenfield and Yeager want to define the 
unit of account physically so as to give quantitative preci
sion to the basic unit of value.26 Moreover, they apparently 
view the choice of a unit of account as an essentially arbi
trary decision.27 Each viewpoint ignores both the origin and 
the significance of standards. Standards, be they units of 
weight, length, or value, have their origin in usage. Like 
language, they are evolved, not consciously created.28 

In terms of its evolution, we can identify a standard only 
after it has been used for a sustained period of time. With
out a sustained period of observation, we would not know 
whether a thing or action were "regularly and widely used, 
available, or supplied.,,29 Further, the degree of precision of 
a standard tends to be enhanced only with the passage of 
time. This is certainly true for units of length, like the 
foot. 3D Similarly, in English at least, spelling standards have 
only solidified in this century. Indeed, in language, as is true 
generally, the concept of a "standard" must be dynamic; 
accepted usage and meaning are continually evolving. 

Standards are sometimes codified. Even in these cases, 
however, codification often results from private not gov
ernmental action. Time zones represent an illustrative 
case.31 Before 1883, every town had its own local time, 
based on when the sun passed over the meridian of the 
town. Until the coming of the railroad, this situation was 
not of great importance. In the 1870s the railroads began 
organizing to standardize time for their own operating pur
poses. On October 11,1883, railroads adopted the present 
system of time zones at the General Time Convention. 
Railroad clocks and watches were set to the new standard 
at noon on Sunday, November 18, 1883. 

In retrospect, it may seem natural that society at large 
eventually conformed to the operating standard of the 
dominant intercity transportation mode. The adoption of 
the railroad time system was the result, however, of innu
merable individual, voluntary actions. It certainly did not 
reflect governmental action, since Congress only passed the 
Standard Time Act on March 19, 1918. Legislation thereby 
caught up with (codified) practice. 
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Standards typically emerge, then, from decentralized 
choices, not centralized ones. Standards are sometimes 
codified, but codification generally reflects use. Some users 
of a standard, like scientists, may require greater precision 
than the public at large. This is the origin of the precise, 
scientific definition of a meter. The definition, cited by 
Greenfield and Yeager, represents a spurious precision for 
most 0f us. For ordinary usage, no one need know the fre
quency definition to utilize the metric system. More to the 
point, the "definition" is simply the frequency distance of the 
meter as it already existed. The meter is 1,650,763.73 wave
lengths of the orange-red radiation of krypton 86 because 
this figure exactly conforms to the length of the already 
standardized meter (and not the other way around, as 
Greenfield and Yeager seem to suggest).32 

Up to this point, I have emphasized the private origin of 
standards. What if the government were to offer an alter
native standard? In most such cases, either some coercion 
or subsidization is in fact present (thereby violating the as
sumption made by Greenfield and Yeager). Even in such 
cases, government efforts to alter, for example, linguistic 
standards have been more notable for their failures than for 
their successes. Policy actions sometimes influence at the 
margin but seldom determine standards. French govern
ments have failed to maintain the "purity" of the language, 
and Irish governments have been unable to preserve Gaelic 
as a living language. In light of this experience, the idea that 
a governmental suggestion could alter the monetary stan
dard is dubious.33 

Even if Greenfield and Yeager's view of standards were not 
flawed, the analogy they draw is misapplied. Greenfield and 
Yeager maintain that money is a unit of measurement and, 
as such, it should have an invariant value just as the meter 
has an invariant length.34 It is this assumption that leads 
them to view the existing monetary standard as "prepos
terous," because money's value varies with constantly 
changing demand and supply conditions. Even though it 
underpins both their analysis and proposal, the assumption 
is not really examined much less defended. Yet it is in fact 
dubious. 

There is only an analogy between a monetary unit as a 
standard and a unit of length as a standard: they are alike 
in some respects (for example, both evolved) and unlike in 
other respects (for example, the latter is invariant and the 
former is not). Greenfield and Yeager do not ever demon
strate that the similarities are relevant and the differences 
inconsequential. 35 

The differences between the two types of standard are in 
fact fundamental, the most obvious one also being one of 
the most important. Money does not, nor did it ever, have 
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a fixed or even unique value. Its value (purchasing power) 
is inversely related to the exchange rates (prices) of all the 
goods that money can purchase. To estimate money's 
value, one must weight prices by the importance of the re
spective goods in an individual's purchases. In general, each 
individual purchases goods in different proportions, so that, 
even at a moment in time, the value of money varies across 
individuals. This variation is an inherent by-product of in
dividual choice and will persist so long as the money good 
is an object of individual choice.36 In contrast, an estab
lished standard of measurement is the same for everyone. 
Even more room for variation in money's value enters as 
time passes, since the value will be affected by every change 
in the demand and supply conditions for all other goods. 

What I have just described is, of course, the characteristic 
of money to which Greenfield and Yeager object. Notice, 
however, that if this variability in value necessarily charac
terizes money, then money is not a standard of value in the 
same sense that a meter is a standard of length. That is, 
money is not an invariant measure of value.3? "Standard" is 
being used equivocally, and the analogy made by Greenfield 
and Yeager draws its force from this equivocation. 

