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ABSTRACT

This p per traces the evolution oftlehate.rbout the question oJ Rules versus Disaetion in mon-
etary poltcy front about 1800 unlil the mid 1930s. Pqrtitular atte tion is paid to long-versus-
short-run issues, not(tbb) vtith respect to the 184 4 Ba k Charter Act, nd the Bagehot Principle,
as well as to the elJbcts ofdevelopments in the theo4t ofvalue, the cycle and index numbers on

eco omists' perceptiou o,7 the scope of monetary poli.f. A briefdiscussion oJ post-World-Wqr-
2 developments links this meterial to presenl day concerns awl common theues are noted-

I. MoDERN Fn'IANCIAL CRISES AND THEIR PREDECESSORS

fa-t HERE ARE. no doubt. important differences between the financial cdses ofthe late 1990s

I and those that regularly occuned in the 19th and early 20tb centuries. but they have cer-

I tain imponant elements in common. The most obvious ofthese is the tendency ofdomes-
tic and international financial instability to interact u'ith one another in ways that have evident-
ly surprised sone obsewers of recent events. As Nancy Marion ( 1999) has remarked. problems
associated with speculative attacks on fixed exchange rates and bank runs in the last few years

have generated largely separate literatures. This is hardly to ths credit ofmodem economics, for
the l9th century literaturc concentrated heavily on the relationships between these phenomena.

In particular it carefully analysed the policy dilemma created by the l'act that these two types of
crises, which routinely occu ed together in those years, seemed to require opposing monetary
remedies, the proyision of ample liquidity to rcstore domestic contidence in the hrst case, and

the imposition offinancial stringency to right the balance ofpayments in the second.2 And this
earlier literature also explicitly linked these questions to the more fundamental issues of
whether monetary policy is better guided by mles or discretion, and if by rules, then the nature

ofthose most likely to be successful.
In this paper, I shall discuss the treatment of these matters in tbe Classical and

Neoclassical literature that deyeloped before and shoftly after the first Wbrld War, not so much
with a view to drawing direct morals 1br particular current events, but rather to present cerlain
perennial problems of monetary policy from an unfamiliar and, as I hope, for that reason reveal-
ing perspective. I shall deal flrrst ofall with the development ofideas about the rules ofthe gold-

standard in the first three quarlers ofthe l9th century, go on to show how developments in both
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theoretical and empirical economics weakened the intellectual foundations ofthose rules in the
years before World War l, and then discuss the way in which these developments became the
basis for practical policy in the interwar years. I shall end the paper with a brief discussion of
developments aftef the Second World War, arguing that curently rather widely held views that
clear rules for either price-level or exchange-rate stability are desirable, and that any attempts
at compromise between the pursuit of these two goals are bound to lead to trouble, have roots
in ideas that were well developed before the First world War.

2. THE GOLD STANDARD RULE IN THE IgTH CENTURY

There is one all-imporlant dilTerence between the institutional and intellectual contexts in which
the Classical economists worked before about 1870 and those that form the background to pres-
ent day discussions: nanely, tlre range of admissible monetary rules was much narrower-
Nowadays the option of a flexible exchange rate regime, albeit usually accompanied by well
defined targets for some such domestic variable as the inflation rate, is regarded as a reasonable
policy option for an open economy. Among the English Classical economists, on th€ other hand,
there was a widespread consensus that the ovsr-riding aim of monetary policy should be the
maintenance of the convertibility of sterling into gold at a hxed price. and mahtained it was,
from 1821 until 1914,r In order fully to appreciate l gth century commentary on monetary pol-
icy, dten, it is irnpotant to understand the reasons lbr the depth of its creators' conrmitment to
the gold standard.

The rcle of economic theoq, in supporting the gold starulard

To begin with, mainstxeam Classical economics lacked the idea of a price index that could
measure the purcbasing power of money over some representalive bundle of goods, let alone a
usable version ofsuch a device.l As Ricardo put it:

It has been said that we might judge ofits lmoney's] value by its relation, not to one, but to
the mass of conmodities. . . .when we consider that co[unodities arc continually varying in
value, as compared with each other; and that when such variation takes place, it is impossi-
ble to ascertain which commodity is increased. and which rtiminished in value, it must be
allowed that such a test would be ofno use \{hatever ( 1816, p. 59).

Ricardo was here discussing the problem ofmeasuring money's value at a time when gold con-
vertibility was suspended, but even under tlese circufirstances, the lack ofa useable index num-
ber concept meant that stability ofthe value ofmoney in terms of gold was identified far more
closely with stability in its purchasing power than it could be nowadays, This identification
gained further authority from Classical monetary economics' 'micro-foundatjons', which lay in
the cost-of-production (or even the labour) theory of value, This theory seemed to imply that
there was something natur"l, and in some treatments even pre-ordained, about the use of the
precious metals as standards of value.

Now as Maria Cristina Marcuzzo (2002) and Macuzzo and Annalisa Rosselli (1994)
have stressed, fucardo himself was careful to distinguish between variations in the value of
money stemning from the actions ofthe authorities and those that, under conv€rtibility, would
stem from variations in the cost ofproduction ofthe precious metals, and he did not believe that
the authorities could, or should, be held accountable for the latter. Rather he took the view that
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though '...unifonnity in the value ofthe circulating medium is an object greatly to b€ desired-..'
it was nevedheless the case that, under any commodity standard, 'No plan can possibly be

devised which will naintain money at an absolutely uniform value. because it will always be
subject to those variations to which the comrnodity itselfis subject, which has been fixed upon
as a standard...' (1816, p. 54). fucardo nevertheless concluded that. while 'Gold and silver are

themselves subject to greater variations than it is desirable that a standard should be subject to.
They are, however, of the best with which we are acquainted' (p. 60).

In l8l6 Ricardo was inclined to fal our silver as the basis for the British monetary sys-

tem, on the grcunds that it was the metal lbvoured by most of Britain's trading partnen, but in
that same year legislation settled the matter in farour of gold, and thereafter the desirability of
gold convertibility quickly became conventional wisdom.s By the time it was restored to the

British monetary system in 1821, moreover, Ricardo's carefully nuanced qualifications about
the inability of convertibility to eliminate variations in the value of nloney stemming from the

real side had begun to be largely overlooked in practical djscussions- Gold convertibility and

the soundness ofthe monetary syst€m became essentially synonymous.
In addition to all this, it \a'as not until the 1830s that it became widely recoglised that

hnancial crises were simply one repeating event in a cyclical pattern. Even then, the nane com-
monly given to that pattern, 'the credit cycle' suggests that it was regarded primarily as a phe-

nomenon of organised llnancial and coml.rodity markets- fhe fluctuations in real econonic
activity that we now regard as aenlrul features of the business cycle did not attmct systematic
attention until the 1860s. In an era before economists began to study the causes and conse-
quences of real econornic fluctuations, the maintenance of high employment could not be sys-

tematically analysed as a poliry goal that fifght conflict with the presewation of stability in the

value of money.

Reasons for a legislated ntle

These properties of Classical economics enabled its exponents to be single-minded about the
maintenance ofthe price ofgold as the over-riding goal of monetary policy, but they do not fully
explain their commitment to a legislated rule, requiring the conveftibility of paper money on
demand into specie at a fixed price, It is, after all. quite possible to think it desirable that a cen-

tral bank should pursue a gold-price target, without going so far as to demand that it be legal-
ly bound to do so. That, indeed, r.,vas essentially the position taken yis-a-vis the Bark ofEngland
by Henry Thornton (1802) perhaps the most creative ofall Classical monetary economists, wnt-
ing early during the period when legal gold-convetibility requiremenls were suspended as a
war-time measure- The trouble was that, as events in fact worked out in subsequent years, par-
ticularly 1808-10, a stable price of gold bullion was not maintain€d. Furthermore, tbe Bank's

directors and their supponers argued that this was none ofthe Bank's doing, that the institution
was a helpless victim of circumstances beyond its control, to which it had no reasonable chojce

but to respond passively.

