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Preface to First Edition

This book has been long in the making. About 25 years ago, I began spending a lot
of time puzzling over what capital is and what is meant by capital theory. I read and
read, but the more I read, the more confused I became. For a number of years, my
hope was that the problem lay with me, that capital theory was a consistent whole,
with a great deal of relevance to the real world, and that I was simply unable to
grasp what it was all about. Eventually, it became evident that to search for a single
concept of capital in the canon of economics was a will-o’-the-wisp and that the
problem is not a single concept of capital, but a surfeit of concepts. There are
physical capital, capital goods, financial capital, working capital, circulating capital, fixed capital, etc. When appearing without an adjective, and depending upon the
writer, “capital” can refer to one, a subset, or all of the concepts at once. Vagueness
and ambiguity concerning capital appear in the writings of all of the great capital
theorists, whether Smith, Ricardo, Marx, Jevons, Walras, Böhm-Bawerk, Clark,
Wicksell, Schumpeter, Fisher, Hayek, Keynes, Hicks, Robinson, Samuelson, or
Solow. When I finally came to understand this, it also became clear what to do:
develop my own concept of capital and then proceed to theorize about it. The
concept of myros is the result.1
Myros (or fluid capital, as it will eventually also be called) is the unifying
concept of the book. The basic ideas underlying myros are introduced in the
Prologue in the context of a subsistence, but otherwise idyllic, island economy

1

I have chosen the word myros because of its sonority (at least to my ears and mind) and because of
its beguiling hint of a tranquil mythical isle in the Aegean. Its inspiration is clearly Greek, but as
far as I am aware the word is “clean.” My friend, Phil Fleming, who is an expert on Classical
Greek, tells me that there is no obvious Greek root for the word; however, my friend and colleague,
Dick Newcomb, and also my consultant on Latin, says that there is a Latin root, murus (walls),
from which myros might be seen as a transliteration. As I know nothing about Classical Greek and
Latin, I rely on these experts’ judgment in support of my whim that myros is an appropriate word
for the purpose I have in mind, which is to employ a word for capital that is not burdened by
centuries of verbal and analytical baggage and connotations. Later, as the concept becomes
understood, I will replace the word myros by a more conventional term, fluid capital.
vii
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whose only good is bread that each person mines each day for his/her own use. The
climate is benign, and inhabitants sleep under the stars. The bread is storable, but it
had never occurred to anyone to store any until 1 day a young man decided that he
wanted a roof over his head at night. However, as constructing a “house” was going
to require time that could not be spent in the bread mine, the young man began (by
working some extra hours each day in the mine) fashioning a stock of bread that
would sustain him during his days of building a “house.” This stock of bread
represents myros.
Once the concept of myros comes to be understood, it will be seen that a
conservation principle emerges which imposes a variety of constraints on the
macro behavior of an economy. Indeed, this book, at its most basic level, is simply
a working through of a number of implications of these constraints. The constraints
make for a straightforward understanding and analysis of such concepts as the real
stock of money, the general price level, and real-balance effects. Indeed, one of the
principal conclusions of the book is that a real-balance effect in the aggregate cannot
exist. New and illuminating insights are also provided into aggregate supply and
demand, natural and money rates of interest, the relationship between real and
monetary economies, inflation and deflation, and economic growth and development.
The book has a number of recurring themes, three of which warrant mention
here. The first of these is that money is endogenous in a monetary economy and is
constantly in the process of being created and destructed. As will be noted at several
points, a major failing of neoclassical theory is that it does not allow for a
meaningful role for money. The concept of myros rectifies this. A second theme
is that an economy cannot be treated (as is the case in canonical neoclassical theory)
as though it were a nineteenth-century physical system. My views regarding the
problems in doing this are presented in Appendix A. Finally, a third theme is an
emphasis on fallacies of composition, of which the absence of a real-balance effect
in the aggregate is a prime example.
For the most part, the material in the book is presented non-mathematically. This
is intentional for two reasons. In the first place, my concern in the book is primarily
with the presentation and discussion of concepts and ideas. Only in a few instances
are mathematics beyond arithmetic, algebra, and geometry needed to accomplish
this. In the second place, to frame the arguments mathematically would compromise, at least at this stage, the view just stated that an economy cannot be analyzed
as though it were a conservative energy system.
