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A Reinterpretation of Classical Monetary Theory*

DAVID GLASNER
Manhattan hintitute
New Yorkh, N.Y

1. Introduction

Relevance to current policy issues is usually not the motivation for studying the history of
economic theory. However, questions about the practicality of conducling monetary policy
in a dercgulated financial system by controlling the monetary aggregates are stimulating
interest in convertibility as an alternative to our present monetary arrangements [3; 6: 66].
Since classical wiilers were mainly concerned with monetary theory and policy under a
pold standard, it is to be expected that rencwed altention will be devoted to classical
monctary theory,

My aim in this paper is to show that, contrary to received views about classical
monelary theory, it was not based on the quantity theory of money. On the contrary, it was
based on a theory of a convertible, competilively produced money supply that was funda-
mentally different from the quantity theory. Using the modern theory ol a competitive
moancy supply, we can now rigorously derive many of the basic propositions of classical
monetary theory that have been denicd or misunderstood by modern theorists operating
within the framewotk of the quantity theory.

Received views about classical monetary theory can he summarized by the following
propositions:

1. Classica! monctary theory was based on the quantity theory [5, 145-76; 42, 143; 61,
591

2. In classicat theory the role of convertibility was to impose a limit on the reserves
against which the banking system could create nominal halances. Under converti-
hility an excess supply of nominal balances that led to an increase in the price level
wauld eventually he reversed by a loss of reserves and a consequent contraction of
nominal balances [, 13: 42, 153].

3. Fur converlibility to be effective, the banking system had te maintain a stable ratio
between their reserves and the nominal balances they created. Since the banking

*1 with 10 thank David Laidler. Axcl Leijohufvud, Earl Thompsan, Dick Trestrail, Larry While, and an
anonymous teferee for their helpful comments on carlier drafts of this paper. [ have also benefitted greaily from
discussions with F. A_ Hayek. Ben Klein, and, pasticularly, Farl Thompson an the subject of competition in the supply
of money, Any remaining errors are, however, entirely my own responsibility. | also want to express my ratitude to the
Liberty Fund and 1o the College of Business Adminstration at Marguette University for financial support while | was
working on this paper. An earlier draft of the paper was presented at the 1981 mecetings of the History of Economics
Society.
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system would not necessarily do so of its own accord, the monetary suthority hid to
impose the ratio on the banking system [42, 153-6; 51, 76, 67, 221].

4. Though some, but not all, classical theorists did recognize the distinclion between
the expansion opportunities open te any single bank and those open to the entire
banking system, classical theorists gencrally lached an adeqguite theory ol the pre-
cess of money creation by a fractional reserve banking system that propeily woh
account of this distinction [19, 152-3; 47, 32; 55, 730, 67, 239).

5. International monetary equilibrivm was maintained, in the cliassical theary, by the
Humean price-specie-Now mechanism (PSFM) that entails adjustments in the iela-
tive price levels of countries experiencing balunce-of-payments diseguilibrium {5,
209; 42, 142; 617, 293].

6. Classical theory incorrectly subscribed to Says Law (tdentity)and, thus, could nom
adequately expliain the process of price-level adjustnient implicit in the quantity
theory. And lacking a real balance effect, it illegitimately dichotomized the process
of price determination between the rcal and the monctary scetors {5, 145-76; 42,
158-60).

Each of these prapositions, at least in relation o a major group of classical monctary
theorists, is incorrect. The critical mistake is the assumption that classical theatists used the
quantity theory to cxplain price-level determination under convertibility. Muost classical
theorists used the quantity theory only to explain price-level determination for an incon-
vertible paper currency. But under the gold standard, the price Ievel was determined by the
value of gold, not the quantity of nominal balances.! A competitive process, sometimes
described as the real bills doctrine or the taw of reflux, determined the quantity of nominal
balances produced by the banking system under convertibility. No lixed relationship be-
tween gold reserves and nominal balances was, or needed to be, maintained because it was
not possible, under convertibility, for the nominal quantity of noney produced by the
banking system to uffect the price level. Instead, nominal balances Muctuated with “the
needs of trade.” And with the price level determined by converlibility, no mounctary theory
of price-level adjustment was necessary. There was no need for a real batance ¢ffect and no
inconsistency in maintaining Say's Identity. The law of reflux, in fact, is equivatent 1o Say's
Identity. .

Without relying on the balance-of-payments adjustment mechanism, the modern
theory of a compelitive money supply demonstrates the endogencity of the nominal yuan-
tity of money produced by the banking system. As with any other competitively produced
commodity, the oulput of nominal cash balances depends on the marginal costs and the
marginal revenues of competitive producers. The money-multiplier analysis ol deposit ex-
pansion, according to which the nominal money supply is (or can be made) an exogenously
determined policy variable, has no role in the theory of a competitive moncy supply just is
it had none for most classical 1heorists.?

1. In Futlasion™ wonds;

The value of & really consvertible currency must atways be identical with the value ol the com sto whidot svnmernble,
and can unly vary with vatiations in the vatue ol coin |14, 9]

2. Hicks [24, 59-60] recognized, almost in passing. the distinction between the quamity theory and the chassical
theory of a convestible curcency. In the latter the money stuck bevownes an endugenous varisble while in the fotien it is
AN exogenous une,

. - [
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The paper is organized as follows. In the next section ] shall sketch a model of a
competitively produced money and show the validity within this model of such allegedly
invalid propositions often attributed to the classical theorists as the dichotemy of the real
and the monetary sectors and Say's Law (Jdentity). In section three | shall compare and
contrast the quantity theory and my interpretation of the classical money model. I turn, in
section four, to the role of competition in classical monetary theory. Next Tuse the distine-
tion hetween the quantity theory and the competitive money model to suggest an expla-
nation of Adam Smith's neglect of PSFM and to offer a parallel cxplanation of the dispute
hetween the Currency and Banking Schools, In scction six 1 shall compare my version of
the classical theory with the modern restatements of the classical theory by Patinkin and
others and show the cquivalence between Say's Identily and the law of reflux. Finally, in
scction seven | discuss the implications of the classical model for contemporary monetary
theory.

11. A Model of a Competitive Supply of Money

The modern theory of a competitive money supply was developed independently and along
comewhat different lines by Kiein [31] Thompson [62] and Hayek [20). Much of their work
was loreshadowed in the “New View™ of financial intermediaries, associated with, among
others, Gorley and Shaw [18] and Tobin {65). The notion of a competitive money supply
was alsa developed in a neglected article by Ruelf [52].

The truly novel contribution of Klein, Thompson and Hayek was their argument that
even with costless creation of nominal cash balances, a legally unconstrained, compelitive
monelary system would not, as Fricdman,” Pesek and Saving,' Johnson® and Patinkin®

3, Friedman wrote,

This analysis, then, Jeads 8o the conclution that some external fimit muv be placed on the volume of a fiduciary
currency in order 1o maintain its value. Competition does not provide an effective limil, since the vatue ol the promise 1o
pay. if the currency it 1o remain fiduciary, mut be kept higher than the cou of producing additional units. The production
of & Giduciary cuttency is, at it wete, a technical manopoly, and hence, there is no such presumption in favor of the private
marker av there is when campetitinn is feasible [12, 7]

Fricdman failc 1o explain why competition would not ferce competing issuers of fiduciary units to guarantee that
they would not overissue, Without such a guarantee, theis issues would not be acceplable to the public. The guarantee,
of course, would likely take the form of a commitment to converl inta gotd. Fricdman doces not explicitly deny thal
competition is pocsihle under a gold standard. But he does deny that the gold standard would arise spontancously
through compelitive forces. As Klein [31, 429) obsers ed, he seems 1o assume that competing money producers have no
way of differentiating their producis.

4. Pesek and Saving maintained,

1f we have & product, any product, the marginat cost of production of which is assumed 1o be rero, then the following
propositinns of 1atue 1heory hold: )

a Compelition amang producers of any good, monetary of non-monetary results in & determinate output and & 7ero price;
a reciprocal of this price is, by definition, indeterminale . .

b. Qulput redtrictions (outtide restraimt, monapoly, ete.) result in a2 delerminate output and price, both positive . . .

