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In h i s we l l known paper "A Suggest ion f o r S i m p l i f y i n g 

the Theory o f Money," H icks [1935] s a i d that the main cha l lenge 

f a c i n g monetary theory i s to face up to the f r i c t i o n s that lead 

people to ho ld l o w - y i e l d i n g mone ta ry - l i ke a s s e t s . Today I want to 

d i scuss ways o f meeting a s l i g h t l y r e v i s e d ve rs i on o f that c h a l 

lenge : How do we go about b u i l d i n g models which have e q u i l i b r i a 

i n which some a s s e t s end up having a r e l a t i v e l y low re turn? 

One response i s to say that i t i s easy to meet H i c k s ' 

cha l l enge . For example, a model in which the r e a l va lue o f ou t 

s ide money i s an argument o f i n d i v i d u a l s ' u t i l i t y f unc t i ons or one 

in which ho ld ings o f ou ts ide money are requ i red to meet a Clower 

or cash- in -advance c o n s t r a i n t w i l l meet the cha l lenge i f the s tock 

of ou ts ide money i s somehow l i m i t e d . However, such ways o f meet

ing H i c k s ' cha l lenge seem unconv inc ing . 

Consider the m o n e y - i n - t h e - u t i l i t y - f u n c t i o n model . 

Suppose someone could i s sue l i a b i l i t i e s backed by ho ld ings o f 

i n t e r e s t - b e a r i n g s e c u r i t i e s that would compete w i th ou ts ide money 

in y i e l d i n g u t i l i t y . Such l i a b i l i t i e s cou ld be s o l d a t a p r i c e 

that imp l ies a y i e l d lower than the market ra te o f i n t e r e s t on 

s e c u r i t i e s and so earn a p r o f i t fo r the i s s u e r . The same p o s s i 

b i l i t y a r i s e s in the cash- in -advance model. As u s u a l l y expos i ted 

(Helpman [1981] and Lucas [ 1 9 8 2 ] ) , in those models i n d i v i d u a l s 

face a sequence o f two c o n s t r a i n t s a t each da te . F i r s t , ou t s i de 

money and s e c u r i t i e s are t raded . Then, ou ts ide money and goods 

are t raded . But , a g a i n , i f s e c u r i t i e s bear i n t e r e s t and i f some

one i n the f i r s t market, the money -secu r i t i es market, cou ld i s sue 

l i a b i l i t i e s that would t rade fo r goods i n the second market, then 



there are p o t e n t i a l p r o f i t s to be earned by doing tha t . So we are 

l e f t in these models w i th the q u e s t i o n : What thwarts these p r o f i t 

o p p o r t u n i t i e s ? 

A boor i sh response to these concerns c o n s i s t s o f s imply 

repeat ing the assumpt ions: Outs ide money i s an argument o f u t i l 

i t y f unc t i ons not an aggregate o f ou ts ide and i n s i d e money; ou t 

s i de money i s needed in the goods market, not e i t h e r ou t s i de or 

i ns i de money. Th is i s a boo r i sh response, because i t s tops con

ve rsa t i on and leaves us a t an impasse. A more forthcoming r e 

sponse would d i s p l a y a w i l l i n g n e s s to d i scuss the p r o p e r t i e s o f 

ou ts ide money tha t a l low i t to y i e l d u t i l i t y or to be used fo r 

goods purchases and that prevent i n s i d e money from p l a y i n g those 

r o l e s . Perhaps i t i s because ou ts ide money i s t rus ted and i n s i d e 

money would not be. Or. perhaps such s u b s t i t u t i o n of i n s i d e fo r 

ou ts ide money i s l i m i t e d because the i n s i d e money i s s u e r s would 

want to ho ld reserves in the form of ou ts ide money. 

While more for thcoming, these responses are not s a t i s 

f a c t o r y . As u s u a l l y e x p o s i t e d , both m o n e y - i n - t h e - u t i l i t y func t ion 

and cash- in -advance models have p e r f e c t s e c u r i t i e s markets i n 

which i n d i v i d u a l s can borrow and l end . I f c rus t i s not a problem 

in those markets, why i s i t a problem for s e c u r i t i e s that are 

going to be exchanged fo r goods? Nor does there seem to be a need 

fo r i n s i d e money i s s u e r s to ho ld reserves in such models. In 

them, a l l the i n s i d e money i ssues would come due a t the same time 

and could be paid from the proceeds of the asse ts he ld as back

i n g . Thus, on the face o f i t , there i s noth ing in those models to 

exp la i n imperfect s u b s t i t u t i o n between ou ts ide and i n s i d e money. 



The same d i f f i c u l t i e s a r i s e in the context of models 

wi th t r a n s a c t i o n s cos ts imposed on va r ious market t r ades . H icks 

seemed to advocate such an approach and indeed s p e l l e d out the 

main i ng red ien t s o f inventory models o f money demand. But in such 

models a l s o , ques t ions about poss ib l e s u b s t i t u t i o n o f i n s i d e f o r 

ou ts ide money are l e f t unanswered. 

I t seems, t h e r e f o r e , that we should e i t h e r abandon the 

imperfect s u b s t i t u t i o n o f i ns ide f o r ou ts ide money or that we 

should somehow be e x p l i c i t about the b a r r i e r s to such s u b s t i t u t i o n 

and in so doing abandon the per fec t s e c u r i t i e s market assumption 

o f those models. E i t h e r has important i m p l i c a t i o n s . The f i r s t 

turns those models in to ones that do not meet the H i cks i an c h a l 

lenge. The second gets us in to a very d i f f e r e n t c l a s s o f models 

in which, among other t h i n g s , p ropos i t i ons l i k e R ica rd ian e q u i v a 

lence f a i l because the pe r fec t c r e d i t market has been abandoned. 

Today, I want to pursue the f i r s t rou te . My suggest ion—which i n 

the t i t l e i s r e f e r r e d to as an o v e r s i m p l i f y i n g s u g g e s t i o n — i s tha t 

there are no n a t u r a l b a r r i e r s that l i m i t s u b s t i t u t i o n between 

p r i v a t e l y issued i n s i d e money, on the one hand, and ou ts ide or 

government i ssued money, on the other hand. To e x p l a i n i t , I want 

to begin by d e s c r i b i n g in some d e t a i l the k ind o f p r i v a t e i n t e r 

mediat ion envisaged by t h i s sugges t ion . 

