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If a mint issues two distinct types of silver dollars, one 
containing, say, half as much silver as the other, will both 
coins be used as a medium of exchange? According to the 
popular version of Gresham's law—perhaps the most 
generally accepted and frequently cited proposition in 
economics—the answer is no; only one of the coins will 
circulate because bad money drives out good. In this case 
that means the lighter-weight silver dollar (bad because 
overvalued at the mint) will circulate while the heavier-
weight coin {good because undervalued at the mint) will 
be hoarded. 

Not all proponents of Gresham's law would agree with 
that answer, however. Many would likely say instead that 
to determine what happens to our two silver dollars they 
need more information, for they favor a more careful 
version of the law, one that includes an important 
qualification. Bad money drives out good, according to 
this version, but only when the ratio of the face (or par) 
values of the monies (the par price) is somehow the fixed 
rate at which these monies exchange. When that qualifier 
is true and the par price of the two monies differs from 
their market price, the good money disappears because 
selling it at its intrinsic value is more profitable than using 
it at face value as a medium of exchange. (See, for 
example, Friedman and Schwartz 1963, p. 27, n. 16.) 

Neither of these versions of Gresham's law is ade-
quate to answer our question about silver dollars or the 
more general question about what happens when the par 
and market prices of two monies differ. The short version 
of the law is simply contradicted by history. There have 
been many periods when bad money has not driven out 

good, periods when undervalued currency has instead 
circulated side by side with overvalued currency. But the 
qualified version of the law is not adequate either. It 
cannot explain the numerous exceptions to the popular 
dictum or predict a general result because it relies on the 
existence of a fixed rate of exchange that is different from 
the market price. We have found no evidence that such a 
fixed rate of exchange ever existed, and that is not 
surprising since it is hard to believe it ever could exist. If 
such a rate ever were managed—through a mint policy or 
a legal tender law, for example—it would imply poten-
tially unbounded profits for currency traders at the 
expense of a very ephemeral mint or a very naive public. 

We propose a more feasible qualification to the 
popular version of Gresham's law, one that depends on 
fixed transaction costs rather than a fixed rate of ex-
change. Bad money will drive good money out of 
circulation, we argue, but only when use of the good 
money at its market (nonpar) price is too expensive. 
Generally, since small change is expensive to use at a 
nonpar price, we expect small denominations of the 
money undervalued at the mint to be scarce while large 
denominations circulate at a premium. History seems to 
support our new version of Gresham's law. 

*Reprinted with permission from the Journal of Political Economy, 1986, 
vol. 94, no. 1. ©1986 by The University of Chicago. All rights reserved. 
0022-3808/86/9401-0006S01.50. Originally written for the National Bureau of 
Economic Research Conference on Macroeconomics held July 7 and 8,1983, in 
Cambridge, Massachusetts. Weber was at Virginia Polytechnic Institute and State 
University when the paper was written. The authors thank Tom Sargent, Neil 
Wallace, Fischer Black, and Frederic Mishkin for helpful comments. 
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Gresham's Law—Two Inadequate Versions 
First we describe several historical episodes that contra-
dict the popular, unqualified version of Gresham's law. 
(For a variety of instances in which that version of the law 
appears to work, see Laughlin 1903, pp. 423-28.) We 
then consider in detail the argument that these are not true 
exceptions to Gresham's law because they do not take 
account of the fixed rate of exchange qualification. 

Some Historical Exceptions 
Finding exceptions to the popular version of Gresham's 
law is not difficult. Examining only the nineteenth-
century U.S. experience and one seventeenth-century 
English experience with bimetallism, we discover several 
instances where bad money did not drive out good. What 
makes these exceptions so damaging to the proposition is 
that they occurred during periods for which Gresham's 
law is often cited. 