The book is directed at several audiences. First – and foremost – it is intended for
my fellow economists. Although the topics of the book are primarily macro,
microeconomics is never far from the surface, and is center stage in Chaps. 5, 10,
12, and 13 and Appendix B. Among other things, I hope to challenge my brethren
into considering whether twentieth-century capital and monetary theory may have
taken some wrong turns, perhaps even to convince them that this has indeed been
the case. If nothing else, I want to show young economists just beginning their
research programs that capital theory, which has been largely dormant since the
Cambridge Capital Controversy of the 1960s and 1970s, is still a fruitful and
exciting area for research.
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A second intended audience is students. Graduate students should find the book
useful because it presents a comprehensive view of macroeconomics and monetary
theory in a way that is almost totally alien to present-day graduate macro courses.
If my own department is any guide, current-day graduate macroeconomics is taught
largely as an exercise in dynamic programming. Keynes may be referred to, but
never read, and the same is true of Friedman, Hicks, Patinkin, and Tobin. And the
thought of having students read Schumpeter never arises, even though The Theory
of Economic Development is as fresh today as when it first appeared (in German) in
1911. And the same is true of the General Theory.2 Undergraduate students can also
benefit from the book, although in most circumstances it will be necessary that they
have help from a sympathetic teacher. Appendix D (now Appendix E), which
greatly expands the material presented in the Prologue, and includes a number of
questions and exercises, has been developed expressly with undergraduates in
mind. In addition to Appendix D (now Appendix E), the relevant material for
these readers will be the Prologue, Chap. 2, the first part of Chap. 3, and parts of
Chaps. 12 and 13.
A third intended audience is those who are regular readers, say, of The Wall
Street Journal, The Economist, or Forbes. Although the reasoning connected with
myros may, at first blush, seem subtle and arcane, it is less so (at least in my
opinion) than the myths which lie behind most conventional uses of the words
“capital” and “money.” “Investors” who are interested in financial markets should
be able to acquire a better understanding of how financial markets are tied to the real
economy, while those interested in macroeconomics and macroeconomic policy
should be able to acquire a better understanding of how financial markets intertwine
with the real economy. For this group of readers, the Prologue, Chaps. 2–7, and
12–13 are relevant.
The book consists of the Prologue, 14 chapters, and four (now five) appendices.
The Prologue begins with a number of stories describing the emergence from an
economic state of nature of a primitive subsistence economy. The intent in these
stories is to illustrate in a straightforward and natural way not only the concept of
myros, but also the emergence of physical capital, money and a monetary system,
loans and interest, inflation, and the creation of a variety of assets, including works
of art. The Prologue is intended to be accessible to everyone, and is essential to an
understanding of the book. Chapter 1 is mostly a personal memoir that lays out my
approach to economics, economic theory, and model-building. Chapters 2–9 comprise the analytical core of the book. Formal definitions of myros and other key
concepts are presented in Chap. 2, while Chap. 3 provides an overview of the
macroeconomic framework. Money and interest are discussed in Chap.4, and
production and investment in Chap. 5. Chapters 6 and 7 focus on the general
price level and inflation, wealth, and related topics, while Chap. 8 is devoted to

2
For a number of years, my goal has been to read the General Theory annually. I don’t quite
succeed in doing this, but I have probably read it 15 times or so. Each reading provides new
insights and understanding. It is a truly amazing book.
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traditional questions relating to macroeconomic equilibrium. Finally, Chap. 9
places the concepts of this book in historical perspective with conventional concepts of capital found in the literature.
Chapters 10–13 are mostly applications and examination of implications of the
constraints associated with myros. Chapter 10 looks at some misperceptions
concerning opportunity and sunk costs, while Chap. 11 discusses trade, exchange
rates, and questions related to wealth transfers and monetary overhangs. Included in
Chap. 11 is a detailed analysis of the wealth transfers associated with the reunification of Germany following the fall of the Berlin Wall in late 1989. Chapters12
and 13 focus on saving and consumption and economic growth. Finally, Chap. 14
provides a summary and conclusions.
