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Abstract

This paper surveys the literature of the Bulli onist controversy which dominated the
development of Classcad monetary eaconomics between 1797andl the ealy 1820s. It
highlights the contributions of Henry Thornton to the ealy phase of the debate,
particularly his refutation of the Red Bill s doctrine, and of David Ricardo to its later
phases. Therole of the Red Bill s doctrine in the evidence given by diredors of the Bank
of England to the Bullion Committeeof 1810is also analysed. Ricardo’s subsequent work
on the resumption of convertibility, and the dissenting, sometimes inflationist, opinions of
Thomas Attwood and the Birmingham Schoal are then discussed. The paper ends with a
brief acount of how the Bullionist controversy influenced the later development of
classcd monetary economicsin the 19" century.



Introduction

The "Bullionist Controversy” was not a dea-cut argument about a well-defined issue,
but rather a series of overlapping debates about a number of related questions. These
exchanges took placein Britain against the badkground of the wars which that country and
a shifting coalition of alli es fought against Revolutionary and Napoleonic France between
1792and 1815 and of the peacethat followed. They were dways concerned with
immediate policy problems; but their participants developed a remarkable series of insights
into the general nature of a monetary economy that would provide foundations upon
which economists could build for the next hundred yea's or so, as| shall try to show in
this essay.

In the opening stages of the wars preadpitated by the French Revolution, Francés
armies experienced remarkable and unforseen success so much so that, by late 1797,
among her enemies, only Britain remained a combatant. Early in that yea, widespread
rumours of an imminent French invasion - a small French forcedid in fad land on the
coast of Wales - creaed enough consternation in Britain to provoke arun on the banks, to
which the British government responded on February 27th by suspending, by Order in
Council, the Bank of England’ s obligation to convert its notes into gold bullion on
demand. This”temporary” suspension, was extended for a further month by legidation in
May 1797, but wasto last until 1821*

The Monetary Systemin the 17905

At this time, Britain, though nominally on a bimetalli c standard, had been on a de facto
gold standard since 1717, as aresult of gold's mint price having been set too high in that
yea, at the aulmination of a series of reforms to the minage that had begunin 1696 The
Bank of England had been founded in 1694to creae and manage amarket for
government debt, but, by the end of the 18th century, its gatus as the only joint-stock
bank in England and Wales and its monopoly of note issue in the London areahad gven it
apivotal position in an already complex British banking system. In England and Wales,
outside of London, the so-cdled “country banks’, which were private partnerships, both
issued notes and accepted deposits. The Scottish banking system was governed by alegal
framework distinct from that in forcein England and Wales, and consisted of a mixture of
large dhartered joint stock banks and smaller private partnerships which also issied notes
and took deposits. Like the English country banks, however, the Scottish institutions,
particularly the chartered joint-stock banks, held a substantial part of their reservesin
claims on deposit-taking private banks locaed in London. These, in turn, held reservesin
the form of Bank of England liabili ties, both notes and deposits, though at this time notes
seam to have dominated. It is, therefore, possble to spe& of a single British monetary

'Fetter (1965, Ch. 1) provides a fuller account of the historical and institutional background to

the controversy.
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system, centred on the Bank of England, which in turn held its own reserves mainly in the
form of gold bullion. Ireland, however, had its own system at thistime, centred on
Dublin.

British banking dd not, of course, form quite so nea an inverted credit pyramid as this
brief description might suggest. Bank of England notes, for example, circulated outside of
London and were diredly held by country banks, asindeed was a cetain amount of gold
bulli on; and, to complicate matters further, a substantial amount of gold coin both
circulated as currency and was held by banks. Nevertheless both the export and melting of
coin was forbidden, and the monetary system’s reserves of gold bullion were heavily
concentrated in the Bank of England. Though not widely recognized as such, this
ingtitution was thus Britain's de facto central bank, and the 1797 suspension of its
obligation to convert its notes into bulli on shifted the British monetary system from a
commodity standard towards a flexible exchange rate. The adual transition was not an
abrupt one, however, being complicated by the fad that, initialy, ill egal melting and
export of coin, which continued to trade & par with Bank of England notes, limited the
extent to which their pricein terms of gold bullion could fall.

The State of Monetary Econamics

All of thisis easily grasped in the light of modern ways of thinking about monetary
meatters, but at the end of the eghteenth century, the development of monetary institutions
was substantially ahead of that of monetary theory. David Hume (1752, perhaps building
on the ealier and at that time unknown work of Richard Cantill on (first published in
1755, had alrealy developed the basic properties of the quantity theory of money as it
applied to a commodity money, and he had also worked out what was later cdled the
“price-spede-flow” medhanism of the balance of payments.? Hume had only alittle to say
about banking, but, in the Wealth of Nations (1776, Adam Smith provided an extensive
acount of the operations of a system of competitive note-isling commercial banks
against a badkground of spede-convertibility. Smith’s analysis, however, was heavily
conditioned by contemporary Scottish experience, and was limited to the case of a small
price-level-taking open economy.

Thus, in 1797, monetary economics, at least asit existed in the English language,
ladked both atheory of flexible exchange rates and a theory of central banking under
either a commodity standard or flexible rates. Infad, during the Seven YeasWar (1756
63) a Swedish literature had already made substantial headway with these questions, as

“Cantillon had died in 1734, and, though he is one of the few economists referred to by name in
the Wealth of Nation&is work seems to have been unknown to participants in the Bullionist debates. It
was not rediscovered until later in thé"k®ntury. There is no direct evidence that Hume knew his work,
but there are enough similarities in their analysis to make it a plausible conjecture that he did so.
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Eagly (1968 Myhrman (1976, aswell as Person and Siven (1993 have shown, but there
isno hard evidencethat anyone in Britain was aware of the work in question, as opposed
to the events which had generated it, at the time.® Be that as it may, in the following
quarter century, English Classcd monetary economics aqquired the dove-mentioned and
much neaded components, and took on a shape that remains recognizable in the subjed
two hundred yeas later.

In hindsight, the Bullionist Controversy is usefully thought of as falling into three
episodes. Two bouts of inflation generated intensive debate @out their causes and
remedies between about 1798and 1803 and 1808and 1811respedively, while, after
Napoleon’s retrea from Moscow in 1812 the final phase of the discusson becane
concerned with the restoration of gold convertibility. | shall ded with these three gisodes
below, before mncluding with a brief discusson of the Controversy’'s influenceon
subsequent debates.

The Controversy’sFirst Phase

Any modern discusson of inflation would pay attention to the behaviour of one or
more priceindex, but such data did not exist at the time of the Bullionist controversy.
Even during the final phase of the mntroversy, David Ricardo (1816 would write &
follows:

“It has indeed been said that we might judge of its [paper money’s] value by its
relation, not to one, but to the massof commodities. If it should be @nceded,
which it cannot be, that the isauers of paper money would be willi ng to regulate
the amount of their circulation by such atest, they would have no means of so
doing it; for when we mnsider that commodities are mntinually varying in value,
as compared with ead other; and that when such variation takes place it is
impossble to ascertain which commodity is increased, which diminished in value, it
must be dlowed that such atest would be of no use whatever” (1816 p.59)

Though, as Fetter (1965 pp.138-9) has noted, the concept of a priceindex was
sporadicdly discussed duing this period, it was not until 1863that a usable version of
such adevicewas produced and pu to work by Willi am Stanley Jevons.

*Henry Thornton, a key contributor to the Bullioist controversies referred to this Swedish
experience in a speech delivered in the House of Commons on May 7, 1811. (See the Hayek edition of
Psper Creditpp.339-40) Though Thornton himself was a London Banker, hiss family had been lumber
merchants trading with the Baltic from Hull. A number of contributors to British monetary economics in
the early 19 century, for example Thomas Tooke and Thomas Joplin also had Baltic connections, and,
as with Cantillon’s potential influence on Hume, though there is no direct evidence of a Swedish
influence on British debates, the conjecture is plausible.