Lying behind this defence was the economic idea which, following Lloyd Mints
(1945), we nowadays call the 'real bills doctrine'. The core claim ofthis doctrine is that a c€n-

tral bank which acts so as to ensure that the system over which it presides makes only well
secured short-term loans to reputable borrowers at the discretion of the latter will also €nsure

tlat the 'needs oftnde' for bank credit are always accommodated, without running any risk of
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imparting either inflationary or deflationary impulses to the economy. But, as Thornton (1802)
showed in some detail, this claim is fatally deficient. Specifically it ignores the influence ofthe
t?te of interest on the volume of business bonowing; and it also neglects the fact that, when
bank credit is extended or withdrawn, money is created or destroyed with effects on the econ-
omy over and above those emanating fron cr€dit market transactions themselves.

In 1810, the Bank ofEngland's directors nevertheless deployed the real bills doctine
in their evidence to the House of Commons Bullion Committee, which had been set up to
enquire into the reasons for the sharp and sustained rise in the price of bullion that had taken
place in the two previous years. So inept was their analysis on this occasion that Walter Bagehot
(1873) would later refer to it as 'almost classical in its nonsense'. Not surprisingly, perhaps,
given that Thomton was one of its members, the Committee's conclusion in the face of their
performance was that the directors wer€ not to be trusted with discretionary powers, The
Bullion Report of 1810, (see Caman, 1919) gave a decisive impetus to the case for subjecting
the Bank's activities to the legislated rule that had been suspended in 1797 and would define the
gold standard in Britair until the outbreak ofthe lirst world war

Firtancidl crises under the gold standarcl rale

The prelude to the typical crisis analysed by Classical and Neoclassical economists was a cycli-
cal upswing, about whose origins they were often unclear: in 1848, J. S. Mill was content to
refer to 'some accident which excites expectations ofrising prices" and to leave it at that. This
accident, and the expectations it created, would however

set speculations at work in several leading departments at once. The prices rise, and the hold-
ers realize, or appear to have the power ofrealizing, great gains . . . . At periods ofthis kind
a great extension of credit takes place. Not only do all whom the contagion reaches employ
their credit much more freely than usual; but they really have more credit, because they seem
to be making u usual gains, and because a generally reckless and adventurous feeling pre-
vails, which disposes people to give as w€ll as take credit more largely than at other times,
and give it to persons not entitled to it (1848, as repeated in 1871. p. 542).

The generic pre-first-v.orld-war cycle had both intemational and domestic aspects. Typically
the upswing came to an end because, as W S Jevons put it, 'the rise in prices thus produced turns
the foreign exchanges against the country, and creates a balance ofindebtedness which must be
paid in gold. The basis ofthe whole fabric of credit slips away, and produces that sudden col-
lapse known as a commercial crisis '(1875, pp. 315-16).0

The Classical economists were from the very outset aware that financial crises could
cause business failures in general, and bank failures in particular, and that they could disrupt
real actiyity too, albeit temporarily. Their avoidance was therefore agreed to be an important
secondary goal ofpolicy- To use the vocabulary of the time, it was understood that 'dmins' of
specie from the banking system in general, and the Bank of England in particular, could be
elther'extemal' or 'int€mal'in nature, and that extemal and internal drains also tended to occur
more or less simultaneously. Howeveq it was also understood that an ext€mal drain required
monetary stringency to cure it, and an intemal drain the very opposite. Within the Classical tra-
dition, one can identify two approaches to the policy dilemma that these facts posed. Both orig-

I
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inated on the 'Bullionist' side ofthe controversies that marked the period 1797- l82l when gold
convertibihty was suspended. arnong this viewpoint's 'moderate' and more 'extreme' exponents
respectively. Tbe fint approach. associated in panicular with Henllr Thomton, recommended
a degree of central bank discretion in dealing with crises, and the second, with important ori-
gins in the work of Ricardo, sought to cope with them by extending the legislated rules gov-
erring the monetary system beyond that requiring gold convertibility. The demarcation between
these approaches was not sharp during the Bullionist controversy itsell but it would become
much clearer in subsequent discussions.

Exponents of both points-of-view accepted that, undef a gold convertibility rule, or
even in its absence as in the 1797-1821 period, provided that the maintenance ofthe price of
bullion was the over-riding aim of policy, a balance of payments deficit implied an export of
gold, and that this. considered in isolation, required domestic monetary contraction to counter-
act it. They also understood that such a contraction would tend to create apprshension on the
part of domestic hnns tbcing a fall in demand for their output, and that this would, in turn,
increase the attractiveness to them ofgold coin and Bank ofEngland notes as short-term stores
ofyalue. Thomton analysed the factors at work here thus in 1802.

...when a season of distnrst arises, prudence suggests, that the loss of intercst arising from a
detention ofnotes for a fcw additional days should not be regarded.
It is well known that guineas are hoarded, in times ofalarm on this principle. Notes it is true
are not hoarded to the same sxtent; pa ly because notes are not supposed equally likely, in
the event ofany g€neral confusion, to find their value, and partly because the class ofpersons
who are holders of notes is less subject to weak and extnvagant alarms. In difficult times,
however, the disposition to hoard, or rather to be largely provided with Bank of England
notes, will, perhaps. prel'ail to no inconsiderable degree. This remark has been applied to
Bank of England notes, because these are always in high credit: and it ought, perhaps, to be
chiefly confined to them (1802, p. 96).

The case for discretion

Now for the first three quarters ofthe 1gth century the Bank ofEngland was a privately owned
joint-stock company whose directors usually did not understand, or were unwiiling to acknowi-
edge. that the institution played any special role in the monetary system- This was ofgreat prac-
tical inlportance, because the proper response of a private bafik to a persistent loss of reserves
arising from any cause is to reduce its lending. To the extent that the Bank ofEngland acted like
a private bank, therefore, its response to an extemal drain ofgold. to an adverse balance ofpay-
ments, could actually provoke an internal drain which could in turn become a run, and even a

panic. At such a time, the Bank of England was the banking system's tlemier resort for liquid-
ity, to use the phase coined by Francis Baring as early as 1797, but at the very time when its
services in this regard were most needed, its insistence on behaying just like any other bank
ensured that it would be least likely to provide thern,

Again we nay let Thornton explain the matter:

The country bankeq in case of alarm, tums part of the government securities, bills of
exchange, or other property w-hich he has in London. into Bank of England notes, and those
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notes into money: and thus discharges many ofhis own circulating notes as well as enlarges
the fund ofgold in his coffers. .-.thus the country banker by no means bears his own bur-
then, while the Bank of England sustaios a burthen which is not its own, and which we may
naturally suppose that it does rot very cheedully bear (1802, p. 180).

Thomton's preferred solution to the dilemma implicit here was set out in 1802, and continued
to play a prominent role long after his death, notably in the debates ofthe 1840s. It was for the
Bank ofEngland to acknowledge that it was indeed a central bank and to give priority to avoid-
ing, or if that was irnpossible, at least ameliorating, the intemal drain- Faced with a loss of
reserves, the Bank should not autotnatically set in motion a monetary contmctioL but rather
should act so as to preyezr the volume ofits liabilities shrinking to an extent that might provoke
a misis in the domestic banking system:

...the reduction of the quantity of Bank of England paper is by no means a measure which
ought to be resorted to on the occasion of every demand upon the Bank for guineas arising
tiom the high price of bullion, and -.- such a reduction may even aggravate the sort of rise
which is caused by alam in the country (1802, p. 104).