1f dominam money existt hut the hanking system it not restricted by two qualitative restraints, [instant repurchase clause
teomvertikility) and a prohikition on the payment of inferest on money} the banking induestry will destroy itself as a money
producer hy being compelitively driven 1o deterioratc the quality of ils preduct: mancy will be converted into a money-
debt and, uliimately, into pure deht [45, 129}

5. Johnson's words were:

H depovits cost nothing to create and yet the astets held against them yield a positive return, banks subject tano resiraint
will he under campetitive pressure to expand the naminal money supply uniil its purchasing power is reduced to zero: a1
beat, the maney supply so determined will be in neutral equilibrium [27, 135}
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had asserted, generate an infinite, or indeterminate, prive level. Klein [31, 429-30) and
Hayek [20, 23] pointed out that only if competing money producers were producing
indistinguishable monies that did not bear the name or trademark of the issuer woukd
compelition generate an infinite price level. However, the violation ol another money pro-
ducer’s trademark is not a requirement of competition, it is an infringement of property
rights that we call counterfeiting. Thompson, however, differed from Klein and Hayceh on
one significant point. While Klein and Hayek maintained that competition between money
producers would, even without convestibility, ensure the purchasing power of their monics,
Thompson held that a finite price level would onty be achicved if money producers com-
mitted themselves 1o convert their monies into a read asset at a stipulated rate of exchisnge.
While conceding that money producers must resort to conveitibility to ensure a finite price
level, Thompson differed from Fricdman, et. al. in arguing that, if propeety rights are
enforced, convertibility results from competitive forees, not from a gosermmentally im-
posed obligation on the banking system.

1 shall now give a bricf account of Thompson'’s model since | regard it as closest in
spifit to the classical money model.

Assume that a proper subset of individuals within an cconomy - -let us call them
bankers —can ascerlain costlessly the probability of default by any borrower; suppose,
100, that their costs of bookkeeping and enforcing payment are zero, Finally, wssume that
bankers are sufficicntly naumerous to make collusion prohibitively costly. Since bankers are
the lowest-cost suppliers of credit, non-bankers borrow only [rom bankers. Non-bankers
obtain credit by giving bankers 10Us that bear a compelitive interest rate plus i risk
premium. In exhange for these 10Us, the bankers give the non-bankers 1OUs of their own
which, because the credit of bankers is understond to be superior to that of non-bankers,
are generally accepted as payment. I the credit of non-bankers were as goud as that of
bankers, non-bankers would issuc their own debt when making payment rather than ex-
changing debt with bankers and using the bankers’ debl for payment.

Since they can create debt cosllessly, bankers earn the difference belween the interest
on 10Us they receive from non-bankers and the interest on 10Us they issue in exchange.
But competition forces bankers to raise the interest on their debt as long as further profits
would accrue from issuing additional debt, thereby dissipating any profit that would have
accrued from the interest on 1QUs obtained from non-bankess.

The second part of this sentence is inconsistent with the first part. A neutral equilibrivm without a determinate
price level does not imply scto purchasing power. Itmeans that the prive level and the rate of inNation are nut testricled
to unique valucs. Changes in the rate of inflation would be matched by changes in the tate of interest pad on mency,
keaving moncy helders inditferent tu changes in the rate of inflation. This is the kind of equitibtium cmvisioned by
Gurley and Shaw (18, 254-5) in a “laissez-faire banking system.” The price level and ralc of inflatzun are alsw indeter-
minate in this sense in Klein's sersion of a campetitive money model.

6. Patinkin argucd a5 follows:

Note that under the asumplion of £ero costs it is exsential 10 asume that the night W vsse moncy is quantitatoely
restricted in somc furm of other, For viherwise individuals would continue producing money untl the vatue of the
maiginal product was abo sero: that is, they would bsue ananlinite quanity of isoney which would be valusless o ko
of putchasing power uver commuoditics [44, 170]

Although of the authors | hase quuted in this and the previous three footnotes, only Pesek and Saving categori-
cally deny that a compelitive moncy supply under convertibilily would maintain a finite price level, atl of them Jdo
suggest that competition would Jead to an infinite price level unless some exogenous cunsiraint (such as a legal cunser-
1ibility requirement) were imposed un it. The insight ol the theory of a competitive money supply is that cony crtibility
itsell would arise from competitive forces.
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A delicate question arises here, 1t is the anticipated real interest rate that is the
incentive for holding the bankers’ [0Us, How can this reat interest be paid? Unless bankers
cammit themseles to canverl their 1OUs into an asset which they cannot create costlessly,
the prospeet of ical interest seems illusory. There is no reason to believe a promise lo
pay interest unless the vatue of the {OU s fixed in eeal terms by a contractual commitment
to convert cither on demand or at a specilicd redemption date. This is Thompsen’s [62,
432-33)1cacon tor arguing that competition wounld compel banks to commil themselves to
comartibility, Ronald Coase [R] has employed a similar argnment in a different conlext.’

By piving holders of his 1OUs the right of conversion into a real asset at a predeter-
mined 1ate, a banker can guarantce them a stipulated real rate of interest. A banker may
do so by establishing convertibility into a real asset expected to appreciate at a rate equal to
the real rate of interest, or by announcing that the conversion rate between his [OUs and a
seal asset of constant value will be periadically increased in the future.” The former arrange-
ment bears some similarity to the classical gold standard.” Apant from periods of rising
prices following unanticipated gold discoveries, prices in terms of gold generally fell during
the nincteenth century. Thus, money holders usuvally did receive some implicit interest.
That money holders still bore some positive cost {given that real interest rates were gener-
ally grcater than the rate of deflation) can he attributed to the real costs of producing
moncy or to monepolistic elements in the banking structure of most countries. In Scotland,
where a free banking system evolved in the cighteenth century and continued until Pecl’s
Act of 1844 subjected it to the regulations governing banking elsewhere in Great Britain,
interest was paid on deposits and moncey-holding costs were less than in England [7. 68
14,92)

The competitive money model | have outlined has the following properties:

. I he assumption that banks can produce cash balances costlessly implies that they
bear no cest of holding reserves of the standard asset (gold). This would be possible if
confidence in banks were such that they did not need 10 hold any reserves regardless of
their output of cash balances, Such a situation would imply that banks have no demand to
hold gold."” Figure 1 shows the determination of the price level, P, and the spread between

1. Coasc’s argnment is that a monopelist frying to maintain an artificially high value of a durablie gond by
withholding part of its supply wenld be unable to do so without promising to repurchase the good at the ariginal price.
$he reavom is that buycers of the gond will anticipate that the monnpolist wauld later sell additional units that he
originally had withheld until the price of the govd were reduced to the competitive fevel, Civen such expectations, no
huyer would pay more than the competiting price. [0 puarantee 1o buyers that he will not “cheat,"” the monopalist has
1o make a compitment to preserse the value of the good, far example hy promising to repurchase at the original price
on the demand of the buyer, The problem of the monopalist is analognus in the problem of the money producer secking
to maintain a value for his money ahove the physical cost of producing it. Comertibility is the equivalent of a repur-
chaze clause. | am indehted 10 Armen Alchian for drasing my aliention to the analogy between Coase’s example and a
comertihitity commitment on the part of a maney producer,

. For an alternative Torm of camvertibility that wnutd stahilize an index of wage rates and, thus. would be a
kind of labor standard, see Thompson [61]

9. In the compelitise model, however, the asset inta which money is comvertible does nat necessarily function as
a medium of exchange as did gold under the gald standard. The phenomenon of currency-switching in timee of crisis
when the public seeks 1o suitch from halding bank manics (notes and deposits) o reserve money {gold) may have heen
a significant factor in nincteenth century bosiness cycles, This phenomenon is not possible in the purely competitive
moded outlined in this papet, For a discussion of the implications of this assumptinn of the competitive model see
below, and Glasner [16].

10, An alicenative explanation would be that gold was vielding the competitise rate of interest w hich could occur
il gold were appreciating at a rate equal to the rate of interest. An asset can appreciale at a rate equal to the rate of
interest in equilibrium anly if it provides no current services of any value. That would mean that the current demand
fur gold lor monetary uses was small relative 1o the total stack. Sce diccussion below in section VI
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the interest rate on loans and the interest on money, § — ry,. In panel a the relative price of
gold, Pg, is determined on the assumption that banks hold no gold reserves, Given the
exogenously determined conversion rate, CR, P unigucly determines the price level, P.
Their precise relationship is given by the equation

(CRI(1}P) = Fg.

