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I n  t h i s  paper ,  I  examjne  a  bu rgeon ' i ng  l i t e ra tu re  on  the  behav io r

o f  un regu la ted  bank ing  sys tems .  I t s  ana lys i s  o f  bank ing  and  money  has  been

dubbed  the  l ega l  res t r i c t i ons  theo ry .  l t 4any  o f  t he  theo ry ' s  conc lus ions  a re

s ta r t l i ng ,  as ,  f o r  examp le ,  t he  p ropos i t i on  t ha t  i t  i s  unnecessa ry  t o

con t ro l  t he  quan t j t y  o f  depos i t o r y  l i ab i l i t i e s  i n  a  compe t i t i ve  bank ing

sys tem.  S jm i l a r l y ,  t he  t heo ry r s  mode  o f  ana l ys i s  i s  unconven t i ona l ;  f o r

examp le ,  i t s  benchmark  f o r  exam in ing  t he  na tu re  o f  bank ing  se rv i ces  i s  a

nonmone ta ry  economy.  I t  i s  p rec i se l y  i t s  unconven t iona l  ana lys i s  and

s ta r t l i ng  conc lus i ons ,  howeve r ,  wh i ch  make  t he  1ega1  res t r i c t i ons  t heo ry

bo th  s t imu la t i ng  and  wor th  fu r the r  cons ' i de ra t i on .

I n  wha t  f o l 1ows ,  I  f j r s t  exp l i ca te  t he  new  v i ew  on  bank ing ;  I  nex t

cons ide r  imp l i ca t i ons  o f  t he  new  v i ew  fon  con t ro l l i ng  economjc

f l uc tua t i ons ;  I  t hen  p resen t  a  c r i t i que  and ,  f i na l l y ,  I  sugges t  how  some  o f

t he  va iuab le  i ns i gh t s  o f  t he  1ega1  res t r j c t i ons  t heo ry  m jgh t  be  i n teg ra ted

w i th  impo l ' t an t  t ene ts  o f  more  t rad i t i ona l  app roaches  to  money  and  bank ' i ng .1

The  Lega l  Res t r i c ! i ons  Theory  o f  Money

The  lega l  res t r i c t i ons  theo ry  examines  the  seeming  pa radox  tha t

i nd i v idua ls  s imu l taneous ly  ho ld  gove rnmen t  cu r rency  and  gove rnmen t  bonds

The  cu r rency  i s  non in te res t  bea r ing ,  wh i l e  gove rnmen t  bonds  bea r  i n te res t .

The  pa radox i ca l  aspec t  o f  t h i s  behav ion  de r i ves  f rom the  fac t  t ha t  bo th

ob l i ga t i ons  a re  de fau l t - f r ee  i i ab i l i t j e s  o f  t he  same  i ssuen .  Assum ing

ra t i ona l  behav io r  by  t ransac to rs ,  we  wou ld  expec t  t he  i n te res t -bea r ing

secu r i t i es  t o  dom ina te  cu r rency .  Acco rd ing l y ,  Wa l l ace  (1983 ,  p ,1 )
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i nves t j ga tes  the  fea tu res  o f  i n te res t -bea r ing  gove rnmen t  secu r i t j es  t , t ha t

p reven t  t hem f rom p lay ing  the  same l "o le  i n  t ransac t i ons  as  Federa l  Rese rve

no tes .  Fo r  i f  t hey  cou ld  p lay  tha t  ro1e ,  t hen  i t  i s  ha rd  to  see  \ rhy  anyone

wou ld  ho ld  non - jn te res t -bea r ing  cu r rency  i ns tead  o f  t he  i n te res t -bea r ing

secu r i t i es . ' r  The  new  v i ew  i den t i f i e s  1ega l  r es t r i c t i ons  as  t he  sou rce  o f

the  s jmu l taneous  demand  fo r  bo th  cu r rency  and  bonds  and  con t ras ts  the

cu r ren t  env i ronmen t  w i th  an  un regu la ted  o r  r r l a i ssez - fa i re  sys tem. ' r  l r / a l l ace

(1983 ,  p .  4 )  s t a tes  t he  v i ew  fo r ce fu l  l y  and  conc i se i y .

. . . La i ssez - f a j r e  means  t he  absence  o f  1ega1
res t r i c t i ons  tha t  t end ,  among  o the r  t h ings ,  t o
enhance  the  demand  fo r  a  gove rnmen t rs  cu r rency ,
Thus ,  t he  impos i t j on  o f  l a i ssez - f a i r e  wou ld  a lmos t
ce r ta in l y  reduce  the  demand  fo r  gove rnmen t
cu r rency .  I t  cou ld  even  reduce  i t  t o  ze ro .  A
ze ro  demand  fo r  a  gove rnmen t rs  cu r " rency  shou ld  be
in te rp re ted  as  the  abandonmen t  o f  one  mone ta ry
un i t  i n  f avo r  o f  ano the r  - -  f o r  examp le .  t he
abandonmen t  o f  l he  do l l a r  i n  f avo r  o f  one  ounce  o f
go1d .  Thus ,  my  p red i c t i on  o f  t he  e f fec ts  o f
impos ing  l a i ssez - f a j r e  t akes  t he  f o rm  o f  an
e i the r /o r  s ta temen t :  e i t he r  nomina l  i n te res t  ra tes
go  Lo  ze ro  o r  ex i s t i ng  gove rnmen t  cu r rency  becomes
wor th  I  ess .

Wa l  l ace  (1983 ,  p .  1 )  i den t i f i e s  two  cond i t i ons ,  t he  p resence  o f

one  o f  wh ich  i s  necessa ry  i n  o rde r  t ha t  gove rnmen t  bonds  no t  be

subs t i t u t ab le  f o "  . u " "ency .2  E i t he r  t he  bond  mus t  be  nonnego t j ab le  ( as  i s

t nue  o f  U .S .  sav ings  bonds )  o r  no t  i s sued  i n  sma l l  denom jna t j ons  (as  i s

t rue  o f  T reasu ry  b i  1  1  s )  .  As  Wa l  I  ace  (  1983 ,  pp .  2 -3 )  f u r the r  obse rves ,

ne i the r  o f  t hese  two  res t r j c t i ons  by  themse ' l ves  cou ld  p reven t  a rb i t rage  by
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f j nanc ia l  i n t e rmed ia r j es .  These  i n te rmed ia r i es  cou ld  pu rchase  l a rge

denomina t i on ,  nego t i ab le  bonds  ( i . e . ,  T reasu ry  b i l i s  i n  mu l t i p l es  o f

$10 ,000 )  and  j ssue  bea re r  no tes  i n  sma l I  denomina t i ons .  By  ma tch ing

matu r i t i es  o f  t hese  no tes  and  those  o f  t he  T reasu ry  b i l l s ,  t he

in te rmed ia ry  wou ld  be  pe r fec t l y  hedged .  S ince  i t s  asse ts  a re  de fau l t - f ree

by  assumpt ion ,  i t s  bea re r  no tes  wou ld  a l so  be  de fau l t - f ree  ( f raud  as ide ) .

Wa l l ace  t hus  i den t i f i e s  a  c ruc ia l  l eqa l  r es t r i c t i on  t ha t  i s  su f f i c i en !  f o r

the  coex i s tence  o f  cu r rency  and  bonds :  gove rnmen t  i s  a  monopo l i s t j c

p rov ide r  o f  cu  r re  n  cy .

Absen t  1ega1  res t r i c t i ons ,  a rb i t rage  wou ld  d r i ve  down  the  y ie ld

d j f f e ren t i a l  be tween  bonds  and  cu r rency  to  the  cos ts  o f  i n te rmed ia t i ng

be tween  them.  l / l a l l ace  (1983 ,  pp .  3 -4 )  es t ima tes  tha t  t hese  m igh t  be  l ess

than  one  pe rcen t .  As  an  app rox ima t ion ,  one  cou ld  i gno re  the  d i f f e rence .

Acco rd ing l y ,  Wa l l ace  conc ludes  tha t  e i t he r  i n te res t  ra tes  on  bonds  a re

d r i ven  to  ze ro  o r  cu r rency  d i sappears .

Ano the r  way  o f  s ta t j ng  the  conc lus ion  i s  t ha t  money  wou ld  no t

ex i s t  as  a  d i s t i nc t  f i nanc ia l  asse t . 3  Th j s  r es ta temen t  b r i ngs  i n to  sha rpe r

re l  i e f  t he  c lea r  connec t i on  be t l reen  Wa l  l ace ' s  s ta temen t  o f  t he  l ega l

res t r i c t i ons  t heo ry  and  F i sche r  B lack ' s  ea r l i e r  ana l ys i s  o f  how  an

unregu la ted  f i nanc ia l  sys tem wou ld  ope ra te .4  B lack  assunes  tha t  depos i to ry

ins t i t u t i ons  have  comp le te  f reedom to  c rea te  l j ab j l i t i es  and  to  pu rchase

f i nanc ia l  asse ts  as  they  see  f i t . 5  Banks '  i ncome de r i ves  f rom the  sp read

be tween  t he i r  bo r row jng  cos t s  - -  ch i e f i y  i n t e res t  on  depos i t  l i ab i l i t i e s  - -

and  t he i r  r evenue  - -  ch i e f1y  i n te res t  on  l oans .  B lack  env i s ' i ons  t ha t  l oans

w i ' l  I  t ake  the  fo rm o f  nega t i ve  bank  ba lances ,  o r ,  i n  o the r  words ,
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overd ra f t s  on  depos i t  accoun ts .  I ndeed ,  h ' i  s  desc r ip t i on  o f  t he

hypo the t i ca l  sys tem o f  pos i t j ve  and  nega t i ve  bank  ba lances  r  eads  l i ke  a

v i r t ua l  f o re te l  l i ng  o f  t he  modern  cash  managemen t  accoun t  a t  b roke rage

houses  (B1ack  [ 1970 ] ,  pp .  10 -11 ) .

B ' l ack  p resen t s  an  evo lu t i ona ry  mode l  o f  f i nanc ia l  i nnova t i on ,

wh ich  beg ins  w i th  a  commod i t y  money  and  ends  i n  a  money ' l ess  wor1d .  Ea r l y

in  the  evo lu t i ona ry  p rocess  rea l  goods ,  as  we l l  as  the  commod i t y  money ,

become p r i ced  i n  l e rms  o f  an  abs t rac t  un j t  o f  accoun t .  B iack  hypo thes i zes ,

however ,  t ha t  t he  means  o f  paymen t  w i l l  l i ke l y  be  a  po r t f o l  i o  o f  common

s tocks .  He  the reby  i nvokes  an  assumpt ion  tha t  cha rac te r i zes  subsequen t

p resen ta t j ons  o f  t he  new v jew :  t he  separa t i on  o f  t he  means  o f  paymen t  and

the  un i t  o f  accoun t .

B lack  (1970 ,  p .  9 )  i s  a l so  respons ib l e  f o r  f i r s t  a r t i cu l a t i ng

ano the r  cha rac te r i s t j c  p ropos i t i on  o f  t he  1ega1  res t r i c t i ons  t heo ry :  i n  a

de regu la ted  f i nanc ia l  env i r onmen t ,  I ' i t  wou ld  no t  be  poss ib1e  t o  g i ve  any

neasonab le  de f i n i t i on  o f  t he  quan t i t y  o f  money .  The  paymen ts  mechan ism in

such  a  wor ld  wou ld  be  ve ry  e f f i c i en t ,  bu t  money  i n  the  usua l  sense  wou ld

no t  ex i s t . r r "  I n  o the r  words ,  hav ing  merged  money  and  o the r  f i nanc ia l

asse ts ,  B lack  canno t  read i l y  quan t i f y  t he  fo rmen  separa te l y .