As an empirical matteq Thomton believed that extemal drains would often prove to be
temporary. During the French wars, the British goveErnent was from time to time involved in
paying subsidies to allies, and lbreign trade was sometimes disrupted by military activity as

well. Though the circumstances creating tlese temporary real shocks, as we would now call
them. disappeared in 1815, a third source of difficulty, also noted by Thomton, namely fluctu-
ations in the domestic harvest which could create a need for grain imports, persisted well into
the l9th century. Such shocks, Thomton and those who came after him argued, should be rid-
den out. Or y if an extemal drain proved persistent should domestic contraction be resorled to.
and then only as gradually as was feasible.

It was understood that the punuit of such a policy would require the Bank ofEngland
to hold relatively large specie reserves, larger cenainly than would be needed if the only aim
was to ensure the safety of the Ban-k itself, and would involve its directors in exercising con-
siderable discretion in their management as well.

The Bank, by proceeding to that reduction of its own paper which is necessary to bring gold
into the country, may possibly annihilate, before it is aware, a part even almost the whole of
the circulating country bank notes, and much other paper also; and it may, in that case, have
to suppty gold sufficient to fill the whole void, which it has created; but it may be called upon
to fumish large additional sums which may forthwith be hoarded in consequence of the alarm
thus occasioned. Hence, even though it should inuease the supply of gold from abroad; it
may augment, in a far greater degree, the demand for it at home. For this reason, it may be
the true policy and duty ofthe Bank to permit, for a time, and to a ceftain extent, the contin-
uance ofthat unlavourable exchange, which causes gold to leave the country and to be drawn
out ofits own coffers: and it must in that case, necessarily incrcase its loans to the same extent
that its gold is diminished. The Bank. however, ought generally to be provided with a fund of
gold so ample, as to enable it to pursue this line ofconduct, with safety to itsel{ through the
period of an unfavourable balance; a period, the duration of which may, to a certail degree,
be estinated, though disappoinftnent in a second harvest may cause much error in the calcu-
lation (1802, p. 152).
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Towards a rule-based thernatiye

David fucardo r.r'ould have none of this.7 For him, any external drain ofspecie implied that the
domestic monetary svstem was overexpanded: '...the tenptation to expod money in exchange
for goods, or what is termed an unfavourable balance of trade, never arises but from a redun-
dant currency' ( 1810-11, p. 59) and so the proper response to it was indeed always monetary
contruction. Writing during the period of its suspersion, fucardo also thought that the legal
requirement to maintair convertibility was sufficient to ensure that the Bank ofEngland would
always act promptly in this regard, that the requir€d contraction would be relatively small and
hence that it would be unlikely to have s€rious domestic repercussions. Indeed, he sometimes
seemed to argue that such a requirement had in the past been sufficient to prevent an extemal
drain t-rom arising in the first place: 'The necessity, which the tsank felt itself under to guard
the safety ofits establisbment. ... always preyented^ befofe the restriction from paying in specie,
a too lavish issue ofpaper money' ( 1810- 1l, p. 76).

Thomton himself moved closer to this position after I 802, as his role in preparing the
Bullion Report makes clear Even now, the extent of this shift, and the reasons for it, are ques-

tions for debate, Suffice it here to suggest that one defensible vieq'has Thomton's theoretical
position remaining largely unchanged. but his views on what that position implied for practical
policy hardening, partly under Ricardo's inlluence, but p€rhaps also in response to the abov€-
mentioned evidence ofthe unreliability ofthe Bank ofEngland's directors as ex€cutants ofdis-
cretionary policy the Reporl still echoed Thornton's opinions of 1802 rvhen it suggested that.
under arrangenents then prevailing,

.,.althoug} it ought to be the general policy of the Bank directo$ to diminish their paper in
the event of a long continuance ofa high price ofbullion and a very unfavourable exchange,
yet it is essential to the commercial interests of tl s country, and to the general fulfilment of
those mercantile engagements w-hich a liee issue of paper may have occasioned, that the
accustomed degree of accommodation to the merchants should not be suddenly and materi-
ally reduced: and that if any general and serious diffrculty or apprehension on this subject
should arise, it may be...counteracted without danger, and with advantage to the public, by a

liberality in the issue ofBank of England paper proportioned to the urgency ofthe situation.
( 1810, p.60)

Crucially, however, the Report also recommended that the legally binding obligation to main-
tain convertibility be re-imposed on the Bank within two years, not least because, in the
Comminee's opinion, this would in future, as it had in the past, deter that 'free issue of paper'
which could in the firct place create a state of aflairs such as the above passage describes.

The 1844 Bank Chqrter Act

Gold convenibility was in fact not to be restored until 1821, and the events ofthe 1820s and
1830s, would in due course show that optimism about the unaided capacity ofsuch a rule to ren-
der the monetary system significantly less prone to linancial instability was misplaced. Severe

crises involving intemal drains and bank failures occurred under convertibility in 1825, 1836
and 1839, and tlese eventually prompted a renewal of debate about the proper conduct of the
Banlc ofEngland, the so-called Currency School - Banking School conlroversy. Here the issue
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ofrules versus discretion in the specific matter ofcoping with crises, which had lainjust below
the surface of earlier exchanges, was squarely joined. The Banking School were cont€nt with
the then existing institutional r/dtur 4ro, but urged the Bant of England to adopt what amount-
ed to the principles of discretionary policy that Thomton had set out in 1802 and which have
been described above. The Currency School, on the other hand proposed a legislated rule, addi-
tional to that requiring convefiibility, that would force the Banl< ofEngland to behave along the
lines Ricardo had recommended, and had apparently expected it to follow of its own accord
once it was subjected to a convertibility constraint.8

The Currency School's proposals were adopted in the Bank Charter Act of 1844,
which divided the Bant ofEngland into two deparhnents, dealing respectively with the Bank's
deposit business and the note issue. To put it in modern terms, the Act left the former to act as

if it were simply a large deposit taking commercial bant, or so it was envisaged, but ftans-
tbrmed the latter into a quasi-curency-board u,hose reserve asset was gold bullion-q The issue
department was permitted a fixed flduciary issue, over and above which the volume ofnotes in
circulation were to move one for one w-ith the Bank's holdings of gold and silver bullion. And
the 1844 Act (and parallel 1845 legislation dealing with Scotland) also imposed restrictions on
commercial banks to ensure that the Bank of England became effectively the sole source of
not€s lor the entire economy. The proponents of these measures identified currency with money,
and argued that under them, any incipient external drain of specie would automatically lead to
an immediate but also incipient domestic moretary contraction. This was expected to be suili-
cient to coffect tlre balance ofpayments with domestic repercussions so mild as to eliminate the
prospect of an internal dr"in that could turn into a banking system crisis. It was, in short, the
Act's aim to create domestic monetary stability by making paper currency respond to the bal-
ance of payments just as a pure specie currency would have done.

In the Baddng School's view, on the other hand, deposits as well as crurency were
money. 'Whatever influence may be ascribed to bank notes, whether on prices, or on the mte of
inler€st, or on the state of trade, cannot be denied to cheques or to the substntum, deposits
payable on demand' (Tooke 18.14, p. 25). Furthermore, under the proposed systent and given
the way in which the mon€tary system was evolving towards using deposits rather than bank
notes as a meaff of exchange, particularly in transactions among businesses, the Banking
School argued that any dernand for gold lor expod in response to an external drain 'would
almost exclusively fall upon the deposit department' ( 1844. p. 107) and not on the issue depart-
ment of tle Bank. The deposit department's access lo gold would, howevel be limited by its
own holdings ofnotes, and its capacity to avoid provoking an intemal drain would be severely
limited, as would its ability to act as a lender of last resort, should such a drain culminate in a
frnancial panic. And if the drain became serious enough, and continued to fall on the deposit
depafiment, the latter might even have to suspend payment while the issue department still had
substantial quantities of gold on hand: 'A most absurd, however disastrous a state of things.
But it would be too disastrous, and too absurd to be allowed to take its course' (Tooke, 1844,
p. 109).