Appendix A is an essay detailing my views on the role of theory in economic
analysis, including an argument as to why an economy cannot be analyzed as
though it were a conservative energy system. This essay should be read in conjunction with Chap. 1. Appendix B is an exercise showing why investment functions do
not necessarily slope downward, and should be read in conjunction with Chap.5.
Appendix C examines the productivity implications of the oil price increases that
occurred in the 1970s. This appendix, while intended to be stand-alone, involves the
“transfer” questions treated in Chap. 11, and can be conveniently read in conjunction with that chapter. Finally, Appendix D (now Appendix E), as already noted, is
expressly intended as a pedagogical exercise for students.
During the many years that the ideas in this book have been incubating, I have
benefited from discussions with a number of friends, colleagues, and students, not
all of whom are economists, and certainly not all of whom are convinced that what I
am doing is correct, or even useful. I am especially indebted to my (now) fellow
Jackson Hole resident (and regular golf companion), Bruce Egan, for his encouragement and financial support (while he was at BELLCORE) when I was first
developing the ideas on cost, production, and investment presented in Chaps. 5 and
10. Discussions on these topics with James Alleman of the University of Colorado
in Boulder, Richard Emmerson of INDETC International in San Diego, Jim Griffin
of Texas A&M, and Sandy Levin of Southern Illinois University in Edwardsville
have been extremely helpful as well. Both Lester Thurow of M.I.T. and Dennis
Weisman of Kansas State University have been willing readers of early drafts of the
manuscript and sources of encouragement. The same is true of my colleague in
Agricultural and Natural Resource Economics at the University of Arizona, Alan
Ker, as well as a couple of anonymous reviewers.
The two people who have made the most enduring contributions to the development of my ideas are my colleagues and friends at the University of Arizona,
Barbara Sands and Richard Newcomb. Barbara, in her quest to understand the
concept of myros, has challenged me at virtually every turn, pointing out errors and
uncovering thin and specious reasoning. Any clarity that the manuscript may have
is in great part due to her. In addition, for a number of years, she has championed
the use of the “primitive economy” in her undergraduate classes, and Appendix D
(now Appendix E, which was once the Prologue) is included at her suggestion.
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Interaction with Dick Newcomb has largely taken the form of a floating luncheon
seminar that has occurred over the last 15 years, usually at the Arizona Inn (a few
blocks east of the University of Arizona Medical School in Tucson). In the pleasant
surroundings of the Inn, we have discussed the many subtleties of neoclassical
capital theory, particularly as applied to mineral economics. Dick thinks in terms
of Hamiltonians, and I admire the grace and good humor with which he has suffered
through many attempts to convince me that this is the route that I should take.
Of non-economists, I am especially indebted to Phil Fleming, logician, expert on
the history of science and Classical Greek, and my longtime mentor in numismatics
and things collectible. Phil, who has no formal economics background, once absorbed
the gist of the concept of myros in an hour lunch and immediately picked up on the
conservation principle that myros entails. My confidence in the ideas of this book
soared as a result. I am also grateful to students in courses (both graduate and
undergraduate) at the University of Arizona and CERGE-EI at Charles University
in Prague, The Czech Republic, where I taught during the spring semester of 1996.
Jason Shackit and Jean Abraham at the University of Arizona, and Miana Plesca and
Georgi Kambourov at CERGE, warrant particular mention in this regard. Finally, on
the production side, I am indebted to Patricia Lenoir, who typed the initial draft of the
manuscript, and to Wendy Baylor, my neighbor on Heck of a Hill, who has formatted
and produced the final copy. I am especially grateful to Wendy for being both a
superb technician and an extremely perceptive reader and editor.
If economics is a science, then, over long periods of time, its methods should
guard against taking of wrong turns. However, I think that a wrong turn was taken in
macroeconomics when the nascent ideas of Keynes of the General Theory were
absorbed into mainstream economics in the neoclassical synthesis. In my view, the
concept of capital that is developed in this book repoints macroeconomics in a
more fruitful direction. Is my concept of capital necessarily the “correct” one? Of
course not. Yet, the conservation laws implied by it seem too simple and natural for
the idea not to have basic validity. In his defense of the General Theory, Keynes
stated that he considered his basic ideas to be definitive, but that he could be wrong in
the details. I feel the same about the concept of myros.