I. The O v e r s i m p l i f i c a t i o n 

The k ind o f r a t e - o f - r e t u r n d i s c r e p a n c i e s tha t concern us 

are those between money- l ike asse ts and d e f a u l t - f r e e s e c u r i t i e s . 

To beg in , i t i s h e l p f u l to be s p e c i f i c and t a l k about cu r rency , on 

the one hand, and c e r t a i n k inds of government debt , on the other 
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hand, debt which I w i l l t r e a t as being nominal ly d e f a u l t f r e e — 

that i s , as being sure t i t l e s to currency i n the f u t u r e . F i r s t , I 

want to i d e n t i f y fea tu res of such debt that would seem to make i t 

a p e r f e c t s u b s t i t u t e f o r cur rency . Then, g iven that a c t u a l debt 

does not s a t i s f y those f e a t u r e s , I want to cons ider whether p r i 

vate in te rmed ia t ion cou ld produce those f e a t u r e s . 

Cons ide r , then, government debt which i s pure d i scoun t 

debt , which i s p a y a b l e - t o - t h e - b e a r e r , and whose face va lues match 

those o f medium-size denomination cur rency . Let us a l s o make t h i s 

debt po r tab le so that a l though d i s t i n g u i s h a b l e from cur rency , say , 

by i t s c o l o r , i t i s o f s i m i l a r s i z e and has s i m i l a r wear and tear 

p r o p e r t i e s . As d e s c r i b e d , t h i s debt d i f f e r s from currency in on ly 

one o b j e c t i v e r e s p e c t ; i t c o n s i s t s of promises to currency a t or 

a f t e r some s p e c i f i e d fu ture d a t e , f o r example, a year from i ssue 

da te . The quest ion before us i s as f o l l o w s : C o n d i t i o n a l on such 

debt and non in te res t bear ing currency c o e x i s t i n g , what would be 

the d iscount on the debt? 

The answer I favor i s that such debt , i f i t c o e x i s t e d 

w i th cur rency , would s e l l a t face va lue , at no d i scoun t , and be 

used in terchangably wi th cu r rency . A loose argument fo r t h i s 

answer goes l i k e t h i s . Consider f i r s t what happens a t m a t u r i t y . 

At matur i ty t h i s debt i s a demand c la im on currency and, s o , a t 

tha t time becomes equ iva len t to cur rency . Given what I assumed 

about i t s p h y s i c a l c h a r a c t e r i s t i c s , i t should f unc t i on as cur rency 

from then on. Consider next , what happens a t a time very c l o s e to 

the matur i ty da te , so c l ose that few i f any t r a n s a c t i o n s occur 

between then and the matu r i t y da te . I f the debt was go ing a t a 
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d iscount then, almost everyone would p re fe r i t to a c q u i r i n g a c t u a l 

currency at that t ime, because the debt w i l l app rec ia te and the 

currency w i l l no t . There fo re , in order f o r such debt and currency 

to c o e x i s t a t tha t t ime, the debt must be accepted at no d i s 

count. In o ther words, i t takes on i t s c u r r e n c y - l i k e charac te r a t 

some time p r i o r to ma tu r i t y . But i f so , then we can repeat the 

argument and, working backwards, conclude that the debt takes on 

i t s c u r r e n c y - l i k e charac te r when i t i s i s s u e d . 

In the Uni ted S t a t e s , which i s the on ly country I know a 

l i t t l e about , the government does not i ssue the k ind o f debt I 

j u s t d e s c r i b e d . (Of course , i f I am r i g h t i n what I j u s t a s 

s e r t e d , that is not a t a l l s u r p r i s i n g . Why go to so much t roub le 

to issue what tu rns out to be another form o f cur rency?) U n t i l a 

few years ago, the Uni ted S ta tes issued Treasury b i l l s which were 

l i k e the debt desc r ibed above except that they were issued in very 

la rge denominat ions, no sma l le r than $10,000. Now Treasury b i l l s 

are a l l book en t r y . The Un i ted S ta tes a l s o i ssues some s m a l l -

denomination Savings bonds, but these are e x p l i c i t l y nonnegot iab le 

and, s o , are c e r t a i n l y not p a y a b l e - t o - t h e - b e a r e r . 

Features l i k e n o n p a y a b i l i t y - t o - t h e - b e a r e r and l a r g e -

denomination are enough to e x p l a i n why an i n d i v i d u a l does not 

regard such s e c u r i t i e s as c l o s e s u b s t i t u t e s f o r the smal l amounts 

of currency that i n d i v i d u a l s t y p i c a l l y h o l d . But s topp ing there 

and say ing that that exp la i ns why the debt can bear s u b s t a n t i a l 

i n t e r e s t would be l i k e say ing that a very l a r g e per-pound d i scoun t 

on s a l t purchased in hundred pound sacks i s exp la ined by the f a c t 

that most people c a n ' t l i f t a hundred pounds. An adequate e x p l a -
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na t ion should take i n t o account that the best way to break hundred 

pound sacks in to reasonably s i z e d packages does not i nvo lve each 

i n d i v i d u a l doing i t a t home in h i s or her k i t c h e n . Ana logous ly , 

the best way for s u b s t i t u t i o n between government i n t e r e s t bear ing 

debt and government currency to occur may not be by having i n d i 

v i d u a l s do i t d i r e c t l y , but , i n s t e a d , through the a c t i v i t i e s o f 

f i n a n c i a l i n t e r m e d i a r i e s . 

Suppose, then, that government debt i s l i k e U.S. T r e a 

sury b i l l s - - l a r g e - d e n o m i n a t i o n , pure-d iscount debt—and cons ide r a 

f i n a n c i a l in termediary that operates as f o l l o w s . It i s l i k e a 

money-market mutual fund i n that i t ho lds on ly Treasury b i l l s as 

a s s e t s . I t s l i a b i l i t i e s , however, are designed to compete w i th 

government cur rency—they are smal l denominat ion, payable to the 

beare r , d iscount s e c u r i t i e s issued in m a t u r i t i e s that match those 

of the Treasury b i l l s h e l d . Such an in termediary i s p e r f e c t l y 

hedged so tha t f raud a s i d e and even wi thout r e s e r v e s , i t s notes 

are as sa fe as the s e c u r i t i e s i t ho lds as backing f o r them. 

