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According to what is becoming known as the legal restrictions 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 private financial intermediaries from issuing liabilities that,
like currency, are in small and standard denominations
and are payable to the bearer. Without such legal restrictions, the theory says, an upper bound on nominal interest 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 intermediation would set an upper bound on nominal interest rates.1 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.2
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
privatefirmsas perfect substitutes for government curren2

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
1
Casual 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.
2 For a more complete description of this theory and its implications, see
Wallace 1983.
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future, the coupons are claims to a dollar value of a limited
set of goods (the merchant's) at any time. The at-any-time,
or on-demand, feature of the coupons would seem to work
in their favor as potential substitutes for government
currency. But their explicit restriction to only particular
goods would seem to work against them. Thus, experiences with these coupons are not ideal experiments for
judging public acceptance of dated private notes backed
by default-free securities. The experiences should, nevertheless, provide some hints.
Moreover, the experiences with merchant coupons are
worth attention because these coupons are like dated,
backed private notes in a crucial way: their issue is a form
of intermediation between government currency and interest-bearing assets. This similarity may not be immediately apparent, but it can be seen by considering what the
no-profit condition implies for a merchant coupon scheme.
If a merchant's customers expected that the coupons
would circulate at face value, then sales of goods would
depend on net prices—gross prices minus the discount in
coupons. In such circumstances, the profit per period from
operating a coupon scheme would equal the interest the
merchant could earn on the amount of the discount not yet
claimed (the nominal interest rate times the average volume of coupons outstanding) minus the costs of operating the scheme. Thus, the equilibrium condition that it
not be profitable to expand such coupon schemes implies
that the costs of operating them would determine an upper
bound on nominal interest rates, a familiar conclusion.
Also familiar is the most controversial assumption behind
it: that the public would accept the privately issued substitute for government currency—here, merchant coupons—at face value.

the 5 percent discount and the issue of coupons. It would,
however, honor all existing coupons.
For our purposes, we would like to know whether
Steinberg coupons were used at face value for any
transactions beyond Steinberg's—to pay a taxi driver or
buy a newspaper, for example. As one might imagine,
determining this is not easy, and unfortunately, we can
offer no hard evidence. The best we can do is quote at
length from a newspaper story (Bryan 1983b) which
suggests that at least in their first month these coupons had
begun to be traded at face value in a significant number of
Canadian stores; in other words, they had begun to be
treated somewhat like a privately issued currency.
The coupon "money" that the Steinberg supermarket
chain introduced this month is being spent in record stores,
drugstores and at least one competing food chain, as other
retailers try to piggyback on the widely-advertised promotional scheme.
"A Steinberg coupon is cash. I have absolutely no qualms
about it," said Irving Heisler, president of the Discus chain
of 50 record stores.
Heisler began accepting the coupon money a few days
after Steinberg Inc. brought it out March 2, and now has "a
couple thousand dollars" worth stuffed into filing-cabinet
drawers at his company's St. Laurent headquarters.
The A & P food chain, with 15 Quebec supermarkets,
and Kane's Super Drug marts, with two Montreal stores,
have followed.
All three calculate that by accepting Steinberg money,
they will attract at least a few customers who wouldn't otherwise have come in. . . .
Discus, which is the only one of the three to have more
than a week's experience with the coupon money, believes
the move was a success. "It looks like we'll take them
forever," said Heisler.
A & P hopes not only to bring in new shoppers, but also to
reduce the number of its own customers who might make
purchases at Steinberg and then feel they should keep going
back so as not to waste the coupon money.

A Short-Lived Coupon Scheme . . .
One of our two Canadian coupon experiences lasted only
three months, but not because the public wouldn't accept
the coupons. On March 2,1983, Steinberg, Inc., the thirdlargest supermarket chain in Quebec, introduced an
across-the-board 5 percent rebate payable to all customers
in coupons. The immediate result was a price war among
supermarkets. On March 4,1983, Provigo, Inc., Quebec's
largest food chain, reacted by simply reducing all prices 6
percent Metro-Richelieu, Inc., the second-largest chain,
matched Steinberg's 5 percent discount by stamping cash
register receipts and offering 5 percent of the total as a
discount on future purchases. Because of large losses,
Steinberg's announced on June 1,1983, that it was ending

. . . And Quite a Long One
Our other Canadian coupon experience lasted much
longer than Steinberg's. In fact, the Canadian Tire
Corporation Limited is still operating a coupon system
which it began in 1958. The Toronto-based firm has 354
retail outlets sprinkled all over Canada. These outlets sell
primarily gasoline, but also hardware and sporting goods.
Although the precise details of the system differ from
province to province, in Quebec customers receive a 4
3