Without loss of generality, we choose CR so that Py equals 1 P, £; and 1/ Pcan then be
measured simultaneously along the vertical axis. In panel b a family of rectangular hyper-
bolic demand curves depicis the relationship between the amount of nominal cash balances
demanded, Af and 1/ P. The demand for real cash balances along cach demand curve is
constant and depends on i — r,,. In panel ¢ the demand for real cash balances as 8 function
of i — r, is shown by a family of demand curves (each corresponding 10 a given price
level). Competition ensures that i — ry, equal the marginal cost of maintaining cash
balances held by the public. If doing so is costless, the supply curve of cash balances in
panel ¢, indicating the banking industry's output of money as a function of § — r ¢, coincides
with the horizontal axis. Thus, the equilibrium amount of cash balances is represented by
the point where the demand curve in panel ¢ corresponding to the price level determined in
panel a touches the horizontal axis." Thus, the guantity-theoretic proposition that the

11, M there were some positive, bul constant, marginat cost of maintaining the cash bulances held by the public,
the supply curve would be perfectly elastic at ik, where & is the cost of permancntly issuing one unit of money. If there
w¢reincreasing marginal costs of producing cash batances, the supply curve would be upward sloping. I uther words,

(i =1y} = iL{M),
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Figure 1

price level depends on the exogenously fixed nominal quantity of money is reversed in the
competitive model. Instead, the supply of cash bafances is perfectly elastic with respect to
the price level determined by convertibility and with respect to the spread between the
nominal interest rate on loans and the nominal interest rate on money.,

2. Essentially similar conclusions follow even if we relax the assumption of costless
production and assume instead that the demand for gold by the banking system of the
countey whose price level is being determined is small relalive to the international market
in which the price of gold is determined.” Figure 2 illustrates the determination of P, i —

where k(M) is the marginal cost of permanently issuing cash balances held by the public as a function of the quantity

of cash balances. Nole, hawever, that even if the supply curve in panel ¢ were upward sloping. the supply curve in panel
b would still be perfectly elastic with respect to 1/ P

The most explicit formulation of such a money model was by Laughlin {35). For an excellent study of this unduly
neplected thearist see (iirlon and Roper [15). Although Lavghlin recognized the similatity of this theory to Adam
Smith's. he regarded the quantity theory as the dominant classical theory and sought to differentiate his own theory
from the classical theary,

12. McCloskey and Zecher [37, 160~-1] argue that the small counlry assumption was not an unrealistic ane for
the United States and cestainly not for Great Britain on the eve of 1he demise of the classical gold standard in I1913.
Their argument was based on shares of world income rather than shares of the world money supply or gold stock, bul
given the existence of a non-monttary as well as monetary demand for gold, it is unlikely that normal fluctuations in
the monetary demand for gold within a single country would have had much impact on the world price of gold.

A sulficiently large shock that caused an inciease in the demand for money and the demand for gold (especially
if, as is likely in such a case, the shock were international) would lead to a general deflation as the relative price of gold
rote. In such periods the cost to banks of creating cash batances would be rising because of an increased derived
demand for gold reserves, Thus, even with an increased real demand to hold eash balances, the combination of a falling
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£y, and Af, under these asswmptions. In panel a determination of the relative p‘licc of gold
for a small country is shown. Since the price of gold is determined inlcrnulmsmlly. the
supply curve facing a small country is perfectly elastic at the prevailing w‘urld price t.mlcss
the domestic demand for gold increases greatly, Hence, the supply curve is drawn with an
I-shape. The demand of the bunking system for gold is a Munction of il_s vutput of cush
balances and each demand curve drawn in panel a corresponds to a ditferent output of
cash balances. M and i — ry are determined in panels b and c as they were in Figure I,
except that the supply curve of cash balance with respect to i — ry is dmwvn‘bclow the
horizontal axis in panel ¢ to reflect the assumption that banks incur a positive cost of
creating and maintaining cash balances in circulation. Thus, for a small country, lh? supply
of money is perfectly elastic (at least in the neighborhood of cquilibrium) at a price tevel
determined by convertibility.

3. Even il the demand for gold is not insensitive to changes in the demand for money,
the relative price of gold and the price level would be unaffected by domestic changes in the
demand for money, provided that domestic changes in the demand for money are reli-
tively small, or that they are correlated with changes in the opposite direction clsewhcrf:.
They would then affect only the quantity of money. Associated changes in the flumcsuc
gold stock would be accomplished with no changes in the price level. In Figure 3, Lillustrate

bakances, the nominal stuck of money created by the banking
between a falling nuningl money stuck and a falling price level
ome about in the way emisioned by
he olherwise desirable properties of

price level and a rising cost of creating nominal cash
system might well fall in such a period. The corichation
would be consisteat with the yuantity theary even thuugh the correlation did nut ¢
the yuantity theory. The susceptibility (o such shocks is an impurtant exception 101
the competitive muney supply muodel under a gold standard.
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two cases in which the demand lor money for changes. In one case, the demand shift (from
D to D in panels b and o) is tefatively small so the corresponding shilt in the demand for
pold in panelais small and docs not alter the relative price of gold or the price level. In the
other case, the demand shift (liom D 10 D7) is sufficiently large to canse a shift in the
demand tor gold thit does alter the relative price of gold and the price level. 11 the supply
cunve of ch balances in panel ¢ were nol horizontal, the spread between the 1ate of
interest and the interest paid on money would also be affected. But as long as demand
changes were not so gicat as to affect the relative price of gold, monctary cquilibrium
would he maintained through variations in ry with no change in cither Por i which, in the
competitive model, are both invariant with respect to (small) changes in the supply of and
demand lor money,

4. Becanse money yields competitive interest in this model, the optimum quantity of
money in the sense of Bailey [2), Samuclson [$3; 54], Friecdman [13], and others, is auto-
matically provided. Thus, the equilibrium of a model with a competitively produced money
supply is Pareto-optimal. Because of the costliness of holding a non-interest-bearing, yet
(by assumption) costlessly produced, money, the equitibrivm of the standard general equi-
librium model with an exogenous moncy supply added, as in Patinkin [43]) is not Pareto-
optimal.”

S. Furthermore, given that it is costlessly produced by a competitive banking system
and yiclds campetitive interest, money is not a part of net wealth and there is no real
balance elfect. Exeess demands in the real markels are functions of relative prices alone.

6. Since money yields compeltitive interest, the demand for moency is independent of
the interest rate, Thus, the demand (or money corresponds 1o the simple Cambridge equa-
tion and can be drawn as a rectangular hyperbola with respect to the inverse of the price
level {FFigure Ib). Such a demand for money was held by Patinkin [43, 162-95] to imply a
violation of Walras's Law. However, in the competitive model, the excess demand for
money is not given by the negative value of the excess demands of the real sector. The
reason is that we can formally define a markel for “money-backing” services in which the
public exchanges relatively illiquid 10Us {bonds) for the perlectly liquid 10Us (money)
created by the banks." Such transactions, however, do not affect the market for bonds in
the real sector where their price is determined; they only alfect the spread between the
return on bonds and the return on money. Thus, any excess demand for (supply of ) money
is offset not by an excess supply of (demand for) real goods but by an excess supply of
(demand for) 1OUs of the public to be held by the banks as backing for the 10Us they
issue." The law of reflux is simply a recognition of the operation of this markel.

7. Owing to the existence of this “extia™ market in the monetary sector, the absence of
a 1eal balance elfect implies that the real and the monctary sectors are validly dichoto-
mized in the competitive money model, and

FX. Samuclion’s contention (53, $35; 54, 9-10] that the amount of cash balances held under laisses-faire is not
optimal is therefore incorrect. See Thompeon [62, 433-7] for a proof of Parcto-optimality.

