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1 Introduction

The quantity theory of money is the orthodox view of money in economics. It is strange that

the doctrine has survived five centuries to rise to dominance. In all likelihood, the original

statements of the quantity theory were drawn from the observation of the Price Revolution in

Spain following the colonization of the New World. The connection between precious metal

mines coming on-line and the price levels rising in Spain suggest an obvious hypothesis: that

the quantity of money is inversely proportional to its value. The quantity theory underwent

few refinements over the centuries and it is David Hume’s eighteenth century pronouncement

of the theory that is given the highest authority. But one who must be considered a higher

authority on matters economic, Adam Smith, friend and correspondent with Hume, famously

pronounced a competing theory of money known as the real bills doctrine in his book, The

Wealth of Nations.

These two theories take different approaches to how money works and the state’s proper

role in money and banking. To the quantity theorist, bank notes affect prices as much

as newly extracted silver from Mexico. The real bills theorist, on the other hand, draws

a distinction, noting that bank notes are only ever issued in exchanged for assets of equal
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backing. Each may admit a role for a central bank, but whereas the quantity theory concerns

itself with an over-issue of notes leading to inflation, the real bills doctrine points to channels

which may prevent over-issue. Not until Walter Bagehot does the question of bank runs and

the role of the central bank - touched upon by Smith - come to the fore.

Despite its prominent exponent, real bills doctrine lost the big debates in British banking

history. Under the banner of bullionism and led by David Ricardo, the quantity theory

triumphed over real bills anti-bullionism. Reasserted by Thomas Tooke and the Banking

School in the 1820s, real bills essentially lost under the passage of the Bank Charter Act of

1844, which instituted Currency School - quantity theory - policy recommendations. The

current form of real bills has been refined through these historical debates, but the core

tenet, that notes will trade at value proportional to the assets backing them held by the

bank which issued them, has not changed. Similarly, the debate has barely changed from its

classical roots.

2 The Debates

2.1 Quantity Theory Versus Real Bills Doctrine

Though the original exponents of the quantity theory can be traced back to Copernicus

and others in the early sixteenth century, David Hume has come to be known as the first

enunciator of modern quantity theory [1]. Hume’s statement of the quantity theory eclipsed

previous versions and attained the status of authority in future generations of quantity

theorists: “It seems a maxim almost self-evident, that the prices of every thing depend

on the proportion between commodities and money, and that any considerable alteration
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on either has the same effect, either of heightening or lowering the price” [4, p. 4]. In

illustrating the means by which an importation of gold or silver can increase the price level,

Hume conscientiously traces the impact: starting from having no effect at all, sitting in the

coffers of merchants, to flowing to the laborers employed with the newly acquired money -

originally with no change to the price of labor, then gradually rising as labor becomes more

scarce - and finally to the market for final goods as artisans seek to purchase more products

with their greater wages. Essentially he describes price stickiness. Hume concludes, “It is

easy to trace the money in its progress through the whole commonwealth; where we shall

find, that it must first quicken the diligence of every individual, before it encrease the price

of labor” [4, p. 3]. An interesting result of this model is that though the quantity of money

itself is irrelevant, “[t]he good policy of the magistrate consists only in keeping it, if possible

still encreasing; because by that means, he keeps alive a spirit of industry in the nation, and

encreases the stock of labour, in which consists all real power and riches” - or in other words,

the stickiness of prices leads to inflation being productive and deflation being destructive [4,

p. 3].

In his essay, “Of Money,” he lays out the advantages of a central bank and a 100% reserve

requirement.

“If the public provide not a bank, private bankers will take advantage of

this circumstance [...] And therefore it is better, it may be thought, that a

public company should enjoy the benefit of that paper-credit, which always will

have place in every opulent kingdom. But to endeavor artificially to encrease

such a credit, can never be the interest of any trading nation; but must lay

them under disadvantages, by encreasing money beyond its natural proportion

to labour and commodities, and thereby heightening their price to the merchant
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and manufacturer. And in this view, it must be allowed, that no bank could be

more advantageous, than one as locked up all the money it received, and never

augmented the circulating coin, as is usual, by returning part of its treasure into

commerce. A public bank, by this expedient, might cut off much of the dealings

of private bankers and money-jobbers; and though the state bore the charge of

salaries to the directors and tellers of this bank (for, according to the preceding

supposition, it would have no profit from its dealings), the national advantage,

resulting from the low price of labour and the destruction of paper-credit, would

be a sufficient compensation.” —David Hume [4, p. 2]

Here David Hume advocates a central (public) bank that limits the creation of credit

to prevent the excessive creation of money, which would lead to inflation in his model.

