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According to what is becoming known as the legal restric-
tions theory, both the potential level of nominal interest
rates and the potential effectiveness of open market
operations are closely linked to government rules that
prevent private currency-issue—that is, that prevent pri-
vate financial intermediaries from issuing liabilities that,
like currency, are in small and standard denominations
and are payable to the bearer. Without such legal re-

strictions, the theory says, an upper bound on nominal in- |

terest rates would be implied by the standard equilibrium
condition that arbitrage between government currency and
interest-bearing securities not be profitable. One form that
such arbitrage could take, if it were allowed, is the buying
of interest-bearing, nominally default-free securities and
the selling of small-denomination notes which promised to
pay the bearer government currency when the purchased
securities matured. If the public would accept such
backed, dated privately issued notes as perfect substitutes
for government currency (so that the former would not
bear interest if the latter did not), then the no-profit
condition implies that the costs of engaging in such in-
termediation would set an upper bound on nominal in-
terest rates.! If, moreover, those costs were the same for
the central bank as for private firms, then open market
operations would not affect the total amount of currency,
government and private, or anything else.?

Most would agree that the most questionable of the
assumptions behind these conclusions is that the public
would accept backed, dated currency-like notes offered by
private firms as perfect substitutes for government curren-

cy. That the public would do this is perhaps not obvious,
considering what are often described as past unhappy
experiences with private forms of currency. We will not
review that historical evidence here. Instead, we will
describe some fairly recent evidence on which we have
stumbled: reports of two experiences with a form of private
currency in Canada. The form of currency is a bit
unorthodox: coupons issued by retail businesses. The form
of evidence is unorthodox, too: primarily anecdotes,
reported in newspapers. However, these anecdotes can be
instructive. They seem to suggest that it would be unwise
to reject the legal restrictions theory because of a belief that
the public would reject privately issued currency.

Coupon-Issuing as Intermediation
The merchant coupons we will describe are somewhat
different from most coupons. They are denominated in
Canadian dollars, in small and standard sizes, and can be
used at any time at their face value to buy any goods
offered for sale by the issuing merchants. The coupons are
given to customers as a discount on their purchases.
These merchant coupons are also somewhat different
from the private currency described above. Instead of
being claims to government currency at some time in the

ICasual evidence concerning the costs of operating other kinds of financial
intermediaries and the costs of issuing and maintaining government currency
suggests that the upper bound would be about 1 percent per year or less.

2For a more complete description of this theory and its implications, see
Wallace 1983.