14. “Money hacking™ does not just refer 1o the reserves of the standard asset {e.g. gold) into which the bank
promises ta converl its notes, Any money cicated by a bank is “backed™ by an asset the bank acquires in exchange, for
example, the TOU the bank acquires fzom a member af the public whea it creates the money as a loan, The TOU can be
said 10 provide the bank with “money-hacking™ services.

15. Patinkin [43, 295-310). following Modigliani [40, 1R3-4] acknowledged the validily of a dichotomy for a
pure intide money economy. However, he maintained that the price level in such a system would be indeteeminate
unless the central bank arbitranity determined some nominal variable. The argument in this section. which 1 believe
would have heen accepted by classical monetary thearists, is that a nominal variable is determined hy the convertibility
commitment impoced on banks by competition.
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8. Say's Law (Identity) holds without implying indeterminacy of the price leved since
the value of the excess demands for all real goods identically equals zero and the price level
is fixed by convertibility."

‘Thus, a number of supposedly invalid propositions attiibuted to classical cconomists
turn out to be essential properties of a logically consistent madel of a costlessly und
competitively produced money. The relationship of a rather dillerent theory - - the guantity
theory — to classical monetary theory is the question 1 shall tahe up in the following
section.

lil. Classica! Monetary Theory und the Quantity Theory

In a sense, there are three classical monetary theories: a) the theory of i purcly metallic
curtency, b) the theory of an inconvertible paper currency, and ¢} the theory of i compet-
itive converlible paper currency. Only b) corresponds 1o a strict guantity theory of money
in which price-level changes are cawsed by, and proporiional o, chianges in nominil
batances. Unfortunately, many classical theorists sometimes conlused their theories by
introducing quantity-theoretic propositions into arguments to which the quantity theory
was not applicable. Such misplaced propositions have fostered the misconception that the
yuantity theory was the essential classical monetary theory [42. 143]."

Having already discussed the theory of a compelitive convertible currency, I now turn
to the theory of a purely metallic currency and the theory vl an inconverlible paper
curfency.

The first point to note is that classical theorists recognized thal the markets for metals
such as gold are intetnational. Since transportation costs for gold are relatively low, its
value must, absent trade barriers, be approximately equal in all countries." Moreover,

16. Even vatious authurs, such as Modighani {40] and Samuchou [$4) who admit the possitality of & valid
dichotomy between the teal and monctary sectors seject the valdity of Say's Mentiny in a monclary econainy.

17. . 8. Mill recugnized the limited applicabiity of the quaantity theory. He was, pethapa, inEHur of incautious
in not distinguishing between s puse metallic and an incomentible paper cutrency when he wrote (38, 493 "ltisw be
remarhed that this ratio would be preciacly that in which the quantity of moncy had been increased. If the whole muncy
incirculation was doubled, prices would be doubled I it was only increased one-toucth, prices would tire one-lourch.™
But later {38, 524) Mill wrote, “1 apprehend that bank notes, balls or chegues, as such, do not act on prices at all What
docs actun prices is Credit in whatever shape given, and whether it gives rise (o any tramlerable instruments capable of
passing into virculation or not.” And Mill went un tu compare the effects on prives of a comvertible with the etlects ol an
inconvertible curreacy (I8, 544

Up 10 this puint, the eficcls of & paper currency are substantially the saine, whether i 1 comertible intospeic of i fin
when Lhe mctals have been complercly superseded and drivesn Irom circulation, that the dillciene butween wumciible and
incametible paper beginy to be uperative. When the gold of silver has all gune umcirculation. amd an eyqual yuantiy ol
paper has takea ity place, suppuse hat a stll fuither mave i supciadded  The samic sencs ul pheinihond Fecuunnc s,
prices fise, among the rest 1he price o guld and sitver atlicdes, and it becutnes an objoot ay Belure o procute comn inwoded
tocumvert it it bulliun Ehere is na konger any cuin in curculation; bul sl papet currency 3 somvaihible, cuin nay shll be
ubtained from the inuers, in crchange for potes. All addimianal notes, therefore, which sre artaupted G be futeed ihly
drculation slict the tctads have been completcly supeneded, will return upoti the Baucis 1 e xchange bor guin, 4ind shey
will nut be able t maiilain in circulatiom such a quantity of cuniertible pagra, as W amb sty value bokow the wictsl which ]
fopicacily.

18, Smith wrote,

Hot no vopunoditics regulaic thounches more canly ur mute eaautly ascording to Hus clicctual demand than gold
and siber: because, on account of the small bulk and greal vatue of those mclab, no comnmaditics can be more casily
tansportcd lrum ong place tu anather, fraim the plaves wheee they are cheap, tu thase wheic they lal! short uf Shis cifeutual
demad ...

His partly uwing 1o 1he eas) tramportation of guld and siber from places where they abuund tu tune where they are
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uniformity of price levels is cnsured not just by gold shipments, but also by the arbitrage of
all tradable commadities {11, 33-5).

Sccond, if gold can be produced al constant cost, the value of gold equals the cost of
production. However, in the short run at least, costs rise rapidly as the rate of output
increases, so the How supply of gold is small relative to the stock. Since the stock is virtu-
ally Tixed in the short run, short-run changes in the value of gold must be caused by
changes in demand, not changes in supply. Furthermore, only unanticipated changes in
supply can have much clfect on its value because anticipated changes in supply would have
alrciudy been discounted,

Third, if the stock of pold weire unexpectedly doubled, the value of gold would not, in
gencrad, fall by hall. For a change in the stock of gold to cause an inversely proportional
change in the price, the demand for gold must be unit-elastic in the relevant range. Although
this may be presumed to be trie of the monetary demand for gold, it need not be true of
the non-monctary demand for gold.

Fourth, in any country, changes in the stock of gold do not alfect the domestic price
level. This follows from the fact that the value of gold is determined in an international
markel. Thus, if the stock of gold in one country were doubled, gold would be exported
until the amount of gold in the country fell to the originai level. No change in price levels
would be required. Only insofar as the increase in the domestic gold stock changed the
wotld's stock of gold enough to alter the world price level would any domestic price-level
change be implied [10, 35).

Only under an inconvertible paper curtency does the quantity theory become appli-
cable, Since there are no non-monclary uses for an inconvertible paper currency, the
absence of money illusion implies that changes in the money stock lead to proportional
change in the price level, If exchange rates luctuate freely, the cffects of a change in the
moncy stack in one country are confined to that country and do not affect prices in other
countrics. The quantity theory applies within each country and exchange rates vary to
ensure purchasing-power parity. With trufy fixed exchange rates, the price levels in all
countries are determined by the world supply and demand for currency. A doubling of the
world's stock of currency doubles the price level in each country. And the international
distribution of currency reflccts the operation of the balance-of-payments mechanisin
(10, 35).

Among the leading ligures in classical monetary theory, there was some confusion
about these propositions. David Hume, in particular, was in error about all four proposi-
tions concerning a pure melallic standard, Hume [25, 62-3} misapplied the quantity theory,
which was relevant only to the case of an inconvertible paper currency, to the case of a pure
gold money, and also pave an incorrect analysis of the case of a competitive convertible
currency |25, 35-61]. Adam Smith [58] avoided Hume's incorrect application of the quan-
tity theory to a metallic currency and presented a substantially correct analysis of a com-
petitive convertible paper currency and the mechanism of international adjustment. David
Ricardo [4R], however, scems at times to have lapsed into some of Hume's errors in his
analysis the international adjustment mechanism under a gold standard and convertibility —
perhaps because he was misled by his own quantity-theoretic analysis of the international

wanted that the price of those metals does not Mucruate continirally tike that of the preater part sof the ather commadities,
which are hindered by their bulk from shifting their tituation, when the markel happens ta he cither aver or under-sincked
with them [5R, 403-5]
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adjustment mechanism under an inconvertible paper currency."” Henry Thoraton [64] was
essentially correct on all key points as was John Stuart Mill [38]. who explivitly limited
application of the gquantity theory to the case of an incomventible currency [24, 60 foutnole].
Nassau Senior [56) was correct on all points except for faiting to sce that national price
levels could not vary independently under a gold standard. And on all these points the
Banking School showed an understanding superior to that of the Cutrency School.