The re fo re , i f we cont inue to a b s t r a c t from f r a u d , such an a c t i v i t y 

g i ves r i s e to the same s i t u a t i o n as p r e v a i l s i f the government 

i t s e l f i ssues smal l -denomina t ion , bearer s e c u r i t i e s . I f we sup

pose t h a t , as par t o f i t s bus iness , t h i s in termediary takes 

a c t i o n s that prevent f r a u d , then I conc lude, e x a c t l y as I d i d f o r 

sma l l -denomina t ion , bearer s e c u r i t i e s issued by the government, 

tha t the bearer notes issued by such i n te rmed ia r i es would s e l l a t 

par and be used in terchangab ly w i th cu r rency , i f the two were to 

c o e x i s t . 
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S ince the revenue fo r t h i s in te rmed ia t ion bus iness comes 

from buying d e f a u l t - f r e e s e c u r i t i e s a t a d iscount and i s s u i n g 

bearer notes at pa r , in an e q u i l i b r i u m wi th f ree ent ry the d i s 

count on d e f a u l t - f r e e s e c u r i t i e s l i k e Treasury b i l l s must be sma l l 

enough so that i t i s not p r o f i t a b l e to expand t h i s a c t i v i t y . That 

i s the case when the d iscount i s j u s t s u f f i c i e n t to cover the 

cos ts of engaging in the bus iness . In o ther words, in the p r e s 

ence of such i n t e rmed ia t i on , i f currency and government debt o f 

the Treasury b i l l k ind are to c o e x i s t , then the y i e l d or nominal 

ra te o f re tu rn on the l a t t e r i s bounded above by the l e a s t c o s t l y 

way o f opera t ing such a f i n a n c i a l i n te rmed ia t ion b u s i n e s s . 

Rough es t imates o f the magnitude o f t h i s cos t can be 

i n fe r red from two sou rces : the cos t o f opera t ing f i n a n c i a l i n t e r 

mediar ies in e x i s t i n g in termediary a c t i v i t i e s and the cos t o f 

ma in ta in ing cu r rency . Many f i n a n c i a l intermediaries—common s tock 

and money market mutual funds—operate a t spreads o f one percent 

or l e s s . As fo r the cos t of ma in ta in ing cu r rency , in the Uni ted 

S t a t e s , fo r a l l but the sma l l es t denominations the cost i s l e s s 

than one percent o f the outs tand ing s tock . These observa t ions 

suggest that the upper bound on nominal i n t e r e s t ra tes imp l ied by 

our h y p o t h e t i c a l i n te rmed ia t ion i s qu i t e low, on the order of one 

or two percent per yea r . 

We gene ra l l y do not observe nominal i n t e r e s t ra tes 

s a t i s f y i n g such a bound. Nor do we gene ra l l y observe the k ind o f 

in te rmed ia t ion I j u s t d e s c r i b e d . An obvious exp lana t ion o f the 

l a t t e r i s that i t i s e x p l i c i t l y p roh ib i t ed in most c o u n t r i e s and 

has been a t most t imes . I suspect that most coun t r i es have laws 
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or r e g u l a t i o n s that i n in ten t and e f f e c t are s i m i l a r to those o f 

the f o l l o w i n g Canadian s t a t u t e : 

Every bank or o ther person who issues or r e i s s u e s , 

makes, draws or endorses any b i l l , bond, note , check 

or o ther ins t rument , intended to c i r c u l a t e as money, 

or to be used as a s u b s t i t u t e f o r money, i s g u i l t y o f 

an o f fense aga ins t t h i s a c t . (Banks and banking law 

r e v i s i o n a c t , 1980, 29, E l i z . 2 , C .40 , S 311 .1 . ) 

The o v e r s i m p l i f y i n g suggest ion a s c r i b e s to such r e s t r i c t i o n s the 

fac t that nominal i n t e r e s t ra tes do not always s a t i s f y some low 

upper bound. 

I I . Some P o s i t i v e Imp l i ca t i ons o f the Suggest ion 

Now I want to desc r i be some o f the p o s i t i v e i m p l i c a t i o n s 

of t h i s sugges t i on . The sharp i m p l i c a t i o n s are those that are 

imp l ied under l a i s s e z - f a i r e in i n te rmed ia t i on . They f o l l ow from 

not ing that w i th nominal i n t e r e s t r a t e s bounded above by some 

ra ther low cons tan t , r e a l re tu rns on a l l a s s e t s , i n c l u d i n g those 

on ob jec t s we choose to c a l l monies, must move toge ther . Another 

way to put t h i s i s that under l a i s s e z - f a i r e , an attempt to e x p l a i n 

the va lues o f a l l asse ts by s t o r e - o f - v a l u e c o n s i d e r a t i o n s should 

work w e l l . 

In some regards , a world wi th r e a l re tu rns on a l l a s s e t s 

fo rced i n t o approximate e q u a l i t y seems b i z a r r e . I t i s e i t h e r a 

world in which currency as we know i t — n o n i n t e r e s t bear ing c u r 

rency—cont inues to be valued and a l l r e a l re tu rns are d r i v e n down 

to approx imate ly tha t on such cu r rency , or i t i s a wor ld in which 

currency as we know i t d isappears and the currency we use i s 
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d i f f e r e n t s t u f f , perhaps c la ims denominated i n terms o f some 

commodity l i k e ounces of g o l d , and paying i n t e r e s t , perhaps by 

s e l l i n g a t a d iscount and app rec ia t i ng as a matu r i t y date i s 

approached. Such extreme p o s s i b i l i t i e s were desc r ibed by 

Samuelson who, however, was not t h i nk i ng o f approximate r a t e - o f -

re tu rn e q u a l i t y being produced s imply by l a i s s e z - f a i r e i n i n t e r 

mediat ion : 