Wa l l ace  (1983 ,  p .a )  t akes  a  d i f f e ren t  t ack  and  ana i yzes

open-marke t  pu rchases  and  sa les  o f  T reasu ry  b i I l s  by  a  cen t ra l  bank  i n  a

la i ssez  fa i re  reg ime .  He  assumes  tha t  t he re  i s  a  cons tan t - cos t  t echno iogy

fo r  p roduc ing  cu r rency ,  wh jch  i s  sha red  by  p r i va te  and  gove rnmen t

in te rmed ia r i es  (a  s i t ua t i on  o f  r r t echno log i ca l  symmet ry ' r ) .  I n  o the r  words ,

g0ve rnmen t  and  p r i va te  no tes  a re  pe r fec t  subs t ' i t u tes  p roduced  under
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iden t i ca l  cos t  cond j t i ons .  I n  l ; l a l  l a ce rs  examp le ,  t he re  i  s  a  g i ven

p r i va te -sec to r  demand  fo r  cu r rency .  Thus ,  an  expans ion  i n  t he  p roduc t i on

o f  one  t ype  o f  cu r r "ency  resu l t s  j n  t he  con t rac t i on  o f  o the r  t ypes .  An

open-marke t  pu rchase  o f  b i l l s  by  the  cen t ra l  banks  cons t i t u tes  j us t  such  a

change .  As  t he  cen t ra l  bank  i nc reases  i t s  asse t s  (T reasu ry  b ' i  l l s ) ,  i t  w i l l

i s sue  more  l i ab i l i t i e s  ( i nc l ud ing  cu r rency ) .  S jnce  i nd j v i dua l s  now  ho ld

cen t ra l  bank  cu r rency ,  t hey  w i l l  cu r ta i  I  t he i r  demand  fo r  commerc ia l  bank

cu r rency .  I n  t he  p rocess ,  resou rces  a re  rea l l oca ted  f rom p l - i va te -  t o

pub l  i c - sec to r  pnoducers  o f  cu r rency .  Wa ' l  l ace  (1983 ,  pp .  4 -5 )  conc l  udes

tha t :

.  .  .  Under  La i  ssez - fa  i r e  and  techno l  og i  ca l  symmet ry ,
the  open  marke t  pu rchase  does  no  more  than  change
the  l oca t i on  f rom the  p r i va te  sec to r  t o  t he
gove rnmen t  o f  a  g i ven  quan t ' i t y  o f  economic
ac t i v i t y ,  t he  p roduc t i on  o f  sma l  l - denomina t i on
no tes .  No th i ng  e l se  i s  a f f ec ted ,  ne i t he r  i n t e res t
ra tes  no r  t he  p r i ce  Ieve l  no r  t he  Ieve l  o f
economic  ac t j v i t y .  A  s im i l a r  a rgumen t  app l i es  t o.,
open  marke t ,  sa1es .  '

I n  a  l a i ssez  fa i re  sys tem,  then ,  t he re  a re  no  macroeconomic

e f f ec t s  o f  banks '  i s su ing  t he i r  own  I  i ab i l i t i e s  t o  pu rchase  f i nanc ia l

asse t s .  Th ' i  s  conc ' l us j on ,  wh i ch  ho lds  f o r  cen t ra l  banks  and  p r i va te

i  ssue rs  a l  i  ke ,  i  s  i  n  s ta r l  j  ng  con t ras t  t o  conven t i  ona l  w i  sdom and

cons t i l u t es  t he  mos t  impo r tan t  po l i c y  conc lus i on  o f  t he  1ega1  res t r j c t j ons

theo ry .  The  con ten t i on  w i l l  be  l he  focus  o f  mos t  o f  t he  res t  o f  t he

DaDer .



0nce  aga in ,  B lack  sugges ts  how a  l a i ssez  fa i re  bank ing  sys tem

migh t  ope ra te .  The  wor ld  j s  a  fa r  c ry  f rom a  mone ta r i s t  env i ronmen t

con ta in ing  a  we l  l - de f i ned  t ransac t j on  money ,  h ,hose  Lo ta ' l  quan t i t y  j s

l i nked  to  an  exogenous  mone ta ry  base  by  a  s tab le  money  mu l t i p l i e r .  I n

B lack ' s  wor ' l d ,  deb i t s  and  c red i t s  wou ld  be  c rea ted  and  ex t i ngu ished  w i th

eve ry  t r ansac t j on .  I n  t e rms  o f  Wa l l ace rs  examp le ,  unde r  compe t i t iVe

cond i t i ons  expans ion  by  one  i n te rmed ia ry  wou ld  come a t  t he  expense  o f

con t rac t i on  by  o the rs .  Bo th  ana l yses  conc lude  t ha t ,  i n  a  l a j ssez  f a i r e

sys tem,  the  p rov i s ion  o f  paymen t  se rv i ces  by  banks  wou ld  have  no  spec ia l

e f fec ts  on  p r i ces  o r  ou tpu t  (C f .  Fama [1980 ] ,  pp .  45 -47 ) .

Fconomjs ts  t rad i t i ona l l y  mode l  banks  as  c rea to rs  o f  money .

Ce r ta i n  l i ab i l i t i e s  o f  p r i va te  banks  a re  added  t o  t hose  o f  cen t ra l  banks

w i th  the  resu l t i ng  magn i tude  cons t i t u t i ng  the  money  s tock .  The

money -c rea t i on  func t i on  i s  t he  benchmark  fo r  ana lyz ing  banks ;  o f  cou rse ,

' i  n  c rea t i ng  money  banks  a re  a l so  p rov id ing  the  paymen ts  senv i ces  on  wh ich

lega l  res t r i c t i ons  theo r i  s t s  concen t ra te .  I n  t he  l a t t e r  v iew ,  however ,

banks  as  c rea to rs  o f  money  a re  pecu l i a r  t o  a  reg ime  o f  l ega l  res t r i c t i ons .

Consequen t l y ,  conven t i ona l  mone ta ry  theo r ies  a re  app l i cab le  on l y  to  a

spec i f i c  se t  o f  i ns t i t u t i ons .  The  1ega1  res t r i c t i ons  t heo ry  l ays  c l a im  to

be ing  a  more  genera l  t heo ry  o f  f i nanc ja l  i n te rmed ia t i on .  Moreove r ,  by

abs t rac t i ng  f rom banks '  ro le  as  c rea to rs  o f  money  i n  a  regu la ted  sys tem,

1ega1  res t r i c t i on  theo r j s t s  f ee l  t ha t  t hey  be t te r  unders tand  the  na tu re  o f

bank ing  se rv j ces .  0 r ,  as  Fama  (1980 ,  p .42 )  ph rases  i t ,  " t he  bank ing

sys tem i s  bes t  unders tood  w i thou t  t he  m isch ie f  i n t roduced  by  the  concep t

o f  money . "  Lega l  res t r i c t i on  theo r i s t s  f ocus  i ns tead  on  the  accoun t ing

and  po r t f o l  i o  managemen l  se rv i ces  p rov ided  by  banks .
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I t  j s  n  o \ . /  poss ib le  to  res ta te  the  1ega l  res t r j c t i ons  theo ry  as  a

se t  o f  f i ve  i n t e r re l a ted  p ropos i t i ons .S

(1 )  Money  wou ld  no t  ex i s t  as  a  d i s t i nc t i ve  f i nanc ia l  asse t  i n
t he  absence  o f  l ega l  r es t r i c t j ons ;

(2 )  The  un i t  o f  accoun t  i s  sepa rab le  f rom the  means  o f  paymen t ;

( 3 )  Conven t i ona l  mone ta ry  t heo r i es  a re  app l i cab le  on l y  t o  a
spec i f i c  se t  o f  f i nanc ia l  ' i  n s t j t u t i ons ;

(4 )  I n  a  l a i ssez  f a i r e  sys tem,  t he  p rov i s i on  o f  paymen t  se rv i ces
by  banks  wou ld  have  no  spec ia l  e f fec ts  on  p r i ces  o r
mac  roeconom i  c  ac t j v j t y ;

(5 )  The  p rov i  s i on  o f  paymen t  se rv i ces  - -  no t  t he  p roduc t i on  o f
money  - -  i s  t he  benchmark  fo r  ana lyz ing  banks .

I n  t he  nex t  sec t i on ,  I  f ocus  on  an  imp l i ca t i on  o f  t he  1ega1

res t r i c t i on  theo ry ,  name ly ,  t ha t  a  l a i ssez  fa j re  sys tem wou ld  be  i nsu la ted

f rom economic  f l uc tua t i ons  caused  by  mone ta ry  shocks .
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Economi  c  F l  uc tua t i ons

Some wr i t e rs  have  sugges ted  tha t  t he  p rob lem o f  economic

f l  uc tua t i ons  wou ld  be  a t tenua ted  i f  no t  e l im jna ted  i n  an  un regu la ted

bank ing  sys tem.  G reen f i e l d  and  Yeage r  ( 1983 ,  p .304 )  con tend  t ha t  such  a

sys tem r ro f fe rs  much  less  scope  than  an  o rd ina ry  mone ta ry  sys tem fo r

des t ruc t i ve  mone ta ry  d i sequ i l i b r i um . r t  They  a l so  sugges t  t ha t  r uns  on

banks  r twou ld  be  l ess  ca tas t roph jc  under  I t h i s ]  sys tem, r '  essen t i a l  l y

because  banks  wou ld  exchange  l i ab i l i t i e s  unde r  a  f l oa t i ng  ra then  t han  a

f i  xed - ra te  domes t i c  exchange  sys tem.

Fama  (1980 ,  p .  40 )  o f f e r s  t he  mos t  exp l i c i t  unde rp inn ing  f o r  t he

pos i t i on  t ha t  economic  f l uc tua l i ons  resu l t  f r om regu la t j ons  compe l l i ng

banks  to  p lay  a  spec ia l  ro le  " i n  t he  p rocess  by  wh ich  a  pu re  nomina l

commod i t y  o r  un i t  o f  accoun t  i s  made  to  p lay  the  ro le  o f  numera i re  i n  a

rea l  wo r ld  mone ta ry  sys tem.  "9  He  a rgues  tha t  money ' s  causa l  i ne t f i cacy  i n

a  l a i ssez  fa j re  reg ime  can  bes t  be  unders tood  as  an  imp l i ca t j on  o f  t he

l l od ig l i an i -M i l l e r  t heonem:  " . . . The  po r t f o l  i o  managemen t  ac t i v i t j e s  a re  t he

t ype  o f  pu re  f i nanc ing  dec i s i ons  cove red  by  t he  Mod ig l  i an i -M j l l e r  ( 1958 )

theo rem.  "  
10

The  co re  o f  Fama ' s  a rgumen t  i s  as  f o l l ows .  F j r s t ,  i f  t he re  i s

compe t i t i on ,  t hen  the re  a re  ac tua l  o r  po ten t i a l  subs t i t u tes  fo r  t he

por t fo l  i os  o f fe red  by  any  banks .  Second ,  t o  a t t rac t  depos i to rs ,  banks

mus t  ho ld  po r t f o l  i os  aga ins t  wh i ch  depos i t o r s  a re  w i l l j ng  t o  ho ld  c l a ims .

Th i rd ,  compe t i t i on  i nsu res  t ha t  depos i t o r s  a re  pa id  a  r e tu rn  equa l i ng  t ha t

ea rned  on  the  bank rs  po r t f o l  i o  l ess  a  managemen t  fee .  G jven  tha t  t hey  a re
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pure  p ro f i t  max im ize rs ,  t he  l as t  assumpt ion  renders  banks  j nd i f f e ren t  t o

the  compos i t i on  o f  t he i r  own  po r t f o l  i os  (Fama [1980 ] ,  pp .  45 -46 )

Wha t  de te rm ines  the  po r t f o l  i o  compos i t i on  o f  banks?  Bo th  the

f i nanc ing  and  the  na tu re  o f  economic  ac t i v i t y  a re  de te rm ined  by  " the

tas tes  and  endowments  o f  i nd i v idua l  economic  un i t s  and  the  s ta te  o f  t he

economy ' s  t echno logy  (Fama  [1980 ] ,  p .  46 ) .  I n  t h i s  sense ,  t hen ,  banks  a re

pass i ve  agen ts ,  v /hose  po r t f o l  i os  a re  de te rm ined  by  the  non f i nanc ia l

sec t0 r .

