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A barbarous relic

Pragmatism and ideology in the story of the gold standard
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old alternately fascinates and irri-
tates economists. The fascination
lies in its past role as the successful
basis for monetary arrangements
over most of modem history; the imitation
stems from mankind’s apparent difficulty in
making a more scientific system work effi-
ciently. The Case for Gold, a three-volume col-
Iection of the writings of eighteen leading econ-
omists from 1601 to 1962, contains more of
the fascination than the irritation. Edited by
William Rees-Mogg, the collection admirably
compiles and presents the key ideas behind the
historical achieverents of the Gold Standard.
With the exception of Richard Cantillon, the
writers in the first two volumes are all British.
This is not an accident. The emergence of the
European nation-state in the sixteenth and sev-
entcenth centuries implied new opportunities
both to regulate and to abuse the currency. The
centralization of power allowed the sovereign
to establish a uniform money standard and to
determine the legal framework for early bank-
ing and, in due course, embryonic central bank-
ing. Britain ~ the leader in the Industrial Revolu-
tion and the home of parliamentary democracy
- turmed out to be the mast successful of the
European nation-states. It was also the cham-
pion of the Gold Standard.
British exceptionalism owed much to its un~
usual constitutional balance between the Crown
and Parliament. Frequent wars against other

‘European powers forced the Crown to borrow,

Icading to the vrcation of a large national debt.

| The lenders — the wealthy landowning and mer-

chant classes — weie represented in Parliament.
They wanted to be repaid in money of stable and
reliable value, and had the political muscle to get
their way. Moretary theory in Britain was there-
fore developed by 2 sequence of high-quality
analytical coniributions from defenders of price
stability, while for almost four centuries the bias
of policy-making was 1o put the interests of credi-
tors above those of debtors. It is mostly from this
rich body of intellectual ore that Lord Rees-
Mogg’s material has been mined.

“The main threat to monetary stability under
the Tudors and Stuarts came from debasement,
the practice of issuing coins with a face value
above the iatrinsic value of the metal inside
them. As is notorions, Henry VII used this
device as well as the expropriation of the monas-
teries to_finance his extravagances, leading to
much discontent e following decades aver the
quality of the coinage. His daughter, Elizabeth,
was the first of a number of rulers to choose a
different and more virtwous path. She took the
advice of such counsellors as Sir Thomas Smith
and Sir William Cecil, and agreed to a major
recoinage in 1560. A pamphlet literatore on cur-
rency management — which at this stage meant
only the management of the coinage ~ started in
her reign. It is represented in Rees-Mogg's col-
lection by a treatise from Gerard de Malynes
on “the canker of England’s Commonwealth”,
which he regarded as a balance-of-payments
deficit leading 1o the export of precious metals.
 Almost a bundred years later, John Locke
made the first substantial English contribution
to monetary theory, with a long essay on “Con-
sequences of the Lowering of Iaterest, and
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Raising the Value of Money”. He also managed
to persuade the monarch of the day, William III,
that a recoinage was superior to acquiescing in
currency depreciation. But William’s wars were
expensive, and the cost of the recoinage was
unwelcome. By now, goldsmiths bad evolved
into banks, and paper money had begun to sup-
plement the coinage. Two crucial financial inno-
vations were the inauguradon of the national
debt and the creation of the Bank of England
in 1694. The Bank’s foundation was partly a
response to another burst of pamphlet literature,
with two S¢otsmen, Willism Patterson and John
Law, among the most interesting contributors.

The growth of banking raised the vital ques-
tion of how far paper could substitute for gold
and yet still serve as a reliable measure of
value. In 1716, Law managed to pefsade the
Regent of France that the basis of the greater
prosperity of England and Holland was the
extensive use of paper money. and advocated
the issue of paper against the collateral of land.
A crazy speculative boom followed, ending in
collapse, bankruptcy and national disgrace.
This was the beginning of a long tradition of
French suspicion of paper and veneration for
gold. Rees-Mogg includes some of Locke's
writing, but nothing from Patterson and Law.
His excerpt from Cantillon (who made a for-
tune in Law’'s bubble) contains a chapter on
“Banks and their credit”, but it is dominated by
references to the bankers of London, Amster-
dam and Venice and, in particular, to the Bank
of England. Cantillon was not an enthusiast for
paper money, banks or the Bank of England,
but instead — like de Malynes - favoured poli-
cies to improve the bajance of payments and
atiract gold.

None of Britain’s many wars in the first
ninety years of the sighteenth century raised pro~
foundly difficult questions of financial policy.
The national debt grew, but the Bank of Eng-
land flourished and a remarkable degree of
price stability was achieved. On the advice of
Sir Isaac Newton, Parliament fixed the price of
gold ar £3. 17s. 10 %%d. an cunce in 1717,
Increasingly gold, not silver, became the centre-
piece of British monetary thinking and analysis.
Cantillon sneered at Newton, for having “sacri-
ficed the substance to appearances™, but the
Frenchman’s mercantilist equation of gold
imports with an increase in national wealth was
a mistake, His near conmtemporares, David
Hume and Adam Smith (two more Scotsmen),
brillianily explained that a nation’s wealth origi-
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nated in its production of goods and services,
not in the amount of gold its citizens hoarded.
Hume's famous 1732 essay “On Money™,
which forms the middle contribution to Rees-
Mogg's Volume One, began, “Money is not,
properly speaking, one of the subjects of com-
merce, but only an instrument which men have
agreed upon to facilitate the exchange of one
commuodity for another.”