IV. The Role of Competition in Classlenl Monetary Theory

Because the assumption of competition underlying much of classical monctary theory is
overloohed, many classical monetary propositions scem puzeling or wiong. The hey point
to understand is that classical theorists regarded competition as i constraint on individual
banks.” I was competition and not mescly a legally imposed gequitement [ maintain
converlibility into gold that restrained banks in creating notes or deposits. Indeed, as
Thompson [62] has shown, and as many classical writers including Adin Smith undet-
stood, since inconvertible mongy would not be hetd by the public when they could hold
convertible money, competition would foree convertibility on banks. !

If bunks offer distinguishable competing monies, the distinction between the ability of
any single bank to expand and that of the cntire banking system is invalid. This distinction,
which lies at the heart of the modern money-multiplicr analysis, was not auwle by most
classical theorists and their failure to do so has elicited criticism ¢ver sinee.

The distinction first began to be made by members of the Currency Schoolin arguing

19. Sume woiters have defended Ricardo aganst the charge of incomisicncy on this pomt They maintain that
Ricardo did distinguish between the quantity theory applicable v an incomuitible cutrency and a cost-of-production
theory applicable 1o a conventible cutrency, See Girton and Roper [15, 613] ay well os relerences cited there. That
interpretation of Rivardo is consistent with the vicw ol classical theory | have presented in this paper. One authorny
{21, 59-60) wha maintain that Ricardu adhered W unly vne theury - the quantny theory  achhowledges that this Jid
imolve Ricarda in an incumbiency.

20. As Smith put it;

The late muhiphcation of banking companics in both paits of the umited bingdam . . tstcad of dininishing,
increases the security of the public. It ubtiges all ol them tu be more arcunipect an bt sundudt, and. by imd exiending
their cutsency beyond its Jue propurtiun 10 their cah. v guatd themsehies agaimt those malicwus Tum, which the
tivabship of 30 many competison i» always ready fo bung upun them I festeany the wrculatan of cach particular
compny within & patfower cirche, and redies theet ot wlation metes 1 @ vinalles sueibet [y coaphan] (55, 313]

Abo sec Fullarton [ 14, 89-92] ~But, far from contributing tu the eventual ealargement of the aggregate mass of
the banknote circulation, the cifect of this competition . . . was obriowly to keep itdown ™[ 14, 90).
24, Smith’s words were:

A posttive law may render a shilling fegad tender for a guinea; bevawe it may Jueat the courty of justice 1o discharge the
debtor wha has made that tender. But no positive law ¢an ublige 3 perfwn wha sclls gownds, and who 13 31 Liberty bo scll of
ot to sell of not to scll, as he pleases, 1o accept of 2 shatling as cquinalent to a guincd 3t the price o them Nutwithstanding
any tegulation of thia kind, it appeared by the counse uf exchangs with Gireat Britain, that a hundicd pounds sterling was
occasionally considered as equn alent, in suime of the colunies, lo a hundied and tharty pounds andinatheis 1o segicat 3
sum a3 ckeven hundred pounds cussency: this diferece in the value arning liom the dilfcience in the quantity ol
paper emitied in the diffescat culonies, and in the distance and probability of the teran ol uy binal ducharge and

redemplion”™ (54, 311}

22. C. A. Phillips, who pesfected the mancy-mulitiphicr analysis imisted, | 1 Jbe aveepled statemcnts vt banking
theory, with scarcely an exception, have made no such distinction, with the reault thet coulusion, vhscurity, and
crror prevail with reference to the most fundamental principles of 1he subjeet [47, 32] Abu see Hayek [19. 152-3)
Viner [67, 239-43) disputed Phillips’s asseitivn and cited several authors who did make the dinstinction. Abo sce

Schumpeter [55, 730].

[P
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for a statatory limitation on the note issue of both the Bank of England and the conntry
banks. §shall discuss the Correney and Banking School positions in a later section. What 1
witnt te make note of here is the position of the Currency School that the banking systen
was inhetently disposed toward expansion or was al least subject to such a tendency on
occasion. Although comvertibility provided an ultimate check on expansion, it only (;pcr-
ated alter oo expansion was well under way. Thus, unless the initial expansion could
somehow be stopped carly on, a cyelical patiern of boom initiated by the overissue and
bust cansed by the contraction niccded to maintain conveitibility would result [67, 239-41].

This ling of argument, however, assumes that convertibility is simply an exogenous
cheek imposed on the hanking system to prevest overexpansion. In other words, a bank’s
matginal revenue liom creating additional cash is presumed to exceed its marginal cost.
Thus, il they were uncanstrained, all banks would tend to expand, in which case, no bank
would be deterred from doing so by adverse clearings. Belicving convertibility to be an
inadequate brake on such expansion., the Cunrency School favored statutory limits on the
power of the banking system to expand its note issue. !

But convertibility is itsell the resilt of competition among banks. It is the means by
which competing banks goarantee that their monies maintain the stipulated purchasing
power amd without which they conld not induce the public to hold their monics, Each bank
reaches an equilibtiem in which the marginal revenue from producing additional balances
cquals the marginal cost of doing so and from which there is, consequently, no tendency to
expand. Convertibility is not an exogenous constraint imposed to prevent banks from
expanding withoul limit, it is a commitment competition forces on banks because withoul
it. no hank could achicve a profit-maximizing equilibrium,

To be sure, all banks could expand simultancously more easily than any single bank
could hecause when expanding simultancously banks would not face adverse clearings.
But itis also true that, acting together, all selers of a particular product could raise its price
more casily than any single seller could. All this means is that competition is less of a
constraint when banks don’t compete than when they do.” The assumption usually made
by classical cconomists was that banks, like other firms, would, in the absence of menopoly,
compclce.

V. Some Classical Monetary Controversies

The interpretation of classical monetary theory 1 am proposing clarifics a number of class-
ical monctary controversics that have long puzzled economists. 1 have considered these

20, Gisen ite monopolistic, yuasi-central hank position, the Bank of England probably could keep the borrawing
tate for the eatite hanking witem temporarily below the natral rate, thereby promnting an investment boom that
could continue as Inng as the Bank of England was prcpared to lose reserves. Neo-classical thearies of the business
cycle. vtasting with Wicksell, were based an the Currency School's recognition of this possibility, which they incoreectly
attributed to compehitine [orces.

24, In Schumpeter’s words

Iirs we mention one [arpument] vhal iy perfeatly true <o long ax we confine pursehes 1o concidering the individual
hanking business in a vomspetiting gadem of many hanke Ceedit expansion for the individual hant ix, in fact, severely
imited by the diain ongeserves that it will eveatually entail. Of eourse. this is no longer true for atl hank« taken topether;
kit even Tor all of 1hem. il the syalem be really eompetitive, thal penalty an siepping ont of line is a more effective brake
wpan expansion in ling than eritics of banking practice are usnally prepared 1o recognize |55, 730]
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controvessies elsewhere [17], s0 I shall only comment on a few of them here to show how
they stemmed from differences between the competitive model and the quantity theory.

Smith, Hume and the Prive-Specie- Flow Mechunism

Although Smith did not explicitly reject PSEM, his failure to incorporate it ino the
Wealth of Nationy, after having done sa in his Glasgow lectures [59, 507). has long been
regarded as an unresolved mystery of classical economics [67, 87). Various ¢xplanations
have been offered for the omission of PSEM from the Wealth of Nations [36; 46; 9] But
the fact that in the Wealth of Nations Smith developed a theory of a competitive banking
system under convertibility he had not worked out at the time of the Gliasgow lectures
dissolves the mystery. Because Smith hield that a uniform international value of gold
determines national price levels {58, 89, 236, 404], the changes in relative price levels cru-
cial in PSEM could have no role in Smith's version of international adjustment, Moreover,
competitive forces in the banking system csured that the supply of muoney at the inter-
nationally determined price fevel would just equal the domestic demand for money |58,
284-5).

While it has been recognized that PSEM is inconsistent with the international deter-
mination of prices under a gold standard [10, 42) and that Smith's vwn recognition of the
inconsistency accounts for his failure to mention PSEM [15, 615-8; 26; 32, 190-1), the role
of competition in Smith’s analysis has not. Since, under competition, the supply always
adjusts to demand, in the event of a domestic excess supply of or demand for inoney, no
balance-of-payments adjustment is required 1o restore monelasy cqrilibiium. For Smith,
PSFM was altogether redundant.