I f  Famars  a rgumen t  i s  co r rec t ,  however ,  t hen  banks  a re  pass i ve  i n

ano the r  impor tan t  sense :  t hey  exe r t  no  i ndependen t  f o rce  on  p r i ces  o r  rea l

ac t i v j t y  (Fama  [1980 ] ,  p .  45 ) .  The  quan t i t y  and  compos i t i on  o f  banks

asse ts  and  l i ab i l i t i es  a re  en t i re l y  demand  de te rm ' i  ned .  I f  one  bank  were

au tonomous l y  t o  change  i t s  asse t s  and  l i ab i l i t j e s ,  compe t i t ' i on  wou ld

insu re  o f f se t t i ng  changes  by  o the r  bank ing  f i rms  (Fama 119801  ,  p .  46 ) .  I n

the  agg rega te ,  banks  wou ld  thus  p lay  no  causa l  ro le  i n  t he  de te rm ina t i on

o f  equ i l i b r i um  p r i ce  and  quan t i t y  vec to r s .  Th i s  conc ius i on  i s  a

neu t ra l  i t y  f i nd i ng  w r i t  l a rge .

I n  Fama ' s  ana l ys i s  a t  l eas t ,  a  r ea l  good  f unc t i ons  as  t he

numera i re .  The re  i s  no  p r i ce  l eve l  as  such  to  be  de te rm ined ,  bu t  on l y  an

equ i  I  i b r i um p r i ce  vec to r .  l dha t  wou ld  be  the  ques t i on  o f  p r i ce -1eve l

de te rm ina t i on  reduces  t o  t he  i s sue  o f  t he  s tab i l  i t y  o f  equ i l i b r i um  i n  a

ba r te r ,  gene ra l  equ i l i b r i um  sys tem (Fama  [1980 ] ,  p .44 ) .  Consequen t l y ,

mac roeconom' i c  phenomena  cons t i t u ted  by  o r  a t tendan t  upon  p r i ce -1eve1

f l uc tua t i ons  a re  absen t  by  assumpt ion  i n  t he  compe t i t i ve  bank ing

env i ronmen t  posLu la ted  by  B1ack ,  Fama and  Wa l  l ace .
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In  Fama (1980) ,  t he  assumpt ion  o f  a  nonmone ta ry  econony  i s  a

mode l i ng  s t ra tegy  to  i so la te  the  essen t i a l  f unc t i ons  o f  a  compe t i t j ve

bank .  By  con t ras t ,  G reen f i e l d  and  Yeage r  ( 1983 )  v i ew  the  abo l i t i on  o f

money  as  an  essen t i a l  f ea tu re  o f  a  re fo rm (one  hes i ta tes  to  say  "mone ta ry

re fo rmr r )  t ha t  t hey  p ropose .  I n  the  p rocess ,  however ,  t hey  appear  to  have

con fused  an  assumpt ion  w i th  a  subs tan t i ve  p roo f .

Green f i e ld  and  Yeager  (1983)  re l y  on  the  ana lys i s  o f  mone ta ry

d i sequ i l i b r i um  p resen ted  i n  Yeage r  ( 1968 ) .  Money  i s  un ique  i n  hav ing  no

marke t  o f  i t s  own .  Acco rd ing l y ,  an  excess  demand  fo r  money  mus t  be  worked

o f f  i n  a l l  o t he r  ma rke t s .  S t ' i c ky  p r i ces  resu l t  j n  quan t i t y  r esponses  and

pervas i ve  rea l  e f fec ts  o f  t he  i n i t j a l  excess  demand  fo r  money  (C f .

G reen f i e l d  and  Yeage r  [ 1983 ] ,  p .  309 ) .  I n  t he i r  ana l ys i s ,  G reen f i e l d  and

Yeager  (1983 ,  p .  310 )  i den t i f y  t he  i ne las t i c i t y  o f  t he  supp ly  o f  money  as

the  necessa ry  cond i t i on  fo r  mac roeconomic  d i sequ i l  i b r i um to  deve ' l op  ou t  o f

an  excess  demand  fo ruon"y .11  The  super io r i t y  o f  t he  p roposed  sys tem,

they  asse r t ,  devo lves  a r  ound  the  demand  de te rm ina t ' i on  o f  t he  means  o f

payme nt .

Green f j e ld  and  Yeager  seem to  have  con fused  themse lves ,  i f  no t

the i r  readers ,  w i th  the j r  a rgumen t  abou t  t he  demand  de te rm ina t j on  o f  t he

means  o f  paymen t .  They  po in t  ou t  t ha t  t he i r  r r sys tem wou ld  ge t  r i d  o f  any

d i s t i nc t  money  ex i s t i ng  i n  a  de f i n i t e  quan t i t y . . . .  A  w rong  quan t i t y  o f

money  cou ld  no  l onger  cause  p rob lems  because  money  wou ld  no t  ex i s t r l

(G reen f i e l d  and  Yeage r  [ 19S3 ] ,  p .  305 ) .12  S imp l y  pu t ,  t he re  i s  no

mone ta ry  d i sequ i l i b r i um  i n  t he i r  s ys tem because  t he re  i s  no t  money !  The

argumen t  abou t  t he  demand  de te rm jna t i on  o f  t he  means  o f  paymen t ,  wh ich
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appears  to  be  a  subs tan t j ve  p roo f ,  rea l l y  reduces  to  a  c rude  app rox jma t ion

o f  t he  k j nd  o f  s t ab i l i t y  ana l ys i s  sugges ted  by  Fama .  As  w i l l  be  seen ,

however ,  t he  Green f i e ld -Yeager  sys tem j s  s t i l l  suscep t i b le  to  economic

d i so rde rs  s im i l a r  i n  e f f ec t s  t o  t ha t  o f  mone ta ry  d i sequ i l j b r j um .

Idha t .  t hen .  o f  t he  subs tan t i ve  i ssue  o f  t he  ex i s tence  o f  economic

f l uc tua t i ons  i n  un regu la ted  bank . i ng  sys tem? As  a l ready  men t ioned ,  t he

p rob lem fac ing  Green f i e ld  and  Yeager  i s  no t  t ha t  o f  p r i ce -1eve1

de te rm ina t i on  bu t  t he  a t ta inmen t  o f  a  genera l  equ i l i b r i um p r j ce  vec to r .

Ac tua l  l y ,  i t  wou ld  be  j ns t ruc t i ve  to  focus  on  a  more  bas i c  ques t i on :  can

marke t  p r i ces  be  de te rm ined  i n  the  Green f i e ld -Yeager  sys tem?

The  la t te l i  s  t he  ope ra t i ve  ques t i on  because ,  as  Green f i e ld  and

Yeager  (1983 ,  p .  307 )  c lea r l y  s ta te ,  t hey  a re  p ropos ing  a  ba r te r  sys tem.

l t J i t h  no  money  quan t i t a t i ve l y  ex i s t ' i ng ,  peop le  make
payments by transferf l ing other property.  To buy a
b i cyc le  p r i ced  a t  100  va lue  un i t s  on  pay  a  deb t  o f
100  un i t s ,  one  t rans fe rs  p rope r t y  hav ing  tha t  t o ta l
va iue .  A l t hough  t he . . . s ys tem i s  ban te r  i n  t ha t
sense ,  i t  i s  no t  c rude  ba r te r .  Peop le  need  no t
hagg le  ove r  t he  pa r t i c -u la r  goods  to  be  accep ted  i n
each  t r ansac t i on .  The  p ro f i t  mo t i ve  w i l  l  su re l y
lead  compe t ing  p r i va te  f i rms  to  o f fe r  conven ien t
me thods  o f  payme n t .

F i r s t ,  i t  mus t  be  no ted  tha t  t he re  i s  no  o the r  sense  i n  wh ich  the

te rm ba r te | i  s  used  than  to  cove r  s i t ua t i ons  i n  wh ich  goods  t rade  d i rec t l y

f o r  goods . ' "  Second ,  I  know  o f  no  t heo ry  o f  ' r soph i  s t i ca ted r r  ba r t e r i

Green f j e ld  and  Yeager  (1983)  does  no t  p resen t  a  theo ry  o f  soph is t i ca ted

bar te r  bu t  depends  on  the  (nonex i s ten t )  t heo ry  o f  how such  a  wor ld

opera tes .  One  mus t  conc lude  tha t  t hey  a re  ta l k ing  o f  ba r te r ,  pu re  and

s . imp le .
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I t  m jgh t  we l l  be  app rop r ia te  to  recons ide r  t he  s tandard  ana )ys i s

o f  ba r te r .  Absen t  a  new theo ry  o f  ba r te r ,  however ,  one  mus t  be

pess im is t i c  conce rn ing  the  workab leness  o f  t he  Green f  i e ld -Yeageruy ra " r .14

The  sys tem wou ld  appear  to  su f fe r  f rom the  tex tbook  p rob lems  o f  ba r te r .

A l t hough  Yeage r  and  Green f i e l d  ( 1983 ,  p .  303 )  r ea l l y  on l y  asse r t  t he

con t ra ry ,  t he  c la im  i s  wor th  ana lyz ' i ng .  They  admi t  t ha t  t he  " sys tem wou ld

indeed  lack  money  as  we  know j t , ' r  bu t  t hey  s ta te  tha t  " i t  wou ld  no t  en ta i l

t he  tex tbook  i nconven iences  o f  ba r te r .  The  advan tages  o f  hav ing  a

de f i n i t e  un i t  o f  accoun t  and  conven ienL  me thods  o f  paymen t  wou ld  be

re ta i ned  and  enhanced . "  The  imp l i c i t  a rgumen t  i s  t ha t  i t  i s  cap i t a l i sm ' s

accoun t ing  sys tem,  no t  j t s  paymen ts  sys tem compr i s ing  a  phys i ca l  med ium o f

exchange ,  wh i ch  ove rcomes  t he  ca l cu la t i ona l  d i f f i cu l t i es  o f  ba r t e r .

A  key  e lemen t  j n  t he  Green f i e ld -Yeager  p roposa l  i s  t he

gove rnmen t ' s  de f i n i ng  a  un j t  o f  va1ue ,  wh i ch  wou ld  t hen  f o rm  a  bas i s  o f  a

soc ia l  accoun t i ng  sys tem. l 5  Ra the r  t han  choos ing  a  s i ng le  good  (as  i n

Famars  ana l ys ' i  s )  o r  secu r i t i e s  ( as  i n  B lack ' s  mode l  ) ,  G reen f j e l d  and

Yeager  (1983 ,  p .  305 )  sugges t  a  compos i te  bund le  o f  commod i t i es . l 6

The  o r i ces  o f  t he  i nd i v i dua l  commod i t i es  wou ld  no t
be  f i xed  and  wou ld  rema in  f ree  to  va ry  i n  re la t i on
to  one  ano the r .  0n l y  t he  bund le  as  a  who le  wou1d ,
by  de f i n i t i on ,  have  t he  f i xed  p r i ce  o f  1  un i t . . . .
The  bund le  wou ld  be  composed  o f  p rec i se l y  g radab le ,
compe t i t j ve l y  t raded ,  and  i ndus t r j a l  l y  impor tan t
commod i t i es ,  and  i n  amoun ts  con respond ing  to  the i r
re la t j ve  impor tance .  Many  wou ld  be  the  ma te r ia l s
used  i n  the  p roduc t i on  o f  a  w ide  range  o f  goods  so
tha t  t he  bund le  as  the  va lue  un i t  wou ld  come c lose
to  s tab j l i z i ng  t he  gene ra l  l eve l  o f  p r i ces
ex  p re  s  sed  i n  tha t  un i  t .
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Green f ie ld  and  Yeager  (1983 ,  pp .  303 ,  306 )  emphas ize  the

d i f f e rences  be t \ , reen  the i r  p roposa l  and  those  fo r  a  compo  s  i  t e -commod i  t y  o r

commod i t y - rese rve  mone ta ry  sys tem.  No  rese rves  o f  t he  compos i te  bund le

wou ld  be  ma in ta ined  by  any  agency  o r  p r i va te  en t i t y .  The re  i s  no

conve r t j b i l i t y  bu t  on l y  a  de f i ned  un i t  o f  va l ue .  The  l a t t e r  d i s t i nc t i on  i s

impor tan t  t o  t he  au tho rs  as  we l l  as  to  the  reader  assess ing  the i r  p roposa l .

The re  i s  a  s t r i k i ng  s im i l a r i t y  be tween  t he  l og i c  o f  t he  t r ad ing

p rocess  ' i n  l he  Green f  i e l  d -Yeager  p roposa l  and  tha t  i n  ea r l y  Marx i s t  schemes

fo r  a l l oca t i ng  and  d i s t r i bu t i ng  goods .  I t  i s  i ns t r uc t iVe  t o  d raw  the

pa ra l l e1s ,  s i nce  do ing  so  he lps  i so l a te  a  c r i t i ca l  f l aw  i n  G reen f i e l d  and

Yeager  (  1983  )  .

