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In his well-known paper "A Suggestion for Simplifying
the Theory of Money," Hicks (1935) said that the main
challenge facing monetary theory is to face up to the
frictions that lead people to hold low-yielding, monetary-like assets. Today I want to discuss ways of meeting a slightly revised version of that challenge: how do
we go about building models which have equilibria in
which some assets end up having a relatively low return?
One response is to say that it is easy to meet Hicks'
challenge. For example, a model in which the real value
of outside money is an argument of individuals' utility
functions or one in which holdings of outside money are
required to meet a Clower or cash-in-advance constraint will meet the challenge if the stock of outside
money is somehow limited. However, such ways of
meeting Hicks' challenge seem unconvincing.
Consider the money-in-the-utility-function model.
Suppose someone could issue liabilities backed by
holdings of interest-bearing securities that would compete with outside money in yielding utility. Such
liabilities could be sold at a price that implies a yield
lower than the market rate of interest on securities and
so earn a profit for the issuer. The same possibility
arises in the cash-in-advance model. As usually exposited (Helpman 1981 and Lucas 1982), in those
models individuals face a sequence of two constraints at

each date. First, outside money and securities are
traded. Then, outside money and goods are traded. But,
again, if securities bear interest and if someone in the
first market, the money-securities market, could issue
liabilities that would trade for goods in the second
market, then there are potential profits to be earned by
doing that. So we are left in these models with the
question: what thwarts these profit opportunities?
A boorish response to these concerns consists of
simply repeating the assumptions: utility functions include outside money, not an aggregate of outside and
inside money; trading in the goods market requires
outside money, not either outside or inside money. This
is a boorish response because it stops conversation and
leaves us at an impasse. A more forthcoming response
would display a willingness to discuss the properties of
outside money that allow it to yield utility or to be used
for goods purchases and that prevent inside money
from playing those roles. Perhaps it is because outside
money is trusted and inside money would not be. Or
perhaps such substitution of inside for outside money is
•Reprinted with permission from the Economic Journal, 1988, vol. 98, no.
390. © 1 9 8 8 Royal Economic Society, Basil Blackwell Ltd., Oxford and N e w
York. All rights reserved. This paper was presented as the Harry G. Johnson
Lecture at the 1987 Annual Conference of the Royal Economic Society and the
Association of University Teachers of Economics at the University College of
Wales, Aberystwyth.
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limited because the inside money issuers would want to
hold reserves in the form of outside money.
While more forthcoming, these responses are not
satisfactory. As usually exposited, both money-in-theutility-function and cash-in-advance models have perfect securities markets in which individuals can borrow
and lend. If trust is not a problem in those markets, why
is it a problem for securities that are going to be exchanged for goods? Nor does there seem to be a need
for inside money issuers to hold reserves in such models.
In them, all the inside money issues would come due at
the same time and could be paid from the proceeds of
the assets held as backing. Thus, on the face of it, there
is nothing in those models to explain imperfect substitution between outside and inside money.
The same difficulties arise in the context of models
with transactions costs imposed on various market
trades. Hicks (1935) seemed to advocate such an approach and, indeed, spelled out the main ingredients
of inventory models of money demand. But, in such
models also, questions about possible substitution of
inside for outside money are left unanswered.
It seems, therefore, that we should either abandon
the imperfect substitution of inside for outside money or
somehow be explicit about the barriers to such substitution and in so doing abandon the perfect securities
market assumption of those models. Either has important implications. The first turns those models into ones
that do not meet the Hicksian challenge. The second
gets us into a very different class of models in which,
among other things, propositions like Ricardian equivalence fail because the perfect credit market has been
abandoned. Today, I want to pursue the first route. My
suggestion—which in the title is referred to as an
oversimplifying suggestion—is that there are no natural
barriers that limit substitution between privately issued
inside money, on the one hand, and outside or government-issued money, on the other hand. To explain this
suggestion, I want to begin by describing in some detail
the kind of private intermediation envisaged by it.
The Oversimplification
The kind of rate-of-return discrepancies that concern
us are those between money-like assets and defaultfree securities. To begin, it is helpful to be specific and
talk about currency, on the one hand, and certain kinds
of government debt, on the other hand, debt which I will
treat as being nominally default free—that is, as being
sure titles to currency in the future. First, I want to
identify features of such debt that would seem to make
it a perfect substitute for currency. Then, given that
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actual debt does not satisfy those features, I want to
consider whether private intermediation could produce
those features.
Consider, then, government debt which is pure
discount debt, which is payable to the bearer, and which
has face values that match those of medium-sizedenomination currency. Let us also make this debt
portable so that although distinguishable from currency, say, by its color, it is of similar size and has similar
wear and tear properties. As described, this debt differs
from currency in only one objective respect; it consists
of promises to currency at or after some specified future
date, for example, a year from issue date. The question
before us is as follows: Conditional on such debt and
non-interest-bearing currency coexisting, what would
be the discount on the debt?
The answer I favor is that such debt, if it coexisted
with currency, would sell at face value, at no discount,
and be used interchangably with currency. A loose
argument for this answer goes like this. Consider first
what happens at maturity. At maturity this debt is a
demand claim on currency and, so, at that time becomes
equivalent to currency. Given what I assumed about its
physical characteristics, it should function as currency
from then on. Consider next what happens at a time
very close to the maturity date, so close that few if any
transactions occur between then and the maturity date.
If the debt was going at a discount then, almost
everyone would prefer it to acquiring actual currency at
that time, because the debt will appreciate and the
currency will not. Therefore, in order for such debt and
currency to coexist at that time, the debt must be
accepted at no discount. In other words, it takes on its
currency-like character at some time prior to maturity.
But if so, then we can repeat the argument and, working
backwards, conclude that the debt takes on its currency-like character when it is issued.
In the United States, which is the only country I know
a little about, the government does not issue the kind of
debt I just described. (Of course, if I am right in what I
just asserted, that is not at all surprising. Why go to so
much trouble to issue what turns out to be another form
of currency?) Until a few years ago, the United States
issued Treasury bills which were like the debt described
above except that they were issued in very large denominations, no smaller than $10,000. Now Treasury bills
are all book entry. The United States also issues some
small-denomination savings bonds, but these are explicitly nonnegotiable and, so, are certainly not payable to
the bearer.
Features like nonpayability to the bearer and large