In turning this book over to readers, I must ask a favor, especially from my
fellow economists. If the ideas that are elaborated are to have any chance of being
understood, it is crucial that they be approached with an open mind. Many of the
concepts are non-conventional, and it is important that readers not attempt to
interpret or recast them in a conventional frame of reference. To do so will almost
certainly lead to confusion and frustration.

.
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Since 2007, the world has been in the grip of the most severe financial crisis since
the Great Depression of the 1930s. When things go wrong, first instincts seem
always to blame those in charge: bankers, central bankers, regulators, and government. Rarely, are ideas, or the lack thereof, the object of blame. However, in my
view, much of the damage emanating from the housing boom of 2004–2006 could
have been lessened, if not avoided altogether, had two key propositions from this
book been understood and acted upon by regulators, namely:
1. That, over long periods of time, asset values cannot increase faster than the
rate of growth of income.
2. That money should be created only for the finance of current production and
the initial finance of investment in new capacity to produce.
In light of current events, a major shortcoming of the first edition was inadequate
attention to the interaction between money as a store of value and the mass
phenomena of confidence and uncertainty. However, the purpose of this edition is
not to rework the main body of the book, but rather to present in two new postscript
chapters a framework for understanding the root causes of financial crises and why
the latter are inevitable occurrences in economies in which money is available to
hold as a store of value.
The events since 1970 make it clear that current-day mainstream macroeconomics does not provide an adequate framework for dealing with the financial crises that
are increasingly part and parcel of free-market economies. Neither of what are now
the two standard textbook macroeconomic frameworks, the New Keynesian and
New Classical Models, even admit of the possibility for financial crises to emerge,
let alone provide provision for their alleviation. The problem is that neither
framework allows for money to play its truly unique real-world role, namely, that
of a risk-free store of value in the face of uncertainty. Missing, as well, is any notion
in either model of a theory of production in which investment is determined not
only by present-value considerations, but also by the availability and terms of
finance. The purpose, accordingly, of this edition is to add a framework, based in
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substantial part on the long overlooked Chaps. 12 and 17 of the General Theory
(and the equally slighted work of the late Hyman Minsky), in which money and
finance, on the contrary, are center stage in determining the level and pace of
economic activity.
Except for minor editing and the addition of a few footnotes, the original text of
the book is kept intact as Chaps.1–14. The new material is presented in Chaps. 15
and 16 and in a new Appendix D.3 Since a number of excellent chronicles of the
2007–2009 crisis already exist, most of the focus in the new chapters is on general
characteristics of financial crises and the development of principles for assessing
their occurrence. A great deal of attention in the analysis is on the distinction
between risk and uncertainty, the interaction of uncertainty, confidence and liquidity preference, and on the need to guard against emergence of “casinos with banks.”
However, a section on lessons for reform appears at the end of Chap. 16.4 Finally,
the focus in Appendix D is on revision of the social-security system that involves
replacement of the present system with individually owned (but Social Security
administered) accounts that are partially voluntary, heritable, and (most important
of all) self-financing and fully funded.
As in the first edition of this book, I am indebted to Barbara Sands and Richard
Newcomb for their comments, continuing interest, and support of the basic ideas of
the book. I also wish to thank Alan Ker, Teodosio Perez-Amaral, Payam Sharifi,
Charles Warden, and Dennis Weisman for their comments and criticisms, and
(especially) John Britton for his careful reading of the new postscript chapters
and for his insights and counsel on the functioning of current-day financial markets.
Finally, I am grateful to Gillian Greenough of Springer-Verlag for initiating the
idea of this edition and then seeing it through to publication, as well as to Nancy
Bannister for her expert preparation of the manuscript.
Tucson, AZ
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The original Appendix D is now Appendix E.
