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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.
0022-3808/86/9401-0006$01.50. 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.