Building on this point he concludes a 100% reserve central bank, though requiring funding

from the state, would be optimal for society in that it would not lead to higher prices. This

passage clarifies the quantity theory position that paper money issued by banks is as much

a contributor to the fluctuations in price as a newly discovered silver mine in the Americas.

Real bills doctrine directly opposes this position, most famously enunciated by Adam Smith

in The Wealth of Nations.

Compared to future advocates of real bills, Adam Smith sounds like a wayward quantity

theorist. Consider this passage: “A particular banker lends among his customers his own

promissory notes, to the extent, we shall suppose, of a hundred thousand pounds. [...]

Though he has generally in circulation, therefore, notes to the extent of a hundred thousand

pounds, twenty thousand pounds in gold and silver may, frequently, be a sufficient provision

for answering occasional demands. By this operation, therefore, twenty thousand pounds in

gold and silver perform all the functions which a hundred thousand could otherwise have
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performed” [9, p. 241]. If banker’s notes serve the same function as gold and silver, then

bankers can be seen as creating money. This is exactly in line with the quantity theory.

Smith expands on the example and rather than reaching the conclusion that quantity theory

provides - that prices shall rise according to the increase in money - he concludes that, “[t]he

goods to be bought and sold being precisely the same as before, the same quantity of money

will be sufficient for buying and selling them” [9, p. 242]. What happens to the “overflow”

money? For one, money in the form accepted by foreign markets - notably not banker’s

notes - can be spent in foreign markets [9, p. 242]. If such a demand for money is absent,

the money will return to the bank.

Adam Smith is not content to let abstraction sit unsupported. He gives a history of

Scotland and its transition to union with the rest of Great Britain, the point of which being,

“[b]ut though the circulating gold and silver of Scotland have suffered so great a diminution

during this period, its real riches and prosperity do not appear to have suffered any” [9,

p. 247]. Hume’s specification of the quantity theory would predict deflation and ensuing

hardships due to what we would call price stickiness - and this history flies in the face of

that. Rather than suffering, Scotland prospered.

The distinctions between real bills and quantity theory are further clarified by Adam

Smith. “The whole paper money of every kind which can easily circulate in any country

never can exceed the value of the gold and silver, of which it supplies the place, or which (the

commerce being supposed the same) would circulate there, if there was no paper money”

[9, p. 249]. This distinction between paper and metal money is key. To a quantity theorist,

regardless of a money’s origin, it serves the same function and affects the price level equally.

Real bills insists that money created by banks will not change prices. Paper money is just

a substitute for gold and silver. Future theorists would point to this as advice against
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printing more notes when the central bank was losing gold, the central tenet of Currency

Theory [3, p. 42]. The irony in this being that Smith’s views actually lay the foundation

for Banking Theory: that banks should provide money to “supply the needs of trade,” and

in so doing would avoid over-issue of notes [3, p. 43]. Adam Smith explicity addresses the

debate: “The increase of paper money, it has been said, by augmenting the quantity, and

consequently diminishing the value of the whole currency, necessarily augments the money

price of commodities. But as the quantity of gold and silver, which is taken from the

currency, is always equal to the quantity of paper which is added to it, paper money does

not necessarily increase the quantity of the whole currency.” [9, p. 263]. Smith lays down

the real bills position that currency issued by banks will only be done in amounts equal to

assets taken on by that bank, and thus should have no effect on prices. In real bills, banks

do not create money in the same way the quantity theory proposes.