The data to which participants in the Bullionist controversy paid attention were the
prices of spedfic, widely traded, commodities sich as whed, the price of sterling bill s of
exchange, notably in the financial centres of Hamburg and Amsterdam, both of which
operated on the silver, rather than gold, standard, and, above dl, the sterling price of gold
bulli on. Clasgcd value theory, to which Ricardo (1817 was a mgjor contributor, held that
any commodity’s “natural”, that is long-run equili brium, value was determined by cost of
production; and it was also believed, not least by Ricardo, that the production costs of
gold and silver were relatively stable. It is hardly surprising, therefore, that any tendency
for the exchange rate on currencies which had remained convertible dter 1797to fall, or
of the sterling price of gold bullion, into which Bank of England notes had been
convertible before 1797, to rise, was treaed by protagonists in the Bullionist controversy
as evidence of inflation.

The Smple Bulli onist Position

Theyeas17981801saw all threeof the @ove-mentioned indicaors giving signs of
trouble: agricultural pricesrose, as did the price of gold bullion, while exchange rates fell.
It is generally agreed that the publication in 1801 of Walter Boyd's Letter to the Right
Honouable Willi am Pitt on the Influence of the Soppage of Issiein Sgede at the Bank
of England onthe Prices of Provisions and Other Comnoditi es marked the red beginning
of the Bullionist Controversy. Boyd had a personal axe to grind, his company, Boyd,
Benfield and Co. having recently failed in the wake of the government’ s refusal to employ
it as contrador for amajor loan in 1799 and his analysis was rather crude. Nevertheless
his pamphlet set out the essentials of what in due murse caneto be cdled the Bulli onist
position: namely, that rising prices and the falling exchanges had a cmmon sourcein an
over-isaie of Bank of England notes, that this had been undertaken to buy government
debt, and that it would have been impossble had the Bank not recantly been relieved of its
obligations to convert its liabilities into gold on demand. In the subsequent debate, this
position, whose basis in the quantity theory of money is readily evident, was taken up by,
among others, John Whedley (1803, perhaps, the leading exponent of the so-cdled
extreme-Bulli onist position in the first phase of the @ntroversy.*

Anti-Bullionism
The Bank of England did not ladk for defenders, and among them there would in due

course develop an “anti-bullionist” position, whose feaures were given different weights
by different protagonists, but included the following propositions.

* For an extensive listing of participants in this first stage of the controversy, see Viner (1937,
pp. 120-21)



First, rising agricultural prices were the result of poor harvests, and the falling
exchange rate was both a by-product of the extrafood imports that these had generated,
and a mnsequence of an outflow of funds needed to pay subsidies to Britain's alliesin the
war against France In the latter suggestion lies one important origin of the Classcd
analysis of what was, in due curse, to be cdled the “transfer problem”, while the former
is a prototype of many a “red shock —cost push” explanation of inflation. Secondly, to the
extent that an over-isaue of notes had anything to do with rising prices, the fault lay with
the country bank note isaue, which could fluctuate significantly and independently of that
of the Bank of England. Thirdly, and at the very heat of the anti-bulli onist position, there
lay a precept for the proper conduct of monetary policy which Lloyd Mints (1945 would,
a century and a half later, cal the Real Bill s Doctrine’.

The Real Bill s Doctrine

The origins of the Red Bill s Doctrine ae complicated, as Thomas Humphrey (1982
has $rown, but one branch of its ancestry surely goes bad to the following passage from
the Wealth of Nations:

“When abank discounts to a merchant ared hill of exchange drawn by ared
creditor upon ared debtor, and which, as on as it becomes dueisredly paid by
that debtor; it only advancesto him a part of the value which he would otherwise
be obliged to kegy by him unemployed and in ready money for answering
occasional demands. The payment of the bill, when it becomes due, replacesto the
bank the value of what it had advanced, together with the interest. The ffers of
the bank, so far asits dedings are mnfined to such customers, resemble awater
pond, from which, though a stream is continually running out, yet another is
continualy running in, fully equal to that which runs out; so that, without any
further care or attention, the pond keeps always equally, or very nealy equally full.
Little or no expense can ever be necessary for replenishing the mffers of such a
bank.” (1776 p304)

This passage occurs in the curse of Smith's discusgon of the workings of competitive
commercial banks operating against a badkground of strict gold convertibility, or, more
spedficdly, of the Scottish banking system as it wasin the third querter of the eghteenth
century. Given this context, it is probably best understood as good adviceto the individual
bank, urging it to concentrate on short-term lending seaured by “red hills’. These - good
quality commercia bill s of exchange, typicdly of two or threemonths maturity, seaured by
goods in progressor in inventory - tended, from the point of view of the individual bank,
to be salf-liquidating: the cmmpletion and/or sale of the goods against which any bill had
been drawn would automaticaly yield to borrowers the wherewithal to eliminate the debt

5 The Real Bills Doctrine is sometimes referred to as\eds of Trade Doctrinend the
Commercial Loan Theory of Banking.



that it represented; another round of production could then ke financed by isaling a new
bill ; and so on. Also, and crucially, from the point of view of the individual bank operating
in an economy which was itself a pricetaker in the goods market, it was quite irrelevant
that, despite the aljedive, areal bill wasinfad anominal instrument.

In the Bullionist controversy the Red Bill s doctrine took on aform that differed from
Smith’s version in two ways. First it was dated as an operating principle suitable, not to
an individual competitive commercial bank, but to the Bank of England, not least by
several of itsdiredors; and, seand, in the monetary system over which that Bank
presided asa caitral bank, the pricelevel was not anchored by gold convertibility. In its
anti-Bullionist form, therefore, the Red Bill s doctrine held that, if the Bank of England
confined itself to discounting any and all good quality commercial paper offered to it, the
volume of its liabili ties would merely move with the “needs of trade” and could not itself
be a case of any disturbances to the pricelevel. Sincethe anti-Bullionist defenders of the
Bank claimed that it did in fad follow this precept, it was, in their eyes, an innocent
bystander to any processes that might drive prices up and the exchange rate down.

The dtradivenessof this doctrine to any central bank, let alone the ealy 19" century
Bank of England, is obvious enough. It seemsto provide both a simple rule to guide
operations and a ready-made defence ajainst charges of malfeasance during periods of
monetary instability. That perhaps explains its durability, for it has turned up among other
places and times, at the Reichsbank during the Weimar Republic’s hyperinflation, and at
the Federal Reserve Board during the grea contradion of 192333, which is one reason
why Mints (1945 paid so much attention to it. And yet a still classc rebuttal of the
doctrine gopeaed at amost the outset of the Bullionist controversy, and even before it
attained the central position in the anti-bullionist case that it would come to occupy by,
say 181Q Thisrebuttal appeasin An Inquiry into the Nature and Effeds of the Paper
Credit of Great Britain (1802, written by Henry Thornton, a London banker and
Member of Parliament, who was perhaps better known among his contemporaries as a
leading member of the Evangelicd movement and a pionea of the canpaign against
davery than as a monetary economist.

Thornton's Paper Credit

Paper Credit isan outlier inthe literature of the Bullionist controversy in more ways
than one. To begin with, that literature is largely made up of pamphlets, newspaper and
review articles, not to mention politicd speedtes and parliamentary reports, but Paper
Credit is a systematic monograph; indeed, though its ope is narrower, itstitle seemsto
invite comparison with no lessawork that the Wealth of Nations. Though the book's
appeaancetowards the end of the first phase of the Bullionist controversy placesit firmly
in the context of the then ongoing debate, the alitor of its ¢andard modern edition, which
appeaed in 1939 Friedrich von Hayek, suggests that it may have been aslong as $x



yeasin preparation. Furthermore, its position in that debate is hard to classfy, becaise
though its analytic content places it firmly in the Bullionist camp, it neverthelessdefends
the policies pursued by the Bank of England after 1797° Finally, but particularly
noteworthy, and its ealy appeaance notwithstanding, the book’s intellecual quality
arguably marks it as the single most important product of the Bullionist controversy,
perhaps indeed of the whole 19" century literature of monetary economics before the
appeaance of Knut Wicksell’s Interest and Pricesin 1898

The book is comprehensive, abeit badly organised, as Francis Horner (1802 would
soon point out to readers of the Edinburgh Review. Init, Thornton clealy described the
central position of the Bank of England in the British monetary system, as both he and
Francis Baring had already done in 1797, he expounded a comprehensive and coherent set
of principles that should governits policies; unlike more doctrinaire Bullionists sich as
Boyd or Whedley, he agued that the Bank had applied these with reasonable skill i n the
ealy yeas of the suspension; and, along the way, as a crollary of acording akey
position to the Bank of England in the monetary system, he dso questioned the caadty of
the country banks to exert an independent influence on prices.