Bagehot s principles

Took€ and his associates were largely proven right on this matter by subsequent events. In 1847,

1857 and 1865, financial crises had to be met by setting aside temporarily the 1844 Act's pro-
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visions in order to prevent a cessation of palments by the deposit depafiment, and from this
experie[ce there developed an understanding that this would always be done if necessary In
ellect. under the Act as it actually operated. the Bank of England's issue department became a
cunency board whose rules were to be suspended so that its reserves became available to the
deposit depadment whenever a discretionary response to incipient domestic hnancial crisis was
required, a state cf affairs implying that, behild the Ban-k, there stood a futlher guarantor of
monetary stability, namely the govemment. Once this was underctood in financial markets, the
need actually to suspend the Act in the face ofincipient financial crises disappeared- That is per-

haps why, in 1873, Walter Bagehot could referto the 1844 Act as a 'minor matter in the money
market' in tlle course of setting out what is still recognised as the classic exposition ofthe prin-
ciples which should underlie the Bank ofEngland's response to intemal drains against the back-
ground ofa gold-standard rule.ro

These principles involved the Bank always being prepared to lend freely to otherwise
solvent domestic institutions when an extemal drain threatencd to create an intemal panic.

...periods of internal panic and extemal demand for bullion commonly occur together. The
foreign drain empties the Bank till, and that emptiness, and the resulting rise in the rate ofdis-
count, tend to frighten the market. The holders of the reserve have, therefore, to treat two
opposite maladies at once - one requirilg stringent remedies, and especially a rapid rise in the
rate of interest: and the other, an alleviative treatrnent with large and ready loans (Bagehot

1813, p. 27).

The high interest rate involved in such an operation would attract a short-term capital inflow
that would temporarily stabilise the balance of payments, and in the longer run it would also
induce the domestic conftaction required to eliminate the underlying tmde deficit.

In the last quaner of the 19th certury the Bank of England itself finally came to
acknowledge, albeit grudgingly, its status as a central bank and began to act in accordance with
these principles. The crisis of 1865 proved to be the last.one in British monetary history marked '

by serious bank failures not associated with fraud. and the Bank's handling ofthe Baring crisis
of 1890 cemented, once and for all, its reputation as a reliable backstop to the linancial system.rr

It became something ola model tQ be emulated when other central banks u'ere creatcd - notably
the Reichsbank in 1876, and the Federal Reserve system in 1913. though neither ofthese insti-
tutions was burdened with the Curency Board style anangement that had been the centrepiece
ofthe British 1844 Act.

3. NE0CLASslcAl i-coNoMrcs AND BAGEHOT's PRTNCTPLES

The twenty-five years or so that preceded the outbreak ofthe First World War were the heyday
of Bagehot's principles. Monetary policy in those years was very much a matter of discretion
in the short-run, constrained by a firm long-term commitment to a gold-standard rule. Even
before these principles were hrmly in place. however, changes in monetary economics were
getting under way that would, in due course, undemine their intellectual authority. Ifthe story
of the development of Classical monetary economics after 1797 is one of economic theory
catching up with institutional facts, then that of the evolution of Neoclassical monetary eco-
nomics after 1863 is one ofaualysis running ahead ofthose facts.
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Theoretical adyclnces and empirical experiexce

These changes in monetary econonrics included, first of all, the transformation of the micro-
foundations upon which monetary economists could build, as the cost-of-production theory of
value began to give way to marginal utility theory, and to a much more rehned version ofthe
supply and demand analysis which had always co-existed uneasily with the cost-of-production
theory in Classical economics. And the creation ofusable price-indices, not to mention the evo-
lution oftheories ofthe 'credit cycle' into explanations ofa 'business cycle'that included fluc-
tuations in real variables were also critically important. These d€velopments took place at more
or less the same time as, and partly in response to, two extemal shocks to the world's monetary
system.

First came the gold discoveries of 1849-51, whose major impact on the cost ofpro-
duction of gold had a surprisingly (to contemporury observers) muted efl'ect on the price leyel
ofBritain. The explanation ofthis lay in the fact that Britain at that time was essentially unique
inberng on a de jure gold standard in what was a de facto bimetallic international monetary sys-
tem.r2 The system's anchor was provided by France, where the relative mint price of the two
metals had been legally fixed at l5-5 to one in 1803. The world market prices ofthe metals had
fluctuated thereafter within a plus or minus two per c€nt range of this ratio and would do so
until the early 1870s, so that, in effect, a hxed exchange rate was in place between gold and sil-
ver standard countries, notably Britain and lndia, over this entire period. The 1840s had seen
downward pressure on silver's relative price, and the French circulation at that time was dom-
inated by that metal. In the 1850s. therefore, the shock imparted by the gold discoveries was
absofted by the displacement of silver by gold from this circulation, and by its subsequent
export to India and China. The mechanisms at work here provided what contemporary com-
m€ntators called a 'parachute' that greatly mitigated the tendency ofthe value ofgold to fall.rr

A second important shock began in the early 1870s with the adoption ofthe gold stan-
dard by the newly created German Empire, and the passage ofthe 1873 Specie Resumption Act
which mandated a retum to full gold (but not silver) convertibility in the United States in 1879.
Between them, these events put sufficient pressure on the 15.5 to one mtio that France and the
countries ofthe Latin Monetary Union whose monetary systems were linked to hers would soon
close their mints to silver, There followed two decades ofslow deflation in gold standard coun-
tries, accompanied by widespread political pressure for a retum to bimetallism as a means of
stabilizing prices. This pressure abated after the mid 1890s, not because the bimetallists lost the
intellectual debate, but because the discovery of the cyanide process made the exploitation of
South African gold deposits economically viable, so that world gold production finally moved
a little ahead ofthe rate of growth in the monetary demand for the metal.

Though some economists, for example those defenders of the gotd standard Robert
Giffen in Britain and J. Laurence Laughlin in the United States, continued to deploy the cost of
production theory ofvalue (even into the 20th century in the case ofthe latter), thE fact that sup-
ply and demand mechanisms obviously underlay the parachute effects of the1850s, and could
explain the evolution ofprices in gold standard countries after 18?0 were widely recognised.
All in all, then, it is hardly surprising that the most creative monetary economists of this peri-
od, who were also leading exponents of marginalist microeconomics, ceased to think of the
value ofgold as some nahrral phenomenon that could exogenously constrain the monetary sys-
tem, began instead to treat it as a market price determined like any other by supply and demand,
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and, as a corollary came to analyse the gold standard as one among a number ofpossible mon-
etary systemsJ each to be assessed on rts orv\n ments.

Altied Marshall began to work on monetary questions in the early 1870s, though he
did not begin to publish on these matters until the late 1880s. In his view" gold's monetary use

dominated the demand for it, and was, moreovel subject to major disturbances emanating frorn
developments in banking. In analysing monctary systems based on convertibility into the pre-
cious metals, therefore, he concluded that, rather than the stability ofthe monetary system being
guaranteed by some exogenousll, given natural value of gold (and/or silver), the configuration
of that systen was itselfthe major factor determining gold's market price:

...as things are, gold and silver have no natural value- They are so durable that the year's sup-
ply is never more than a small part of the total stock, and therefore their values do not con-
form closely to their costs ofproduction, Ald, insofar as their values are regulated by the rela-
tions between the demands 1br them and the existing stock of them. their value is artificial,
because the demand for them as currency is arrilicial (1887, p. 200).