Bank runs are incorporated into the model. “Should the circulating paper at any time

exceed that sum, as the excess could neither be sent abroad nor be employed in the circulation

of the country, it must immediately return upon the banks to be exchanged for gold and

silver. [...] There would immediately, therefore, be a run upon the banks to the whole extent

of this superfluous paper, and, if they shewed any difficulty or backwardness in payment, to

a much greater extent; the alarm, which this would occassion, necessarily increasing the run”

[9, p. 249-50]. Importantly, this model of a bank run is spurred not by a shift in confidence,

as will become the standard issue of concern, but by decisions made by individuals without

regard for their strategic interactions with others. Contrast this with a panic, which arises

when the bank cannot pay - and then we are in a standard model where it is optimal to

withdraw funds because you expect everyone else to be withdrawing. Smith, however, is

silent on the question of whether the state should have any role during such a panic.
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Specifically regarding money and banks, Smith has little to say about the duties of the

state. To Adam Smith, use of notes are a matter of natural rights, and restrictions on

such free exchange are, “a manifest violation of that natural liberty which it is the proper

business of law, not to infringe, but to support” [9, p. 263]. This is not an unlimited support

of note-issue. “But those exertions of the natural liberty of a few individuals, which might

endanger the security of the whole society, are, and ought to be, restrained by the laws of

all governments; of the most free, as well as of the most despotical” [9, p. 263]. This hardly

can be considered a clear sign that Smith would support lender of last resort policy, but it

certainly cannot be used to argue he would oppose it.

2.2 Bullionists Versus Anti-Bullionists

The Bullionist Controversy was a debate over policy of the Bank of England in 1810. Bul-

lionists were headed by David Ricardo and the conclusions of the Bullion Committee were

a reflection of the views he expounded in his tract, The High Price of Bullion [5, p. PE-65].

The only anti-bullionist whom Ricardo addressed was Charles Bosanquet, and by the end of

the debate Ricardo was considered the winner.

A timeline of events leading up to the controversy will provide context for the debate. By

the end of the eighteenth century, the Bank of England had nearly a monopoly on note-issue,

following the restriction that notes were not allowed to be issued by banks with more than

six directors. This led to country banks with five directors continuing to issue notes. In

1797, the Restriction Act suspended convertibility of Bank of England notes [5, p. PE-65].

The prime minister, during military conflicts of the period, pushed through legislation to

legalize loans to the government from the Bank of England without a cap on the size of the

loans. This prime minister exercised restraint when using this power, but then he passed
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away. “The closing of European ports to British commerce and the opening up of South

American ports (following the defeat of Portugal and Spain by France) fuelled a speculative

boom in 1809, leading to a greatly increased paper currency issue. As a response to this

development, the Bullion Committee was appointed in February 1810 to deliberate whether

the notes had been issued in excess and to suggest a framework for regulation of the issues.

The main conclusions of the Bullion Report were “that at the time there was an excessive

paper currency, of which the most unequivocal symptom was the very high price of gold

bullion and... the very depressed state of the foreign exchanges. That the excess was to

be attributed to the removal of all control on the issues of the Bank of England by the

suspension of cash payment... The only true and proper remedy... was... a resumption of

cash payments” [Macleod 1855: vol 2]. The report was presented to parliment on May 6,

1811 but was rejected by an overwhelming majority” [5, p. PE-66].

Nachane and Hatekar summarize the crux of the debate between the bullionists and

the anti-bullionists: “The bullionists asserted that a circulation in excess of what, under

similar conditions, could have been maintained under a metallic standard, was tantamount

to an overissue of currency. Further, as the main indicator of excess issue, they proposed

the existence of a premium on bullion over paper currency. [...] Since the bullionists also

subscribed, in the main, to Hume’s quantity theory, they held that a relative rise of prices in

England vis-a-vis those abroad and a fall in the sterling exchanges were additional evidence

of depreciation. [...] The main thrust of [the anti-bullionists] argument was the denial of

a premium on bullion as a proof of excess currency. [...] A far more important argument

adduced by the anti-bullionists, was that under inconvertibility, the state of the exchanges

and the premium on bullion would be governed solely by the balance of payments and

that, in a period of heavy military remittances or grain imports, the exchanges could fall
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substantially without necessarily implying an excess issue” [5, p. PE-67-8]. In this context,

we can examine the debate through David Ricardo’s The High Price of Bullion and Reply to

Mr. Bosanquet and draw the connections between this debate and the disagreement between

Hume and Smith.