The Budlionist Controversies

In 1797 the Bank of England suspended the convertibility ol its notes. Subsequently sterling
depreciated against gold in the foreign exchanges. A long controversy ensued over where
responsibility for the depreciation lay.

One school of thought, the Bullionists, maintained that the depreciation was the
consequence of an overissue by the Bank. Others, the anti-Bullionists, cither attributed the
depreciation to miscellancous factors such as poor harvests and foreign remittances owing
to the war against Napoleon, or were not averse to the depreciation whatever its cause,

Fhe importance of this controversy for our purposes lics in the subsequent misinter-
pretation of the orthodox classical position espoused by the Bullionists. That the Bullionists
attributed the depreciation of stesling to an overissue has helped foster the impression that
the quantity theory represented the classical orthodoxy. But the Bullionist controversy
shows only that they accepted the quantity theory for an inconvertible currency. This is
confirmed by the fact that the Bullionists held only the Bank of England responsibte for the
depreciation of sterling. The country banks, which maintained convertibility into Bank of
England notes, could not escape the rigors of competition snd were absolved by the
Bullionists from any share in the blame for depreciation.”

25. Typical is the fotluwing statement by Lord King {30). a prominentl Hullivnist.

An eacessive iasue of notes by any panticular bank b scon detected. it not by the public. at Teast by the interested sigilance
of his rivabs: an alarm is gacited; and he iy immediately called upon to cachange & sery large puilion ul hiy nutes in
circulation fus that curreacy in which they are payable. Quuted by Viner {67, M)

60 David Glasner

The Banking and Currency Schools

Misunderstanding of the role of convertibility and the distinction between a compeltitive
and non-compctitive banking system has muddled accounts of the next greal monetary
controversy of the classical period - - the debate between the Banking and Currency Schools.
While affinities between the Bullionists and the Banking Schieol have been noted [39, 100;
42, 153), the Banking School has come to be identified primarily with the real bilis doctrine
also associated with many of the anti-Bullionists [5, 202; 42, 158]. Although members of
the Banking School did, as Adam Smith had, espouse the real bills doctrine, unlike the
anti-Bullionists, they believed it would prevemt the overissue only of a convertible currency
(14, 67].

The debate belween the Banking and Currency Schools grew out of recurrent crises
following the resumption of convertibility by the Bank of England in 1823, The Currency
Schoo! attributed the crises to the failure, in casc of an efflux of gold, of a fractional reserve
currency to contract, exactly as a purely metallic currency would have. This failure pre-
vented PSEM from operating as it was supposed ta in the purely metallic case. Withoul the
requircd adustment in the money stock, the price-level disequilibrium causing the efflux
would continue until the Bank of England, to maintain convertibility, was forced to con-
tract the money stock,

‘This explanation of the crises led to enactment of the Bank Charter Act of 1844
which, among other things, imposed a 100 percent marginal reserve requirement on the
note issue of the Bank of England to make it fluctuate parri passu with the movement of
gold into and out of Great Britain. In addition, it imposed an absolute limit on the note
issue of all other banks in the United Kingdom with a view toward their ultimate with-
drawal from circulation. '

The Bank Charter Act and the analysis of the Currency School on which it was
founded were opposed by the Banking School. Rejecting PSFM, they followed Smith and
the Bullionists in assuming that convertibility alone sufficed to ensure a uniform price level
in all countries maintaining the same standard.

The Currency School maintained that il the note issue of the banking syslem were not
subject to quantitative limit, the banks would eventually cxpand the domestic stack of
currency beyond the public's demand to hold it. Without a limit on the amount of notes or
a means of forcing a contraction in the stock of notes as gold was exported, an incvitable
overissue would lead to an unchecked export of specie. The rejoinder of the Banking
Schoo! was that an excess supply of money could not be issucd by the banking system
because of the law of reflux,

Given a domestic mechanism for equilibrating the supply of with the demand for
money, the external mechanism —the balance of payments—was redundant for the
Banking School as it had been for Smith. It followed that any balance-of-payments dis-
turbance had a non-monetary cause, a poor harvest for example, that was self-limiting, or
self-reversing.” To contract the currency in response to an efflux of gold would only ex-

26. Fullarton made this point as follows:

I then. these bughears of aver-issue and depreciation have no real existence —if it has been demanstrated . . . that the
hanker's power of issue is sirictly limited by the public demand lor notes -- that the individualy composing the public, wha
have an equinatent in stock o eredit 10 offer in return, can have no imaginahle motive for desiring to pastess themselves of
a larger proportion of 1hote nate than they abtofutely require for use —that a currency net forced into citculalion by
authority, but Firaited by the demand for use, can never operale upon prices by any excess of quantity — and that it never,
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acerbate the situation and perhaps lead to anintermal drnn once the pubhe and the bank-
ing system sought 10 liquidiate their assets inorder taidd 1o then vash balanees,

The Banking-Schoul position was thus i contingation ol the domimant tidition in
classicat monctary thought. The tadition begins with r\tl;|.|'|| Smith and was cuntimu_‘d in
the work of ‘Thoraton, Ricardo, and their contemporativs.” The Banking-School pasition
was, moreover, endonsed by b S, Mill who, more exphicitly than Ricardo, distingusished
between the validity of the quantity theory Foran inconvertible cunieney i its vahidity lor
a competitive convertible currency. Mill's pudgment wins probably shated by a nigonty of
classical economists 55, 729).

Nevertheless, perhaps because ot ther success in hielping to win pavsage ot the Hank
Charter Act of 1834, thein association with the orthodox guantity theory, and their contti-
bution to the development of neo-classical business-cycle theories, the Curency School has
been widely represented as the dominant classival monctaty position. Faphicitly attacking
the quantity theary {though not for an inconveitible cunrency), the Banking School has
been widely misunderstood and incoriectly viewed as holding a heterodos position ontside

the dominant classical tradition.

V1. Modern Versions of Classical Monctary ‘Theory

Modern versions of classical monetary theory line cironcomsly identitied ot with the guan-
tity theory of money, taking lor granted thist the nominal money stock sathier than the price
level must be treated as the exogenous variable in the model. This error misled miny
writers, such as Viner [67] Robbins [50] Blang [S}and O'Brica [42], who hisve recounted
the views of the clissical monetary theorists and the conttoversies in which they took
part.” Even Schumpeter, who, insome respeets, had a more geenrate undeistanding thin
other commentators, did not fully comprehend the issues that sepanated the Cargeney and
Banking Schouls. He described {55, 728] their diflerences as “minor disagreements as

therghurg. van bovoae dopreciated on sulla a dunnatess el dy poichssang proact, ds conaparid sith t i i
noghbunng countiies  and that, witlerat soch deprocsatinn, thare will be s eyl ot valac shntuta d b amy
Bovendly led cuporting e mctalln pradiot of 1 csulati don 1 punpese vl otaang bl ahinda o it alvar ihas
the endsre achenac of the wuptensy party bor cusiotisg e excnnitin o enicits wd the balbiow by e roputaian ob by mues
bataneod e ground oot fiom undes o [, 1TW]

27 he following statement by Ricarda [49. 126 7] would hase beon wieswephionable ta the Bankimg Schaeol,

Ihe petfetion ol banking i Lo cuable 4 county by abvanm ol papet cutsom falways tutammg s standand valuch i vatiy
oin s gieubation withthe kast possthe yusntny of cosren Sullan - Fhe amoam w b aicutati would e adjusted e
the watds ol coninetee with the preatent prestton, sud il 1he Bank worg bt a smenent so ttadisetod 4y loondiduge (12N
virculation, the chieck which the poblic would passess would speedily adimosnts theus o) 1hat aee As for e cointiy
Banbs. they anust, as o pay then tates whon demanded m Bank o) Eegland notes Tl would be sutfiacnt sesunty

agunt the pasubislity ol i baang oo sk to augmoint the papes uulation
25, O'Boen {42, 158 provides an esample ol such imsundeestanding

It Hanbing Sulsal posttion was cuniphoacd by stgaimg et euly that the balanee ol paymonts dul i dopwnd upan
the porce desed. bt sl that the prace koved did not depend vo the mangy supply L thin conctens they o viwed the
feostinad quantaty eory vawsabty Mo arguint wa that the supply o maney dépwaded wpon she [EF T TETN
Hiwotnes 1o whihy the Baubang syatens ecapondod passively Bul sl course 15 gotal ol sy svots ity Lital of Lt

seivke ey AUt thyy were dotig was To cvplain pricy by prives

What O'Brien vaerlosks 1y that the Banking School betd that conveitstnlity sleteraines the price fevel so vthat they were
nut guilty of the circulanty ot which he accuses them. Ao see Blaog [5. 202 A who conrectly shapacienizes the theary
of the Banking Schioul as a “vonttaquatitity theory ™
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regards analysis.” The extent of the dilference had, however, been clear to Wicksell, who
recognized [69, 169--75] that the two schools were arguing about the validity of the quantity
theory as an explanation of prices.