It would not be until the 1920s that the n.rajoritv of economists would con.re to regard the gold
standard not as a uniquely effective monetary rule that could govem the workings ofthe mon-
etary system, but as a monetary institution that had to managed like any other. but this pro-
foundly revolutionary way of looking at things is quite explicit in these words of Marshall.

The full significance ofthe monetary experience ofthe second halfofthe 19th centu-

ry as a refutation ofthe idea that gold provided a 'natural' foundation lor a rule based monetary
system could not have been appreciated without major advances in empirical analysis. It has
already been noted that durirg the Bullionist Controversy the main test for price inilation had
been the behaviour of the price of gold bullion; but after the gold discoveries of I ll49-51, the
key issue was what was happening to the price ofgoods in general in terms ofa currency whose
gold price remained rigidly and credibly fixed. A useable prics index was needed to cope with
this question, and Jevons (1863) provided one, Once the idea ofusing a price index to answer
questions about the behaviour of gold's price relative to that of goods in general became cur-
rent, the possibility that the maintenance of the gold standard might actually provoke fluctua-
tions in general prices could hardly be ignored, nor could the notion that there might exist an
inherent conflict between maintaining intemal price level stability and a fixed exchange rate
against gold for the national cun€ncy.

Important advances also occurred at this time in cycJe theory. Once again, the study of
Jevons (1863) was a pioneering influence. ln order to get to grips with the lonq-run price level
consequences of the gold discoveries of 1849-51, he had been forced to devise means of
abstracting lrom shorter-term cyclical fluctuations. The idea that th(j trend and cyclical compo-
nents of a variable's behaviour could and should be distinguished lrom one another is system-
atically deployed in his work, and one of the by-products of his efforts was th€ notion that the
cycle was a real and not just a linancial phenomenon. Jevons hirnself did little with this point
in 1863. though some ofhis colleagues in the Manchester Statistical Society, notably John Mills
of Ashton-under-L]'me studied it much more closely.rj

Marshall and his wife Mary Paley Marshall also paid serious attention to rcal asp€cts

ofthe cycle in their Economics oflndusrrl ( 1879), Having described the cycle very much along
the same lines as those followed by Mill. to which reference was made earlier, and coming to
the downswing, the Marshalls pointed out that 'The connexion between a fall of prices and a
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suspension of industry requires to be further worked out', (1879, p. 155)- They then proceeded
to do so, along the following lines.

It. . . very seldom happens. . . . that the expenses which a manufacturer has to pay lall as much
in proponion as the price which he gets for his goods. For when prices are rising, the dse in
the price ofthe finished commodity is generally more rapid than in the price ofthe ruw mate-
rial, always more rapid than in the price oflabour; and when prices are falling, the fall in the
price ofthe finished cornmodity is generally more rapid than that in the price ofthe raw mate-
rial, always more rapid than that in the price oflabour (1879, p, 156).

From this time onwards, cyclical unemployment, created by money wage stickiness, became a

regular topic for discussion in the British Neoclassical literature. And, in 1887, Alfred Marshall,
writing alone, would add to this the notion that the tendency of the banking system to adjust
nominal interest mtes only rather slowly in response to cyclical movements would also interact
with price level flexibility to induce perverse and destabilising fluctuations in real interest
mre s.'o

Rales snd Discretion in Neoclassital Economics

Bagehot's principles did not appertain to what we would nowadays call counter-cyclical policy-
Their aims were to maintain gold convertibility and prevent the failure ofsolvent financial insti-
tutions 1br want of liquidtry Neoclassical monetary economics opened up to consideration a
much wider and more ambitious range ofpolicy goals. Not only did it suggest that the mainte-
nance ofprice level stability and gold convertibility might conflict, but it systematically asso-
ciated the cycle's downswing with contractions in real output and employ.nent that the high
nominal interest rates dictated by the application of Bagehot's principles at its upper tuming
point could only exacerbate. Hence, Classical analysis of how monetary policy ought to respond
to banking crises when they threatened to occur at that upper tuming point began to evolve into
the more general Neoclassical treatnent ofhow to stabilize the cycle itself.

Given that they had explicitly repudiated dte idea that gold constituted a uniquely 'nat-
ural' standard ofvalue, it would have been easy enough, logically speaking, for the first gener-
ation ofNeoclassical economists to abandon the Classical economists' concem with monetary
rules altogether, and to erect a case for discretionary counter-cyclical monetary policy on the
new theoretical and empirical foundations they were creating, but it was not until the 1920s that
policy implications along these lines became widely espoused. Before World War 1,

Neoclassical econornists still tended to support monetary rules, albeit not usually those of the
gold standard.

Thus, Marshall (1887), finding both the gold standard rule and orthodox bimetallism
unsatisfactory as means of achieving secular price level stability, advocated symmetallism - a
rule that would have fixed the price of money in terms ofa weighted basket of gold and silver
- as a superior alt€mative. As to stabilizing the cycle, he looked not to discretionary mon€tary
policy, but to widespread indexation ofboth credit and labour market contracts in order to elim-
inate the baleful real consequences ofprice level fluctuations. Under indexation,

The borrower would not be at one time impatient to start ill-considered enterprises in order
to gain by the expected rise in general prices, and at another afraid of borrowing for legiti-
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mate business for fear ofbeing caught by a general fall in prices . . . Salaries and wages . .

.could be fixed in units [ofconstant purchasing power], their real value would then no longer
lluctuate constantly in the wrong direction (Marshall, 1887, p. 198).

And, of course, ifindexation succeeded in stabilising the cycle, it would elin.rinate banking sys-
tem cnses too.

Marshall's younger American contemporary Irving Fisher would soon go one step fur-
ther in advocating indexation. In ( 19l l) he began to suggest indexing money itself, by creating
what he later called a 'compensated dollar'. The essential property ofhis scheme was to main-
tain the convertibility of money on demand into gold. but at a price that would be regularly
adjusted to offset fluctuations in gold's relative price in terms of goods as measured by a suit-
able index nurnber which would be regularly updated and published,lT Fisher's proposal thus
involved substituting a priceJevel stability rule for a lixed price of gold as an anchor lbr the
monetary system, and by l92l h€ was actively engaged in trying, albeit unsuccessfully, to get
the United States Congress to embody that rule in legislation. As with Marshall's proposal, the
elimination of banking system crises would arise as a by-product of Fisher's scheme.

There was of course, potential for conflict between the domestic pursuit of price sta-

bility and the stability of the eKchange rate under either set of proposals. Fisher and Marshall
both recognised this, and both explicidy gave pride ofplace to tlre dornestic goal. But Marshall
noted the possibility of symmetallism replacing the gold standard as the basis not just of the
domestic monetary system but of the intemational monetary system as well, and so too did
Fisher with regard to the compensated dollar These Neoclassical economists thus held radical-
ly diflerent economic theories to those oftheir Classical predecessors, not to mention dillerent
views about the proper goals of monetary policy, but tbey retained a strong preference for
attaining their goals by subjecting monetary policy to legislated rules ofone sort or another, and
to doing so on an intemational level if at all possible. There was no idea in Neoclassical theo-

ry, however, that could gi\€ authority to any paticular policy rule in the way that the Classical
conc€pt ofa natural price, determined by cost ofproduction, had provided an intellectual under-
pinning for the gold standard. That is why these t\,,,'o leading Neoclassical economists could
each go his own way in arguing for what nowadays look like rather sccsntric schemes.