David Ricardo begins The High Price of Bullion with a restatement of the quantity

theory’s view of the essential equality between paper and metallic money. He begins by

hypothesizing the effect of a new mine on the money supply and price level, and says, “[i]f

instead of a mine being discovered in any country, a bank were established, such as the Bank

of England, with the power of issuing its notes for a circulating medium; after a large amount

had been issued either by way of loan to merchants, or by advances to government, thereby

adding considerably to the sum of the currency, the same effect would follow as in the case of

the mine. The circulating medium would be lowered in value, and goods would experience a

proportionate rise. The equilibrium between that and other nations would only be restored

by the exportation of part of the coin” [6, p. 5]. This statement by Ricardo sums neatly two

key points of the Bullionist position: firstly, that notes issued by the Bank of England have

the same effect on the price level as silver extracted from a mine, and secondly, that the

exchange of bullion between nations can be used as an indicator of this. Ricardo continues

by arguing against trade restrictions on bullion. “The exportation of the specie may at all

times be safely left to the discretion of individuals; it will not be exported more than any

other commodity, unless its exportation should be advantageous to the country. If it be

advantageous to export it, no laws can effectually prevent its exportation. Happily in this

case, as well as in most others in commerce where there is free competition, the interests of

the individual and that of the community are never at variance” [6, p. 6]. This is interesting

because Ricardo is arguing that private and social interests are aligned when it comes to
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the exportation of bullion. If it is not the individuals exporting the bullion who are causing

an over-abundance of paper, wherefore the mismatch? “Parliament, by restricting the Bank

from paying in specie, have enabled the conductors of that concern to increase or decrease at

pleasure the quantity and amount of their notes, and the previously existing checks against

an over-issue having been thereby removed, those conductors have acquired the power of

increasing or decreasing the value of the paper currency” [6, p. 14-5]. For Ricardo and the

bullionists, the fluctuations in prices were completely due to over-issue of bank notes from

the Bank of England during the period of suspended convertibility. The channel through

which an over-issue of notes would return to the bank in exchange for bullion, a channel

Smith explicitly mentions in The Wealth of Nations, had been closed, and this was identified

as a cause for believing an over-issue of bank notes had occurred [9, p. 249-50]. “The only

legitimate security which the public can possess against the indiscretion of the Bank is

to oblige them to pay their notes on demand in specie; and this can only be effected by

diminishing the amount of bank-notes in circulation till the nominal price of gold be lowered

to the mint price” [6, p. 26]. Ricardo concludes that the mechanism by which the Bank of

England is forced to restrict note-issue is convertibility and the suspension of convertibility

has allowed the Bank to circulate more money than otherwise it could. He advocates the

return to convertibility, which according to quantity theory should decrease the over-issue

of notes and lead to lowered prices without an exodus of bullion.

The main objector to Ricardo and the Bullion Committee’s conclusions was Charles

Bosanquet. Ricardo’s reply to Bosanquet’s objections effectively ended the bullionist con-

troversy and validated the bullionist position until Thomas Tooke and the Banking School

revived the anti-bullionist position during the debates between the Currency and Banking

Schools. Ricardo addressed six main objections from Bosanquet in his reply, most impor-
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tantly, Bosanquet’s objection to the assertion, “ “[t]hat the paper currency is now excessive,

and depreciated in comparison with gold, and that the high price of Bullion and low rates of

exchange are the consequence as well as the sign of such depreciation” ” [7, p. 86]. This is

the real bills objection to the quantity theory’s interpretation of events. Ricardo addresses

Bosanquet’s objection to the assertion, “ “[t]hat the Bank, during the restriction, possesses

exclusively the power of limiting the circulation of Bank notes” ” by arguing, “[t]he plea

that no more is issued than the wants of commerce require is of no weight; because the sum

required for such purpose cannot be defined. Commerce is insatiable in its demands, and

the same portion of it may employ 10 millions or 100 millions of circulating medium; the

quantity depends wholly on its value” [7, p. 114]. Ricardo is making two points here. He

both argues that the demand of borrowers for loans at a given rate, is insatiable, and the

quantity demanded of borrowers for loans depends on the purchasing power of the medium

of exchange. The Ricardian model of the money market can be interpreted as a perfectly

inelastic supply of money, which is composed of metallic and paper money, and unit elastic

demand for money. In this way you can see doubling the supply of money (which doubles

the quantity supplied) halves the price, or purchasing power, or money. It is interesting

to note that if you change this model slightly to include a monopolist issuer of money, the

monopolist maximizes its profits by issuing any quantity of notes up to the quantity at which

supply is vertical.