The financial histories of Britain and France
diverged markedly in the eighteenth century. In
Britain, the Bank of England was a stable and
successful | which dominated the
banking system, and its banknotes and those
issued by private banks largely replaced gold as
a medium of exchange. Confidence in the paper
notes stemmed from the Bank’s consistent abil-
ity to pay back an ounce of gold when people
handed over £3. 17s. 10%d. of notes and small
coin. In France no central bank existed, and the
issuance of paper by an assortment of quasi-
bankers and rich individuals was open to abuse.
Against this background it is hardly surprising
that the two nations responded very differently
to the twenty years of war which followed the
French Revolution. :

France experienced inflationary turmoil from
the over-issuance of paper money, in the form
of assignats, in the 17905, The national preju-
dice against paper and in favour of gold was
reinforced. According to Kindleberger, the lead-
ing American financial historian, Napoleon was
afinancial primitive who had “strong objections
to paper money and to government debt, to spec-
ulation and free markets”, When he ceeated the
Bank of France, in 1802, it was on a rigid goid
basis. Britain went in the opposite direction,
with an increasing refiance on paper money,

Its traders and industrialists — and, in particu-
lar, the merchants in the City of London ~ suf-
fered a severe cyclical downtwp-in 1793, after
the French declaration of war in February had
caused people to cash in their notes and demand
gold from their bankers. The shortage of gold
drove up interest rates. caused a contraction in
credit and the note issue, and Jed to shurp
declines in demund and output. When fears of a
French invasion thr d 3 similar seq
of events in 1797, over 1,000 City merchants
signed a statement of willingness to accept
Bank of England notes in place of coin. Parlia-
ment suspendsd the Bank’s obligation to con-
vest its paper into gold. Interest rates subsided
and coramercial activity recovered.

The leading political economists of the day
began to theorize about how Britain might man-
age a paper money without the backing of gold.
The next few years saw the first flowering of
modern monetary theory. The most brilliant con-
tribution came from a wealthy City banker and
philanthropist, Henry Thomton, with his 1802
Enquiry into the Nature and Effects of the
Paper Credit of Great Britain. The extract from
this outstanding work is the longest in the collec-
tion, at 138 pages, and takes up the secomd balf
of Rees-Mogg’s first volume.

Thornaton — like all his leading contemporaries
— favoured the Gold Standard. But his Paper
Credit understood that all the important mone-
tary functions of gold could be replaced by
paperglt also suggested that, as early as the start
of the nineteenth century. the level of economic
activity depended far more on the quantity of
paper money created by the banking system than
on the nation’s gold holdings. It even anticipated
Keynes by describing the linkages between the

Bank of England's policy towards discounting

bills of exchange, the size of its note issue and

the rate of inerest. D. H. Robertson, one of
Maynard Keynes's antagonists in the monetary
debates of the early twentieth century, was once
asked for an apinion on Thomion. The reply was
uncompromising: “He knew everything”

The final page of Volume One contains
Thomton's panegyric on Britain's paper credit.
In his words, “we [that is, the British, as
opposed to our unft Conti 1 nejgh.
bours] have been greatly benefited by the cir-
cumstance of our having been previously accus-
tomed to the free use of paper credit. In a com-
mercial country, subjected to that moderate
degree of ovcasional alarm and danger which
we have experienced, gold is by no means that
kind of circulating medium which is most desir-
able.” With these remarkable words, Thornton
had written gold’s obituary as a monetary com-
modity by showing that - theoretically, at least
— paper could be superior to it.

ot the least of Paper Credir's

insights was that, in order to pro-

vide a sound paper currency, the

central bank had to accept that its

own profitability was subordinate to some prin-
ciple of restriction of its note issue. Thomton’s
vital principle ~ undoubtedly a precursor of the
money supply rule advocated by Milton Fried-
man in the 1960s and adopted across the indus-
trial world in the 1970s — was “in no case materi-
ally to diminish the sum in circulation, but to let
it vibrate within certain limits; to afford a slow
and cautious extension of it, as the general trade
of the kingdom enlarges itself; [and] to allow of
some special, though temporary, increase in the
event of any extraordinary alarm or difficulty.”
Macroeconomic stability could be achieved by
maintaining steady growth in the money supply
and inflation prevented by keeping such growth
in line with the quantity of goods and services.
It is true that gold’s official monetary role
somehow survived — among the confusions of

the nineteenth century, but said that this was a
fluke, as inadequate increases in the amount of
gold (which curbed momey supply growth)
had been offset by better financial technology
{which boosted it}. In words strongly reminis-
cent of Thoraton, he warned that in future “it is
too much to expect a succession of accidents to
keep the metal steady”.