It was leIl to the most innovative of all the pioneers ofNeoclassical monetary theory
the Swedish economist Knut Wicksell, to devise as early as 1898 a monetary policy regirne that
was quite divorced from any kind of commodity convertibility. Wicksell revived the style of
short-run monetary analysis that Thomton had deployed in (1802), without being aware of
Thornton's own contribution, but tlough to this extent his work had deep Classical roots, he
explicitly rcjected the cost-of-production theory of the value of gold. Wicksell concluded that,
as a positive matter, under the gold standard, drains from the reserves of centml banks affected
the economy by prompting them to change their interest ratest and he w-€nt on to propose, as a

nomative matter, dispensing with inessential gold altogether and relying on the manipulation
of short term interesl rates to stabilise prices.rs He also gave high priority to exchange late sta-

bility, however, so it was integral to his proposal that interest rate movements be intemational-
ly co-ordinated.

The question . . .arises whether the object in view could not be obtained far more simply, and
far more securely through the monetary institutions of the various countries agreeing among
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themselves to undertake direcdy that alteration in their rates ofintetest which is necessary and
which alone is effective (1898, pp. 188-89).

Even so, although Wicksell was just as frrm a supporter ofprice stability as any Classical econ-
omist had been, and argued the virtues of intemational monetary stability too, he differed radi-
cally from them in suggesting that these goals be attained tbrough discretionary policy. He
advocated what Lars Jonung (1979) has accumtely termed a price stability zolrfl, mther than a

legislated rule.
Wicksell was concemed only with influencing ,secular pice level movements, but it

was not long before others were deploying similar ideas in a cyclical context. ln I 9 I 3, for exam-
ple, the British economist Ralph Ha\rtrey diagnosed the cycle as arising from monetary insta-
bility - the 'inherent instability ofcredit' as he usually termed it. In and of itselfthis idea had a

long pedigree in Classical economics, not least as it had been expounded by Bagehot. Ha\r'trey,
however, developed the very un-Bagehotian suggestion that central banks might try to use their
control over shorl-term interest rates to iron out cyclical fluctuations; though like Wicksell, with
whose work at that time he was nevertheless unfamiliar, he envisaged such efforts being co-
ordinated intemationally so that exchange rate stability would be preserved. As far as upswings
were concemed, 'If the great central banls ofthe world. . - could agree together to draw the
reins a little tighter at times \r'hen an expansion oftade is in progress, they might prevent thc
inflation ofcredit money reaching the dangerous point.'; and, as to downswings, 'when the sup-
ply of credit money is being diminished the banks ought to be in a position to release a suffi-
cient amount of cash to provide for the payment of wages bills...'

Hawtrey qualified this advocacy of discretionafy counter-cyclical policy by suggest-
ing that 'no possible precision ofjudgement would enable the banks to counteract fluctuations
altogether'; and he also noted that '...however eflicacious such a method might be, it could
hardly be carried into operation so long as the banking system of the United States labours
under its existing defects [i.e. the absence ofa central bank]'(p. 263).tr 11" furthermore con-
ceded that 'the possibility ofpreventing fluctuations by means ofbanking control is at the best
highly conjectural' (p. 264). Even so, and quite remarkable for someone writing before the First
World War, Hawtrey (1913, p. 265) also pointed out that an individual country might put itself
in a position to pusue such a policy on its own account by abandoning the gold standard and
adopting a flexible exchange rate, though he stopped far short of advocating so radical a step.

It is hard to believe that Neoclassical monetary ideas would have had any imrnediate
influence on either monetary policy or institutions, had it not been for the Great War. The twen-
ty yeals that preceded its outbrcak were, by and large, stable and prosperous, and during that
time, it was, after all, Bagehot's principles that guided the Bank of England, the institution that
lay at the heart of the intemational gold standard. The United States experienced a serious
tinancial crisis in 1907, an event which, incidentally, had profoundly influenced Hawhey's
Good and Bad Trade, and in its wake finally acquired a central bank in 1913. The Federal
Reserve system's main task as envisaged by its founders, was, however, not to engage in stabi-
lization policy along Hawtreyan lines, but to provide lender of last resort facilities to a banking
system that had shown itself still prone to the style of crisis that had been eliminated from
Britain four decades or so earlier by the application ofBagehot's principles.
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The inten ar redrs

But the War and its aftemath decisively shocked monetary institutiols as well as informed
opinion about what could and should be expected of them. f he War's loseni were hurdened with
heavy repamtions obligations by the Versailles Treaty, and a series ofh)?er-inflations destroyed
what was left oftheir monetary systems. Most Ewopean countries had suspended their adher-
ence to gold for the War's duration and inflation rates had varied markedly among them. fhe
major post-war problem for European countries, therefbre, was whether. and if so how, to
rcstore the gold standard, It was in this context that themes long present in the Neoclassical lit-
efature finally took on practical importance.

The Genoa Resolutions of 1922 essentially proposed to re-establish the international
gold standard, not as a means of constraining domestic policies, but as a means of co-ordinat-
ing stabilisation policies among countries, very much along the lines that their principal archi-
tect, Ralph Hawtuey, had proposed in (1913). And Keynes' (1923) Tract on Monetary- Relbrm
should be read in part as a critique of those resolutions, one that emphasised the potential fbr
conflict between extemal and intemal stability that became evident when their likely workings
were viewed fiom the perspective of individual national govenxnents. Keynes, as is well
kno\rar. gave pride of place to domestic goals, and advocated a degree of exchange mte flexi-
bility, at least between sterling and the dollar Here he was developing a theme w-hich had lirst
been sounded by Marshall in 1887.

But none of these proposals came to an)'thing, Monetary policy in Europe amountcd
in fact to a series of unco-ordinated national initiatives. As to the United States, they had
remained on the gold standard during their relatively brief engagcment in the War, and at its
end, their holdings of gold were sufficiently large that intemational considerations exerted
essentially no constraint on domestic monetary policy. After the sharp inflation and recession
that came immediately aller the war. and the existence of remaining pockets of economic dis-
tress notwithstanding. the United States retumed to prosperity for the rest ofthe decade, in stark
contrast to Britain and other European countries where stagnation and large scale unemploy-
ment would be the dominant f'eatures of economic life,:o

The policy debate ir the United States neverlheless also saw a continued development
ofthemes that originated in the pre-war literature, Throughout the 1920s, for example. In,ing
Fisher actively promoted the imposition ofa legal obligation upon the Federal Resewe system
to pursue price level stability, albeit without success, and this cause would be kept alive at the
University of Chicago in the 1930s, mainly by Henry Simons (see Simons et. al., 1933 and
Simons- 1936). At the other extreme, a strong element ofthe real bills doctrine infonned eco-
nomic thinking at the Federal Resenre Board. while, in the 1920s, a middle ground, strongly
influenced by Ha*tre} advocated the cautious deployment of discretionary stabilization poli-
cy, Here the views of Hawtrcy's great admirer Allyn Young of Harvard University are of par-
ticular interest, not least because he was an occasional advisor to Govemor Benjamin Strong of
the Federal Reserve Bank ofNew York.

In 1927, for example, Yowrg urged, optimistically as things would tum out, that 'it is
quite generally held that lcentral ban]rs'l policies should be determined with primary refbrence
to the securing of the maximum practicable degree ofbusiness stability' (p.80); and as part of
an explicit defence ofthe superiority ofdiscretionary policy to any 'simple set of rules', he also
argued that 'what the Federal Reserve banks need most. - .is not more power or less porver, or
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doctrinaire formulations of what their policy ought to be, but merely an opportumty to develop
a sound tradition, and to establish it firmly' (p. 82).2r As it was, however, when the Depression
began, the New York Bank, which, in Jacob Viner's words,

made more effort than any other central banking institution to develop a progmm and a tech-
nique ofcredit control with a view to stabilization, . . .at critical moments found itselfat cross
purposes with, and inhibited from action by, a Federal Reserve Board with an attitude towards
its functions resembling with almost miraculous closeness that of the Bank of England dur-
ing its worst period (1932, p. 28).