I t i s t rue that in a wor ld i n v o l v i n g no t r a n s a c t i o n 

f r i c t i o n and no u n c e r t a i n t y , there would be no reason 

fo r a spread between the y i e l d on any two a s s e t s , and 

hence there would be no d i f f e r e n c e in the y i e l d on 

money and on s e c u r i t i e s . H icks conc ludes , t h e r e f o r e , 

that s e c u r i t i e s w i l l not bear i n t e r e s t but w i l l accom

modate themselves to the y i e l d on money. I t i s e q u a l 

ly p o s s i b l e and more i l l u m i n a t i n g to suppose tha t 

under these cond i t i ons money ad jus ts i t s e l f to the 

y i e l d o f s e c u r i t i e s . In f a c t , in such a wor ld s e c u r i 

t i e s themselves would c i r c u l a t e as money and be a c 

ceptab le in t r a n s a c t i o n s ; demand bank depos i t s would 

bear i n t e r e s t , j u s t as they o f ten d i d in t h i s country 

i n the per iod o f the twen t ies . And i f money could not 

make the adjustment, as in the case of metal counters 

which A r i s t o t l e t e l l s us are ba r ren , i t would pass out 

o f use, wi ther away and d i e , become a f ree good. 

[ 1947 , p. 123. ] 

Each p o s s i b i l i t y may we l l seem s t range . The view 

Samuelson favored seems st range because we may have d i f f i c u l t y 

conce iv ing of what i s , in e f f e c t , a cash less s o c i e t y w i th a l l 

t r ansac t i ons being accompl ished by the use of i n t e r e s t - b e a r i n g 

ins t ruments . While we can e a s i l y conceive o f the widespread use 
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of deb i t cards w i th d e b i t s and c r e d i t s made aga ins t i n t e r e s t -

bear ing accoun ts , we may wonder about t h e i r use in a l l t r a n s 

a c t i o n s . Wouldn' t there remain a demand fo r c u r r e n c y - l i k e ob

j e c t s , a t l e a s t f o r sma l l t r ansac t i ons? And fo r smal l t r a n s 

a c t i o n s , wouldn ' t i t be c o s t l y and bothersome to have these ob 

j e c t s be i n t e r e s t - b e a r i n g ? I f we answer a f f i r m a t i v e l y , then we 

ought to e n t e r t a i n the H i cks i an view tha t a l l y i e l d s f a l l to the 

y i e l d on cu r rency—net , however, o f the cos ts o f producing and 

ma in ta in ing the cur rency . In t h i s rega rd , i t should be noted tha t 

smal l denomination currency i s somewhat c o s t l y to produce and 

ma in ta in . In the U . S . , fo r example, the cos t o f ma in ta in ing the 

stock o f one d o l l a r b i l l s — w h i c h remains in the form o f paper 

desp i te at tempts to in t roduce a one d o l l a r c o i n — i s approx imate ly 

three percent o f the stock per yea r . Thus, i f currency c o n s i s t s 

e n t i r e l y o f q u i t e smal l denomination o b j e c t s , nominal i n t e r e s t 

ra tes h igher than the 1 percent or 2 percent mentioned above are 

c o n s i s t e n t w i th l a i s s e z - f a i r e in i n t e rmed ia t i on . There a r e , 

moreover, o ther grounds fo r not d i s m i s s i n g too q u i c k l y the 

H icks ian view t h a t , absent f r i c t i o n s , r e a l re tu rns would f a l l to 

the y i e l d on cu r rency . Although most economists tend to th ink in 

terms of in te r tempora l m o d e l s — s p e c i f i c a t i o n s of p re ferences 

and/or t echno log i es—cons i s t en t wi th the Samuelson v iew, the 

evidence i s f a r from c l e a r - c u t . 

In the Uni ted S t a t e s , there have been long pe r iods o f 

very low nominal i n t e r e s t r a t e s . One such per iod was 1865 to 

1913. During t h i s p e r i o d , Na t i ona l Banks could i ssue notes p ro 

vided they he ld as back ing c e r t a i n e l i g i b l e government bonds. 
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S ince these notes c i r c u l a t e d as non in te res t bear ing cu r rency , i t 

i s to be expected that the y i e l d on the e l i g i b l e bonds would have 

been d r i ven down to a l e v e l c o n s i s t e n t w i th zero p r o f i t s on a d d i 

t i o n a l note i s s u e . Y i e l d s on e l i g i b l e bonds were q u i t e low 

throughout the p e r i o d . Moreover, throughout the p e r i o d , some o f 

the bonds e l i g i b l e to be used as backing were he ld by the nonbank 

p u b l i c , imp ly ing that market i n t e r e s t ra tes in genera l were t i e d 

to the y i e l d s on those e l i g i b l e bonds. I t i s a l s o to be noted 

that the per iod inc luded both d e f l a t i o n and i n f l a t i o n — d e f l a t i o n 

from about 1873 to 1896, i n f l a t i o n a t about two percent per year 

form 1896 to 1913. Th is suggests that r e a l re tu rns were a d j u s t i n g 

to the r e a l re turn on cur rency . Another per iod o f very low nomi

na l i n t e r e s t ra tes in the Uni ted S ta tes began in the 1930's and 

ended in the ea r l y 1950s . 

Another k ind o f evidence that bears on whether p r e f e r 

ences and techno log ies are c o n s i s t e n t wi th a l l re tu rns f a l l i n g to 

the re tu rn on currency concerns ho ld ings of g o l d . There i s con

s i d e r a b l e casua l ev idence that some gold has almost always been 

he ld pure ly as a s to re of va lue . C e r t a i n l y , go ld i s being he ld as 

a s to re o f va lue today. Th is imp l i es that pre ferences and t e c h 

no log ies are now c o n s i s t e n t w i th the r a t e - o f - r e t u r n on go ld h o l d 

ing i t s own v i s - a - v i s that on other a s s e t s . That being so , i t 

seems f a r fetched to say that these cond i t i ons d i d not ho ld a t 

other times—when gold happened to a l s o serve as a medium o f 

exchange. 
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I I I . Some Normative Imp l i ca t i ons o f the Suggest ion 

I w i l l now apply the H i cks i an v i s i o n o f a wor ld wi thout 

f r i c t i o n s - - w h i c h I i n t e r p r e t as a r i s i n g e n t i r e l y from l a i s s e z -

f a i r e in i n te rmed ia t i on—to cons ider two long -s tand ing i ssues in 

monetary economics: the we l fa re e f f e c t s o f i n f l a t i o n and the 

i n e f f i c i e n c y o f commodity money. To do t h i s one needs an i n t e r 

temporal model which permits there to be e q u i l i b r i a in which a l l 

r e a l re tu rns are equal to the re tu rn on money. Over lapp ing gener

a t i o n s models permi t t h i s to happen and the r e s u l t s I w i l l be 

d i s c u s s i n g should be understood as a r i s i n g in the contex t o f such 

models. 