Aside from accounts of the practical issues with which classical monetary theory dealt,
there is also an imposing lilerature on the pure analytics of classical theory addressing such
topics as the dichotomization of the real and monctary scctors, the validity of Say's Law
(1dentity), the cxistence of a real balance effect, and the ncutrality of money. Patinkin has
argued [43, 162-95] that classical monctary theory invalidly dichotomized the real and
maonctary sectors of the cconomy, incorrectly assumed the validity of Say's Law (Identity)
for a monctary cconany, and left out real balance effects from its explanation of price-level
adjustments.

Patinkin has been criticized for attributing to classical theorists positions with respect
ey dlichotomization, Say's Law, and the real balance ciffect that they did not hold. Hickman
[22]. Baumol and Becker (4], Archibald and Lipsey [1], and Nichans [41, 9-10] contend
that the dichotomy, Say's Law {Equality) and the absence of real balance effects must be
understood as applying only te equilibrium states of cconomy and not, as Patinkin held, to
discquilibrium slates as well.

Such disputes can probably never be resolved hecause the views of classical theorists
on such questions were sulficiently vague to admit of numerous interpretations. Sowell
66} has shown, for example, that a varicty of proposilions were subsumed by the classical
theorists under the general heading of Say's Law. None of them seems to correspond
preciscly to Say's Law (1dentity) in the sense of Lange [34] and Patinkin [43}. But many
classical theorists, including Smith and Ricardo, did separate their analysis of relative-
price determination from their analysis of price-level determination. They certainly believed
that the factors accounting for the determination of relative prices were fundamentally
dilferent from those accounting for determination of the price level. It is the notion that a
sepatation hetween the two sels of factors can be made that gives rise to the idea of a
dichotomy and that suggests Say's Law. There can be no doubt that this notion was in the
minds of classical writers, The Lange-Patinkin version of Say’s Law is, thus, not with-
out foundation in the classical literature and has antecedents in earlier discussions of
Say's Law.”

What I wish to take issue with in both the Lange-atinkin formulation of the classical
model and those of their crilics is the introduction of an inconvertible money into the
models and their discussion of the validity of the dichotomy and Say’s Law within the

29. Hayek [19, 100-2). however, scems to have had something like the Lange-Patinkin interpretation of Say's
Law in mind when he wrote:

The sutomaric adjusiment of cupply and demand can anly be disturbed when money is introduced info the ecopomic
yiem. Thit adjustment must be eonsidered, according to the reasoning which is most clearly expressed in Says Theorie
tles Debourshes, a8 eing alwaye precent in astate of natural economy. Every explanation of the Trade Cycle which usexthe
methods of economic theary , . must, therelore, start by cansidering the influences which emanate from the use of money.

He alko seems to have had it in mind in the following [ 19, 107-8]:

In camplete conteasdt to those economic changes condilioned by 'real forces, influencing simultaneously total supply and
tntal demand, changes in the solume of money have, so to speak, a one-sided influence which elicits mo reciprocal
adjustment in the economic aclivily of different individvals. By dellecting a single factor, withoul simultaneously eliciting
correxponding changes in other part of the system, it dicsolves its “cloredness’, makes a breach in the rigid reaction
mechanism of the sysiem (which rests on the ullimate identity of supply and demand) and opens a way Ior tendencies
leading away from the equilibrium pasition. As a theory of thece one-tided influences, the theary of montiary econnmy
should, therefore, be able 10 explain the nccutrence of phenomena which would be inconceivable in the baiter econamy,

-
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context of such models. Although, when addressing practical problems 1o which it was
relevant, classical theorists did work with a model of an inconventible curiency, they e-
garded such a currency as exceplional from positive standpoint and opposed it from i
normative one,

Two factors account for the misrepresentation of classical monctary theory in the
modern literature. One is the interest of modern wiiters in the dichotomy aud their desire
to compare the classical model with the Keyaesiun model in which an eaogenously dclcr-
mined supply of inconvertible money was an explicil, and peibaps, necessaty assumpl ion.!
For the dichotomy to be free from patent violation, one must assume that money is created
costlessly; otherwise, the determination of equilibrium in the monctary sector could nol fail
to have repercussions in the real sector. Thus, to raise the dichotomy issue it all, one had 1o
assume that money could be costlessly created und yet retain i positive value, No real
commodity could serve as money. The other is the presumption that the classical theory of
the relationship between the price fevel and nominal balances consesponded 10 some form
of the yuanlity theory.

Since the assumption of competition in the supply of a costlessly producible asset
seemed to make a positive value for that assel (o7, at any rate, 4 delerminate price level)
impossible, it appeated, in the absence of a theory of a compelitive money supply, necessary
to compare the classical model with the Keynesian model in which un exoge nuusly deler-
mined supply of inconvectible money was an explicit, and perhaps, assumption,” For the
dichotomy to be free (rom patent viotation, one must assume that money is crealed cost-
lessly; otherwise, the determination of equilibrium in the monetary scetor could not fail to
have repercussions in the real sector. Thus, to raise the dichotomy issue ut all, one had to
assume that money could be costlessly created and yel retain a positive value, No teul
commodity could serve as money. The other is the presumption that the classical sheory of
the relationship between the price level and nominal balances corresponded to some form
of the quantity theory.

Since the assumplion of compelition in the supply of a costlessly producible asset
seemed to make a positive value for that asset {or at any rate a delerminate price level)
impossible, il appeared, in the absence of a theory of a compelitive toncy supply, necessary
1o assume that the nominal stock of the asset be exogenously, rather than endogenously,
determined.” Neither, it must have appeared, would convertibility into some real asset at
an exogenously determined conversion rate have solved the problem. Conve Libility would
have, ipso fucto, destroyed the dichotomy by introducing monctary cllects into the real
sector because of the necessity of holding reserves of the asset into which money would be
convertible.” And since the price level was presumed to be determined by the quantity
theory under a convertible as well as an inconvertible currency, the assumption of converl-
ibility would not have altered fundamentally the model used to represent classical theory.

But, as we have secn, an endogenously determined supply of costlessly produced
money can be reconciled with a finite price level under canvertibility. Costless production
under competitive conditions does not imply an infinite price level beciuse compelition

30. Sce Rucll [52]. Abusce Shackle [57. 212-3], who draws attentivn to the fact that i the Frvative | 28] Keyues
had assumed that the money stock was endagencus while in the General Theory [29] he assumed that it way erugen-
ously deteremined. and Hicks [24, 75~7). wha contrasts the exogencity ol the moncy stack 1n the Keynesian model with
endogencity of the moncy stock in the classical and Wicksellian modcls.

3. Sez feutnotes 2-5 abuve,
32. See Nichans [4), 9] who argues that comenibility is incomistent with neutrality as wellus dichotomy.
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itsell compels the banks to maintain convertibility as well as to pay real interest on the cash
balances they produce. Nor would convertibility undermine the dichotomy between the
real and the monetary scetors hecause, if banks can produce cash balances castlessly, they
would incur no costs of holding reserves, I they incur no costs of holding reserves, then
cither 1) they are not holding any reserves because the confidence in the money produced
by the banks is such that the commitment they make to convert suffices to maintain the
value of the money they produce and eliminates any demand flor the real assel as a medium
of exchange, or 2) the banks forego no interest on the reserves they hold because the reserve
assel is, itself, appreciating at a rate equal to the rate of interest. An assct appreciating at a
rate cqual to the rate of infcrest cannat be providing any current real services. If it provides
no current real services, then the holding of it by banks as a reserve does not withdraw it
from any current use. is value in the present is unalfected by its use in the monctary
sector, so the dichotomy is not breached.