Ma rx r s  ove r r i d i ng  economic  goa l  was  t o  r ep lace  cap i t a l  i sm ' s

"ana rch i c r r  sys tem o f  p roduc t i on  w i th  a  sys tem o f  consc ious  soc ia l  con t ro l

o f  t he  means  o f  p roduc t i on  (Lavo ie  t1985 ] ) .  Marx  wan ted  to  avo id  any

re l i ance  on  marke t  pn i ces  i n  a l l oca t i ng  resou rces  and  d j s t r i bu l i ng  goods .

He  sugges ted  us ing  l abo r  t jme  as  a  measure  o f  t he  cos t  ( va lue )  o f  each

commod i t y  and  ac tua l  l y  exchang ing  goods  acco rd ing  to  the i I  embod jed  l abo r

t ' ime .  Compare  Green f i e ld  and  Yeager  (1983 ,  p .  307 ) ,  who  obse rve  tha t  " t o

buy  a  b i cyc le  p r i ced  a t .  100  va lue  un i t s  o r  pay  a  deb t  o f  100  un . i t s ,  one

t rans fe r s  p rope r t y  hav ing  t ha t  t o ta l  va l ue . r l

Us ing  l abo r  t ime  as  a  mechan ' i sm fo r  a l l ocaL ing  resounces  founders

on  the  p rob lem o f  l abo r rs  he te rogene i t y  and  nonun i fo rm i t y .  Marx  t f l j ed  to

reduce  he te rogeneous r  sk i l l ed  l abo r  t o  homogeneous ,  unsk i l l ed  l abo r  t ime .

He  d id  no t ,  however ,  so l ve  the  va lua t i on  p rob lem.  A  compe t i t i ve  marke t
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eva lua tes  d i f f e ren t  t ypes  o f  l abo r  bu t  Marx  wan ted  to  eschew the  use  o f

ana rch i c  ma rke t  va lues .  Th i s  i e f t  h jm  w i t h  ana l y t j ca l  l y  i nso lub le  p rob lem

of  eva lua t i ng  he te rogeneous  l abo r  w i thou t  an  eva lua t i on  mechan ism (Lavo ie

[1e8s] ,  pp. 67-74) .

Green f i e ld  and  Yeager  face  the  even  more  comp lex  p rob lem o f

homogen iz ing  the  he te rogeneous  commod i t i es  o f  t he i r  compos i te  numera i re .

Green f i e ld  and  Yeager  (1983 ,  pp .  313 -14 )  men t ion  bu t  do  no t  so l ve  the

ca lcu l  a t i ona  l  p rob l  em.

Suppose  tha t  t he  . . .  bund le  were  de f i ned  as  1
app le  +  1  banana  +  I  che r ry .  P r j ces  a re  to  be  pa id
and  deb ts  se t t l ed  i n  bund les -wor th  o f  conven ien t
paymen t  p rope r t y .  Now app les  a re  s t ruck  by  a
fungus .  Wha t  marke t  f o rces  a r i se  to  accomp l  i  sh  the
app rop r i a te  changes  i n  r e l a t i ve  p r i ces  wh i l e  s t i l l

en fo r c i  ng  t he  un i t ' s  de f j n i t j on? r /

G reen f j e l d  and  Yeagen  (1983 ,  pp .  313 -14 )  a re ,  as  i t  we re ,  ho i s t  on

the i r  own  pe ta rd .  They  themse lves  no te  tha t  j f  a  f ungus  a t l acks  app les ,

the  bund le  becomes  re la t i ve l y  sca rce r ;  de f l a t j ona ry  p ressu re  i s  exe r ted  on

o the r  commod j t j es .  Th i s  i s  t he  ev j l  f r om wh ich  the i r  nonmone ta ry  exchange

sys tem was  to  save  us .  They  sugges t  t ha t  bananas  and  che r r j es  a re  among

the  commod i t j es  whose  re l a t i ve  p r i ce  w i l l  f a l l .  The  need  f o r  an  ad jus tmen t

o f  t he  p r j ces  o f  o the r  commod i t i es  w i th jn  the  bund le  adds  to  the  ad jus tmen t

p rob lem ra the r  t han  (pa r t i a i l y )  o f f se t t i ng  i L .  I n  gene ra l  ,  t he re  w i l l  be

more  no t  f ewer  p r i ce  changes  necessa ry  because  the re  a re  two  add i t i ona l

compos i t e  goods  whose  p r i ces  have  changed ,
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In  tak ing  accoun t  o f  t he  e f fec ts  o f  t he  fungus  a t tack ,  Green f i e ld

and  Yeage r  ( 1985 ,  p .  314 )  sugges t  w iden ing  t he  de f i n i t j on  o f  t he  bund le .

i ndeed ,  t hey  i nd i ca te  tha t  t he  w ide r  t he  de f j n i t i on ,  t he  be t te r  t he

resu l t s .  Cons ide r ,  however ,  wha t  wou id  occu l i f  t he  sugges t i on  were

ca r r j ed  to  i t s  l og i ca l  ex t reme.  Eve ry  t rade  wou ld  cons t i t u te  an  exchange

aga ins t  a  r ep resen ta t i ve  bund le  o f  a l l  commod j t i es .  Us ing  a  conven t i ona l

med ium o f  exchange  ( "money , "  as  we  now know i t )  avo ids  hav ing  to  ca l cu la te

n -1  re la t i ve  p r i ces  i n  mak ing  i nd i v idua l  exchanges  The  me thod  o f  paymen t  j n

the  Green f i e ld -Yeager  sys tem wou ld  requ i re  j us t  t h i s  exe rc j  se  fo r  each  and

eve ry  t ransac t j on .  The i r  sys tem wou ld  acco rd ing l y  i nvo l ve  the

ca l  cu l  a t i  ona l  chaos  o f  ba r te r .

To  g i ve  some h i  s  t  o  r  i  c  a  I  -  i  n  s  !  i  t  u  t  ' j  o  n  a  I  re l  evance  to  the  a rgumen t ,

t he  au tho rs  have  obse rved  tha t  changes  i n  the  re la t i ve  sca rc i t y  o f  go ld

under  a  go ld  s tandard  p roduces  fam i l i a r  mac roeconomic  consequences .  They

sugges t  no t  a  b ime ta l I  i c  bu t  a  t r jme ta l l i c  sys tem as  an  improvemen t ,

i gno r i ng  t he  add i t i ona l  p rob lems  i n t r oduced  by  t he  poss ib i l j l y  o f

re ' l a t i ve -p r i ce  changes  be tween  goods  i n  the  compos i te  bund le .18

Ac tua l1y ,  t he  ana l y t i ca ' l  p rob lem be ing  d i scussed  i s  i nhe ren t  i n

any  scheme to  s tab i l i ze  a  p r i ce  l eve l  o r  o the r  cons t ruc ted  ave rage  p r i ce .

The  appea l  o f  s t ab i l i z i ng  a  p r i ce  l eve l  o r  subse t  o f  p r i ces  i s  t ha t  do ing

so  w j l l  somehow m in im i ze  o r  d jm jn i sh  t he  number  o f  r e ' l a t i ve -p r i ce  changes

necessa ry  i n  a  marke t  economy  (c f .  F r i edman  [1969 ] ,  p .  106 ) .  To  my

know ledge  no  one  has  eve r  demons t ra ted  th i s  r i go rous l y ;  Green f i e ld  and

Yeager  ce r ta in l y  do  no t  do  ro .19  They  i n  fac t  have  done  us  the  se rv i ce  o f

i nadve r ten t l y  show ing  why  s tab i l i z i ng  a  p r i ce  o r  subse t  o f  p r i ces  wou ld  no t
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necessa r j  l y  d im in i sh  the  cos t l y  marke t  ad jus tmen ts  necessa ry  i n  a  mone ta ry

economy.  Green f i e ld  and  Yeager  have  su re l y  f a i j ed ,  however ,  t o  demons t ra te

the i r  ma in  p rac t j ca l  po in t ,  t ha t  economic  f l uc tua t i ons  wou ld  be  e l im ina ted

in  a  nonmone ta ry  sys tem.  I n  a  sense ,  t h i s  i s  g ra t i f y i ng ,  s i nce  i t  wou ld  be

coun te r - i n tu i t i ve  to  ho ld  tha t  a  nonmone ta ry  sysLem i s  more  e f f i c i en t  t han

a monetary economy.

Whe the r  economic  f l uc tua t i ons  wou ld  occu r  i n  an  economy w i th

un regu la ted  banks  rema ins  an  open  ques t i on .  Reso lu t i on  o f  t he  ques t i on

wou ' l d  requ i re  bo th  a  fu l l e r  deve lopmen t  o f  t he  l ega l  res t r i c t ' i ons  theo ry

and  ca re fu l  spec i f i ca t i on  o f  t he  sou rces  o f  cyc l i ca l  d i s tu rbances .  l ' l ode l  s

o f  t he  bus iness  cyc le  i nc reas ing l y  i den t i f y  rea l  f ac to rs  as  the  cause  o f

f l uc tua t i ons .  I f  t hese  mode l s  a re  co r rec t ,  l hen  i t  i s  unc iea r  wha t  e f f ec t

mone ta ry  de regu la t i on  wou ld  have  on  the  t im ing ,  amp l  i t ude  on  f requency  o f

cyc l  i ca l  f l  uc tua t i  ons .

Suppose ,  however ,  t ha t  economic  f l uc tua t i ons  a re  caused  by

mone ta ry  shocks .  I t  wou ld  s t i l l  be  unc lea r  whe the r  we  cou ld  be  con f i den t

tha t  an  un res t r i c ted  bank ing  sys tem wou ld  e l jm jna te  l hese  f l uc tua t i ons .

The  unce r ta in t y  devo lves  on  the  i ssue  o f  bank  rese rves  and  i n te rbank

depos i t s .  The  I  i t e ra tu re  on  t he  l ega i  r es t r i c t j ons  t heo ry  has  l i t t l e  t o

say  abou t  se t t l emen t  p rac t i ces  fo r  banks  ( f i nanc ia l  i n te rmed ia r i es )  i n  a

de regu la ted  env i r onmen t .  Ye t  t he  j s sue  i s  c ruc j a l ,  s i nce  two  banks  can

on l y  se t t l e  t he i r  l i ab i l i t i e s  by  t r ans fe r f l i ng  a  t h i r d  asse t ,  wh i ch  i s  t he

I  i ab i l  i t y  o f  ne i the r  bank .20  To  fac j  I  i t a te  se t t l emen t ,  banks  may  ho ld

i n te rbank  depos i t s .  Mo re  gene ra l l y ,  howeven ,  banks  w j l l  ho ld  r ese rves  o f

some asse t  accep tab le  to  a l l  as  f j na l  se t t l emen t .  Today ,  base  money
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(depos i t s  a t  Federa l  Rese rve  banks  p ius  cu r rency )  cons t j t u tes  the  rese rve

asse t .  Even  absen t  1ega1  res t r i c t i ons ,  t he re  wou ld  be  a  f i n i t e  demand  fo r

a  rese rve  asse t ;  aga jn ,  t he  sou rce  o f  t he  demand  wou ld  de r j ve  f rom the

requ i remen ts  o f  t he  i n te rbank  c ' l ea r i ng  p "0 . " r r . 21  Indeed ,  t hese

cons ide ra t i ons  l ead  0sbo rne  (1985b)  to  conc lude  tha t  banks  wou ld  ho ld

rese rves  even  i n  a  l a i ssez  fa j re  paymen ts  sys tem.  The  op t ima l  rese rve

ra t i o  wou ld  be  much  c lose r  t o  ze ro ,  however ,  t han  to  one ,  wh ich  exposes  the

sys tem to  the  pe r iod i c  c r i ses  i nhe ren t  i n  a  f rac t i ona l -nese rve  bank ing

sys tem.  0sbo rne  (1985b ,  pp .  22 -23 )  conc ludes  as  fo l l ows .