Thornton neverthelessacceted the aguments of anti-bulli onists about the dfeds of
bad harvests and the transmisgon of funds to alli es on the Continent on the price of
bullion. These had, he thought, set in motion an external drain of funds, that is an adverse
balance of payments, which, given the lad of gold convertibility, had pu downward
presaure on the exchange rate, abeit presaire that was limited at that time by the ill egal
melting of coin for export. In the processof making this case, Thornton developed an
esentially complete version of Classcd transfer theory. Indeed he even went beyond
what would become the orthodox doctrine later associated with Mill by including a brief
discusgon of the role of income and expenditure variations in the transfer mecdanism that
would not again become prominent in subsequent discussons until the céebrated
exchange on the topic between Keynes and Ohlinin 1929

An adverse balance of payments, an external drain, could, as Thornton well
understood, be diminated by the Bank of England tightening the terms on which it would
grant credit, and reducing its volume too, hence lowering the quantity of its notesin
circulation.” And he believed that there were drcumstances in which such a policy would

®Henry Thornton’s brother Samuel was, at this time, Governor of the Bank of England. A
number of subsequent commentators, for example J.R. McCulloch (1845) and J. Hollander (1911)
confused the two, and treatPdper Creditas an interested insider’s defense of the Bank. It was only
with the work of Viner (1937) and Hayek (1939) that this confusion was eliminated, and the true stature
of the book recognized.

In analyzing these matters, Thornton distinguished less clearly between situations of
convertibility and inconvertibility than Ricardo, writing in 1810-11, would do. This is to be explained,
not be any inferior grasp of the issues involved on Thornton’s part, but by the fact that, in 1802, a
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be justified: namely, when the caise of the drain lay in too high alevel of domestic prices
that was itself the mnsequence of previous monetary over-expansion. However, he dso
knew that such contradionary measures taken to combat an external drain could easily
provoke the public to shift into Bank of England liabili ties and even gold for fea of being
unable to obtain them when they might be needed in the future, and he was aautely aware
that such an internal drain could quckly turn into a banking system crisis. This had
happened in 1793 and had threaened for a short while to happen again in 1797.

It was this consideration that led Thornton to suggest in 1802that an external drain
that was likely to be temporary should not be resisted. Indeed, he went further than this,
arguing that to do so threaened not just arun of the banking system, but a contradion of
output and employment too.

“It istrue that if we could suppose the diminution in bank paper to produce
permanently a diminution in the value of all articles whatsoever, and a diminution,
asit would then be fair that it should do, in the rate of wages aso, the
encouragement to future manufadures would be the same, though there would be
alossin the stock in hand. The tendency, however, of avery grea and sudden
reduction in the acaistomed number of bank notes, isto creae an unusua and
temporary distress and afall of prices arising from that distress But afall arising
from temporary distress will be @tended probably with no correspondent fall in
the rate of wages; for the fall of price the distress will be understood to be
temporary, and the rate of wages, we know, is not so variable & the price of
goods. There isreason, therefore, to fea that the unnatural and extraordinarily low
price aising from some sort of distressof which we now spe&k, would occasion
much discouragement of the fabricaion of manufadures.” (1802 p. 118 italicsin
original).

In order to be aleto forestall such effeds, Thornton argued that the Bank of England
should hold sufficient reserves to enable it to lend fredy to domestic borrowers, even
while it was losing gold abroad as aresult of atemporary shock to the balance of
payments, arising, for example from a bad harvest. To be sure, thiswould involveit in
holding more reserves than would be nealed to ensure its own soundness but this
obligation was, he thought, predasely what was entailed in being a central bank.

Thornton onthe Real Bill s Doctrine

The defence of the Bank of England’s policies during the ealy yeas of the suspension
implicit here is clea. Poor harvests, and the nead to make transfersto alli es had been

substantial amount of gold coin, into which bank of England notes were convertible at par, remained in
circulation. These had largely disappeared by 1810.
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proximate causes of rising prices and afalling exchange rate dter 1797, but, in Thornton’'s
view, the Bank of England had been wise not to resist them in the way that Boyd and
other Bullionists would have had it do. But thiswas a dose & he would come to the anti-
Bullionist position, for he was completely unconvinced by its central theoreticd argument,
namely the Red Bill sdoctrine. The latter was, he agued, crucially incomplete in
discussng the demand for bank credit on the part of the businesscommunity without
making any referenceto the terms on which it was being offered.

“In order to ascertain how far the desire of obtaining loans at the bank may be
expeded at any time to be caried, we must enquire into the subjed of the quantum of
profit likely to be derived from borrowing there under the existing circumstances. This
isto be judged of by considering two points. the amount, first of interest to be paid on
the sum borrowed; and, secondly, of the mercantile or other gain to be obtained by the
employment of the borrowed capital. . . .\We may, therefore, consider this question as
turning principally on a comparison of the rate of interest taken at the bank with the
current rate of mercantile profit.

The bank is prohibited, by the state of the law, from demanding even in time of
war, an interest of more than five per cent., which isthe same rate & which it
discountsin aperiod of profound peace It might, undoubtedly, at all seasons,
sufficiently limit its paper by means of the price & which it lends, if the legidation did
not interpose a obstade to the constant adoption of this principle of restriction.

Any supposition that it would be safe to permit the Bank paper to limit itself
because this would be to take the more natural course, is, therefore, altogether
erroneous. It implies that there isno occasion to advert to the rate of interest in
consideration of which the bank paper is furnished, or to change that rate acording to
the varying circumstances of the wuntry.

At some seasons an interest, perhaps, of six per cent. per annum, at others, of five,
or even four per cent., may afford that degreeof advantage to borrowers which shall
be aout sufficient to limit, in the due measure, the demand upon the Bank for
discounts.” (1802 pp. 253-4)

Furthermore,“. . when the augmented quantity of paper shall have been for some time
stationary, and shall have produced its full effed in raising the price of goods, the
temptation to borrow at five per cent. will be exadly the same & before;” (1802 p. 257)
so that “. . the moderation and forbeaance anong borrowers, which were supposed likely
to restrain the too grea emisgon of paper, are only to be excited by the means of its
perpetual encrease;” (1802 p. 256)

The passage from which the a&ove quotations are taken is, as Thomas Humphrey
(21990 has down, the genesis of all of those “two interest rate” models, which have ever
since been appeaing, disappeaing and regppeaing in monetary ecnomics, and of which
Wicksell's (1898 "cumulative process' provides the most famous example. Like Wicksell,
Thornton stressed the consequences for prices, rather than for red variables, of differences
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between the acual rate of interest and the expeded rate of profit. Also like Wicksall,
however, he noted other possbilities, remarking that

“. . .provided we asume an excessve issle of paper to lift up, asit may for atime,
the ast of goods, though not the price of labour, some aigmentation of stock will be
the consequence for the labourer, acording to this supposition, may be forced by his
necessty to consume fewer articles, though he may exercise the same industry.”
(1802 p. 239

AsViner (1937 pp. 18597) has $own, towards the end of the Bulli onist controversy,
aminority of commentators would expand thisidea and deploy it as part of an argument in
favour of using expansionary monetary policy, perhaps unconstrained by convertibili ty, to
inducered economic expansion. But monetary economics had to wait a century and a
guarter for the full significance of “forced saving”, asthe dfed so briefly discussed here
by Thornton would eventually be cdled, to be explored in all its ramifications by a
generation of economists who took their cue from Wicksell.

Thornton not only repudated the red hill s doctrine & a basis for monetary policy, but
he dso briefly set out an alternative guiding principle.