As regards to the i n e f f i c i e n c y o f commodity money, i t i s 

h e l p f u l to r e c a l l Fr iedman's remark which, paraphras ing s l i g h t l y , 

13 a3 f o l l o w s : Why expend resources to d i g up go ld s imply in 

order to put i t in a bank v a u l t [ I960, p. 5 ] . Th i s remark cap

tures the i n e f f i c i e n c y o f a commodity money i f the on ly use o f 

go ld once i t i s dug up i s as an a s s e t . In t h i s case , the go ld i s 

a c o s t l y to produce ou ts ide money and the i n e f f i c i e n c y i s measured 

by the resources used in d igg ing i t up. I f , however, go ld has 

other p o t e n t i a l uses , as an input i n to the product ion o f th ings 

that y i e l d u t i l i t y , then mat ters are l e s s s t r a i g h t f o r w a r d . I f i t 

i s assumed that t u rn ing go ld in to a u t i l i t y - y i e l d i n g use now 

i n t e r f e r e s w i th doing so a t a l a t e r t ime, then the above p a r a 

phrase captures the i n e f f i c i e n c y o f commodity money only i f i t i s 

i n te rp re ted to mean that the go ld remains i n the vau l t f o r e v e r . 

An extreme technology of t h i s s o r t was assumed in Sargent and 

Wal lace [ 1 9 8 3 ] . We assumed that go ld cou ld a t any t ime be turned 
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in to a nondurable consumption good, but that each u n i t o f go ld 

cou ld be used t h i s way on ly once. With t h i s s o r t o f technology 

and wi th go ld ho ld ing i t s own in terms o f ra te o f r e t u r n , there i s 

nothing i n e f f i c i e n t or even subopt imal about an e q u i l i b r i u m path 

in which go ld i s he ld fo r a f i n i t e number o f per iods and then 

turned in to consumption. Hold ing i t fo rever i s i n e f f i c i e n t , 

because then there i s some consumption which i s s a c r i f i c e d . 

No t i ce that on t h i s i n t e r p r e t a t i o n o f the i n e f f i c i e n c y 

o f commodity money, the i n e f f i c i e n c y i s imp l ied by an assumption 

about a l t e r n a t i v e uses o f go ld and the ho ld ing of go ld f o reve r and 

that i t a p p l i e s whether or not go ld i s a commodity money in the 

usual sense. Thus, i f we i n t e r p r e t our world economy today as on 

a path where go ld w i l l be he ld in v a u l t s f o r e v e r , then we would 

conclude tha t that path i3 i n e f f i c i e n t . Th i s bas i s fo r a t t r i b u t 

ing i n e f f i c i e n c y to the ho ld ing o f go ld in v a u l t s p rov ides grounds 

fo r i n d i c t i n g a formal commodity money system on ly i f we th ink 

that even more go ld would be he ld permanently in v a u l t s under such 

a system. 

A s i m i l a r p rov i so a r i s e s regard ing the we l fa re e f f e c t s 

o f i n f l a t i o n in a wor ld wi th f i a t money in which we regard i n f l a 

t i o n as being produced by money-f inanced d e f i c i t s . With money 

ho ld ing i t s own in terms of ra te o f r e t u r n , the usua l wedge-type 

arguments regard ing i n e f f i c i e n c y do not app l y . Ins tead , n o n o p t i -

m a l i t y a r i s e s from a l l r e a l re tu rns being d r i ven down below the 

na tu ra l growth ra te permanent ly. In the contex t o f a model w i th 

the usua l one good n e o c l a s s i c a l techno logy , nonop t ima l i t y i s 

synonymous w i th a Tob in-Mundel l e f f e c t that d r i v e s the c a p i t a l 
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labor r a t i o beyond the golden ru l e po in t permanent ly. With money 

ho ld ing i t s own in terms o f ra te o f r e t u r n , no d i s t o r t i o n accompa

n ies an i n f l a t i o n known to be temporary. 

F i n a l l y , I want to say a word about the i m p l i c a t i o n s of 

the view I have been d i s c u s s i n g f o r open-market ope ra t i ons . Mot 

s u r p r i s i n g l y , the view I have been d i s c u s s i n g leaves l i t t l e scope 

fo r monetary p o l i c y in the sense of open-market o p e r a t i o n s . With 

p r i v a t e in te rmed ia t ion keeping nominal i n t e r e s t ra tes low, i t i s 

as i f we have a l i q u i d i t y t r a p , w i th the t r ap produced through 

v a r i a t i o n s in the amount o f p r i v a t e l y supp l i ed i n s i d e money. 

A more d e t a i l e d p i c t u r e of t h i s l ack o f scope fo r open-

market opera t ions would go as f o l l o w s . Suppose the money c o n s i s t s 

o f sma l l denominat ion, payab le - to -beare r no tes , and suppose there 

i s a common and constant average-cos t technology f o r producing and 

ma in ta in ing such notes—common to both the government and the 

p r i v a t e s e c t o r . Then, an open-market ope ra t i on would do no more 

than s h i f t the l o c a t i o n o f the i n te rmed ia t i on between the p r i v a t e 

sec to r and the government or c e n t r a l bank. I t would a f f e c t 

ne i t he r i n t e r e s t r a t e s , the p r i c e l e v e l , nor any th ing e l s e . In 

p a r t i c u l a r , there would not be any e f f e c t s on the government 's 

budgetary p o s i t i o n . Thus, f o r example, i f the government expands 

i t s i n t e r m e d i a t i o n , then i t s i n t e r e s t payments to the p u b l i c f a l l , 

but the sav ings in i n t e r e s t payments are j u s t matched by the 

increased cos t s o f ma in ta in ing the h igher r e a l s tock o f government 

cur rency . 