For readers who might be primarily interested in financial crises and panics, Chaps.15 and 16 are
essentially self-contained, and can pretty much be read in isolation. However, the concept of fluid
capital is central in both chapters, so that those not familiar with this concept are nevertheless
advised to begin with the Prologue and Chaps.1–3.
4

Prologue

Tales of Myros: Emergence of a Primitive Economy
from an Economic State of Nature
This is really a book about capital. However, as the word capital is so overused in
economics as to be nearly meaningless in any specific sense, I am going to begin by
employing a neutral word – myros – in its place. Later, once the notion is better
understood, the word myros will be replaced with more conventional terminology.
One of the major purposes of this book is to show that the concept of myros
provides a root concept of capital which allows for most existing concepts of
capital to be unified and related in a consistent fashion to one another. In addition,
it will be seen that such a root concept offers a framework for integrating monetary
and capital theory, and for analyzing the functioning of an economy, whether that
economy is in a steady state of subsistence or in a process of sustained growth.
Specifically, it will be seen that a conservation principle associated with myros
emerges which both implies and imposes a variety of constraints on the macro
behavior of an economy, constraints which make for straightforward understanding
and analysis of such concepts as the real stock of money, real-balance effects, and
the general price level. New and illuminating insights are also provided into
aggregate supply and demand, natural and money rates of interest, the relationship
between real and monetary economies, and economic growth and development.
In introducing the concept of myros, I will begin in this introductory essay with
several tales associated with a subsistence (but otherwise idyllic) island society. The
only non-leisure activity on the island is time spent each day in a mine gathering that
day’s subsistence rations of bread. Each individual is responsible for his/her own
bread, and the only instruments used in gathering are hands. The climate is sufficiently
benign that everyone sleeps comfortably under the stars, and while bread is storable,
no one has ever felt a need to gather more than what is required for the current day.
Bread is the only good on the island, and no one has any possessions of any type. In
short, the island society is in what can be called an “economic state of nature.”
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I want now to consider several “escapes” from this primitive state:
1. One young man on the island unfortunately suffers recurrent dreams of being
pounced upon by saber-toothed tigers while he sleeps and decides that he would
be more comfortable enclosed at night by four walls and a roof (i.e., he would
like to have a house). Materials for building a house are readily available, but
the young man estimates that 10 days of his time will be required for construction, during which he will not be able to gather his daily rations of bread.
However, since bread is storable, he decides to begin spending some extra time
each day (thereby reducing the amount of time he has for leisure) gathering
bread that will not be consumed on that day. He does this until his store of bread
reaches 10 days’ consumption, whereupon he stops going to the mine and
begins working on his house. Ten days later, the house is finished, as is his store
of bread. Accordingly, he must once again spend part of each day in the bread
mine, but secure in his house at night, he is no longer bedeviled with dreams of
pouncing saber-toothed tigers.
2. Let us now turn our attention to a young woman on the island who loves her
leisure so much that she wishes she had more of it. One day it occurs to her
that if she had a “shovel” she could gather her daily ration of bread in half the
time that it takes with her hands. She knows that a shovel can be made from
materials on the island, but figures that it will take her 5 days to do so, during
which time she will not be able to gather bread. Obviously, the prospect of
spending extra hours gathering the bread necessary for sustenance while she
is making the shovel is extremely distasteful, but the prospect of the greatly
increased leisure that she will be able to enjoy once the shovel is made more
than offsets the distaste. She accordingly proceeds to build up the necessary
stock of 5 days’ consumption of bread, which is then consumed while she
makes her shovel. With her shovel, she begins gathering her daily bread in
half the time that had previously been required, and of course revels in her
now greatly increased leisure time.
3. Another young woman on the island, we can call her Georgia, while happy
with the amount of leisure she has, feels that she would enjoy it more if she had
a picture to look at. Hence, she decides to spend some of her leisure in creating
one. Once it is finished, one of her friends (named Alfredo) falls in love with
the picture, and tells Georgia that he would much like to have one, too.