“To limit the total amount of paper issued, and to resort for this purpose,
whenever the temptation to borrow is grong, to some dfedua principle of restriction;
in no case, however, materially to diminish the sum in circulation, but to let it vibrate
only within certain limits; to afford a Slow and cautious extension of it, as the general
trade of the kingdom enlarges itself; to alow of some spedal, though temporary
encrease in the event of any extraordinary alarm or difficulty, as the best means of
preventing agrea demand at home for guineas; and to lean to the side of diminution,
in the cae of gold going abroad, and the general exchanges continuing long
unfavourable; this ssemsto be the true policy of the diredors of an institution
circumstanced like that of the Bank of England” (1802 p259.

This general principle stands in clea contrast to the Red Bill s doctrine, and much of
the debate aout the proper conduct of monetary policy that has marked the two centuries
sincethe Bullionist controversy can be thought of in terms of this contrast. At first sight,
indeed, Thornton comes close to being an exponent of an ealy version of Milton
Friedman's (1960 quantity-theory-of-money-based money-suppy growth rule. But that
is not quite right, for in the dove passage, Thornton is laying down a guideline that
should inform the discretionary conduct of monetary policy. Thereisno suggestion that
the Bank of England needs to be legally constrained to behave gpropriately. On this
meatter, and closely asociated, on the matter of the Bank’s proper response to an external
drain, Thornton would soon change hismind. By 181Q along with his colleagues on the
House of Commons Seled Committeeon the High Price of Gold Bullion (the Bullion
Committee), he had come to the @nclusion that the Bank of England was not to be
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trusted, and ought to be restrained by the immediate re-imposition of the obligation to
convert its notesinto gold bullion on demand.

The Seaond Phase of the Debate

The burst of inflation that had followed the 1797 suspension of convertibility was
largely over by the time Paper Credit was published, and although debate &out the Bank
of England’s conduct did not cease, it becane lessintense for awhile. Irish monetary
guestions took centre stage, but in the wurse of their discusson, which culminated in the
publicaion of a House of Commons CommitteeReport in 1804 many of the issues at
stake in the Bulli onist controversy proper receved a further airing, notably by Lord King
(1803, and by John Whealey whose (1803 statement of the smple bulli onist position on
the relationship between money, prices and the exchange rate, arealy referred to,
appeaed duing this phase of the controversy.?2 However, inflation in due curse picked
up again in Britain itself and a sharp exchange rate depredation at the beginning of 1809
gave anew impetus to the Bullionist Controversy.

Ricardo onthe High Price of Bulli on

This s2oond phase of the Bulli onist controversy provided the occasion for David
Ricardo’ sfirst publications on economic questions, namely his (1809 Morning Chronicle
articles which were reworked into the (1810-11) essay on The High Price of Bulli on.
Ricardo, at that time an important bond deder, who would later be deded to Parliament,
adopted essentially the same position as Whealey had taken in 1803 but his gatement of
it was, in kegping with his oon to be well known and widely admired intellecual style,
both abstrad (by the standards of the time) and deductive.

In Ricardo’s view, the high price of gold was lely the consequence of an over-isse
of Bank of England paper money, which the suspension of convertibility had permitted..
“The necessty which the Bank felt itself under to guard the safety of its establishment . . .
always prevented, before the restriction from paying in spede, atoo lavish isaie of paper
money” (181011, p. 76), but oncethis obligation had been removed, the Bank’s diredors
“. . areno longer bound by “fears for the safety of their establishment,” to limit the
quantity of their notes to that sum which should keep them of the same value & the in
which they represent.” (181011, p.78, itdicsin original). The muntry banks, moreover,
were in no way responsible for any independent over-issue of their own rotes: “. . in o
case can country banks add to the general circulation unlessthe Bank of England shall
have previously increased the anount of their notes.” (181011, p. 88)

8 On the debate about Irish monetary questions, see Fetter (1955)
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Ricardo versus Thornton onthe Transfer Medhansm

Asto the possbility that transfers abroad in response to any red shock could lower the
exchangerate, Ricardo was unequivocd:

“.. .it appeas, that the temptation to export money in exchange for goods, or what is
termed an unfavourable balance of trade, never arises but from a redundant currency.
But Mr. Thornton . . supposes that a very unfavourable balance of trade may be
occasioned by a bad harvest, and the ansequent importation of corn; . . . Asitis
adknowledged by Mr. Thornton . . .that the price of gold bullion israted in gold coin;
.and . . .that the law against melting gold coin into bullion and exporting it is easly
evaded, it follows, that no demand for gold bulli on, arising from this or any other
cause, can raise the money price of that commodity. (181011, p. 59)

Thus, “The exportation of the @in is caused by its chegoness and is not the dfed, but
the cause of an unfavourable balance” (181011, p. 61), and, for Ricardo, a degnessof
coin was always the mnsequence of an over issue of paper money.

Now, even in 1802 when a significant amount of coin seansto have been still in
circulation, Thornton had not argued that the ill egal melting of coin for export was either
totally costlessor completely risk freg and in any event, by the end of the decale, when
Ricardo was writing, its disappeaance had pu Britain on something much closer to apure
flexible exchange rate than hed existed in the ealy yeas of the suspension. It is hard to
avoid the conclusion that, in denying that anything other than money credion could drive
down the exchange rate, Ricardo was over-smplifying the issue, and brushing aside a
considerable body of analysis devoted to the transfer problem, which his contemporaries
had alreadly developed. Though, ac®rding to Viner (1937, pp. 128et seq.), apart from
Ricardo, this extreme bulli onist view was advanced by only Whedley, it nevertheless
never quite disappeared from literature in what came to be the quantity theory tradition.

Thereis also a sense in which Ricardo can be said to have been corred on this matter.
In the analysis of the transfer mecdhanism, as developed by Thornton, a remisgon of funds
abroad would lead to an excess sippy of sterling hill s of exchange on the foreign
exchange market and afall in their price Under gold convertibili ty, this effed could go
only far enough asto induce an export of spede and movements in the home and foreign
pricelevels, but under aflexible rate this medhanism would not be adivated, and the price
of bill s (ie the exchange rate) would depredate to whatever level cleaed the market. In
either case, however, the international movement of goods that the remisgon of funds was
meant to bring about in the first placewould be ininduced by afall in the foreign price of
British goods, and arise in British price of foreign goods. Thornton also canvassd the
possbility of this mechanism being supdemented by income dfeds, while a Fetter (1965
p. 46) has noted, at least two anti-Bullionist writers, John Hill, and J. C. Herries pointed
out that short term capital movements could play arole in making the transfer effedive.
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None of this says anything about the situation which would rule oncethe transfer was
complete. Under convertibili ty, domestic monetary contradion would have ensured that
the price of gold bullion remained constant throughout the process in its absence, there
would have been no such automatic contradion, and hence, at its end, the money suppy
and the price of bullion would have been higher, and the exchange rate lower, a state of
affairs that could have been remedied by monetary contradion. In the latter, longer-run,
sense, then, a higher price of bullion could have been said to have nothing to do with a bad
harvest or the payment of a subsidy, and everything to do with an “over-isaue” of notes.
Viner (1937 p. 139-40) has noted that “Ricardo could very rarely interest himself in the
immediate and transitory phases of an economic process . .and he frequently confined his
analysis to the end results, either passng over without mention or even denying the
existence of the intermediate stages.” Here, we gpea to have aprime example of this
“Ricardian vice”, and as Viner (140-)) also tells us, he did tone down his bald insistence
on this particular point alittle in hislater writings, partly in response to criticism from his
friend Malthus, who, throughout the wntroversy was a systematic exponent of a moderate
Bullionist viewpoint.