The authors could argue that money (or the means of 
payment) ought to be standard in the same sense that the 
meter is. Instead of arguing for the position, however, they 
assume it. They then present a means for achieving a goal 
without ever having defended the goal. A crucial analytic 
step in the argument is thus simply miSSing-namely, the 
justification for the system they propose. Moreoever, if one 
places any importance on institutions (or standards) as they 
have evolved and existed through time, the Greenfield
Yeager proposal must appear very odd indeed. It would 
endow a means of payment with a characteristic that it has 
never had. 

Modern governments have certainly taken an activist role 
in monetary matters. The U.S. Government has intervened 
in many significant ways, the most notable case being the 
nationalization of private gold holdings in 1933.38 None
theless, major features of the monetary system reflect 
evolutionary forces. The dollar itself was adopted in an 
evolutionary process by Americans before it ever became 
the official currency. Though Greenfield and Yeager are 
quite correct in pointing to the many monetary restrictions 
and interventions that have occurred, they all but ignore the 
evolutionary elements present in the current system. They 
accordingly beg the crucial question by implicitly treating 
all major features of the current monetary system as the 
result of policy interventions.39 Moreover, they write as 
though money were invented, despite the fact that we have 
long known that "money is not the product of an agreement 
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on the part of economizing men nor the product of legisla
tive acts. No one invented it.,,40 

Price level. Like many other monetary economists, 
Greenfield and Yeager prefer greater price stability. They 
believe that adopting an invariant standard of value will 
yield near-absolute price stability. It is important to note 
that "price stability" refers to the stability of the price 
level-an average of prices. Stability of relative prices is im
possible and undesirable in a market economy. Changes in 
relative prices are sensitive indicators of the relative scarcity 
of goods; economic agents depend on these price Signals for 
making allocational decisions. 

What, then, is the case for stabilizing the price level? 
Given the degree of support for this position among econo
mists, the arguments offered are surprisingly sketchy. We 
have already seen that the analogy on which Greenfield and 
Yeager rely- the invariance of a unit of length-breaks 
down. They do offer the more pragmatic argument of 
downward inflexibility of prices. Unfortunately, their argu
ment proves too much. Consider the following passage: 

Elements of price and wage stickiness, though utterly ra
tional from the individual points of view of the decision
makers involved, do keep downward price and wage 
adjustments from absorbing the full impact of the re
duced willingness to spend associated with efforts to build 
or maintain cash balances. The rot snowballs, especially 
if people react to deteriorating business and growing 
uncertainty by trying to increase their money holdings 
relative to income and expenditure.41 

The analysis overlooks the fact that nonmonetary 
factors-real shocks- are also capable of putting downward 
pressure on prices and wages in sectors of the economy. 
(The early-1986 fall in energy prices is a dramatic but rele
vant example.) Surely "the rot snowballs" in such cases too. 
A model incorporating reasonable lag could generate "de
teriorating business and growing uncertainty," at least tran
sitionally, as a consequence of a major real shock. More 
generally, save in a hyperinflation, some prices are always 
declining; if the economy cannot sustain downward pres
sure on key prices, then price stability is no solution. With 
the price level constant, many individual prices will be fail
ing at any given time. Nothing but a policy of virtually 
unlimited inflation could prevent this. 

Milton Friedman has suggested that stabiliZing the general 
level of prices will diminish the number of price changes 
that need to be made overall. In this view, there is a given 
amount of price flexibility in the system, and policymakers 
ought to avoid placing excessive demands on this price 
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flexibili ty 42 Unfortunately, Friedman does not offer an ar
gument showing any direct connection between stabilizing 
a price level and minimizing the number of relative price 
changes. Others have argued that stabilizing the price level 
may cause disequilibrating relative price changes.43 Since 
Friedman made his suggestion, an empirical literature has 
emerged that documents an apparent connection between 
the rate of change in the price level and the variance of rel
ative prices.44 The theory underlying this connection is not 
so well worked out, but, in any case, Friedman obviously did 
not rely on this literature. 

Wallace contends that the legal restrictions theory calls 
into question the welfare argument for price stability: 

Although widely espoused as a goal, there exist no com
plete arguments leading to the conclusion that people 
are on average better off the more stable the price level, 
given the steps that have to be taken to attain greater 
stability of the price level.45 

The argument assumes that in an unregulated financial 
system, private agents can create debt obligations, some of 
which will circulate as credit money. The variability in the 
supply of these money substitutes makes price-level control 
difficult. Only legal restrictions can ensure price-level sta
bility. According to Wallace, then, the absence of legal 
restrictions is inconsistent with strict price-level control. 