Alfredo, though, is not such a good friend that Georgia is willing to devote
any of her leisure time to creating one for him for nothing, but she says that she
would be willing to make one for him in exchange for 2 days of bread. While
Alfredo does not have any extra bread on hand, he finds the prospect of having
one of Georgia’s pictures so desirable that (by spending extra time in the mine)
he begins accumulating a stock of 2-days’ consumption of bread. Once the
stock is completed, he gives it to Georgia in exchange for her promise to create
a picture for him, which she immediately proceeds to do.
4. Finally, let us consider Thomas, who at an early age decides that he would
like to spend up to 100 days near the end of his life in “retirement” (i.e., free
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of having to spend part of each day gathering his daily bread). He accordingly
proceeds to accumulate such a stock of bread. Thomas completes his accumulation by age 50. At age 65, he quits going to the mine and begins
consuming from his stock.
In these episodes, we have the building of a house, “investment” in a tool, the
creation of art, and the accumulation of a “rainy day” fund for retirement. In each
case, before the desired end can be achieved, there must be accumulation of a stock
of bread which allows for life to be sustained during the days that non-bread
gathering activities are engaged in.5 In this primitive society, myros is accordingly
represented by unconsumed stocks of bread. Thus:
1. In the first tale, myros comes into existence on the first day that the young
man haunted by dreams of saber-toothed tigers gathers more bread than he
consumes. On the day that he begins building his house, the stock of myros
consists of 10-days’ consumption of bread. At the end of the 10th day of
construction when the house is finished, the stock of bread has been reduced
to zero and there is accordingly no more myros in existence.
2. In the second tale, myros comes into existence when the leisure-loving young
woman begins accumulating a stock of bread to sustain her while she makes a
shovel. Myros consisting of 5-days’ consumption of bread is built up and then
subsequently invested in construction of the shovel. At the end of the 5-day
construction period, a shovel has come into being, but the myros which
provided for its construction has disappeared.
3. In the third tale, Georgia creates her first picture during her leisure time, so no
prior accumulation of myros is involved.6 However, myros does come into
existence when Georgia requires 2-days’ bread from Alfredo in exchange for
the picture that he wants her to create for him. The tale is silent as to what
Georgia does with the payment. If she should immediately take 2 days off
from gathering bread, then her 2 days of myros will be consumed. However, if
she should decide to keep her payment for a “rainy day,” then myros of 2-days’
consumption of bread will continue in existence.
4. In the fourth tale, myros comes into existence as Thomas accumulates a stock
of bread for “retirement.” At age 65, Thomas’s stock of myros consists of
100-days’ consumption of bread. If he lives 100 days after this, his myros will
have been exhausted, and he must resume daily visits to the bread mine. If he
dies before his 100-day stock of bread is consumed, then the myros which
remains can be passed on to his heirs.

5
The only exception is the first picture created by Georgia. However, this is an exception only
because Georgia chooses to create the picture during her regular leisure time. Had she done it
during food-gathering time, she also would have had to build up a store of bread to sustain her
while she created her picture.
6
Escape from an economic state of nature clearly requires the existence of labor time that is not
devoted to subsistence.
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In these stories, it should be obvious that myros comes into existence only when
more bread is gathered in a day than is consumed – i.e., only when there is saving.
Hence, myros is created only when there is production in excess of consumption. In
the stories, myros is used up: (1) in construction of a durable good (a house) which
provides consumption services in episode 1, (2) in investment in produced means of
production (a shovel) in episode 2, (3) in the acquisition of a work of art (a picture)
in episode 3, and (4) in eventual consumption in excess of production (consumption
during retirement) in episode 4.
The only use of myros that is not illustrated in the stories is the funding of current
production. However, this use of myros could easily be accommodated in episode 3
if Georgia were to begin devoting her food-gathering time each day to the creation
of pictures which are subsequently acquired by others in exchange for bread. The
pictures thus created can be viewed as representing part of current production. The
portion of bread received by Georgia which she consumes daily can then be seen as
representing myros, which funds (or “finances”) current production.
A major failing of current-day economic theory is that it does not allow for a
material role for money. The most sophisticated Walrasian general equilibrium
models, for example, remain at base models of barter economies, in that there is
nothing essential in the models, which depends upon the presence of money.7 I now
want to show, again in the context of the primitive island economy, that the concept
of myros provides a foundation for understanding how money can emerge in an
economy and also for understanding what is meant by a monetary economy.