The Bullion Report

Nevertheless this question is of more than purely acalemic interest. The events which
prompted Ricardo to take up these questions in the first place particularly the risein the
price of gold bullion which had taken placein 180910, also led the House of Commons to
set up a Committeeto investigate them, That committe€ s report - the Bulli on Report as it
is universally known (Cannan 1919 - is widely regarded as the definitive statement of the
Bullionist position during this phase of the @ntroversy, and its principal finding on this
particular matter was

“. . .that thefirst remarkable depresgon of it [the exchange rate] in the beginning of
1809 isto be ascribed . . .to commercial events arising out of the occupation of the
north of Germany by the troops of the French Emperor. The evil has been, that the
exchange, when fallen, has not had the full means of reamvery under the subsisting
system. And if those occasional depressons, which arise from commercial causes, are
not after atime successvely correded by the remedy which used to apply itself before
the suspension of the cah payments of the Bank, the mnsequences may ultimately be
exadly smilar to those which a sudden and extravagant issue of paper would
produce” (1810(Cannan 1919 p. 35)

Like Ricardo, the Bullion Committee atributed no blame to the cuntry banks for this
state of affairs. They laid it squarely at the door of the Bank of England, whose
representatives, when examined, had been anxious to absolve that institution of any
responsibility. Under questioning by the Committeg they had enthusiasticaly endorsed
the Red Bill s doctrine in answers which Walter Bagehot (1873 p.86) was later to
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charaderise & “admost classcd by their nonsense”, while the Report itself would term
that doctrine“. . wholly erroneous in principle, and pregnant with dangerous
consequences in pradice” (1810(Cannan 1919, p. 46).° The diredors had argued that,
by ading in acerdancewith that doctrine, “by avoiding as much as possble to discount
what does not appea to be legitimate mercantile paper” (Mr. Whitmore, a former
governor of the Bank, as quoted in the Bullion Report, p. 47), the Bank ensured that its
noteiswue"”. . is 9 controlled that it can never amount to an excess' (Mr. Pease,
Governor of the Bank, as quoted p. 46). They had even denied that the volume of good
quality paper offered for discount would vary with the rate of interest.

“‘Isit your opinion that the same seaurity would exist against any excessin the
isaues of the Bank if the rate of discount were reduced from L5 to L4 per cent.?
Answer, —‘The seaurity of issue would be, | conceive, predsely the same.” Mr.
Pearse, — ‘| concur in that Answer.”

“If it werereduced to L3 per cent.? —Mr. Whitmore, ‘| conceive there would be
no difference, if our pradiceremained the same & now, of not forcing a note into
circulation.” Mr. Pearse. —* | concur inthat Answer.” (p.48)

Now the Chairman of the Bullion Committeewas Francis Horner, Henry Thornton
was prominent among its members, and the Committeeés Report was largely written by
these two. Itsrebuttal of the Red Bill s doctrine therefore follows esentially the same
lines as those laid down in Paper Credit, and alengthy description of its details at this
point would be redundant. Asin Thornton's ealier exposition, the interadion of profit
expedations with the rate of interest in determining the supgy of "red" hill sto the
banking system is dressed, asisthe @nstraint placed upon policy by the 5 per cent. upper
limit to the interest rate set by the usury laws. The discusson of the medanisms linking
monetary policy to the pricelevel is, however, more systematic in the Bullion Report, and
is notable for making a caeful distinction between what would nowadays be cdled "first-
round credit channel" and "second-round money channel” effeds.

"In the first instance, when the advance is made by notes paid in discount of ahill, it
is undoubtedly so much capital, so much power of making puchases, placed in the
hands of the Merchant who recaves the notes; and if those hands are safe, the
operation is o far, and in thisitsfirst step, useful and productive to the public. But as
soon as the portion of circulating medium, in which the alvance was thus made,
performs in the hands of him to whom it was advanced thisits first operation as
cgpital, as on as the notes are exchanged by him for some other article which is
caoital, they fall into the dhannel of circulation as $ much circulating medium, and

°But the Bank’s directors were by no means the only ones to embrace the Real bills Doctrine at
this time. Some members of the cabinet, and a number of other commentators also did so, as Viner
(1937, pp. 148 et seq.) And Fetter (1965, pp. 53-4) recount. And, as noted below, the House of Commons
would reject the arguments of the Bullion Committee.
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form an addition to the massof currency. The necessary effed of every such addition
to the mass is to diminish the relative value of any given portion of that massin
exchange for commodities." (1810(Cannan 1919, pp. 50-1)

The ultimate consequence here isthat "money channel” effeds dominate, so that " . .
If the amnount of discountsis progressvely increasing, the anount of paper, which remains
out in circulation over and above what is wanted for the occasions of the public, will
progressvely increase dso, and the money prices of commodities will progressvely rise.”
(1810(Cannan 1919, p. 51)

The Report's Recomnendation d Resumption

Not all of Bullion Report's conclusions echo Paper Credit. In 1802 Thornton had
emphasised the desirability of avoiding deflationary monetary responsesto red balance of
payments $ocks, and had argued that the Bank had followed sound principlesin its
conduct of policy since1797. In 181Q even though it found that the inflation of the
previous two yeas had been set in motion by ared shock to the balance of payments, the
Bullion Committee dealy regretted that the Bank's response had not been constrained by
spede aonvertibility. 1ts Report therefore recommended that convertibili ty be re-instituted
at thel797 grity, within two yeas, even though thiswould gute dealy require
significant deflation, and in the midst of an ongoing war, at that; and Thornton was in full
agreament with this advice

This major shift in his policy priorities does not refled any change of analytic view on
Thornton's part.® The theoretica content of the Bulli on Report is essentially the same &
that of Paper Credit, as we have seen. Nor was there any fundamental shift in Thornton’'s
long run policy priorities. He was from first to last a"hard money man", to use John
Hicks (1967 phrase, in the sense that he dways regarded the maintenance of the gold
price of sterling as the ultimate goal of monetary policy. In 1802 Thornton had thought
that the Bank of England could be trusted to pursue this long-run end, while tempering
any short-run costs of doing so by judiciously designed dscretionary policies. By 181Q he
and his colleagues could have no such confidencein the Bank, given its diredors
enthusiastic embraceof the Red Bill s doctrine: hence the Bulli on Report's emphasis on
the urgent neal to re-impose @nvertibility as constraint on their adivities.

The findings of the Bullion Committeewere placel before the House of Commonsin a
series of resolutions that were extensively debated duing 181611 All of them were
regeded, with that recommending an ealy return to convertibili ty faili ng by a significantly

191t may, though, reflect the influence of Ricardo, who had explicitly taken Thornton to task in
(1810-11, pp. 59-60) as we have seen above.
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larger mgjority than any of the others. The House did, however, at the same time dfirm
the desirability of its ultimate restoration.

Towardsthe Resumption of Convertibility

The Bullion Committeés fea's about the Bank of England's future cnduct were not,
in fad, justified by subsequent events. As matters turned out, 1809 1810had seen the
pe&k of Britain's wartime inflation, and the price of gold began to rise bad in fits and
startstowards its 1797level, particularly after 1812 when Napoleon's retrea from
Moscow marked a dedsive turning point in his military fortunes.

Thereis no evidenceto suggest that this deflation was deliberately engineered by the
Bank of England, and, in any event, in the immediate wake of the debate on the Bulli on
Report, no-onewasin agrea hurry to see onvertibility restored (SeeFetter, 1965 pp.
62-3). It was not until after Waterloo and the war's end in 1815that serious discusson of
the isaue began again. The first significant step to be taken here was the passage of an Act
of Parliament in 1816that defined the pound sterling solely in terms of gold at its 1797
price, thus removing the last vestiges of ambiguity about the role of silver in the British
monetary system. It was only in 1819 however, that legisation mandating the restoration
of convertibility was passed by Parliament, a measure that was finally implemented in
1821, albeit not quite in the manner envisaged two yeasealier.