I t  i s  ha rd  to  imag ine  tha t  such  a  sys tem cou ld
p roduce  mos t  o f  t he  unce r ta in t i es  and  absu rd i t i es
lha t  d r j ve  obse rve rs  o f  ou r  p resen t  sys tem to
despa i r . . .  .  Bu t  t he  specu la t i ons  do  no t  sugges t
tha t  i t  wou ld  be  f ree  o f  mone ta ry  d i s tu rbances .
The  banke rs  o f  a  f ree  sys tem wou ld  choose  the i r
rese rve  ra t i os  as  p ro f i t  d i c ta tes .  The  op t ima l
rese rve  ra t i o  wou ld  be  l ess  than  one .  The re  wou ld
be  fu r t i ve  abundance ,  and  i t  wou ld  van ish  w i th  the
gus ts  o f  d j sc red i t  t ha t  wou ld  b low  among  a  f ree
peop le  as  among  o the rs ,  even  i f  l e ss  o f t en .
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Barren l lon ey

In  th i s  sec t i on ,  I  concen t ra te  on  the  assumpt jons  o f  t he  l ega l

res t r i c t i ons  theo ry .  B ryan t  and  l da l l ace  (1980 ,  p .  1 )  p rov ide  the  mos t

exp l i c i t  s ta temen t  o f  t he  under l y ing  assumpt ions .

(1 )  Asse ts  a re  va lued  on l y  i n  t e rms  o f  t he i r  payo f f
d i  s t r  i  bu t i  ons .

(2 )  An t i c i pa ted  payo f f  d j  s t r i bu t i ons  a re  the  same
as  ac tua l  payo f f  d i  s t r i bu t i ons .

(3 )  Unde r  l a i ssez - f a i r e ,  no  t r ansac t i on  cos t s
' i  nh ib i t  Lhe  ope ra t i on  o f  ma rke t s  and ,  i n
pa r t i cu l a r ,  t he  l aw  o f  one  p r i ce .

S imp ly  s ta ted ,  t he  1ega1  res t r i c t i ons  theo ry  assumes  away  the

ex i  s tence  o f  any  nonpecun ia ry  y ie ld  f rom ho ld ing  noney .22  S ince  a t  l eas t

cu r rency  y i e l ds  no  exp l i c i t  r e tu rn ,  t h i s  qu i ck l y  l eaves  us  w i t h  no  reason

fo r  ra t j ona l  economic  agen ts  to  demand  the  asse t .  Any  neoc lass i ca l

economis t  wo r th  h i s  sa l t  shou ld  be  unsa t i s f i ed  w i t h  t h i s  s i t ua t i on  and

qu ick l y  s tn i ve  to  i den t i f y  t he  i n te rven t ' i on  genera t i ng  th i s  o the rw ise  odd

s i t ua t i on .  I n  t e rms  o f  t he i r  own  assump t i ons ,  B ryan t  and  VJa l  l ace ,  e t  a1 . ,

have  done  a  good  job  o f  mode l i ng  the  p rob lem.  The  assumpt ions  mus t  no t  go

uncha l ' l enged ,  howeve  r  .

The  den ia l  o f  a  nonpecun ia ry  y ie ld  to  money  i s  rea l l y  ano the r  way

o f  s ta t i ng  the  o ld  v iew  tha t  money  i s  "ba r ren . "  I n  an  undese rved ly

neg lec ted  essay ,  Hu t t  (1956)  su rveyed  the  h i s tony  o f  mone ta ry  economics  and

cou ld  f i nd  on l y  one  o r thodox  mone ta ry  theo r j  s t  (Gre idanus )  who  was  no t ,  t o

one  deg ree  o r  ano the r ,  under  the  sway  o f  t he  doc t r i ne  tha t  money  i s  ba r ren .

Though  many  economis ts  have  had  a l l  t he  e lemen ts  o f  a  co r rec t  t heo ry  - -
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c lea r l y  pe rce i v ing  tha t  money  p rov ides  conven jences  se rv i ces  and  cos t

sav ings  - -  v i r t ua l l y  a l i  con t i nued  t o  assume  exp l i c i t l y  t ha t  money rs  y i e l d

i s ,  i n  Keynes r  wo rds ,  n i l "  (Keynes  [ 1936 ] ,  p .  226 ) .

The  v i ew  tha t  money  y i e l ds  no  re tu rn  i s  as  o l d  as  A r j s t o t l e .  I r

en te red  modern  economics  th rough  the  schoo lmen ,  t hence  v ia  Locke  and  Adam

Smj th .  No t  su rp r i s i ng l y ,  Hu t t  t r aces  t he  i dea  t hnough  t he  c l ass i ca l

economis t s .  l , r l ha t  i s  su rp r i s i ng ,  howeve r ,  a re  t he  i l l u s t r i ous  neoc lass i ca l

economis ts  who  have  echoed  the  po in t  down  to  the  p resen t .  l dhe reas  Locke

sa id  tha t  "money  i s  a  ban ren  th ing "  (Hu t t  [ 1956 ] ,  p .  199 ) ,  Bohm-Bawerk

assu red  us  tha t :  r rMoney  i s  by  na tu re  i ncapab le  o f  bea r ing  f ru i t "  (Hu t t

[ 1955 ] ,  p .  203 ) .  \ r l i c kse l l  desc r i bed  money  as  , , s t e r i l e r r  (Hu t t  [ 1956 ] ,  p .

204 ) .

Pe rhaps  t he  mos t  puzz l i ng  o f  a l l  i s  Keynes .  I ' ve  a l r eady  quo ted

h im as  deny ing  tha t  money  has  a  y ie ' l d .  Th j s  s ta temen t  j s  t he  more

remarkab le ,  s ince  i t  appears  i n  t he  sec t i on  o f  t he  Genera l  Theory  i n  wh ich

Keynes  ana l yzes  t he  l i qu i d i t y  p rem ium on  money .  I f  we  t ake  h im  1 i t e ra11y ,

then  economic  agen ts  exh ib i t  a  p re fe rence  fo r  an  asse t  t r , i t h  no  y ie ld .23

The  con fus ion  i s  even  c l ea re r  j n  Ma rsha l  I  t han  i n  Keynes .

Marsha l  l  exp l  i c i t l y  r ecogn i zed  t ha t  some  cap i t a l  asse t s  y i e l d  an  imp l  i c i t

o r  nonpecun ' i a ry  re tu rn  bu t  den ied  tha t  money  i s  one  o f  t hese  asse ts .  He

aver red  tha t  ho ld ing  resou rces  i n  t he  fo rm o f  money  r r l ocks  up  i n  a  ba r re r ,

f o rm  resou rces  t ha t  m jgh t  y i e i d  an  i ncome  o f  g ra t i f i ca t i on  i f  i n ves ted ,

say ,  i n  ex t ra  fu rn i t u re ;  o r  a  money  i ncome j f  i nves ted  i n  ex t ra  mach ine ry

o r  ca t t l e r r  (Hu t t  [ 1956 ] ,  pp .  205 -06 ) .
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Marsha l  I  was  qu i te  modern  - -  more  so  even  l han  Keynes  - -  i n  no t i ng

tha t  t he  y ie ld  on  an  asse t  can  be  e i t he r  nonpecun ia ry  o r  pecun ia ry .  He

s imp ly  den ied  tha t  money  has  a  y ie ld  o f  e i t he r  k ind .  I  submj t  t ha t  modern

t rea tmen ts  o f  t he  demand  fo r  money  make  essen t i a l l y  t he  same m is take .  The

modern  I  i t e ra lu re  i s  qu i te  c lea r  i n  t rea t i ng  fo regone  in te res t  as  the  cos t

o f  ho ld ing  money ,  bu l  i s  more  amb iguous  by  fa r  on  the  bene f i t s  de r i ved  f rom

cash  ho ld i ngs .  Fo l i ow ing  Baumo l ,  one  t r ad i t j on  f ocuses  on  b roke rage  cos t s

o f  mov ing  j n  and  ou t  o f  i n t e res t -bea r i ng  asse t s .  Th i s  exp lana t i on  r i ngs

ho l l ow  as  we  re tu rn  t o  a  f i nanc ia l  s ys tem w i t h  soph i s t i ca ted  f i nanc ia l

i ns t rumen ts  and  cash  managemen t  techn iques .  Fo l l ow ing  Tob in ,  a  second

l j t e ra tu re  focuses  on  f  i qu id i t y  p re fe rence  as  behav io r  t ov {a rd  r j sk .  The

la t te r  t rad i t i on  pe rhaps  adheres  more  c lose l y  to  Keynes ,  bu t ,  i n  so  do ing ,

pe rpe tua tes  h i s  e r ro r  on  the  y ie ld  f rom ho ld ing  money .

Hu t t  con tends  tha t  modern  mone ta ry  theo ry  pe rpe tua tes  an  18 th

cen tu ry  v iew  o f  p roduc t i v i t y .  The  18 th  cen tu ry  v jew  t rea ts  p roduc t i v i t y  i n

en t j r e l y  phys i ca l  t e rms :  an  asse t  i s  p roduc t i ve  i f  i t  y i e l ds  a  r e tu rn  i n

k i nd ,  i . e . ,  i f  i t  bea rs  f r u j t .  I f  i t  y i e ' l ds  no  f r u i t ,  t he  asse t  i s  ba r ren .

S ince  money  t r ad i t i ona l1y  y i e l ded  no  i n te res t ,  18 th  cen tu r y  economi  s t s

v iewed  i t  as  ba r ren .  Modern  cap i ta l  l heo ry  has  moved  beyond  tha t  v iew  by

accep t i ng  t ha t  asse t s  can  y i e l d  an  imp l i c i t  r e tu rn .  Th i s  i ns i gh t  exp la i ns ,

f o r  examp le ,  t he  ho ld i ng  o f  so - ca l l ed  i d l e  l and .24

When  i t  comes  t o r r i d l e  ba lances , r r  howeve r ,  t he  18 th  cen tu r y  v j ev {

ho ids  sway .  As  sugges ted  above ,  t he  neoc lass i ca l  sp i r i t  i s  r es t i ve  when

con f ron ted  w ' i t h  a  demand  fo r  an  asse t  apparen t l y  hav ing  no  y ie ld .  The

res t i ve  sp i  r i t  has  y i e l ded  t he  1ega l  r es t r i c t i ons  t heo ry .  I ndeed ,  so  l ong
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as  economis ts  adhere  to  the  18 th  cen tu ry  V ie l / {  on  money ,  t he  l ega l

res t r i c t i ons  theo ry  may  be  the  on l y  cons i s ten t  reso lu t j on  o f  t he  conundrum.

Money  y ie lds  a  nonpecun ia ry  re tu rn ,  j us t  as  does  fu rn i t u re ,  a

pa jn t i ng  o r  w ine  co i l ec t i on .  I n  dec id i ng  whe the r -  t o  ho ld  more  o r  l ess

money ,  an  i nd i v jdua l  compares  the  advan tages  o f  ho ld ing  the  money  ba lances

w i t h  t he  advan tages  o f  ho ld i ng  o then  asse t s .  I n  do ing  t h i s ,  t he  i nd j v i dua l

i s  compar ing  d i f f e ren t  expec ted  y ie lds ;  he  i s  no t  compan i  ng  an  asse t

y i e l d i ng  a  re tu rn  w i t h  one  y i e l d i ng  no  re tu rn .  The  l a t t e r  wou1d ,  i ndeed ,

be  a  pa radox i  ca l  s j t ua t i on .

0nce  we  accep t  t ha t  money  y ie lds  a  nonpecun ia ry  re tu rn ,  t he

paradox  i den t i f i ed  by  the  1ega1  res t r i c t i ons  theo ry  i s  seen  to  be  apparen t

ra the r  t han  rea l  .  I n  o the r  words ,  t he  pa radox  i s  reso l ved  by  deny ing  the

thes i s .  A long  the  way ,  we  a l so  manage  to  j e t t j son  a  good  dea l  o f

ph i i osoph ica l  baggage  tha t  \ ^ /e  can  do  we l l  w i thou t .25

What  I  am iden t i f y i ng  j s  a  p rope r t y  o f  money  tha t  i s  t he  p rope r t y

ne i then  o f  l ega l  res t r i c t i ons  no r  o f  h i  s to r i ca l  acc iden t ,  bu t  wh ich

re f l ec t s  a  p re fe rence  exh ib i t ed  by  j nd j v j dua l s  ove r  t jme  and  i n  r ad i ca l l y

d i f f e ren t  t rad ing  env i ronmen ts .  The  p rope r t y  o r  cha rac te r i s t i c  i s  money ' s

l i qu id i t y .