Rees-Mogg’s third volume has nothing from
Keynes. This is an omission so serious as to
undermine the authority of the project. If this
work Is intended as a porary case for
gold, it needs to present both sides of the argu-
ment, even if the case in favoor is given more

War, Keynes's opposition to returning to the
Gold Standard arose partly from the difficuity
of returning to the pre-war exchange rate (now
expressed in dollars, but implicitly stll the
same as the price figed by Newton in 1717).
But a more fundamental objection was the
imbalance between the amount of goid in the
world economy and a global price level greatly
increased from 1914 by war expenditure. Quite
simply, at the new higher price level the world
did not have enough gold.

In his scholarly The Gold Standard flusion,
Kenneth Mouré demonstrates that the Bank of
France was largely responsible for Britain's in-

room than the case against. There are i
ing extracis from Lodwig von Mises, D. H.
Robertson and Ralph G. Hawtrey, but the
absence of Keynes ~ 2 much greater influence
on economics than these three combined —
leaves a-gaping hole.

The inclusion of a paper from Murray Roth-
bard, a tiresome American free-marketeer, is
another mistake. As the doyen of libertarian eco-
nomics, Rothbard might have had the sense to
respect the free choices made by private citi-
zens over several centuries. His advocacy of
100 per cent gold reserve banking in the 1960s
and 70s was mere silliness. The questions he
did not answer in hig paper were “how can any-
one mazke a profit from holding 100 per cent of
wealth in a sterile, non-interest-earning asset?”
and “so why should anyone in the late twentieth

century choose to be a 100 per cent gold reserve:

banker?" The Cantillon essay in Volume One,
wrilten in the early eighteenth century, under-
stood the problem very well. Paper money, and
the whole story of banking and central banking,
began precisely because goldsmiths stopped
mainizining 100 per cent gold reserves. By issu-
ing paper, they took on new risks, but made
themselves richer. It was a free and profitable
choice. Rothbard and the assorted hard-money
backwood: of the American gold lobby can-

diplomacy and high finance, and despite the
tensions between theory and practice — until the
US’s suspension of the dollar’s convertibility
into gold in 1971. But after Thornton no well-
read economist could deny that the value of
money was determined by the relationship
between the demand to hold money balances
and the quantity of money supplied. John Start
Mill explained the point with particular clarity
in his 1848 Principles of Palitical Econamy,
seven chapters of which take up almost seventy
pages of Rees-Mogg's second volume. But the
classical eco of the h century
were wortied that, whatever the theoretical vir-
tues of paper, the vital practical merit of a gold
link was that it stopped politically motivated
over-issuance of paper money. Mill was ¢lo-

gquent on the follies of the assignats and con-

demned an inconvertible paper currency as “an
intolerable evil”. Mill - like David Ricardo,
Thomas Mzlthus and all the other authors in the

second volume - wanted Britain to stay on gold.

The pivotal intellectual figure in the over-
throw of the Gold Standard was Keynes. In the
immediate aftermath of the First World War, in
which Britain had spent it gold on weapons
and subsidiés w-allies, it eould not spstain the
old price set by Newton back in 1717. In his
Tract on Monetary Reform, a collection of news-
paper articles published in book form in 1923,
Keynes condemned gold as “a barbarous relic™.
He urged Britain not to retum to the Gold Stand-
ard, but i d pursue “a ged currency”
focused explicitly on domestic price stability.
He acknowledged that gold had worked well in

not reverse the 400 years of financial progress
described in Rees-Mogg's excellent first two
volumes.

One theme throughout financial history has
been the quarrel between British pragmatism
towards gold and the more ideological French
attitude, a quarrel which - as we have seen —
goes back to the days of Locke and Law, and
Hume and Cantitlon. After the First World

ability to in the gold link. Given France's
mercantilist traditions, it was logical for the
Bank of France to use the opportunity created
by Poincaré's fixing of the franc at an under-
valued rate in 1926 to pile up vast and quite
unnecessary amounts of gold. But that meant
less for Britain, which was forced off gold in
1931 and immediately let the pound slurap in
international value. Over the next few years,
exchange rates between the miain countries fluc-
tuated violently, while all countries became
inward-looking and protectiouist. International
financial anarchy aggravated the downturn in
world trade and output. The Gold Standard can
therefore be blamed for the interwar depression.
This thesis is not new. Not only Keynes, but
many other.contemporary economists regarded
French behaviour in the late 1920s as suicidal
and perverse. However, Mouré tells the story
with an impressive nawrative verve and, un-
usually. tries to see the situation from a French
perspective. '

The final picce in the Rees-Mogg third vol-
ume is an interview between Juogues Rueff,
monetary adviser to de Gaulle, and Fred Hirsch.
an English financial journalist . Under de
Gaulle. the French had Napoleonic, ambitions to
control the bulk of the world’s gold stock and to
demote the doflar from its pre-eminence. In the
1960s that was eccentric to the point of dotti-
ness. Today it would be crazy. Now that 4 large
chunk of France's gold and foreign exchange
reserves is held by the European Central Bank.
the French have scrapped the franc and thrown
in their monetary lot with the rest of Burope. A
fair comment is that Anglo-American pragma-
tism towards gold has finally got the better of
French geopolitical daydremning.
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