In the interim, the end of the French wars, and the deflation that accompanied it, had
been associated with considerable disruption to red economic adivity. Agriculture was
faced with foreign competition once aain, while small arms manufaduring and the metal
working trades asciated with it saw a predpitous dedine in demand for their output. In
view of this, it was perhaps to be expeded that the representatives of agricultural interests
in Parliament were sometimes found attempting to dbstruct the restoration of
convertibility and the deflation that had to acempany it. Nor, since metal working was
concentrated around Birmingham, is it surprising that this important city becane the
centre of adisenting and, for itstime, quite radicd body of economic thought. The
principal, and certainly the most able, spokesman of so-cdled Birmingham Schod at this
time was the banker Thomas Attwood.™*

The Birmingham Schod

Between 1810and 1821 there was, overall, little opposition to the eventual
restoration of convertibility to Bank of England notes at the old parity. The caaaty of

“The activities of Attwood and other members of the Birmingham School at this time are briefly
described by Fetter (1965, pp.74-5). A fuller account of his career is given by Fetter (1964).
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inflation (or rather unanticipated inflation, as we would now insist) to redistribute wedth
from creditors to debtors was well understood, and the desirabili ty of undoing any such
consequences of the war-time inflation was largely taken for granted. Little dtention was
paid to the dfedsthat this would have on contrads entered into during the suspension.
But this morally one-sided attitude to the redistributive dfeds of inflation and deflation,
which has permeaed dscussons of ecnomic policy ever since, was not held. by the
Birmingham School. As Thomas Attwood remarked in 1819

"When the Bank Restriction Act was first passed, there was no difficulty or injustice
in restoring the old metalli c standard, and it was probably advisable to do so; becaise
if done in the aurse of ayea or two, or other short period, it would have prevented
the breging upof the old system of prices under which all debts and engagements of
the country had been formed; and would have arested all the misery, and injustice
and dstresswhich such a dhange must have occasioned in al the monied interests of
the wuntry. But when the Bank Restriction Act had time to bre& up the old monied
relations of society, and to establish new ones, upon which all the new debts, and
obligations, and establi shments of society have been formed, then it becane
evidently, both unjust, impolitic and ruinous in Parliament to attempt to restore a
standard which had no longer any referenceto the transadions of life. What was
corred in thefirst instance becane incorred. . . ' (1819 p. 3)

Employment as the Test of Monetary Policy

Attwood, moreover, went well beyond questioning conventional wisdom about what
was distributively just in assessng the gopropriatenessof rendering bank notes once aain
convertible into bullion, and the price & which this might be done. He agued that the
achievement of full employment, rather than any target for the price of gold provided the
appropriate test of any monetary measures. "Let us. . . wait until we see d Iabour in full
employment, and all the principles of national prosperity in full and harmonious adion,
before we presume to dedde under what range of the prices of Bullion these grea
interests can be preserved.” (1819 p. 13), and because he believed that falling prices could
crede, and indeed had recently creded, serious red stagnation, he opposed the legidation
of 1819that provided for the restoration of convertibility at the 1797 m@rity. He wanted to
seefull employment adchieved, and only then, after five or seven yeas, might he be willi ng
to countenance the restoration of convertibility at whatever market price of bullion was
then ruling.

Like his associates, Attwood was more mnsistent in his advocagy of full employment
asthe test of appropriate monetary policy than of any spedfic monetary measure,
however. In (1816 at atime of depressed ecnomic adivity, he had gone so far asto
remark that ". . in the weighty circumstances in which the cuntry is placed, to represent
the payment of spede a any objed at all, is perfed drivelling” (1816 p. 56); in (1819 he
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had asserted that "Our road is clea as the bright Sunin Heaven. It isto accommodate our
coinage to man, and not man to our coinage." (1819 p. 43); and so on. As Fetter (1964
p. Xviii) points out, even before the Resumption ”. . .he bobbed around from inconvertible
paper, to silver, or to agold standard at a price of gold that seamed to vary . . without
logic." And, as Fetter also notes, from the 1820Cs onwards, his writings, such asthey
were, largely repeded his ealier arguments. Like his brother Matthias and a number of
other representatives of the Birmingham businessand politicad community, Thomas
Attwood continued to agitate against the gold standard as it was by then in place but to
no particular effed, as far asthe politics of Britain as awhole were mncerned.*?

Underlying Attwood's smetimes extreme policy positions, as Viner (1937, pp.187 et.
seg.) points out, was an appredation of the likely red consequences of pricelevel
fluctuations that in varying degrees was shared by a number of his contemporaries,
including Malthus, and the estwhile strict Bulli onist, John Whedley. Not only did
Attwood have, as has arealy been noted, a degr-seded fea of the alverse mnsequences
for red economic adivity of the unevennessof pricefallsin a deflationary situation, but he
also appredated the mntrary capadty of rising pricesto generate caital acaumulation by
way of forced saving. In the hands of Attwood and others, these aguments, in Viner's
opinion, ". . were, no doubt, carried to absurd lengths. They represent, nevertheless a
substantial contribution to economic analysis which in later yeas had to be rediscovered.”
(Viner 1937, p. 186) But as Viner aso notes, Ricardo found these doctrines ™. . .
unpalatable, and later 'orthodox’ economists, following in his path tended to ignore or
ridicule them" (p. 186); and it was Ricardo who not only dominated the final phase of the
Bullionist controversy while it was taking place but whose name and reputation would
provide intellecual authority in Britain to the Gold standard for the next hundred yeas or
more.™

Ricardo on anEconamical and Saure Currency

"A currency may be mnsidered as perfed, of which the standard is invariable, which
always conforms to that standard, and in the use of which the utmost ecnomy is
pradised” (1816 p. 54) These ae the words which Ricardo used to describe the
Econamical and ®aure Currency which he hoped to see etablished in Britain now that

2Byt Birmingham itself nevertheless remained a stronghold of unorthodox monetary views until
the 1850s. Fetter (1964, p. xxiv) tells us that "not until the election of John Bright in 1857. . . was
Birmingham represented at Westminster by anyone who was not an avowed opponent of the gold
standard.” Note that Birmingham had no seats in the Commons until after the 1832 Reform Act.

13 See for example Alfred Marshall (1923, pp. 41-42), where Ricardo is erroneously said to be
one of the authors of the Bullion Report. Marshall gives no credit to Henry Thornton in this context. It is
interesting to note that Marshall here cites Jacob Hollander (1911), where Thornton is confused with his
brother Samuel.
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the French wars were over. Unlike the Birmingham Schoal, he smply took it for granted
that most basic goal for any monetary arrangements was price stability: "All writers on the
subjed of money have agreed that uniformity in the value of the drculating medium is an
objed greatly to be desired.” (p.54).

Aswe have see, like virtually all of his contemporaries, Ricardo had no grasp of the
ideaof an index number so price stability meant to him, as a pradicd matter, a mwnstant
priceinterms of some "standard.” There was, to use amodern phrase, an element of the
"second best" about this lution, because Ricardo understood well enough that such an
arrangement would ensure that money'svalue” . . . will always be subjed to those
variations to which the commodity itself is subjed, which has been fixed upon as the
standard. . " (p. 54), but that could not be helped.

Asapradicd matter, Ricardo considered two possbilities for the standard, gold and
slver, and in 1816he inclined towards slver "Silver. . ismuch more stealy inits value,
in consequences of its demand and suppy being moreregular; and . . . al foreign countries
regulate the value of their money by the value of slver" (1816 p. 63) Perhaps there was
some truth to the first of these propositions at the time, but the second was not strictly
acarate. At least two important countries, France and the United States were on
bimetalli c standards at this time, though at different mint prices. The French price
dominated world markets, and though French bimetallism at this time seemsto have
succesgul, in the sense that both metals circulated, the US was de facto on silver, and
Francetoo would drift towards de facto silver monometalli sm in the subsequent three
decales.'* Even so, these detail s are of only minor relevance, becaise, as has already been
noted, 1816was the yea in which legidation firmly establishing the gold standard in
Britain was passed. After that date, any scheme for restoring convertibility to Bank of
England liabili ties had to start from this point, though a small group of members of
Parliament, including Matthias Attwood did agitate for bimetalli sm as an alternative to
gold convertibility during 182122. (seeFetter 1964 p. xix)

Ricardo's proposals amounted to agood ded more than areturn to the pre-1797
monetary system, for the econamical element in them involved the aolition of gold
coinage and the establishment of a purely paper circulation (except for small coins). Under
his "ingot scheme”, asit came to be cdled, Bank of England notes would be @mnvertible
only into bullion, as perhaps would country bank notestoo; though Ricardo also
suggested that Bank of England notes might be dedared legal tender and hence bemme
eligible & means of redeeming country bank notes. In hisview