Assume that a period of time has passed on the island and that a stock of 1,000days’ consumption of bread has been built up by the inhabitants. Unfortunately,
though, some new residents have put in an appearance on the island, namely, a
colony of rats! As the new residents’ appetites for mined bread become manifest, so
too does the need for some form of secure storage. One young man (whose name is
Fargo) seizes upon the idea of building a “safe,” which he then makes available (for
a small monthly payment in bread) to his fellow islanders for storing their stocks of
bread. Each individual who has bread in Fargo’s safe is given a receipt listing the
amount of bread that is in storage. By this time as well, quite a number of islanders
live in houses, many of whose walls are graced by pictures that have been painted
by Georgia. In fact, for some time Georgia’s paintings have been in such strong
demand that she now devotes all of her working time to the creation of pictures
which she subsequently exchanges for bread.
In fact, Georgia’s paintings are so popular that existing examples are traded (for
bread, of course) in a secondary market, and Georgia responds to this by regularly
raising her prices. Although payment for the pictures is always in bread, it soon
becomes apparent to those involved that bread removed from Fargo’s safe
for payment in exchange for pictures almost immediately returns to the safe,
so that transfer of ownership of the bread could be effected by the simple device

7

This failing has long been recognized by Clower (1967) and Hahn (1975) and others. See also the
recent series of papers by Kiyotaki and Wright (1989, 1991, 1993).
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of exchanging storage receipts or through written instructions to Fargo. As a
consequence, endorsed storage receipts and “checks” began circulating as “means
of payment” (i.e., money) in lieu of actual exchange of bread.
Because of the storage fees collected for use of his safe and the popularity of her
paintings, Fargo and Georgia become the wealthiest individuals on the island, and
each of them has amassed a stock of 100-days’ consumption of bread. At various
times in the past, both of them have made loans from their stocks to certain of their
fellow citizens so that they could build houses without having first to accumulate
the necessary stock of bread. The loans had always been repaid on schedule (with
interest). However, once storage receipts and “checks” started to circulate, Fargo
noticed that most of the bread in his safe, in fact, never left the premises. Accordingly, it occurred to him that he could begin making “house loans” from the bread
of others in his safe rather than from just his own stock. In doing this, Fargo was
aware that he was creating more claims to bread than there was actual bread on
deposit. But he was always prudent to limit the creation of excess claims to a small
fraction of the total, and there was never an instance of a requested delivery of bread
from storage that was not promptly honored.
In this tale:
A continuing pool of myros (bread) has come into existence.
Bread (or its surrogate in the form of storage receipts) has become the universally
accepted means of payment – money as a medium of exchange has emerged.
Four assets have come into being – bread, paintings, houses, and a safe (although
no transactions involving the trading of houses or the safe for bread are
mentioned as actually having occurred).
An institution which provides “safe-deposit boxes,” “checking accounts,” “mortgage loans” (together with “interest”), and “bank notes” has come into existence.
An institution for the creation of money has also come into existence.
Let us now take the tale a bit further. Let us suppose over a period of time that
Fargo, through his loan activities, has created bread claims totaling 2,000 days of
consumption, but that only 1,000 days of bread in fact exist. In normal circumstances,
this would not create any problems, for Fargo is always able to redeem in full any
claims that are presented for actual delivery of bread. However, suppose that there is
someone who is jealous of Fargo’s high standing in the island community and begins
to spread a nasty rumor (completely unfounded, of course) that Fargo has begun
living “high on the hog” and is consuming not only his own bread, but the bread of his
fellow citizens as well. Panic ensues, and individuals rush with their storage receipts
to get their bread from Fargo’s safe. There is a “bank run,” and Fargo is of course
forced to close his doors. Any existing storage receipts obviously become worthless.
In short, the primitive monetary system which had been established collapses.8

8
This contingency illustrates that, at base, money can be equated with “confidence.” Money can
come into existence ex vacuo through trust and can be annihilated by “anti-confidence.” A money
can accordingly fluctuate between being and nothingness.