The Greenfield-Yeager system is susceptible to the 
Wallace critique. As they explicitly recognize, the funds in 
their system might issue debt instruments denominated in 
units of account.46 If, as is argued below, circulating liabil
ities ("currency") are likely to be non-interest-bearing, then 
there is a fatal flaw in the system: 

In this case, .. . the banks (or funds) would always have 
an incentive to issue more of these paper Units, in effect 
using them to purchase interest-bearing assets. Indeed, 
the incentive to issue additional currency would prevail 
as long as the (nominal) interest rate on paper assets ex
ceeded zero and the exchange value of Units exceeded 
the cost of printing paper Units. This, however, is a market 
force-and apparently a potent one-tending to under
mine the scheme. One who believes that market forces 
are generally more effective than suggestions or ex
pressions of sentiment by the government would then 
believe that the exchange value of the Unit would be 
driven far below that of a standard bundle.47 

In other words, a circulating medium of exchange ("cur
rency") would emerge once again in an unregulated pay-
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ments system. One could forbid its issuance, but then the 
system would not be one in which "the government would 
practice laissez faire toward the medium of exchange and 
the banking and financial system.,,48 Economic analysis 
suggests that architects of such a system will soon be faced 
with the choice of abandoning the scheme or forsaking the 
commitment to "laissez faire ." 

Non-interest-bearing money. Legal restrictions theorists 
believe that key features of our present monetary system 
have resulted from compulsion not competition. Greenfield 
and Yeager observe that "our existing system is far from 
the pure product of ... evolution."49 The observation is 
unquestionably true but does not address ~hether the fea
tures of the system relevant to the debate have evolved f}r 
are basically the product of intervention. Specifically, would 
non-interest-bearing currency exist in a completely unregu
lated payments system? 

Though Greenfield and Yeager allow for some currency in 
their system, the issue is both the starting point and the 
major focus of the legal restrictions theory. Moreover, cur
rency is the most distinctive monetary aggregate; it is least 
like non money financial assets. Hence, an affirmative an
swer to the question would at least cast doubt on the 
broadest conclusion of the legal restrictions theory: namely, 
money would not exist as a distinct asset in a competitive 
payments system. On this broader issue, Greenfield and 
Yeager accept the conclusion of the legal restrictions 
theorists. 

Elsewhere, I have developed the theoretical case for non
interest-bearing money in a competitive payments system. 
Basically, that case derives a nonpecuniary yield from hold
ing money. The source of the yield is the transaction costs 
saved in utilizing a widely accepted medium of exchange in 
indirect exchange. In other words, money is more liquid 
than are nonmoney financial assets.50 

This traditional argument addresses the demand for non
interest-bearing money (here, "currency"). Lawrence White 
has recently analyzed the cost or supply conditions of 
producing currency. His analysiS strongly suggests the vi
ability of currency even in a highly competitive payments 
system. White makes a rough calculation of the costs and 
benefits of paying interest on currency: 
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On a note whose initial value equals two hours' wages, 
held one week while yielding interest at 5 percent per an
num, accumulated interest would amount to less than 7 
seconds' wages. If the noteholder's wage rate indicates 
the opportunity cost of his time, then he will not find it 
worthwhile to compute and collect interest if to do so 
twice (once at the receiving end and once at the spending 

end) takes 7 seconds or more, i.e. if it takes 3.5 seconds 
or more per note-transfer. To indicate the same pOint less 
generally, a $20 note held one week at 5 percent interest 
would yield less than 2 cents. Notes held in cash registers 
by retailers generally turn over much more rapidly than 
once a week, of course, so that the threshold denomi
nation may well be extremely high.s1 

White's calculation ignores the cost of any capital 
equipment necessary to make such speedy calculations. 
For realistic wage rates, interest rates, and maximum de
nominations of currency, it is highly plausible that currency 
will continue to yield no interest. Non-interest-bearing 
money is the outcome of fundamental market forces, not 
legal compulSion. 

Conclusion 

The article began by conSidering the development of the 
legal restrictions theory. The theory constitutes positive 
economic analYSiS, and the models employing it implement 
a particular modeling strategy. It is fairly clear that Black 
believes that the system he outlines would emerge natu
rally. The same belief appears to characterize the work of 
Fama and Wallace. Greenfield and Yeager (and Hall) have 
advocated implementing the alternative payments system 
as a matter of public policy. Their papers represent a 
normative economic approach to the issues raised by the 
legal restrictions theory. 

This article focused on the public policy proposal as put 
forth by Greenfield and Yeager. The coherence of their goal 
was questioned, as were the methods for attaining it. My 
criticism of that proposal does not directly address the legal 
restrictions theory as positive economic analysiS. Never
theless, one strong conclusion derives from both the theory 
and the policy proposal: the disappearance of money as a 
distinctive financial asset. This article strongly questions the 
soundness of the argument for that conclusion. 

A number of important issues raised by the Greenfield
Yeager proposal have necessarily been left unresolved. For 
instance, Greenfield and Yeager believe that stability in the 
value of the unit of account can only be achieved in an 
unregulated payments system. Wallace, however, 
questions whether price-level control is attainable absent 
legal restrictions. Moreover, given the need for the re
strictions, he questions the deSirability of price-level control. 
It is not clear that banking deregulation necessarily obviates 
attainment of macroeconomic goals like price-level stabili
zation.52 It does seem unlikely, however, that a monetary 
reform accelerating the move toward an unregulated pay
ments system could increase the degree of control over the 
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price level. With flaws in the Greenfield-Yeager proposal 
and continued disagreements among legal restrictions 
theorists, that remains an open question. 
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