4 The US would raise its mint price of gold in 1834, thereby shiftingd® factogold standard
which would endure till the Civil War. As a consequence of the gold discoveries of 1849-51 France
moved in the direction of gold monometallism, but her system endured until the 1870s when it was
abandoned in the wake of the Franco-Prussian War, and Germany’s adoption of the gold standard. On
these and related matters, see Bordo (1987).
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"A well regulated paper currency is © grea an improvement in commerce, that |
should gredly regret, if prejudice should induce us to return to a system of lessutility.
The introduction of the preaous metals for the purposes of money may with truth be
considered as one of the most important steps towards the improvement of commerce,
and the ats of civilized life; but it is no lesstrue that, with the alvancement of
knowledge and science, we discover that it would be another improvement to banish
them again from employment to which, during alessenlightened period, they have
been so advantageously applied..” (1816 p 69

He believed that the adoption of thisimprovement would require the force of law: "If
those who use one and two, and even five pound notes, should have the option of
using guness, there can be little doubt which they would prefer; and thus, to indulge a
mere cgrice, amost expensive medium would be substituted for one of little value.”
(1816 p.65) Though, in the event, this proposa of Ricardo's would turn out to be too
radicd for itstime, this element in the case for it was not particularly new. It involved
nothing more than a straightforward application of arguments in favour of paper money
that Adam Smith had expounded in Book II, Ch.2 of The Wealth of Nations. Paper was
cheg, while gold was expensive and realily exchangeéable for other productive resources,
so that the displacament of whatever stock of the latter wastied upin the monetary
systemwould enable ". . .the wuntry to derive dl the profit which may be obtained by
the productive employment of the caital to that amount.” (1816 p.69)

Ricardo onthe Costs of Deflation

The redisation of this gain, however, was not the only reason Ricardo advocaed
paper money. He is often portrayed as paying insufficient attention to short-run
transitional matters in his analysis, and sometimes with good reason, as we have seen
ealier. However, though Ricardo laid nowhere nea the same anount of emphasis as did
Thomas Attwood and his asciates on the consequences of monetary contradion for red
ecnomic adivity, he was endtive to this matter.”> Evenin 181011, his advocagy of
resumption hed been firmly gradualist, for just this reason.

"The remedy which | propose for al the evilsin our currency, isthat the Bank should
gradually deaease the anount of their notesin circulation until they shall have
rendered the remainder of equal value with the mins which they represent, or, in other
words, until the prices of gold and silver bullion shal be brought down to their money
price | anwell aware. . that evenits sudden limitation would occasion so much ruin
and distress that it would be highly inexpedient to have remurse to it asthe means

50n this matter, see Samuel Hollander (1979, pp. 493-500), where, among others, he takes
Fetter (1965, p. 91) to task for suggesting that Ricardo unduly neglected these questions.
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of restoring our currency to itsjust and equitable value . . . .If gradually done, little
inconveniencewould befelt; . . " (181011, p. 94)

These same worries informed his analysisin 1816 Though Ricardo was unwavering in
his support for the restoration and then maintenance of the 1797 @rity as the proper god
of monetary policy, he was anxiousto minimise the deflation needed to adchieve its
restoration. He saw no point in putting unnecessary upward pressure on the price of
bulli on relative to goods. "If the increases in the drculation were suppied by means of
coin, the value both of bullion and of money would, for atime & least, even after they had
found their level, be higher than before. . . Thisinconvenienceiswholly got rid of, by the
issue of paper money; for in that case their will be no additional demand for bulli on”
(1816 p. 57). Furthermore, such a system would also be subjead to fewer pricelevel
fluctuations when fully operational. Under it, variationsin the demand for currency . . .
can be presently suppied without occasioning any variation in the value of the whole
currency . . whereas, with a system of metallic currency, this additional quantity cannot be
so redlily suppied, and when it is finally supgied, the whole of the arrency, aswell as
bullion, hasaouired an increased value." (1816 p. 58)

Resumptionin 1821

Now Ricardo was a member of Parliament by 1819 and hisingot scheme wasthe
basis of the legidation of that yea which set resumption in motion. The Act in question
required the mnvertibility of of Bank of England paper in gold ingots to begin on May 1st
1821, while deferring the start of redemption in gold coin until May 1823 In fad,
however, Parliament would set the ingot plan aside before it could be implemented.

As Fetter (1965 pp.71-3, 95) has remunted, this ssams to have been done for politica
rather than economic reasons. Throughout the suspension period, small denomination
Bank of England notes had been widely counterfeited, and there had been over three
hundred cagpital convictions for the offence between 1797and 1817 The fad that
clemency in these caes ans often to have been exercised or withheld on the Bank of
England's recommendation had eaned it considerable unpopularity among a public
increasingly uncomfortable with the indiscriminate goplicaion of capital punishment. Small
denomination hill s convertible into ingots might have mnstituted an economica currency,
but they were eaily forged, so in 1821, they were replacel in circulation by gold coin.
Ricardo himself seans to have had no grea misgivings about this, because, between 1819
and 1821 the Bank of England had bought large quantities of gold bullion in preparation
for the restoration of convertibility. These purchases, in hisview, had been unnecessary,
and had produced the very adverse dfeds on the price of gold that hisingot scheme had
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been designed to prevent, making its implementation, to all intents and purposes,
redundant.*®

After the Controversy

It should go without saying that the restoration of convertibility in 1821 dd not bring
an end to debate dout monetary issues. The ealy 182G saw sporadic atempts, not least
by the Birmingham School and agricultural interests, to modify the monetary system that
had been put in placein 1821s0 asto give it a more inflationary bias, so much so, indeed,
that Viner (1937 treaswhat he termed the "Deflationary Phase" of the Bulli onist
Controversy as extending until 1825 the yea of the first 19th century British financial
crisisto take placeunder gold convertibili ty.

The Currency Schod - Banking Shod Debate

It was not immediately apparent that the 1825crisis was the first of aregular series of
such events throughout the 19th century, but the yeas 18367 and 1839also saw
considerable difficulties for the British monetary system, making it clea that the mere
existence of gold convertibility was no guaranteeof its gability. In fairly short order, a
guest began for principles of conduct which, if adhered to by the Bank of England, would
ensure that the system would work, along Humean lines, "as if" operating with a pure
commodity money. Thefirst of these, the so-cdled "Palmer Rule", was enunciated by John
Hordey Palmer, at that time Governor of the Bank of England, in 1832 Its basic thrust
was that the Bank of England, which in normal times would hold spede reserves equal to
one third of its liabili ties, should keep the volume of its saurity holdings constant, thus
ensuring that the volume of its liabili ties would fluctuate one-for-one with those reserves.
There is ©me disagreament among commentators, whose details need not concern us
here, about whether subsequent crises occurred because this rule was inadequate, or
because it was not, in fad adhered to in pradice, (seeSchwartz 198), but in due curse
the more stringent "Currency Principle" was proposed, debated, and utimately enaded by
Sir Robert Ped's Bank Charter Act of 1844

This Act, and parallel legidation for Scotland passed in 1845 essentially conferred a
monopoly of the British note isaue on the Bank of England. Unlike the Bulli onists, the

16 On this issue, see Fetter (1965, pp. 97-99), and note that Davis (1998) has made a persuasive
case that, during the post-1816 period, the amount of attention that Ricardo paid to the deflationary
consequences of resumption in his writings, speeches and parliamentary evidence varied systematically
with both the general state of the economy, and with the amount of deflation that might be needed to
restore the 1797 parity. When the economy was depressed, and the market price of bullion well above
parity, he paid attention to these matters, but was more inclined to downplay their significance at other
times.
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Currency School who were its architeds believed that the country and Scottish banks had
considerable scope to vary their issues independently of the Bank’s behaviour, and in a
manner that destabili sed the e@nomy.'’ The 1844Act aso divided the Bank into an Issue
Department to ded with bank notes and a Banking Department to ded with its deposit
business The latter was supposed to ad just like any other deposit bank, but, apart from a
fixed fiduciary isaue, the Isaue Department's liabili ties were to fluctuate one for one with
its holdings of spede. In essence this department was turned into what we would now
cdl a aurrency board, abeit one with liabili ties baded by spede rather than some foreign
currency.