Or, to put it in another way, the Federal Reserve system, which had been established
to apply Bagehot's principles to counter any intemai drain of reserves that might arise, which
some had wanted to subject to a price stability rule. which had been urged by others to engage

in activist stabilization policies, utterly failed to do any of these things. Instead, when its flrst
najor test arose in 1929, the system succumbed to the real bills doctrine, and made no serious
effoft to operate as a lender of last resort. No1 as the Great Depression gathered momentum in
the wake ofthe banking system crises that the Federal reserve system had permitted to occur,
did it make any serious efforts to implement expansionary counter-cyclical policy along
Neoclassical lines.l.

4. SoME posr WoRrD WAR ? DEVELopMtsNTs

The Depression. as we all knoir', put an end to eflorts to restore the gold standard as the rule for
monetary policy. Once Britain, which had retumed to gold in 1925, and a little later the United
States which had never left it, decided to rid themselves ofthe constraints it imposed, they were
free to undertake expansionary policies, both monstary and fiscal, at their own discretion.
Undertake them they did, and they quickly began to nise the level of economic activity, long
before the onset of World War 2 completed the task of restoring it to a high level. And on the
theoretical front, Ke)'nes' (1936) General lieory was widely read as providing a foundaiion for
the discretionary fiscal policies that had come more and more into favour in the years preced-
ing its publication. After World War 2, most advanced economies relied primarily on such poli-
cies to achieve their domestic goals,

The Bretk,n WLtodt; system and after

The monetary authorities and govemments of many of those same economies also tried to have
their monetary cake and eat it too by adopting adjustable-peg exchange rate mechanisms-
Under the Bretton Woods system, monetary policy was to be tied to a fixed exchange rate, and
to that extent be rule guided, but only so long as this did not interfere with the pursuit of domes-
tic emplolrnent goals. If it did, then the rule was to be changed to create room for monetary pol-
icy to accommodate the discretionary fiscal measures needed to hit the latter This system came
under severe strain in the 1960s, and collapsed at the beginning ofthe 1970s.

The factors that brought the Bretton Woods System do n, and continued to plague the
intemational monetary system in the 1990s, are the tendency, recognised as we have seen for
two hundred years now, of external and intemal monetary problems to arise together, their need
for opposite remedies, and the reluctance of so many politicians and cenhal bankers to face
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these facts ofeconomic life, and make a choice between the systematic pursuit ol either domes-
tic or exchange rate stabilit]'. The success ofBagehot's principles in the late 19th and early 20th
centuries long ago demonsh?ted tllat it is possible to enshrine external stability in a legislated
policy nrle, and to make it stick too. We are also thoroughly aware, however, as Bagehot and
most of his contemporades wsre not, of the insights developed fronr the 1880s onwards that a

constant exchange rate may conflict with domestic monetary stability. We also learned from the
rnter-war years that the pdce ofmaintaining the exchange rate in times of extemal financial dif-
ficulties may be not just high domestic interest rates and constraints on fiscal policy, but
depressed domestic income and employment as well. not to mention the political instability that
sometimes goes with them, a lesson that the recent experience of Argentina has driven home
once again.2'l That is ofcourse why the Bretton Wbods system sought to make room for com-
promises here, and why intemediate exchange rate regimes involving 'target zones', 'crawling
pegs' and so on still have their advocates.

The development of Monetarist analvsis of endogenous expectations, the subsequent
refinement of this idea into the Rational Expectations Hypothesis, and its deployment in the
analysis ofpolicy credibility, were in part a response to th€ macroeconomic instability that fol-
lowed the collapse of Bretton Woods. These theoretical ideas yield two implications: the first,
Dow widely accepted, is that a policy regime must be credible among the public at large if it is
to be durable; and the second, less widely discussed, is that such credibility can only be creat-
ed by the authorities choosing a clear goal and then systematically and successfully pursuing it.
Viewed in this light, the Brctton Woods system embodied a rule for the exchange rate that the
authorities would adhere to for just so long as they found it expedient to do so: small wonder
that the system had dillculty in achieving credibiliry, and collapsed in the earty 1970s having
been fully operational for only a little n.rore than a decade.

Between I82I and 1914, a flexible exchange rate regime, then known as inconvertible
paper money, barely registered as a practical peace-time policy option. It was not so much cho-
sen by, as forced upon, policy makers in the 1930s and again in the 1970s, because at those
times the domestic costs, political as well as economic, of maintaining pegged mtes rvere just
too high. Nowadays we know that adherence to such an arrangement makes an extemal finan-
cial crises impossible, and permits the authorities to concentrate single-mindedly on first avoid-
ing, and where that fails, coping with. domestic instability and its real consequences. But we
also know, as a consequence ofthe New-classical literature on policy credibility, that a flexible
exchange mte does not. in and of itself, constitute a monetary policy regime. .lf the authorities
choose not to commit thenselves to an exchange rate rule, then they must set another goal and
make it credible. The old discussion ofrules and discretion in monetary policy has therefore re-
emerged in flexible rate countries, with the rule ofchoice increasingly being some sort of medi-
um t€rm inflation target (more or less formal and legally binding, depending upon the example)
with the authorities being left with a rather large margin for discretionary manouevre within the
constraints it imposes.

5. CoNCLUDING COMMENT

Perhaps it is not too optimistic to suggest that now, a century or more since Classical and
Neoclassical theory so thoroughly revealed them, we have finally leamed that the conflict
between dealing with the extemal and the intemal aspects of financial instability is best
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resolved by giving pride of place to just one of them, and anchodng its pursuit to a rule. To be
sure, the fact that monetary policy can only pursue one goal at a time does not in strict logic
imply that the policy choice must necessarily lie between the extremes of exchange rate and
price level stability. One can, for example, conceive of making the stability of an index number
constructed as a weighted average of the exchange mte and some measure of domestic stabili-
ty the taryet ofpolicy. The difficulty with such schemes, however, is that they are hard for the
public to understand and monitor, and give the authorities scope to indulge in arbitrary changes

in the weights assigned to the components ofthe average. Thus it is di{ficult to establish cred-
ibility for them, and it is the requirement that the ultimate anchor for a monetary policy regime
must be simple enough to be generally credible that pushes the policy choice towards the
extr€mes.

Even here, however, there is scope for a limited amount ofcompromise. There are, for
example, obvious parallels between the mix of long-run rule and short-run discretion implicit
in modem inflation targeting regimes, and that which existed under the Bagehotian rules ofthe
gold standard game, and also exist nowadays under quasi-currency board affangements. The

dehning characteristic of either regine lies not in ignoring all economic variables save one at
each and every moment, but in making it clear that. in the event of any conflicts arising the
behaviour of that one variable will be given unequivocal price ofplace. One great advantage of
setting a rule for domestic price level behaviour and hence none for the exchange rate, there-
fore, is that this pemrits subsidiary goals. not iust for stability of the financial sector, but also
for the maintenance of high income and employnent too, to receive at least limited attention-
This is no minor matter in a world where we eKpect policy makers to be accountable to nation-
al electorates. The great advantage of being dgorously bound by an exchange rate constraint,
on the other hand, is that it ultimately prcvents those same policy makeru, not to mention the
electorutes they serve, being taken in by whatever venion ofthe real bills doctrine happens to
be current, and doing more harm than good to the domestic economy as a result. It is unlikely
that o[€ or the other ofthese altemative monetary orders will tum out always and everj,"where

to have the advantage, regardless of local political and economic circumstances.
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2. Nlichael Bordo (1998) gives an account ofthese crises. Thc present papcr complcnrcnts his in paying
attentron to the economic analysis that these crises provoked, rather than to the histolical record itself-
Note that Thomas Humphrey (1999) has also recently w tten ofthe relevance ofthis earlier literature to
the problenls faced by contemporary policy-nakers.