Now, admi t t ed l y , the common constant average cos t a s 

sumption seems f a r f e t c h e d . I t i s , perhaps, more p l a u s i b l e that 
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the p r o v i s i o n o f sma l l denominat ion, bearer notes i s a dec reas ing 

cos t ac t i v i t y—maybe because the cos t o f i n h i b i t i n g c o u n t e r f e i t i n g 

does not r i s e in p ropor t i on of the va lue o f notes ou t s t and ing . 

While such cons ide ra t i ons may j u s t i f y a government monopoly on 

currency i s s u e , they suggest that the problem o f how the monopoly 

should be managed resembles the analogous problem fo r o ther 

decreas ing cos ts i n d u s t r i e s . 

IV. Lega l R e s t r i c t i o n s 

So fa r I have been d i s c u s s i n g what the o v e r s i m p l i f y i n g 

suggest ion says would occur under l a i s s e z - f a i r e . Now I want to 

d i s c u s s why we hard ly ever observe l a i s s e z - f a i r e in i n te rmed ia 

t ion—why l e g a l r e s t r i c t i o n s have been so p r e v a l e n t . 

One obvious mot i va t ion f o r l e g a l r e s t r i c t i o n s on p r i v a t e 

in te rmed ia t ion i s to enhance se ign io rage p o s s i b i l i t i e s by i n c r e a s 

ing the demand fo r government cu r rency . Many o f the l e g a l r e 

s t r i c t i o n s in p lace i n the wor ld today seem mot ivated by tha t 

cons i d e r a t i o n . 

A r e l a t e d , but more sub t l e mo t i va t i on fo r l e g a l r e s t r i c 

t i o n s a r i s e s in s e t t i n g s i n which there i s a p o t e n t i a l fo r ea rn ing 

se ign io rage not only on cu r rency , but a l s o on other government 

l i a b i l i t i e s . There i s such a p o t e n t i a l i f the government can s e l l 

bonds wi th a r e a l re turn l e s s than the growth r a t e . 3ryant and 

Wal lace [1984] descr ibed one such s e t t i n g - - a s t a t i o n a r y , pure 

exchange, over lapp ing genera t ions model in which a l l p r i v a t e 

sav ing ends up being in the form of government l i a b i l i t i e s . They 

showed that i f a p o s i t i v e r e a l d e f i c i t cou ld be f inanced by money 

issue o n l y , the usua l k ind of s e i g n i o r a g e , then there are Pare to 
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Super ior e q u i l i b r i a that have the same d e f i c i t being f inanced 

p a r t l y by bonds. The bonds are l a rge denomination s e c u r i t i e s 

whose presence a long wi th that of d i v i s i b l e money imp l i es tha t 

savers face a nonconstant re tu rn schedule on s a v i n g s , a schedule 

which i s i n c r e a s i n g i n the amount saved. Th i s nonconstant sched

u l e , which i s synonymous w i th p r i c e d i s c r i m i n a t i o n , a l l ows fo r 

be t te r outcomes, g iven that the constant schedule would i t s e l f be 

d i s t o r t i n g because a p o s i t i v e d e f i c i t i s being f i n a n c e d . The 

nonconstant schedule i s achieved by bonds which are a v a i l a b l e on ly 

in a minimum denomination and which pay a h igher r a t e - o f - r e t u r n 

than that on d i v i s i b l e currency and by a l e g a l r e s t r i c t i o n aga ins t 

i n te rmed ia t ion of government bonds. The l e g a l r e s t r i c t i o n p r e 

vents savers from g e t t i n g together and sha r i ng the l a rge denom

ina t i on bonds. I f they c o u l d , then accord ing to the model, on ly a 

constant re turn schedule on government l i a b i l i t i e s would be p o s s i 

b l e . 

Se ign io rage does not , however, seem to mot ivate a l l 

a c t u a l and suggested l e g a l r e s t r i c t i o n s on p r i v a t e i n te rmed ia 

t i o n . I t d i d not mot ivate Adam Smi th ' s p roposa ls that p r i v a t e 

banks be a l lowed to i ssue notes on ly in some s u b s t a n t i a l minimum 

denomination and only notes payable upon demand. Nor d id i t 

mot ivate p roposa ls in the Uni ted S ta tes fo r h igh requ i red reserves 

behind demand depos i t s or note i s s u e s . And i t d i d not seem to 

mot ivate Eng land 's Bank Char ter Ac t , o f ten c a l l e d P e e l ' s Ac t , 

which gave the Bank o f England a monopoly on note i ssue and set a 

marginal 100 percent reserve requirement aga ins t note i s s u e . In a 

paper somewhat i n a p t l y e n t i t l e d "The Real B i l l s Doc t r ine Versus 
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the Quant i ty Theory: a R e c o n s i d e r a t i o n , " Sargent and Wal lace 

[1982] poked fun a t r e s t r i c t i o n s l i k e those imposed by P e e l ' s 

Ac t . We d id so by i n t e r p r e t i n g the goal o f the r e s t r i c t i o n s to be 

p r i c e s t a b i l i t y and the r e s t r i c t i o n s themselves to be ones that 

fo rce sav ings instruments fo r sma l l savers to be 100 percent 

backed by ou ts ide money. In the contex t o f an over lapp ing genera

t i ons model, we imposed an endowment pa t te rn that imp l ied a f l u c 

t ua t i ng demand fo r p r i v a t e c r e d i t and showed that the r e s t r i c t i o n s 

would indeed s t a b i l i z e the p r i c e l e v e l . They d i d so by sepa ra t i ng 

the market f o r money, which had a s t a b l e demand under the r e s t r i c 

t i o n s , from the market f o r c r e d i t which had a f l u c t u a t i n g de

mand. However, and t h i s i s the sense in which we poked fun at the 

r e s t r i c t i o n s , t h i s s t ab l e p r i c e l e v e l outcome, which i s accompa

nied by a f l u c t u a t i n g nominal i n t e r e s t r a t e , i s not Pareto 

Opt ima l . In c o n t r a s t , absent the r e s t r i c t i o n s , there i s an e q u i 

l i b r i u m wi th a f l u c t u a t i n g p r i c e l e v e l which i s Pareto Op t ima l . 

