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           Money-Role of Money In Economic System    

Legal Tender and Fiat Money 

Sometimes a market-determined money is officially 

recognized as legal money by a government. Under 

some circumstances, goods that do not necessarily 

meet the five properties of optimal market-

determined money outlined above, can be used to 

fulfill the functions of money in an economy. 

Typically this involves a legal mandate to use a 

specific good as money (known as a legal tender 

law) or some kind of prohibition on the use of 

money (such as the use of cigarettes as a medium of 

exchange among prison inmates). Legal tender laws 

specify a certain good as legal money, which courts 

will recognize as a final means of payment in 

contracts and the legal means of settling tax bills. By 

default, the legal tender will typically be used as a 

medium of exchange by market participants within 

the political jurisdiction of the authority that declares 

it to be money. 

  



The term fiat money or fiat currency is generally 

associated with a classification of money that has 

been authorized for use by a country's government. 

Legal tender laws do not always adopt market-

determined money as legal tender. A new medium of 

exchange that does not serve any original non-

money use as an economic good can be imposed to 

replace market-determined money by legal 

declaration. This type of legal tender can also be 

called fiat money. Fiat money becomes a medium of 

exchange through legal imposition on the market, 

rather than through the process of adoption by the 

market for easing transactions. Fiat money often 

does not meet the general characteristics of money 

and the market-determined money that it replaces. 

Because the fiat money tends to be less suitable for 

use as money, market participants may be reluctant 

to adopt it as money. Prohibitions (or even 

confiscation) of market-based money are sometimes 

enacted as part of legal tender laws that impose fiat 

money on an economy. 

Fiat moneys can lead to increased economic 

transaction costs, market distortions, and unintended 

consequences to the extent that they do not meet the 



characteristics that make a particular good suitable 

to serve as money. For example, in modern times, 

most countries' legal tender moneys consistently lose 

value over time, sometimes rapidly, leading to the 

social costs associated with inflation. 

Governmental currencies fall under the category of 

fiat money. Internationally, the International 

Monetary Fund and World Bank serve as global 

watchdogs for the exchange of currencies between 

countries. Governments establish their own money 

system which is monitored primarily by the central 

bank and Treasury authorities. A governmental 

currency will have an intranational value and an 

international value. Established governmental 

currencies trade 24 hours a day seven days a week 

on the foreign exchange market, which is the largest 

financial trading market worldwide. Governments 

can establish formal and informal trade relations to 

peg currency values to one another for reduced 

volatility. Governmental currencies may also be 

free-floating. 

 