3. Eve[ du ing the years ] 797- 1821, when thc requirement that thc Bank of England convert its notes oo
demand into gold bullion was suspended as a result of monetary instabiLity created by fie Revolutionary
alld Napoleonic Wars aod their aftemlath, the comnlonly app]ied test ofthe approFiateness ofthat insti-
tution's activilies was the bchaviour of bullion's marketp ce. ItsbouldaLso be noted that untilthe 1870s,
the intemational, as opposcd to the British, monetary system was overall bjmetallic. For a recent and
exceptionally Iucid account of the theory and history of bimetallism, see Angela Redish (2000).

4. Schemes for 'tabulai standards ofvalue' based on primitive price indices rvere discussed f.on time to
tine from the late 18th century onwards, but made no impact on the mainstrealn ofClassical economics.
On this matter, see Fctter (1965, pp. 138-9).

5. There were, of coufse. dissente$ ftom this conventional rvisdom. notably Thomas Attwood and the
Binningham School. Members of this group proposed and dcfended a numbcr of altematjve monetary pol-
icy goals over the years, including full cmployment on some occasions. On dlis, see Laidler (2000).

6. Rathcr oddly, Mill did not refer explicitly to thjs point in tbe passage f'rom which I have just quoted,
even though it was a comnonplac€ of the literature at the time when he $rote.

7. Ricardo was, that is to sav, an exponent of what Viner ( Lg37) would refcr to as an 'cxtreme' buLlionist
position. Viner suggests that only John Wbeatley, among otber bullionists, also took this position, but such
was Ricardo's later stature that his opinions on this question continued to be influential throughout the lgth
century, and indeed into thc 20th. Morris Perlman (1986) has argued that the disagreement bet*een
Ricardo and Thomton about the causes of balance ofpaynrents deficits could not be properly addressed
given the statc of intemational trade theory at the time. He suggests that Ricardo later softened his posi-
tio. on thcsc qucstions as a result ofhis development ofthe theory ofcomparative advantage.

8. On the influence ofThomton on Banking School thought, sec Noil Skaggs (1995). Note that, because
ofthe particulady shong apposition mounted by somc to the suppression ofthe country and Scottish note
issues that Lawrence White ( 1984) has suggested that it is helpful to refer to a 'free banking school' sep-
amte and distinct from thc 'Banking School'. On fiis, see a]so Anna J. Schwartz (1987). Walter Eltis
(2001) provides a stimulating account of the contributions of Samuel Jones Loyd, later Lord Ovefstone,
to the Currency School position, arguing convincingly that he was its leading architect- Eltis stresses
Overstone's emphasis on the importance of monetary policv being rule-guided.

9. The Act pemitted limited holdings of silver bullion, ro facilitate hansactions with silver standard coun-
tdes- Some readers will note that Argedtina's recently abandoned quasi-currency board borc a notablc
resenrblance to the regirne established in Britain in 1844.

10, As Charles Goodhart (1999) has corrcctly noted, Bagchot s principles wcrc anticipatcd jn all their
essentials by Thomton (1802), Hc suggests that Bagehot's greater emphasis on the role ofhigh interest
rates probably reflects tlg fact that the usury laws which so concerned Thornton had been repeaLed it1 the
1830s. Goodhart is, howcver, sceptical that Bagehot's recommended 'high' interest rate should be inter-
preted as a 'penalty' ratc, ic. a rate significantly above market levels, as later accounts of his principles
have sometimes had it. He also ernphasises the importance oftbe govemment's fiscal poters in und€r-
pinning any central bank's capacity to act as a lerder of last resort.

ll, Presnell (1968) remains the del'initive treatment olthis c sis. ln his view, the Bank of England's
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actions here were closer to successfully muddling through the cdsis than to the decisivc intervention that
might, in the abstract, be cxpected liom a confidently Bagehotian central bank. In organising, in consul-
tation with the govemmcnt of the day, a rescue of Barings by a group of other financial institutions, the
Bank also u'cnt far bcyond sinply lending freely to sound but illiquid institutions. Indeed there are sim-
ilarities betwccn the Bnring Crisis and the 1998 rescue of Long Term Capital Managenent organised by
the Federal Reserve Bank of\era Yorl

12. The definitive contemporary studies of those cvents are thoss of John Caimes (1859) and William
Stanley Jevons (1863).

13. Jevons (1863) attributes the analysis of the 'parachutq' effect to the French economist Michel
Chevalier He gives no precise reference, but see Chevalier (1859).

14. It should also be noted explicitly, though, that the fall in the value of gold that Jevons discovered was
a good deal less 'serious' than the title ofhis 1863 pamphlet implied- Indeed, as he himselfconceded, once
productiviry chalgcs werc accounted for, it was far from clear that the conmodity price increases he
uncovcred had in fact had any impact at all on what we would nowadays callthe 'cost ofliving'-

l5- See Mills (1867). Jevons himself would later study the cyclc in considerable detail, albeit within the
framework of hjs still famous, ofien but unjustly denigrated 'sunspot' theory. Relevant papers are to be
found in Jevons (1884).

16. Marshall did indeed deploy what we would now call the 'Fisher effect' in the course ofthis analysis,
and the 'real' - 'nominal' vocabulary was his, Fisher (1896) would in due course acknowledge this prior-
ity. Fishcr's contributions here involved distinguishing carefully between actual and expected inflation
when analyzing this qucstion, and putting it on a sound €mpirical basis too- Marshall in his tum was aware
ofand acknowJedged the in'lportance of Fisher's effons-

17. [n a footnote, Marshall (1887) broached the possibility of a scheme very like Fish€r's, and of the
activist stabilization of a fiat money system by way of interest rare policy, rejecting both as impractjcal.
It is also worth recording the anticipation ofFishe! by Ancurin Williams (1892).

18. Once again, Marshall (1887) had canvassed this idea, without endorsing it, in a footnotc.

19. After the first world war, the resolutions adopted at the Genoa Conference of 1922 envisaged an inter-
national monetary system based on gold, which would nevertheless be stabilised by the co-ordinated poli-
cies ofnational central ba*s. In effect the gold standard was to be a particular foml ofmanaged intema-
tional currency. Hawhey was the pdncipal architect ofthese resolutions, which came to nothing-

20. On this, and its influence on American economic thought in the 1920s, see Laidler (1999, ch,8).

2l. Young's r€putation as a monetary ecolomist, and oul understandilg of his influence in the 1920s is
undergoing something of a renaissance at the momcnt. Mehrling (1997) contains an important study of
Young's monetary economics. See also Mehrlirg and Sandilands (eds,) (1999), particularly Ch. 38. for
fulther, and only recently unearthed evidence ofYoung's vicws on rhe role of the monetary system in the
business clcle.

22. Though Friedman and Schwartz ( 1963) is the definitive modern souce for this irterpretation of the
role ofthe Fed. in the Great contraction, it was aoticipated to s significant extent by Currie's (1934a and
b) contemporary analysis. Currie was, however very much in a minority here. Frank Steindl (1995) pro-
vides an extremely interesting account of the relationships among contempomry accounts of the
Contraction and Friedman and Schwartz's later discussion.
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23. Here that the growlh in importance ofthe intemational capital market is palticuLarly impoftant. It is
much more problematic now to deal with 'telnpomry extemal drains, driven by shocks to tlilde, under
fixed exchange ratss simply by allowing reserves to run down for a yeaf or two, as Thomton, the Banking
School, and indccd the architects of tsretton woods. envisased.
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