Of course , i t i s p o s s i b l e that our model was miss ing 

c r u c i a l f ea tu res tha t j u s t i f y the r e s t r i c t i o n s imposed by P e e l ' s 

Ac t . Jevons in Money and the Mechanism o f Exchange attempted to 

defend P e e l ' s Ac t : 

The ob jec to r s to the Bank Char te r Act urge that we 

want more cu r rency , but they cannot r e a l l y mean more 

m e t a l l i c cu r rency . We must not look to changes i n the 

law to inc rease the amount o f spec ie i n the count ry , 

and, as I have remarked, any one can get sovere igns i f 

he has the needfu l go ld . . .Wha t the currency t h e o r i s t s 

want, then, i s not more g o l d , but more promises to pay 

g o l d . The Free-Bank ing School e s p e c i a l l y argue that 

i t i s among the elementary r i g h t s o f an i n d i v i d u a l to 
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make promises, and tha t each banker should be a l lowed 

to issue as many notes as he can get h i s customers to 

t ake , keeping such a reserve of m e t a l l i c money, as he 

th inks in h i s own p r i v a t e d i s c r e t i o n , s u f f i c i e n t to 

enable him to redeem h i s promises. But t h i s f ree 

i ssue o f paper r e p r e s e n t a t i v e money does not a t a l l 

meet the d i f f i c u l t y of the money market, which i s a 

want o f g o l d , not o f paper; on the con t ra ry , an un

l i m i t e d i ssue o f paper would tend to reduce the 

a l ready narrow margin o f go ld upon which we e rec t an 

enormous system o f t r ade . [1918, pp. 307-8. ] 

Jevons was r i g h t i n say ing tha t the f ree banking schoo l wanted 

more promises to pay g o l d . He may have been wrong i n denying tha t 

such promises cou ld meet the needs o f the money market. The model 

j u s t d i s cussed has v a r i a b l e needs in the money market, which cou ld 

a r i s e from e i t h e r a f l u c t u a t i n g demand fo r c u r r e n c y - l i k e a s s e t s or 

from a f l u c t u a t i n g demand fo r c r e d i t . In i t , a l l o w i n g c r e d i t 

inst ruments to take a c u r r e n c y - l i k e form would f i l l the needs o f 

the money market. Admi t ted ly , however, i f f l u c t u a t i o n s in the 

needs of the money market a r i s e in o ther ways - - fo r example, from 

f l u c t u a t i o n s in the degree to which promises to pay go ld are 

t rus ted—then that model i s not a p p l i c a b l e . 

V. Evidence 

I now want to repor t and comment on some evidence con

cern ing what i s probably the weakest l i n k in the p r i v a t e i n t e r 

mediat ion s to ry I have t o l d : the c l a im that the p u b l i c would 

accept p r i v a t e l y i s s u e d , payab le - to -bea re r c la ims on government 

currency or commodity currency in the fu tu re as pe r fec t s u b s t i 

tu tes fo r the currency i t s e l f . Un fo r t una te l y , the ev idence c o n -
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s i s t s mainly o f nonquan t i t a t i ve repor ts o f what seem l i k e r e l a 

t i v e l y minor i n c i d e n t s . 

Although there i s cons ide rab le exper ience both in Great 

B r i t a i n and the Uni ted S ta tes w i th payab le - to -bea re r notes i ssued 

by p r i v a t e banks, almost a l l o f the exper ience occurs under the 

r e s t r i c t i o n tha t the i ssue r redeem notes on demand. The most 

s u b s t a n t i a l except ion of which I am aware concerns notes w i th 

op t ion c lauses issued by S c o t t i s h banks dur ing the per iod from 

1760 to 1764. (Such notes and notes in denominat ions sma l l e r than 

one pound were e l im ina ted by l e g i s l a t i o n i n 1765.) Accord ing to 

Hugh Rockof f [1986], the op t ion c lause permi t ted banks to re fuse 

immediate redemption and to repay l a t e r w i th i n t e r e s t . When banks 

chose to e x e r c i s e the o p t i o n , they would date notes brought in f o r 

payment to e s t a b l i s h the f i n a l redemption da te . Rockof f repo r t s 

tha t notes sub jec t to the op t ion c lause were r e a d i l y accepted as 

cu r rency . He does no t , however, repor t d i r e c t l y on what happened 

to notes on which a bank chose to e x e r c i s e the o p t i o n . 

Another k ind o f re levan t evidence i s exper ience w i th 

government s e c u r i t i e s that are p a y a b l e - t o - t h e - b e a r e r and are 

t i t l e s to government currency in the f u t u r e . Although such expe

r i ence does not bear on whether the p u b l i c would t r u s t p r i v a t e 

promises to government currency in the f u t u r e , i t does throw l i g h t 

on how c la ims to currency in the fu tu re are t r e a t e d . On t h i s 

mat ter , the evidence i s mixed. 

One i nc i den t concerns the i s sue in Ind ia about four 

years ago o f payab le - t o - t he -bea re r s e c u r i t i e s matur ing in ten 

years and paying s imp le i n t e r e s t at 2 percent a y e a r . The main 
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a t t r a c t i o n o f these s e c u r i t i e s was that they were exempt from a l l 

taxes. A newspaper repor ted tha t the bonds, which the government 

had expected to be d i scoun ted , began to command a premium of 20 

percent or more and passed from hand to hand i n l i e u o f c a s h . 

A r e l a t e d i nc i den t concerns U .S . exper ience w i th L i b e r t y 

Bonds, which were issued dur ing World War I as bearer s e c u r i 

t i e s . In t h i s case , the evidence that such bonds c i r c u l a t e d as 

currency from time to time comes from compla ints by the govern

ment. The Sec re ta ry o f the Treasury issued a statement e n t i t l e d 

"On the E v i l s o f Exchanging Merchandise fo r L i b e r t y Bonds . " The 

statement began as f o l l o w s . " I t has been brought to my a t t e n t i o n 

that numbers o f merchants throughout the country are o f f e r i n g to 

take L i b e r t y Bonds a t pa r , or even in some cases a t a premium, in 

exchange fo r merchandise. " The statement went on to decry the 

p r a c t i c e , e x p l a i n i n g that i t was not the i n ten t o f the government 

that these bonds s u b s t i t u t e f o r cu r rency , but ra ther tha t the bond 

issues were intended to s t i m u l a t e s a v i n g . 