• 1792-1853—Two U.S. Exceptions 
The period between 1792 and 1853 contains two clear 
exceptions to Gresham's law. One is the U.S. experience 
with the Spanish milled dollar. This was a heavier coin 
than the U.S. silver dollar, containing about 373.5 grains 
of pure silver compared with 371.25 grains in the U.S. 
dollar, and over this period it had legal tender standing. 
However, it was not driven out of circulation. The 
Spanish dollar was popular in the U.S. colonial period 
and remained current at least until the dramatic increase 
in world gold production in the late 1840s. Laughlin 
(1896, p. 54) estimates that there were over 5 million 
Spanish dollars and parts of dollars in 1830,22 percent of 
the value of all coins circulating in the United States. 
From 1792 to 1811, Taxay (1966, p. 125) reports, the 
Spanish dollar circulated at a premium over the U.S. 
dollar, a premium ranging from 0.25 percent to 1 percent. 
It continued to circulate at a premium in later years, 
according to William H. Crawford, secretary of the 
Treasury in 1819 (quoted in Laughlin 1896, p. 53, n. 1): 
"Spanish milled dollars compose the great mass of 
foreign silver coins which circulate in the United States, 
and generally command a premium when compared with 
the dollar of the United States." In this instance, the bad 
money (U.S. silver coins) failed to drive out the good 
(Spanish dollars). Instead of being exported or hoarded, 
this good money circulated at a premium. 

The other exception to Gresham's law during this 
period involves just monies coined by the U.S. mint. 
These were gold and silver coins, whose relative status (as 
good and bad money) in these years changed. This 
change provides a test of Gresham's law that it appears to 
fail. 

For its first 42 years, the U.S. mint overvalued silver. 
On April 2, 1792, Congress passed a coinage act es-
tablishing a national mint and authorizing the issuance of 
gold and silver coins.1 The act established a ratio of 15 to 1, 
the par price, between silver and gold coins, which was 
the market price in 1792. Soon after the passage of the act, 
however, the market price for gold rose, and it remained 
higher than the par price until June 24, 1834, when the 
second major coinage act raised the par price to 16 to 1. 
Between mid-1792 and mid-1834, therefore, gold was the 
undervalued (good) money and silver was the overvalued 
(bad) money. 

After mid-1834 and until the early 1850s, when 
Congress reduced the silver content of all small-denomi-
nation coins, the status of gold and silver currency was 
reversed. The ratio of 16 to 1 was higher than the market 
price for gold and remained so for the rest of the century. 
Thus gold became the mint's overvalued money and 
silver the undervalued. 

Gresham's law would predict from these facts that the 
only current coinage would be silver before 1834 and gold 
thereafter. But the Gresham's law prediction would be 
wrong. 

Between 1793 and 1846,2 the U.S. mint coined a 
substantial amount of undervalued bullion. The accom-
panying table presents the dollar values of gold and silver 
coins minted during the two subperiods. When gold was 
undervalued at the mint (1793-1833), 25 percent of the 
coinage was still gold; when silver was undervalued at the 
mint (1834-46), nearly half—45 percent—of the coinage 
was silver. If there was an obvious profit to be made 
coining silver and melting gold coins before 1834 and 
coining gold and melting silver coins thereafter, the 
opportunities do not appear to be reflected in U.S. 
coinage statistics.3 

iGold coins were issued in the larger denominations,the largest being the 
$ 10 coin, the eagle, and the smallest being a quarter eagle. Silver coins were issued 
in the smaller denominations: the half disme (comparable to our nickel), the disme 
(comparable to our dime), the quarter, the half-dollar, and the dollar. The act also 
allowed individuals to bring unlimited amounts of gold and silver bullion to the mint 
and have it coined without charge; if they demanded immediate exchange, a charge 
of 0.5 percent would be levied. 

2 The dramatic increase in world gold production in the late 1840s led to large 
amounts of gold being coined at the U.S. mint. Since Gresham's law cannot be 
credited with the discoveries that led to the increased gold production, we consider 
the coinage data only through 1846. 

3 Proponents of Gresham's law might argue that even though gold was minted 
it never circulated; it was only exported to countries that valued gold by weight. 
However, estimates of exported coins before 1834 suggest that roughly the same 
dollar amount of silver was exported as gold. Data on gold and silver exports as of 
January 1, 1834, and on annual gold prices and gold and silver coinage are con-
tained in an Appendix that is available from the authors on request. 
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