Ricardo steps aside and allows a generous quotation of Bosanquet arguing that the anal-

ogy of the Bank of England to a mine is inappropriate because, “ “[...] the principle on

which the Bank issues its notes is that of a loan. Every note is issued at the requisition of

some party, who becomes indebted to the Bank for its amount, and gives security to return

this note, or another of equal value at a fixed and not remote period; paying an interest
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proportioned to the time allowed” ” [7, p. 115]. This is the real bills doctrine. According

to real bills, bank note issue should have no effect on the price level if all notes are issued

in exchange for sufficient security. Ricardo replies with a restatement of the quantity the-

ory. So the two doctrines remained at loggerheads, though Ricardo persuaded many of the

superiority of the quantity theory. In the 1820s the debate would be revived under new

names.

2.3 Currency School Versus Banking School

As mentioned in the discussion of the origins of the modern debate between quantity theory

and real bills, Adam Smith can lay claim to providing both the principles by which the

Currency School and the Banking School were established. In one part due to the ambiguity

of his diction and in another to the effect of changing interpretation over time, Smith’s real

bills doctrine provided the Currency School with the principle that banks should begin to

restrict note issue when losing gold - the central bank in particular. Smith’s statement of an

automatic mechanism by which notes return to banks when over-issued can be seen as the

establishment of the Banking Principle [3, p. 42-3]. To put it clearly: the Currency School

holds that the central bank must be cautious in its note issue, whereas the Banking School

holds that sufficient backing and reserves on the parts of all banks leads to an automatic

arrival at the social optimum. In the scope of our discussion, the Currency School can be

seen as a restatement of the quantity theory and the Banking School as a restatement of real

bills.

In 1817 Bank of England “commenced partial redemption at the old par value. [...][O]n

July 2, 1823, an act was passed revoking the earlier Restriction Act” [5, p. PE-66]. The

subsequent decades, through the 1850s, saw regular booms and crises. The Act of 1826 led
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to the “reorganising of country credit by abolishing the monopoly of the Bank of England

in the provinces, and encouraging the establishment of joint-stock banks of issue. This was

followed by the Act of 1833, which made the Bank notes legal tender and exempted the

Bank of England from the purview of usury laws, so that the rate of discount need no

longer be confined to a ceiling of 5 per cent” [5, p. PE67]. From the 1820s through the

Bank Charter Act of 1844, the Currency School and Banking School debated the proper role

of the central bank. A separate movement, the Free Banking School, argued vehemently

against the establishment of a central bank at all, the one principle on which the Currency

and Banking Schools agreed.

Two main Currency School advocates were McCulloch and Loyd (later dubbed Lord

Overstone); the Banking School was led by Tooke and Fullarton [8]. Hatekar and Nachane

quote Andreades’s distinction between the Banking and Currency Schools: “ “According

to the Banking Principle the business of the Bank was to extend its transactions as much

as possible, provided of course, that these were sound in character, without any feeling

that it had a special function to perform of greater importance than all its other functions

and to which those must, of necessity, be sacrificed. The Currency Principle embodied a

totally different view of the position of the Bank of England. The primary function of the

Bank was not the transcation of business, but maintenance of a sufficient reserve on behalf

of the nation to enable the latter to meet its liabilities with other countries” [Andreades

1909:273]”[5, p. PE-67].