H icks  (1974 ,  pp .  38 -39 )  has  succ inc t l y  cha rac te r i zed  the  demand

fo r  l i qu i d i t y  as  a  des i r e  f o r  f l ex j b i l i t y :  r r L i qu id i t y  i s  no t  a  p rope r t y  o f

a  s i ng le  cho i ce ;  i t  i s  a  ma t t e r  o f  a  sequence  o f  cho i ces ,  a  r e l a ted

sequence .  I t  i s  conce rned  w j th  the  passage  f rom the  known  to  the  unknown

- -  w i th  the  know ledge  tha t  i f  we  wa i t  we  can  have  more  know ledge . r r  I n

con t ras t ,  H i cks  (1974 ,  pp .  43 -44 )  po jn t s  ou t  t ha t  r r by  ho ld i ng  t he
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imper fec t l y  l i qu id  asse t  t he  ho lde r  has  na r rowed  the  t rend  o f  oppor tun i t i es

wh i ch  may  be  open  t o  h jm . . . .  He  has  r l ocked  h jmse l f  j n . r "  I n  so

cha rac te r i z i ng  t he  va lue  o f  l i qu i d i t y  t o  t , r ansac to r s ,  H i cks  c l ea r l y  l i n ks

the  demand  fo r  money  (and  o the r  
' l  

i qu id  asse ts )  t o  unce r ta in t y .  I n  t h i s

sense ,  money  can  on l y  be  ana lyzed  w i th  a  theo ry  i nco rpo ra t i ng

unce r ta in t y .26

Money  i s  no t  me re l y  h i gh l y  l i qu i d ,  bu t  t ha t  asse t  wh i ch  i s

pe r fec t l y  l i qu id .  I t  t r ades  i n  eve ry  marke t  and  need  neve r  be  so ld  a t  a
, 7

d i scoun t . ' '  Even  h i gh l y  l i qu i d ,  nonmone ta ry  asse t s  a re  sub jec t  t o  p r i ce

r i  sk .  Fo r  t h i s  reason !  peop le  a re  w ' i  l l i ng  to  fo rego  subs tan t i a l  pecun ia ry

re tu rns  i n  o rde r  t o  ho ld  money  ba iances .  I n  h igh l y  regu la ted  and

subs tan t i  a l  1y  un regu l  a ted  mone ta ry  sys tems  a l  i  ke ,  i  nd i  v i dua l  s  have  demanded

abso l  u te l y  I  i  qu i d  asse t s .

The  above  add resses  the  demand  fo r  l i qu id i t y .  The  1ega1

res t r i c t i ons  theo r i  s t s  may  be  i n te rp re ted  as  emphas iz ing  a  supp ly  i ssue :

why  canno t  i n te rmed ia r i es  pu rchase  i n te res t -bea r ing  asse ts  and  i ssue

c i r cu la t i ng  no tes  ( " cu r rency r r )  backed  by  these  asse ts?  I t  i s  ce r ta in l y

t rue  tha t  t he  w i l l i ngness  o f  peop le  to  fo rego  a  pecun iany  ne tu rn  does  no t

imp ly  tha t  t hey  need  do  so .  As  B ryan t  and  l r j a l l ace  (1980 ,  p .  11 )  i ns i s t ,

we  mus t  i nves t i ga te  the  r r t ransac t i on  techno logy "  i n  a  modern  economy.

Bryan t  and  l l l a l l ace  (1980 ,  pp .  14 -15 )  and  V /a l l ace  (1983 ,  p .  3 )

es t ima te  the  cos ts  o f  i n te rmed ia t i ng  by  obse rv ing  the  sp read  be tween  the

ra tes  o f  re tu rn  ea rned  and  pa id  by  mu tua )  f unds .  | . i a l  l ace  (1983 ,  pp .  3 -4 )

asse r t s  t ha t  r r  t he re  j s  no  reason  to  expec t  t ha t  t he  cos t  o f  i n te rmed ia t i ng

secu r i t i es  l i ke  T reasu ry  b i l l s  i n t o  bea re r  no tes  wou ld  be  much  d i f f e ren t
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f rom the  cos t  o f  ope ra t i  ng  these  i  n te rmed j  a r j  es , ' r  0bse rva t i  on  sugges ts ,

however ,  t ha t  t he re  i s  good  reason  to  suppose  a  g rea t  dea l  o f  d i f f e rence

be tween  the  cos ts  o f  supp l i ng  l ow- tu rnove r  depos i t s  (money  marke t  mu tua l

fund  sha res )  and  h igh - tu rnove r  cu r rency .  l dh i t e  (1985)  examines  the

t  r  a  n  s  a  c  t  i  o  n  -  c  o  s  t  s t ruc tu re  and  conc l  udes  tha t  t he ' i  n te rmed i  a t  i on  cos ts  fo r

cu r rency  a re  o f  an  en t i re l y  d i f f e ren t  o r -de r  o f  magn i tude  than  fo r  depos i t s .

He  o f fe rs  th ree  t ypes  o f  ev idence :  (1 )  h i s to r i ca l  ev idence  on  cu r rency

i ssued  i n  the  Sco t t i sh  f ree -bank ing  sys tem;  (2 )  ev idence  cu r ren t  p rac t i ce

w i th  respec t  t o  t rave le rs  checks ;  and  (3 )  an  a  p r i o r i  es t ima te .

Wi th  respec t  t o  t he  f j r s t  t ype  o f  ev idence ,  Wh i te  (1985 ,  pp .  3 -4 )

obse rves  tha t  r r t he  l ega l  res t r i c t i ons  theo ry  p rov ides  us  w j th  a  c lea r  anc

fa l s i f i ab l e  p red i c t i on :  non - i n te res t  y i e l d i ng  cu r rency  shou ld  no t  coex i s t

w ' i t h  pos i t i ve - i n te res t - y j e l d i ng  secu r i t i e s  i n  t he  absence  o f  1ega1

res t r j c t i ons  aga ins t  t he  so r t  o f  i n te rmed ia t i on  tha t  cou ld  p roduce

in te res t - y ie ld ing  bea re r  bonds  backed  by  those  same secu r j t i es . r '  I n  t he

f ree -bank ing  e ra  ( i . e . ,  be fo re  1844)  Sco t t i sh  banks  had  comp le te  f reedom to

pay  i n te res t  on  bank  no tes  and  the  bank ing  env i ronmen t  was  compe t i t j ve ,

Ye t  non in te res t -bea r ing  cu r rency  f l ou r i shed ,  f a l s i f y i ng  the  p red j c t j on  o f

the  1ega1  res t r j  c t i  ons  theo ry .

Second ,  h /h i t e  (1985 ,  p .  4 )  no tes  the  nonpaymen t  o f  i n te res t  on

t rave le rs  checks  today .  Moreove r ,  i t  wou ld  su re l y  be  compu ta t i ona l  l y

eas ie r  t o  pay  i n te res t  on  t rave le rs  checks  than  on  cu r rency .  The re  appear

to  be  no  res t r i c t i ons  on  pay ing  i n te res t  on  t rave le rs  checks .

Wh i t e ' s  t h i r d  p i ece  o f  ev i dence  i s  pe rhaps  t he  mos t  j n t e res t i ng .

He  adduces  a rgumen ts  v {hy  i n te res t -bea r ing  cu r rency  wou ld  i nhe ren t l y  be  rno re
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cos t l y  t o  t ransac t  w i th  than  non in te res t i ng -bea f l i ng  cu r rency .  He  then

makes  a  reasonab le  ca l cu ia t i on  o f  t he  cos t s  o f  co i l ec t i ng  t he  j n te res t

acc rued  on  a  no te  and  conc ludes  tha t  j t  wou ld  be  p roh ib i t i ve  ( | ' / h i t e  11985 ] ,

pp .  7 -10 )

Bo th  theo re t i ca l  a rgumen ts  and  obsenva t i ona l  ev idence  sugges t  t ha t

the re  was  neve r  a  pa radox  to  exp la in .  I t  i s  ce r ta in l y  t nue  tha t  t he

ex i s t i ng  f i nanc ia l  s ys tem i s  r ep le te  w i t h  r egu ia t i ons .  Some  o f  t hese

negu la t i ons  wou ld  even  se rve  t o  r es t ra j n  an  i s sue r  f r om c i r cu la t i ng

' i n te res t -bea r ing  cu r rency  i f  he  wan ted  to  do  so .  The  ev idence  i nd i ca tes ,

however ,  t ha t  t he  res t ra in t s  a re  i r re levan t .  I n te res t -bea r ing  cu r rency

wou ld  no t  p laus ib l y  evo l ve  w j th  reasonab le  assumpt ions  made  abou t  cos ts  and

bene f i t s .  I t  has  no t  ex i s t ed  when  banks  we re  f r ee  t o  i s sue  i t .  i t  w i l l

p robab ly  no t  ex i s t  when  banks  a re  f ree  to  i ssue  i t  aqa jn  i n  t he  fu tu re .



Conc l  us  i on

In  t he  p rev ious  sec t i on ,  Wh i t e ' s  ana l ys ' i  s  add ressed  t he

supp ly -s ide  o r  cos t  cons ide ra t i ons  adduced  by  B ryan t  and  Wa l lace .  A t  l eas t

f o r  a rgumen t ' s  sake ,  t he  ana l ys i s  accep t s  t he  p l aus ib i l i t y  o f  cu r rency ' s

y ie ld ing  j n te res t .  A t  m in imum,  however ,  t he  i n te res t  ea rned  on  money  mus t

a lways  be  l ess  than  tha t  ea rned  on  nonmoney  asse ts .  Fo r  i f  money  were  to

y i e l d  bo th  a  nonpecun ia r y  ne tu rn  o f  l i qu i d i t y  se rv i ces  and  an  exp l i c i t

marke t  ra te  o f  i n te res t ,  t hen  the  re tu rn  on  ho ld ing  money  wou ld  be

supra -no rma l  .  Osborne  (1984  and  1985a)  a rgued  tha t  base  money  a lone

co r responds  to  t . he  money  o f  economic  theo ry .  I t  wou ' l d  be  p laus ib le  to

suppose  then  tha t  cu r rency  wou ld  be  the  mos t  l i qu id  t ransac t i ons  money .

I t s  l ack  o f  an  exp l i c j t  y i e . l d  sca rce l y  seems  t r oub lesome  i n  t ha t  l i gh t .

One  can ,  o f  cou rse ,  deny  (as  B ryan t  and  Wa1  lace  [1980 ]  d id )  t ha t

t he re  ' i  s  a  d i s t i nc t i ve  asse t  ca l l ed  money .  I n  t he i r  case ,  t he  den ia l

rea11y  i s  an  imp l j ca t i on  o f  a  me thodo log i ca l  a rgumen t  abou t  t he  fo rm tha t

economic  reason ing  ough t  t ake .  i t  c i ea r ' l y  i s  beyond  the  scope  o f  t h j s

paper  to  dea l  d i rec t l y  w i th  tha t  deba te .28  I t  wou ld  be  un fo r tuna te ,

however ,  i f  t he  deba te  ove r  bank ing  de regu la t i on  became en tang led  i n  a

modern  me thodens t re i t .  More  conc re te l y ,  commi tmen t  t o  (o r  aga ins t )  bank ing

deregu la t i on  does  no t  p resume commi tmen t  t o  the  equ i  I  i b r i um theo r i z ing

advoca ted  by  t he  1ega1  res t r i c t i ons  t heo r i  s t s .  I ndeed ,  h i s t o r i ca l l y

un regu la ted  bank ing  has  bo rn  I i t t l e  resemb lance  to  the  hypo the t i ca l

" l a i ssez - fa i re "  sys tems  pos tu la ted  i n  va r ious  mode l  s  de r i ved  f rom the  l ega l

res t r j c t ' i ons  theo ry .  I n  t ha t  sense ,  t he  theo ry  i s  a  de tou r  j n  t he  deba te

ove r  bank i  nq  de requ l  a t i  on  .
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From a  d i f f e ren t  pe rspec t i ve ,  however ,  t he  l ega l  res t r i c t i ons

theo ry  has  done  a  g rea t  se rv i ce  by  cha l l eng ing  economis ts  to  re th jnk  the i r

commi tmen t  t o  mone ta ry  regu la t i on .  0n  the i r  own  te rms ,  conven t i ona l

macroeconomic  mode l  s  make  no  sense .  l r i a l  l ace  (1983 ,  p .  6 )  co r rec t l y

i den t i f i e s  t ha t ,  on  convenL iona l  g rounds ,  t he  one  rema in i ng  j us t i f i ca t i on

fo r  1ega1  res t r i c t i ons  on  money  j s  r evenue  co i l ec t i on .  I f  economis t s

pu rsue  the  sugges t i on  o f  mode l i ng  l ega l  res t r i c t i ons  on  money  as  a  spec ies

o f  f i s ca l  po l i c y ,  t hen  t he  l ega l  r es t r i c t i ons  t heo r i s t s  w i l l  have  made  a

I  as t i  ng  con t r j  bu t i  on .
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NOTES

*Sen io r  Economjs t  and  Po l i cy  Adv iso r ,  Federa l  Reserve  Bank  o f  Da l las .  The
v iews expressed in  th js  paper  a re  the  au thor rs  and shou ld  no t  be  cons t rued
as represent ing  t .he  o f f i c ia l  pos i t jon  o f  any  par t  o f  the  Federa l  Reserve
System.  I  wou ld  I j ke  to  thank  Da le  Osborne fo r  h js  comments  on  an  ear l ie r
d ra f t .

