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The U.S. government has, of course, chosen to par
price all bills and coins, regardless of denomination or
physical composition as well as age, even though some
bills and coins cost much more to produce than others.
Whether or not this choice is the right one is, however, not
clear. Par pricing definitely has flaws. According to
economic theory, because par prices are not related to the
costs of producing par-priced goods, par pricing almost
certainly leads people to use too much of some goods. For
currency, this means that almost the same level of
transaction services might be obtained if other, less costly
forms of money were used instead. But nonpar pricing of
currency is not definitely better than par. Though it might
improve the mix of currency, it would be much less
convenient. If rates of exchange of different units of
currency were not fixed by face values, then currency
users would have to convert each of the different forms of
currency into a standard unit of account, and the conversion rates could change constantly. In terms of society's
well-being, this added inconvenience could overwhelm the
benefit of an improved mix.
Unfortunately, no economic theory or evidence has yet
established which of these arguments outweighs the other.
We do think, though, that economists and the managers of
the U.S. currency system (the Treasury and the Federal

Today the price of a brand-new subcompact car is about
$6,000 whereas the price of a two-year-old subcompact
car with 30,000 miles of wear is about $4,000. This
pattern of higher prices for new cars and lower prices for
older cars is familiar and taken for granted by car owners.
Today the price of a brand-new dollar bill is $1 (in the
sense that you must give up $1 in some form to get a new
dollar bill). Yet the price of a two-year-old tattered or worn
dollar bill is also $1. This pattern of equal prices for new
and old dollar bills is familiar and taken for granted by
dollar bill owners.
Cars and dollar bills can both be viewed as durable
assets—physical objects that are produced at some expense and that, once produced, deliver a flow of services
over time until they finally wear out. (Here the services are
transportation and transactions.) Yet new cars sell at a
premium over worn cars while new dollar bills trade
without a premium for worn dollar bills. Why should two
durable assets be priced so differently?
An explanation, though not necessarily a good reason,
for the difference is that cars, like most freely traded
durable assets, are produced by the private sector while
dollar bills and other forms of currency (bills and coins) are
produced by the government. To cover costs and stay in
business, automobile producers and dealers must charge
more for new cars than worn cars. The U.S. government,
however, in producing and selling new currency, need not
worry about selling at a price that covers production costs
because it can cover these costs with tax revenues.1 So the
government is free to exchange new and old bills one-forone, or in general to exchange units of currency according
to their face values, which is known as par pricing of
currency.

1
Seignorage alone, of course, more than covers the costs of adding to the stock
of currency in circulation. Nonetheless, the government effectively finances
currency production out of tax revenues. Seignorage is earned whenever the public
buys an additional unit of unbacked government debt, not just when the debt
instrument is a unit of currency. So the decision to issue the new unit of unbacked
debt as currency is separate from the decision to issue the new unit of unbacked
debt, and it is the latter that generates seignorage. Also, most currency is produced
to replace worn-out currency, not to add to the stock of circulating currency.

3

Reserve System) should seriously study some limited
forms of nonpar pricing of currency. Par pricing of
currency is, as we have noted, familiar, convenient, and
largely taken for granted. However, it boosts the U.S.
government's cost of providing currency, which now totals
about $400 million annually. And its potential for leading
to costly overproduction of some forms of currency has
apparently been so great that it has already caused the
managers of the U.S. currency system to fruitlessly spend
money promoting the use of less expensive forms of
currency and even to deviate from strict par pricing
principles. (See the box accompanying this article.) Both
theory and practice seem to imply that strict par pricing
leaves room for improvement in the U.S. currency system.

must exactly match the amount consumers want to have at
these prices (the amount, in fact, which makes them
indifferent toward exchanging at par price ratios). Otherwise consumers would have more of some goods and
services and less of others than the par prices had led them
to want. These preferences would affect the relative prices
of the goods and services. Consumers would bid up the
prices of anything scarce until they were satisfied, that is,
just willing to hold the amounts actually supplied. In other
words, if par pricing is to be maintained, the supply of the
goods and services involved must equal the demand at the
par prices; otherwise the market will reject par pricing.
That par prices and consumers' preferences determine
the production of each par-priced good and service means
that technology (or the way resources are used in production) is irrelevant under par pricing. It affects neither
prices, which are fixed at par, nor quantities consumed and
produced, which are chosen by consumers based on the
par prices. In private nonpar pricing markets, the forces of
demand and supply make prices adjust to equate consumers' willingness to exchange one good or service for
another to producers' technological abilities to transform
them. Obviously, this would not happen in par-priced
markets. Instead, any relationship between consumer
preferences and technology would be accidental and
fleeting. No forces would act to align the rate at which
production of one par-priced good or service could be
increased if consumers gave up one unit of another (the
marginal rate of transformation between the two) and the
par price ratio at which consumers are indifferent about
exchanging goods and services (the marginal rate of
substitution).
It is this almost certain divergence, under par pricing,
between these marginal rates that creates the potential to
improve on the results of par pricing. Under this system,
almost certainly there will be some pair of goods or
services such that producing one less of one of them would
allow society to use the resources thus freed to produce
more than one of the other. But since consumers will have
adjusted to the one-for-one par price ratios, only one more
unit of the other good or service will be needed to prevent
anyone from being made worse off than before (that is,
before the single unit of the first good or service was given
up). The rest of the increased output of the other good or

Room for Improvement Under Par Pricing
A widely accepted definition of an economic improvement
is a change that makes at least one person better off
without making anyone worse off. According to economic
theory, par pricing of any group of goods and services
generally leads to patterns of production and use of those
goods and services that can at least potentially be
improved on in this sense. This theory seems to apply to
U.S. currency.
General Potential
The potential to improve on the results of par pricing
generally exists because, unlike nonpar pricing, this
pricing system fails to equate the rates at which users are
willing to exchange goods and services with the rates at
which technology allows their exchange.
Under a simple form of par pricing, for example,
consumers could exchange any amount of one good or
service in the par-priced group for an equal amount of any
other good or service in the group.2 Theory says this onefor-one par price ratio would ultimately be the rate at
which consumers would be willing to trade one par-priced
good or service that they consume for any other. That is,
beingfreeto exchange goods and services in the par-priced
group at the one-for-one ratio, consumers doing the best
they could for themselves would adjust their use of these
goods and services until giving up a unit in order to sell it
and buy a unit of another would not make them any better
off. Having exhausted all possibilities for improving their
lot by exchanging goods and services at the par price ratio,
consumers would be just willing to exchange them—that
is, indifferent toward exchanging them—at this ratio.
To preserve par prices among a group of goods and
services, the amount of each good and service produced

2Less simple examples would involve fixed but not necessarily one-for-one
price ratios. Currency, which trades at face value ratios such as five $ 1 bills for one
$5 bill, provides this sort of example. The arguments above can easily be modified
for price ratios other than one-for-one.
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