F i n a l l y , Makinen and Woodward [1986] repor t on some 

French exper ience wi th sma l l denominat ion, p a y a b l e - t o - t h e - b e a r e r 

government bonds. Beginning in 1915 and u n t i l 1927, the French 

government made a v a i l a b l e i n t e r e s t - b e a r i n g s e c u r i t i e s s o l d a t 

d iscount and in a v a r i e t y o f denominat ions, i nc l ud ing some q u i t e 

smal l denominat ions, and w i th m a t u r i t i e s o f three months, s i x 

months, and one y e a r . The authors repor t that notes cou ld be 

obta ined a t the f i x e d d iscount p r i c e s a t a l l banks, post o f f i c e s , 

and numerous l o c a l o f f i c e s o f the f i nance m i n i s t r y . They a l s o 

repor t tha t i n most years o f t h e i r e x i s t e n c e , the quan t i t y ou t -
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stand ing was comparable to tha t o f the cu r rency , which c o n s i s t e d 

o f notes o f the Bank o f France. The authors c i t e as evidence that 

the s e c u r i t i e s were not t r ea ted as pe r fec t s u b s t i t u t e s f o r Bank o f 

France notes a repor ted i nc iden t in which i t seemed imposs ib le to 

ca r ry out t r a n s a c t i o n s us ing these s e c u r i t i e s . More damaging to 

the view I have been d e s c r i b i n g i s the mere coex is tence o f these 

s e c u r i t i e s and Bank o f France no tes , w i th the former a v a i l a b l e a t 

a d i s c o u n t . Accord ing to that v iew, e i t h e r Bank o f France notes 

should have d i s a p p e a r e d - - a l l o f them being used to purchase the 

i n t e r e s t - b e a r i n g no tes—or government o f f i c e s should have run out 

o f the i n t e r e s t - b e a r i n g notes and been unable to meet the demand 

fo r them. Ne i ther seemed to happen. 

I can o f f e r on ly two p o s s i b l e e x p l a n a t i o n s . F i r s t the 

i n t e r e s t - b e a r i n g notes were not we l l designed to c i r c u l a t e as 

currency a t t h e i r face va lue because the prominent number on them 

and the one which was in a convenient denomination was t h e i r 

s e l l i n g p r i c e , not t h e i r face va lue . More s e r i o u s , perhaps, i s 

the p o s s i b i l i t y that the d iscount notes were not viewed as 

d e f a u l t - f r e e c la ims to Bank o f France no tes . The authors them

se l ves suggest t h i s when they remark that there were " p e r i o d i c 

c r i s e s in the 1920's dur ing which the i n t e r e s t - b e a r i n g notes were 

a l lowed by the p u b l i c to run o f f and be rep laced by Bank o f France 

n o t e s . " 

V I . Conc lud ing Remarks 

I now want t o , as i t were, come c lean and e x p l a i n my 

qualms about the o v e r s i m p l i f y i n g sugges t i on . E a r l i e r , I c r i t i 

c i zed m o n e y - i n - t h e - u t i l i t y - f u n c t i o n and cash- in -advance models 
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because they were s i l e n t about the q u a l i t i e s an asse t must possess 

in order that i t y i e l d u t i l i t y or serve as a medium o f exchange. 

Those t heo r i es s imply a s s e r t that an ou ts ide or government money 

possesses those q u a l i t i e s and that o ther t h ings do no t . In a way, 

the o v e r s i m p l i f y i n g suggest ion does no b e t t e r . I t s imply a s s e r t s 

that whatever are those q u a l i t i e s , they can be d u p l i c a t e d by 

p r i v a t e l y prov ided i ns i de money, by p r i v a t e i n t e r m e d i a t i o n . For 

example, in d e s c r i b i n g the o v e r s i m p l i f y i n g sugges t i on , I r epea t 

ed ly ta l ked about p r o p e r t i e s l i k e denomination and p a y a b i l i t y - t o -

the -bea re r , but I d i d not desc r i be an e x p l i c i t model in which 

there was a demand fo r a s s e t s w i th these q u a l i t i e s . I d id not 

because ne i t he r I nor anyone e l s e , so f a r as I know, has such a 

model. 

My concern can be put d i f f e r e n t l y . I have at best 

descr ibed a o n e - b l a d e - o f - t h e - s c i s s o r s theory of nominal i n t e r e s t 

r a tes—the one b lade being a p e r f e c t l y e l a s t i c supply curve o f 

c u r r e n c y - l i k e a s s e t s imp l ied by p r i v a t e i n t e r m e d i a t i o n . I f such a 

supply curve i s o p e r a t i v e , then much can be s a i d about the nature 

of e q u i l i b r i u m wi thout say ing much about demand. However, t h i s 

presumes what i s fa r from obv ious : that i t i s l e g i t i m a t e to t r e a t 

supply sepa ra te l y from demand i n the contex ts under d i s c u s s i o n . 

Such separate treatment i s l e g i t i m a t e i f one se t o f f ea tu res o f 

the environment generate the demand fo r c u r r e n c y - l i k e a s s e t s and 

an independent se t generates the supply o f p r i v a t e l i a b i l i t i e s 

tha t can meet that demand. I t i s q u i t e p o s s i b l e , though, tha t the 

fea tu res tha t generate a demand fo r sma l l -denomina t ion , payab le -

t o - t he -bea re r a s s e t s a l s o have i m p l i c a t i o n s fo r supp l y , and, in 
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p a r t i c u l a r , imply tha t there are n a t u r a l b a r r i e r s to the s u b s t i t u 

t i o n o f i n s i d e f o r ou ts ide c u r r e n c y - l i k e a s s e t s . Given t h i s 

p o s s i b i l i t y , you can app rec ia te why I have chosen to l a b e l the 

one-blade theory an o v e r s i m p l i f y i n g sugges t i on . 
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