1 .  A l though  I  r "e fe r  t o  t he  1ega1  res t r i c t i ons  theo ry  as  the  r rnew v iew , r '
Cowen  and  K rosner  (1985)  a rgue  tha t  t heo ry  i s  any th ing  bu t  new.  They
con tend  t ha t  i t  has  a  l ong  h i s t ony ,  wh i ch  beg ins  i n  t he  e i gh teen th
cen tuny .

2 .  A  "bondr r  re fe rs  to  a  da ted  i  n te res t -bea r i  ng  ob1  i  ga t i  on ,  wh i  1e
"cu r rency "  re fe rs  to  a  non in te res t -bea r jng  no te  ca l l ab le  on  demand .

3.

4 .

0r ,  as  Ha l l  (1982b ,  p .  1554)  pu ts  i t ,
regu ' l  a t ion . r r  The  fo l low ing  d iscuss ion
f rom 0rDr isco l l  (1985a ,  pp .  6 -7 ) .

r rmoney  i s  exac t l y  a  c rea tu re  o f
o f  F i sche r  B lack ' s  v i ews  d raws

q

6.

7 .

l da l l ace  (1983 ,  pp .  1n )  re fe rs  the  reader  to  Fama (1980)  and  Ha l l  ( 1982)
I ' f o r  o the r  d i scuss ions  o f  t he  1ega1  res t r i c t i ons  t heo ry . "  He  a l so
c i t es  s i x  o the r  a r t i c l es  as  app ' l  i ca t i ons  o f  t he  t heo ry ,  bu t  does  no t
re fe r  t o  B lack  (Wa11ace  [ 1983 ] ,  p .  3 ) .  B lack  i s  c l ea r l y  t he' i  n te l l ec tua l  p redecesso r ,  however ,  o f  Fama,  Ha11 ,  b ia l l ace ,  e t  a1  .

B lack  does  no t  adhere  s t r i c t l y  t o  a  l a i ssez  fa i re  assumpt ion .  Fo r
ins tance ,  he  spec i f i es  tha t  ' r eve ry  bank  w j l ' l  be  requ i red  to  have
cap j t a l  equa l  t o  a  ce r t a i n  f r ac t i on  o f  i t s  l oans . . . "  (B lack  11970 ] ,  p .
12 )  .  H i  s  suppor t  o f  cap i  t a1  requ j  remen ts  i  s  pa r t i  cu l  a r l y  odd ,  g i  ven
h is  oppos i t i on  to  rese rve  requ i  remen ts .

B lack  l a te r  adds  tha t  r rne i the r  t he  quan t i t y  t heo ry  o f  money  no r  t he
l i qu id i t y  p re fe rence  t heo ry  o f  money  wou ld  be  app l i cab le . r r  And  he
fu r the r  s ta tes  tha t :  r rT rad i t i ona l  mone ta ry  theo f l i es  w i l l  be
inapp l i cab le ;  i n  f ac t ,  i t  w i l l  no t  be  poss ib l e  t o  de f i ne  t he  quan t j t y
o f  money  i  n  mean  ing fu l  t e rms  (  B1ack  [  1970 ]  ,  pp .  9 -10 ) .

I n  a  foo tno te  to  th j s  passage ,  l l i a l l ace  adds  tha t :  I ' The  resu l t  t ha t
cen t ra l  bank  i n te rmed ia t i on  does  no t  ma t te r  under  l a i ssez - fa i re  a i so
ho lds  fo r  cen t ra l  bank  exchange  o f  Federa l  Rese rve  no tes  fo r  o the r
asse ts  - -  r i sky  mor tgages ,  r i sky  commerc ia l  l oans ,  o r  common s tock .  I t
i s  a  s t ra igh t fo rward  ex tens ion  o f  a  we l  l - known  f i nd ing  i n  co rpo ra te
f i nance  ca l l ed  t he  Mod ig l i an i -M i l l e r  t heo rem. "  0n  t he  l a t t e r  po in t ,
see Fama ( 1980, pp. 45-47) .

Cowen  and  K rosner  (1985 ,  pp .  2 -3 )  adduce  7  p ropos i t i ons  cha rac te r i z i ng
the  theo ry .

8 .
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9 .  Yeager  and  Green f i e ld  (1983)  o f fe r  t he i r  own  ana lys i s  o f  t he  p rob lem,
wh i  ch  I  examine  be low .

10.  Fama (1980,  p .  a0) .  Fama ( i980,  pp .  45-47)  o f fe rs  rwo var janrs  o f  the
theorem. Wood and hiood (1985, pp. 477-82) offer a textbook
presen ta t  i on  o f  t he  theo rem.

11 .  0n  t he  c ruc ia l  r o l e  o f  t he  supp l y  e l as t i c j t y
[ 1e36 ]  ,  pp .  234 -36 ) .

12 .  0 r  see  Yeage r  and  Green f i e l d  ( 1980 ,  p .  303 )
the i r  sys tem r rwou ld  i ndeed  lack  money  as  we

o f  money ,  C f .  Keynes  (1964

, where they state that
know  i t . . . "

13 .  See  C lower  (1970) ,  pp .  202 -277 .  C lower  (pp .  207 -08 )  s ra res  rhe
fo l i ow ing  as  " the  cen t ra l  t heme o f  t he  theo ry  o f  a  money  economy" :
"Money  buys  goods  and  goods  buy  money ;  bu t  qoods  do  no t  buy  goods . , '  By
con t ras t ,  i n  G reen f i e l d  and  Yeage r  ( 1983 ) ,  goods  buy  goods .

14 .  O rDr i sco l l  ( 1983 )  o f f e r s  a  more  de ta i l ed  c r i t i que  o f  an  ea r l i e r
p resen ta t i on  o f  t he  1ega1  res t f i c t i ons  theo ry  by  Yeager  (1983) .

15 .  Governmen t  p lays  an  i ron i c  ro le  i n  many  o f  t he  I ' l a j  ssez - fa i re r r  mode l  s
o f  t he  paymen ts  mechan ism.  In  Green f i e ld  and  Yeager  ( i 983 ) ,  gove rnmen t
4e f i nes  t he  un i t  o f  va l ue .  I n  l l a l l ace  (1983 ) ,  gove rnmen t  jmposes
la ' i s sez  f a i r e .  I n  Ha l l  ( 1982a ) ,  gove rnmen t  r ep laces  t he  ex i s t i ng
rnone ta rv  s tandard  by  f i a i  and  

"ng iges  
i n  j n te res t - ra te  ta rge t i ng i  The

use  o f  " l a i ssez - f a i r e f i  i n  t h i s  c i a i s  o f  mode l  s  aDDears  t o  be  a  
-

neo ' l og i  sm.

16 .  G reen f i e l d  and  Yeage r  ( 1983 ,  p .  305 )  c i t e  Robe r t  Ha l l r s  sugges t i on  o f  a
bund le  o f  50  k i  l ognams  o f  ammon ium n i t ra te  p lus  40  k i l og rams  o f  copper
p lus  35  k i ' i og rams  o f  a l um inum p lus  80  squa re  me te rs  o f  p l ywood  (o f
spec i f i ed  g rade ) ,  bu t  i nd i ca te  a  p re fe rence  fo r  an  even  more
encompass i  ng  compo  s  i  t e  bund l  e ,

17 .  The  au tho rs  i nv j t e  m isunders tand ing  by  such  ph rases  as  t ' en fo rc ing  the
un i t r s  de f i n i t i on . r r  G reen f i e l d  and  Yeage r  ( 1983 ,  p .  303 )  have  assu red
us  tha t  t he  I ' un i t  o f  accoun t  does  no t  requ i re  I  i  mp  I  emen ta t  i  on  I  t h rough
conver t i b i  l i t y  o f  any  fam j l  i a r  so r t ,  anymore  than  does  ma in tenance  o f
the  de f i ned  l eng th  o f  t he  me te r . r r  Wha t ,  t hen ,  i s  t o  be  en fo rced?

18 .  Green f i e ld  and  Yeager  have ,  o f  cou rse ,  des igna ted  the i r  sys tem as
nonmone ta ry .  I  am no t  a rgu ing ,  t he re fo re ,  t ha t  i t  wou ld  be  s im i l a r  j n
a l l  r espec t s  t o  a  t r ime ta l l i c  sysLem,  bu t  am on l y  sugges t ' i  ng  t ha t  i t
wou ld  i nvo l ve  the  theo re t i ca l  and  p rac t i ca l  p rob ' l ems  d i  scussed  he re .

19 .  Ua l  l ace  (  1983 ,  p .  6 )  obse rves  t ha t :

. . . The r "e  ex i s t  no  comp le te  a rgumen t , s  l ead ing  t o  t he
conc lus ion  tha t  peop le  a re  on  ave rage  beL te r  o f f
t he  more  s tab le  t he  p r i ce  1eve1 ,  q i ven  t he  s teps
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t ha t  have  to  be  taken  to  a t ta in  g rea te r  s tab i l i t y
o f  t he  p r i ce  l eve l  .  0n  the  con t ra ry ,  as  Sa rgen t
and  | r l a l  l ace  (1982)  a rgue ,  t he  res t r i c t i ons  tha t
make  g rea te r  p r i ce  1eve1  s tab i l j t y  poss ib l e  hu r t
some peop le  and  bene f i t  o the rs ,  wh i l e  on  ave rage ,
' i n  a  ce r t a i n  sense ,  mak ing  a l l  wo rse  o f f . "

He  conc ludes  t ha t ,  w i t hou t  1ega1  r "es t r i c t i ons ,  r r i t  i s  no  eas ie r  t o
ach ieve  p r i ce  1eve1  s tab i l  i t y  t han  i t  i s  t o  ach ieve  s tab i l i t y  o f  some
re l  a t i  ve  p r i  ce .  "

20 .  0 rD r i sco l l  ( 1985 ,  pp .  7 -9 )  exam ines  t h i s  i s sue  j n  mo re  de ta i i ;  c f .
0sbo rne  (  1985 ,  pp .  18 -23 )  .

21 .  Recen t  h i s to r i og raphy  on  the  c lea r inghouse  func t i on  i n  a  f ree -bank ing
sys tem inc ludes  Gor ton  (1985)  and  T imber lake  (1984) .

Wh i te  (1984a ,  pp .  1 -22 )  p resen ts  a  mode l  o f  f r ee  bank ing  i n  wh ich
ban  ks  demand  rese rves .