These measures were, of course, widely debated.*® Lawrence White (1984 has
argued that defenders of the @muntry and Scottish banks note issuing privileges $ould be
treaed as a distinct "FreeBanking School”, separate and distinct from those who, like
Thomas Tooke and John Fullarton among others, attadked the monetary policy principle
underlying the Act, and are generaly known as the Banking Schoal.

Asfar asingtitutional arrangements were mncerned, the Banking School favoured the
status quo, and, because the Red Bill s doctrine sometimes figured in their arguments,
along with the suggestion that low interest rates would induce low, rather than high (and
perhaps rising) prices, they have sometimes been classfied as fundamentally misguided
succesorsto the anti-Bullionists. To do so, however, isnot redly fair to them. These
Banking School advocates were a gaunch defenders of spede convertibility as any
Bullionist had been, and under convertibili ty, with the long-run equili brium value of the
pricelevel tied down by the market for spedein all its uses, these doctrines, erroneous as
they are, ceae to be athreda to monetary stability.

In many respeds, indeed, the Banking School were intellecual heirs to the principles
of discretionary monetary policy which Thornton had enunciated in 1802*° Like him they

YIn England and Wales, the country bank note issue was frozen in 1844 for existing banks,
while new banks were forbidden to issue notes. In Scotland the banks were permitted to exceed an
authorised amount, provided they held 100 per cent. bullion reserves against the excess. Though the
English note issue has long ago vanished, it is interesting to note that Scottish banks still issuie their own
notes, albeit against the 100 per cent. backing of Bank of England liabilities.

®The debates in question are described in considerable detail by Viner (1937, Ch. V), Fetter
(1965, Ch. VI), and Schwartz (1987a), as well as by White (1984).

' Conventional wisdom has long had it that, overshadowed by Ricardo’s reputation, Thornton’s
work was mostly forgotten by the mid‘18entury, but Neil Skaggs (1995) has shown that Thornton was
in fact both influential among, and much cited by, adherents of the Banking School. It seems to have
been only after the legislative victory of the Currency School in 1844 that Thornton’s reputation began to
fade into the obscurity from which Hayek would eventually rescue it in 1939. Bagehot’s (b8733rd
Streetwhich systematically expounded tBetish Monetary Orthodoxfrom which Fetter (1965) drew
his title, quite evidently owed more to Thornton than to Ricardo.
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were sengitive to the cgadty of red shocks to disturb the balance of payments, feared the
consequences of domestic monetary contradion induced by such shocks, and
recommended that the Bank of England hold large reserves of gold which, subjed to the
over-riding aim of maintaining convertibility at al times, it should managein a
discretionary manner in order to insulate the domestic e@nomy from temporary
disturbances. Like Thornton too, the Banking School were conscious that Britain's
"circulating medium” consisted of many more instruments than bank-notes and coin. They
also appredated that Bank of England deposits had, by the 18405, become important
components of the British banking system's reserve base.

On the basis of these insights, they predicted that the Bank Charter Act would not
bring the financial stability that its supporters expeded. As Tooke noted in 1844 "Under
a system of separation . . what would be the operation of a demand for export to the
extent of threemillions of gold? In al probabili ty this demand would almost exclusively
fall upon the deposit department.” (1844 p. 107) But, of course, the deposit department
could only obtain gold to the extent that it held or could obtain Bank of England notesto
redeem at the issue department. Thus, afew pages later, Tooke warned:

"If these [deposits] were strictly payable on demand, while the drcumstances
determining the dflux was grong and urgent, the payment of threemilli on pounds
acompanied by forced sales of seaurities might prove insufficient in point of time to
arrest the demand; and in this case, while the drculating department would still have
six milli on of bulli on, the deposit department would have no aternative to stop
payment. A most absurd, however disastrous a state of things. But it would be too
disastrous, and too absurd to be dlowed to take its course.” (1844 p. 109

He was prescient. In 1847 1857and again in 1866 the Bank Charter Act had to be
suspended to give the Banking Department accessto spede reserves held in the Isaue
Department in order to restore stability to financial markets?°

The Bagehat Principle

Asealy as 1797 Francis Baring had charaderised the Bank of England asthe
"dernier resort” in times of financia crisis (SeeFetter, 1965 p 23, and Thornton had
very soon theredter laid down the precept that it should fulfill thisrole by lending fredy in
the faceof aninternal drainin order to restore and maintain confidence anong perticipants
in financial markets. But he knew only too well that internal drains tended to predpitated
by external drains that sometimes required the opposite remedy. His proposed solution to

2 have discussed Tooke’s contribution to the Currency School - Banking School debate in
Laidler (1972). Pivetti (1987) places his contribution in the broader context of the developméht of 19
century monetary economics.
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this dilemma, in 1802 was for the Bank of England to distinguish between temporary
balance of payments problems and those of a more deep seaed nature, and to hold
sufficient reserves to enable them to ride out the former and respond gradually to the
latter. Inthe later stages of the Bullionist controversy, Thornton’s subtle policy analysis
faded into the badkground. From 18100onwards, his hedth began to deteriorate, and he
died in 1815 Informal leadership of the Bulli onist camp passed to Ricardo, who had never
had time for such complicationsin the first place If the Bullionist Controversy provided
an occasion for questions of "rules versus authorities in monetary policy” to be debated, it
also set in motion a shift towards the deployment of rules, which was to culminate in the
passage of the 1844 Act.

By 1873 however, Bagehot could charaderise the Act as "only a subordinate matter
in the money market” (p.1), and, as we have see, its weeknesses had been identified
before the event by critics on the basis of the very principles of discretionary policy that
Thornton had developed four decades ealier. It was, furthermore, predasely these
principles that Bagehot would set out in Lombard Sred, and which would become
orthodox policy doctrine in Britain until the First World War. For him, as for Thornton,
the maintenance of gold convertibility was the ultimate and over-riding goal of policy; but
the avoidance of the failure of sound financial institutions as a result of financial panics
was the next priority. Thiswasto achieved by a Bank of England that stood ready to lend
fredy to any solvent institution in atime of crisis, even if, as was usualy the case,
underlying the troublesome internal drain was an external one that required monetary
contradion to corred it.

Threefadors made such behaviour pradicd policy inthe 18705, asit had not been in
ealier times. First, the usury laws had been repeded in 1833 Secondly, the evolution of a
well developed international short-term cgpital market made it possble for the Bank of
England to borrow to offset the external drain's effeds on its reserves while it dedt with
the immediate domestic problem. The aucia variable linking the two measures was the
Bank’s discount rate, which was to be set at alevel high enough to attrad gold from
abroad, but not so high asto do more than impose ashort-term penalty on those turning
to the Bank as alast resort while they got their affairsin order. Thirdly, informed opinion,
not to mention that of the Bank of England itself, finally came to recognise that
institution’s unique position in the financial system.

A Fina Comment

“Though Bagehot recognized the Bank of England’s position as a central bank, he nevertheless
believed that it had achieved this position because of the monopoly privileges that it had received from
legislators. Left unregulated, he thought that the British banking system would have evolved into a
competitive system without a central bank. | have argued in Laidler (1991, pp.184-7) that Bagehot here
ignored the capacity of economies of scale in reserve holding to bring about the centralization of this
function, and hence to render competition unsustainable in the long run.
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The triumph in the 187Gs of principles that had first been clealy enunciated at almost
the very outset of the bullionist controversy was rather short-lived. Attempts to restore the
Gold Standard after the First World War would fail, though it is worth noting that the
version of that system so briefly re-established in Britain in 1925was consciously
modelled on Ricardo's ingot scheme of 1816 And from the 1870 onwards, much more
elaborate and ambitious sshemes for deploying monetary policy to stabili se red economic
adivity had begun to permede the acaemic literature, as| have shown in Laidler
(1991).% But this adivism too had roots that, as both Viner (1937 and Fetter (1964
1965 understood, could be traced, not just to Thornton's restrained advocagy of
discretionary policy, but to the much more ambitious, though often badly worked out,
schemes of the Birmingham School. Thus, as was remarked at the outset of this essay, the
Bullionist Controversy did indeed provide the basis for a century or more of subsequent
developments in monetary eamnomics.
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