Loyd argued that an automatic mechanism would regulate the relation between metallic

currency in circulation and the price level, but that a central bank needed to be pro-active

to avoid under- and over-issue of notes. This, according to the Currency School, warranted

regulation of note-issue [8]. Among other things, Tooke’s State of the Currency addressed
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the question of whether a criterion might be identified to guide a central bank’s issue of bank-

notes. “The result of the preceding reasoning upon the regulation of a paper circulation, even

with a considerable amount of bullion and coin in the country to meet emergencies, seems to

be [...] the bank-directors have no sufficiently accurate criterion by which they can regulate

their issues, so as constantly to preserve the paper circulation at the level which a gold

circulation would preserve, with respect to the currency of the rest of the world” [11, p. 99-

100]. Here Tooke has argued that the exchanges can’t be used as a criterion for regulating the

creation or destruction of paper currency. In fact, the use of the criterion of exchanges will

lead to greater fluctuations in interest rates than would warrant the operation. Fullarton

is explicit: “As a general principle, indeed, I am quite free to admit, that the increase

or decrease of a circulation of bank-notes, from whatever cause it may proceed, ought to

correspond with the increase or decrease which a currency of metallic coin would exhibit

under the same circumstances. But I go further than this: I contend, that there not only

ought to be such correspondence, but that there always is [...]” [2, p. 27].

This seems to contradict the anti-bullionist stance on the connection between convertibil-

ity and proper levels of note-issue. Anna Schwartz explains that the Banking School rested

on three principles, and the principle which altered traditional real bills was known as the

law of reflux. This specified a new channel through which notes returned to banks in circum-

stances of over-issue, even when convertibility is suspended. According to the law of reflux,

excess notes immediately return to banks to repay outstanding loans [8]. The reasoning is

excess notes are redeemable at the banks at the same unit of account, even if over-issued and

insufficiently backed by bank assets. To borrowers these notes will be worth more because

the purchasing power of the notes will be diminished on the market, but to the borrower

these notes will be recognized at par when taken to their bank of issue for credit to their loan
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accounts. The other tenets of the Banking School are for banks to restrict holdings to real

bills and for demand to determine the level of note-issue. Oddly, the non-difference between

real and fictitious bills had been pointed out by Thornton decades prior [10, p. 42-4]. That

demand should determine note-issue was a traditional real bills idea and can be understood

as a critique of the quantity theory’s assertion of a perfectly inelastic supply curve.

The debate remained unsettled, but the Bank Charter Act of 1844 was an undisputed

victory for the Currency School. The Bank of England, under the act, was given monopoly

over note-issue and was required to have a 100% gold reserve backing any new note issue [8].

3 Conclusion: Duties of the Sovereign

That two theories which focus on questions of value should survive the marginal revolution

unscathed is surprising to say the least. To this day the quantity theory asserts a perfectly

inelastic supply of money which can be shifted according to the issue of loans from banks.

Since it is the supply curve entirely that is controlled by the banks, it is in the central bankers’

hands not to over- or under- issue notes, or in contemporary terms, to target the level of

inflation. Real bills, in its current form as the backing theory of money, can be interpreted

as a perfectly elastic supply of money, where the price of issuing new money is set to the

fixed unit of account. If demand is downward sloping, then the historical arguments in favor

of allowing demand to determine the quantity of money, is rationalized. Unit elastic demand

rationalizes quantity theory’s prediction that doubling the supply of money should halve the

purchasing power of each unit. Broken down in these terms, the debate becomes a question

of the elasticity of the supply of money.

Under the quantity theory, the supply of money is chosen by the central bank, and thus
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rules are required to avoid over- and under- issue of notes. This is why the quantity theory

is amenable to 100% reserve requirements. The backing theory, on the other hand, supports

fractional reserve banking, so long as adequately backed assets are held by the bank.

In a side note, this study of debates in British banking history has revealed to me this:

the story of evolving institutions learning from past mistakes does not apply to the Bank

of England. Different generations may face similar problems, but rules adopted to deal

with them are forgotten or distorted into rules of thumb which rely on context-specific

assumptions. From this lesson it is easy to identify with the Currency School’s goal of

codifying banking principles. But the relevant question then becomes which principles best

reflect the reality of the situation, and which are the unexamined remnants of an ancient

theory? After studying the debates between quantity theory and real bills, Thomas Kuhn’s

theory of scientific revolutions seems heartachingly accurate.
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