22 .  C f .  Wh i t . e  ( 1985 ,  p .  5 ) .  The  f i r s t  assump t j on  exp l i c i t l y  p rec ludes  a
nonpecun ia ry  y ie ld  on  money .  Bu t  t he  second  and  th i rd  assumpt ions
sepa ra te i y  exc lude  t he  poss ib i l i t y ,  s i nce  t he  e l jm ina te  t he  reason  f o r
money rs  y i e l d .  (See  t he  t ex tua l  d i scuss ion ,  i n f r a . )

23 .  Keynes '  po in t  was  p rec i se l y  t ha t  money  y j e l ds  a  nonpecun ia r y  y i e l d .
Tha t  he  fe l t  compe l  l ed  to  say  tha t  money rs  y ie ld  i s  "d f "  i nd i ca tes ,
however ,  t ha t  t he  o ld  v iew  o f  ba r ren  money  s t i l l  he ld  sway  ove r  h im
even  as  he  was  engaged  in  t r y ing  to  ove r tu rn  j t .  As  Keynes  sa jd  i n  t he
Pre face  to  the  Genera l  Theory ,  r r t he  d i f f i cu l t y  1 ies ,  no t  i n  t he  new
ideas ,  bu t  ' i n  esc 'ap ing  t rom t f re  o1d  ones ,  wh ich ,  ram i f y ,  f o r  t hose
brough t  up  as  mos t  o f  us  have  been ,  i n to  eve ry  co rne r  o f  ou r  m inds . "

24 .  And  i t  can  se rve  t o  exp la i n  t he  ho ld i ng  o f  i d l e  r esou rces  gene ra l l y .
Fo r  an  i ns i gh t f u l  ana l ys i s  a l ong  t hese  l i nes  ,  see  Hu t t  ( 1939 ) .

25 .One  a l so  avo ids  hav ing  to  adop t  t he  t roub lesome mode l  i ng  s t ra tegy
adop ted  i n  B ryan t  and  l t Ja l l ace  (1980) .  B ryan t  and  Wa l lace  (1980 ,  p .  6 )
de fend  the  s t ra tegy  by  a rgu ing  tha t  " t he  reader  j s  no t  g i v ing  up  much
by  en te r ta in ing  f t he  th ree ]  pos tu la tes  as  a  po ten t i a l  bas j s  f o r  a
theo ry  o f  f i nanc ia l  sys tems .  By  no t  g j v ing  up  much ,  we  mean  tha t
ex i s t ' i ng  a l t e rna t i ve  mode l  s  o f  f i nanc ia l  sys tems  have  taugh t  us  ve ry
l j t t l e . r r  I  am  i nc l i ned  t o  ag ree  t ha t  we  wou ld  no t  be  g i v i ng  up  much  by
je t t i son ' i ng  the  macroeconomic  mode l  s  examined  by  B ryan t  and  l r i a  l  l ace
(1980 ,  pp .  6 -10 ) .  I  t r y  t o  i nd i ca te  t h i s  on  p .  21 ,  sup ra .  0 'D r i sco l l
( 1985b )  d i scusses  t he  o r i g i ns  o f  t he  t r ad i t i on  p resen ted  he re .  A1  so ,
see  OrDr i sco l l  and  R i zzo  (1985 ,  pp .  191 -98 ) .

26 .  The  l a t t e r  po in t  i s  sca rce l y  o r i g i na l  .  I f  accep ted ,  howeve r ,  i t
p rec ludes  the  s t ra tegy  adop ted  by  B ryan t  and  l r i a l l ace  (1980) .
0 'D r i sco l l  and  R i zzo  (1985 )  a rgue  t ha t  unce r ta i n t y  i s  t he  sou rce  o f
many  economic  p rocesses  and  j ns t i t u t i ons ,  wh ich  can  be  ana lyzed  on l y  by
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' i  nco rpo ra t i ng  unce r ta jn t y .  Money  i s ,  i n  f ac t ,  one  o f  t he  bes t  examp les
o f  a  marke t  i ns t i t u t i on  tha t  wou ld  no t  ex j s t  i n  a  wor ld  w i th  pe r fec t
fo res igh t  and  no  t ransac t i on  cos ts .  A t  t h i s  l eve i  o f  genena l  i t y ,
B ryan t  and  l {a l l ace  (1980)  had  the i r  ch ie f  resu l t  as  soon  as  they  wro te
down  the i  r  assumpt ions .

The  ana l ys i s  o f  l i qu i d i t y  d raws  on  0 'D r i sco l l  ( 1985a ,  p .  11 ) .

27 .  Th i s  cha rac te r i za t i on  t akes  no t  names  bu t  p rope r t i es  se r i ous l y  ( see
Bryan t  and  l . Ja l l ace  [ 1980 ] ,  pp .  8 -9 ) .  Choos ing  t he  emp i r i ca l
coun te rpa r t  o f  t he  Lheore t i ca l  cons t ruc t  i s  no t  an  easy  task ,  as
Osborne  (1984  and  1985a)  demons t ra tes .

28 .  The  i s sue  i s  t aken  up  i n  g rea t  de ta i I  i n  0 rD r i sco l l  and  R i zzo  (1985 ) .



3 i

B IBLiOGRAPHY

Black ,  F ischer .  r rBank ing  and  In te res t  Ra tes  in  a  Wor ld  h l i thou t  l l oney . "
Journa l  o f  Bank  Research  1  (Au tumn 1970) :  9 -20 .

B ryan t ,  John  and  Wa11ace ,  Ne i  1  .  I ' The  Ine f f i c i ency  o f  I n te res t -bea r jng
Na t iona ' l  Deb t . r r  Jou rna l  o f  Po l  i t i ca l  Economy 87  (Ap r i1  1979) :  365 -81 .

B ryan t ,  John  and  Wa l l ace ,  Ne i l .  "A  Sugges t i on  f o r  Fu r t he r  S imp l i f y i ng  t he
Theory  o f  Money . "  l ' 4 i nneapo l  j s :  Pho tocopy ,  1980 .

C lower ,  Rober t  W. ,  ed .  l 4one ta ry  Theory :  Se lec ted  Read ings .  Ba l t imore :
Pengu i  n ,  1969 .

Cowen ,  Ty le r  and  K rosner ,  Randy .  "The  Deve lopmen t  o f  t he  Lega l
Res t r j c t j ons  Theory  o f  Money .  "  (Cambr idge ,  l ' 4A :  Pho tocopy ,  1985) .

Fama,  Eugene .  r rBank ing  i n  t he  Theory  o f  F inance . ' r  Jou rna l  o f  Mone ta ry
Economics  6  ( Janua ry  1980 ) :  39 -57 .

F r i edman ,  M j l t on .  The  Op t imum Quan t i t y  o f  Money .  Ch i cago :  A ld i ne ,  1969 .

Gor ton ,  Gary .  '  '  C  1  e  a  r  i  n  g  h  o  u  s  e  s  and  the  0 r i  g i  n  o f  Cen t ra l  Bank ing  i n  t he
Un i ted  S ta tes . r r  Jou rna l  o f  Economic  H is to ry  45  ( June  1985) :  277 '83 .

Green f i e ld ,  Rober t  L .  and  Yeager ,  Le iand  B .  ' rA  La i ssez -Fa i re  Approach  to
Mone ta ry  S tab i l i t y . "  Jou rna l  o f  Money ,  C red j t  and  Bank jng  15  (Augus t
1983)  :  302 -15 .

Ha l  I  ,  Rober t  E .  r rExp lo ra t i ons  j n  t he  Go ld  S tandard  and  Re la ted  Po l  i c i es
fo r  S tab i l i z i ng  t he  Do l l a r . "  I n  I n f l a t i on :  Causes  and  E f f ec t s ,  pp .
777 -22 .  Ch i cago  Un i ve rs i t y  o f  Ch i cago  P ressJ982a .

Rev i  ew
Jou rna l

"Mone ta ry  T rends  i n  the  Un i ted  S ta tes  and  the  Un i ted  K ingdom:  A
f rom the  Perspec t i ve  o f  New Deve lopmen ts  i n  Mone ta ry  Economics . "
o f  Economic  L i t e ra tu re  20  (December  1982b) :  1552-56 .

H i cks ,  J .R .  The  C r i s i s  i n  Keynes ian  Economjcs .  New Yo rk :  Bas i c  Books ,
1974 .

Hu t t ,  l d .H .  The  Theo ry  o f  I d l e  Resou rces .  ( 1939 ) .

"The  Y ie ld  f rom Money  He ld . r r  I n  0n  F reedom and Free
796-2?3. Edi ted

by  Mary  Sennho l z .  P r i nce lon :  D .  Van  Nos t rand ,  1956 .

Keynes ,  John  l , l ayna rd .  The  Genera l  Theory  o f  Emp loymen t ,  I n te res t ,  and
Money .  New York :  Harcou r t ,  B race  &  | , ' l o11d ,  Harb inge r  Books ,  1964
(  1e36) .



32

Kl  e i  n ,  Ben jami  n .  "The  Compe t i  t i  ve  Supp iy  o f  F loney .  "  Jou rna l  o f  Money ,
Cred j t ,  and  Bank ing  6  (November  1974) :

Lavo ie ,  Don .  R i va l r y  and  Cen t ra l  P lann ing :  The  Soc ia l i s t  Ca l cu la t i on
Deba te  Recons ide red .  Cambr i dge ,  U .K . :  Cambr i dge  Un i ve rs i t y  P ress ,
1385:-

0 'Dr i sco l l ,  Gera ld  P .  "A  F ree -Marke t  Money :  Comment  on  Yeager . r r  Ca to
Jou rna l  3  (Sp r ing  1983) :  327 -33 .

"Money  i n  a  Deregu la ted  F inanc ia l  Sys tem. r r  Federa l  Rese rve
Bank  o f  Oa l l as  Economic  Rev iew  (May  1985a) :  I - 72 .

" l ' l oney :  Menger ' s  Evo lu t i ona ry  Theory . "  Federa l  Rese rve  Bank
o f  Da l l as  Research  Paper  No .  8508  (1985b) ;  f o r thcoming ,  H is to ry  o f
Po l  i t i ca l  Economy (1986) .

0sbonne ,  Da le  K .  r rTen  Approaches  to  the  De f in i t i on  o f  Money . r r  Federa l
Reserve  Bank  o f  Da l l as  Economic  Rev iew  ( l 4a rch  1984) :  1 -23 .

"h lha t  i s  Money  Today?"  Federa l  Rese rve  Bank  o f  Da l l as
Economic  Rev iew  (January  1985a) :  1 -15 .

.  "0n  the  Theory  o f  La j  ssez -Fa i  re  Paymen ts  Sys tems . r r  Da l  I  as :---  
PhotoEopy, 1985b.

Sargen t ,  Thomas  J .  and  Wa l  l  ace ,  Ne i  l  .  "The  Rea l  -b j  l  l  s  Doc t r " i  ne  ve rsus  the
Quan t i t y  Theory :  A  Recons ide ra t i on . r '  Jou rna l  o f  Po l  i t i ca l  Economy 90
(  December  1982) :  7272-36 .

T imben lake ,  J r . ,  R i cha rd  H .  "The  Cen t ra l  Bank ing  Ro le  o f  C lea r i nghouse
Assoc ia t i ons . r '  Jou rna l  o f  Money ,  C red i t  and  Bank ing  16  (Feb rua ry
1984 )  :  1 -15 .

i l a1 lace ,  Ne ' i  1 .  "A  Lega l  Res t r i c t i ons  Theory  o f  t he  Demand  fo r  r r lYoney ' r  and
the  Ro le  o f  Mone ta ry  Po l i cy . r r  Federa l  Rese rve  Bank  o f  M inneapo l i s
Qua rte r ]y Rev i  ew ( Wi n te r  1983 )  :  l -7 .

l { h i t e ,  Lawrence  H .  F ree  Bank ing  j n  B r i t a in :  Theory ,  Exper ience ,  and
Deba te ,  1800-1845 .  Cambr idge :  Cambr idge  Un ive rs i t y  P ress ,  1984a .

r rCompe t i t i ve  Paymen ts  Sys tems  and  the  Un i t  o f  Accoun t .
Ameri  can Economi c Rev i  ew 74 (  September 1984b) :  699-712.

' rAccoun t ing  fo r  Non- ' i n te res t -bea r ing  Cur rency :  A  Cr i t i que  o f
the  ' Lega1  Res t r i c t i ons r  Theory  o f  Money . r r  New York :  Pho tocopy ,  1985 .

l {ood ,  John  H .  and  l r l ood ,  Norma L .  F jnanc ja l  l v l a rke ts .  New York :  Harcou r t
B race  Jovanov i  ch ,  1985 .



Yeager ,  Le l  and
Kyk los  21

B .  r rEssen t i a l
(  1968)  :  4s -69 .

J 5

Proper t i es  o f
Repri  nted i  n

the  Med i  um o f  Exchange . "
C l  ower  (  1969) ,  pp .  37 -60 .