An exogenously determined stock of a costlessly produced inconvertible paper money
is, thus, not essential to a model in which the classical assertions about Say's ldentity and a
dichotomy hetween the real and monelary sectors could be derived. * Indeed, the assertion
of the Banking Schoo! that a convertible currency could never be redundant, the law of
1ellux, is precisely what is asserled by Say's Identity. The Banking School also recognized
that this redundancy was possible it the case of a metallic or inconvertible currency.”
Unlike inconvertible or metallic money, convertible bank moncy is not a “hot potato™ that
has to be held by someone. The public does not have to hold a larger amount of converlible
bank money than it chooses t0.”* As requircd by Say's Identity, an excess supply of bank
money has no impact on real markelts, but instead leads to an exchange of assels between
the public and the banks that climinates the excess supply.’®

AL Although Patinkin [42. 295-110] does consider the properties of a pure inside money and a “laisser-faire
banking tystem™ and even (inds that a valid dichotomy for such a system is poscible, as Modighiani [40, [R3-4] had
shown earlier, he neser cenciders the pascibitity that classical manetary theory had anything to da with such a system
despite & passing reference {43, 309 10 the rea) bills doctrine,

M. Fullarton's words were:

That sonn alies the diteonery of the Samb American mines in the sixteenth centery, 8 dectine inthe value of the precious
melals wat manifeated all oser the world by an universal rice of the money prices of commodilies, is & fact which no one
presumet i guedtion, Iis equally undenied and vndeniable, that the inconvertible papes money ivined by sovereign states
may be, and in many invtancet hat been, degraded by excess of quantity, until its value in exchange has been nearly
extinguithed slioperher |14, §1-%)

15, Again consider whal Fullarton wrole:

S1iM more decidedly have the ennventional ivsues of gmvernments all the characteristics of a forced currency . . . . [E]ven
alies the notes have become depreciated, the law compels the private creditor to accept them in sati<faction of hit claim;
and the government having na better maney 1o offer. the onty alteenative kefi toits creditors and dependentris ta take this
or nune. Aank-notes, on the other hand, are never issued bot on the demand of the recipient parties. New gold coin and
new consentional nntes are introduced into the market by being made the medium of payments. Bank-notes, on the
contrary are never iswied hut on foan, and an cquat amount of aotes must be returned whenever the loan heenmex due.
Rank-notes never, therefore, can clng the markel hy their redundance, nor alferd a melive 1o anyone to pay them anay at
2 reduced value in oader 1o get ridt of them [ 14, 84]

Compare Fullarton's stalement (o the following quate fram Tohin [68, 229]):

Once ereated printing precs mones canne be extinguished . . . The ecommunity cannnt get rid of this currency cupply: the
econnmy must adjust until it is willingly absarbed. The *hot polato” anzlagy truly applies. For hank-¢reated money,
houever, there is an ecannmic mechanivm of extinetion as well ac creatinn, conlraction as well as expansion, Il bank
depotils are excestine relative to poblic preferences, they witl tend 1o decline , . . The burden of adaptatinn is not placed
entirely on the rest of the ecanomy,

16. This point, tno, was clearly expressed by Fullarton:

Houever pronc individuale mas be to abuse at times the facility of barrowing, no merchant can ever desire to keep by him
a larger sum in bank-notes than is indispentably necessary for his payments; and if any one were disposed ta indulge in <o
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Y1 Conclusion

| have been arguing that the modern approach 1o monctary unitlysis which sggregates the
liabilities created by the banking system with cugrency created by the government into
single measure of the money stock supposedly under the control of the domestic monelary
authority has distorted our view of classical monetary theory. The agpregation of bank
liabilities with the gold stock to determine the total money stoch and then the application
of the quantity theory to this aggregate is s misleading version of the classical model. The
classical money moded viewed bank liabilities as the output of w competitive industey that
operated under the same sorts of constraints and was influcnced by the same hinds of
incentives as other industries. The supply of bunk liabilitics was, like the owtput of any
other industry, determined by the cost and demand conditions relevant to the industry.

It was in this sense, 1 believe, that classical cconomists who spokz about the imposs-
ibility of overissue of banknotes were carrect. At any time thete will be some profit-
maximizing output for a competitive industry. 11 the vutput deviates, in cither direction,
from the industry’s equilibrium output, cconomic forces automatically tend 1o bring back
the output of the industry to its equilibrium level, Because of the distinction between
nominal and real values for moenctary units, a distinction not televant for other industries,
convertibility was necessary to provide an anchor that would prevent changes in neminal
units from changing the price level,

Nor have the elfects of the modern money-supply patadigm been limited to causing a
misunderstanding of classical monclary theory. Instead of scehing to apply more consist-
ently the basic framework of economic analysis 10 a theory of the output of the banking
industry, economists have been content to adopt a special theory of the money supply tha,
at best, was only indirectly influcnced by the profit-maximization paradigm of standard
neo-classical marginal analysis.”’ Thus, neatly 50 years after Hichs's classic article {23)
calling for the consistent application of the marginal utility theory 1o the demund for
money, economists have only just begun to apply the marginalist theory of the firm and the
industry to the supply of money. Though hardly marginalists, the classical theorists at least
tried to apply the same theory of supply in monctary anilysis that they used for other
purposes. In this respect, | would argue, the classical theorists showed greater insight than
those who have come alter them.

unprofitable a fancy, it would be @ mattet of not the shghtest impuriance to any othicr than hienncl, fog i far as the
public are concerned, nutes which ate not in use 31e the saimc as ol they are st in cuntems Thuse nutes cannot be
vblained from a bavker, but by paying interest for the e wf them, not van they be vbiained at of) bus for ety shunt
perivnds, at the capiration of which they mat be seplaced. Thair corculatin sust always be stindly hnnted by the wanty uf
thase who have value vs secusity W olfer (of thens And so himited, theee can be na enfoandance; s bulded ol themcanever
be placed iu the same predicament with the importcrs ol a double supply of bullion, vt the teupicnts vl 2 Torced naue ol
gusernmens-paper, why have no means of turning their avquisiiion 10 use by subnutung Lu pant with them at a reduced
value [14. 64-5)

37. 1 have argued cliewhere [16] that the standard mency-multiplier moded involses a confusion of demand and
supply concepis that makes it inconsistent with conventiondl supply-demand analysis as well

66 David Glasuer
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[12]

The Bullionist Controversy Revisited

Morris Perlman

London School of Economics

The debate between Ricardo and Thornton and Malthus about the
causes of balance of trade deficits is reexamined. It is argued that,
given the state of real trade theory in 1the period, the debate could
not have been resolved. With the discovery of the principle of com-
parative advantage Ricardo changed the views he had expressed
during the controversy and implicitly repudiated the arguments he
had used against Thornton and Malthus.

Over the years the bullionist controversy has evoked great intevest
among historians of monetary theory.! This is not surprising. In the
15 years following the suspension of convertibility in 1797, some of
the most important issues in monetary theory were debated by the
greatest economists of the time. To most theoretically oriented histo-
rians, the most interesting debate during the period was not that
between the bullionists and the antibullionists; rather it was the de-
bate athong different members of the bullionist camp.

David Ricardo, the hard-line bullionist, argued that a necessary and
sufficient condition for a balance of trade deficit was a redundant
currency. With convertibility this would lead to an outfow of gold;
with inconvertibility it would lead to a change in the exchange rate.
Henry Thornton and Robert Malthus agreed with Ricardo that an
excess issue of currency would result in a balance of trade deficit, but
they also believed that such a deficit could occur because of changes in

1 would like to thank Mark Blaug and D. O'Brien for helpful comments.

' It is not my intention to survey this voluminous literature. For issues somewhat
related to those presented here, see Viner (1937), Feuter (1942), Sayers (1953), Mason
(1957), Grubel (1961), and, particularly on Thornton, Reisman (1971) and Peake
{1978).
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