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Abstract: This paper investigates Lord King’s contributions in light of the renewed
debate on international monetary policy coordination. We argue that King’s work contains
refined bullionist insights concerning currency depreciation, exchange rate determination,
and balance of payments adjustment. We show how King’s analysis of the monetary process
under different currency regimes can help elucidate the effects of unconventional monetary
policy on a global scale, concerning monetary spillovers, currency wars, business cycles, and

the distribution of wealth.
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1. Introduction

Economists in general—and monetary economists in particular—have gained
tremendously in the past by revisiting the history of economic thought. This was certainly
true in the immediate post-Bretton Woods era of the 1970s and early 1980s, for example,
when the breakdown of prevailing approaches to the balance of payments and exchange rates
gave rise to the modern monetary approach (Frenkel and Johnson, 1976). Explicitly built on
insights pioneered by David Ricardo and the bullionists (Humphrey and Keleher, 1982), the
modern monetary approach restored money to a prominent place in the long-run analysis of
international monetary regimes.

We are now witnessing a similar paradigmatic upheaval in international monetary
theory. An important case is the so-called ‘taper tantrum’ that roiled international markets
during the summer of 2013 in the wake of Ben Bernanke’s insinuation that the Fed would
soon shift to a less accommodative monetary policy. These events have reinvigorated a
debate on international coordination of monetary policy that began with the implementation
of unconventional monetary policies in 2008 (Frieden and Broz, 2013; Feroli et al., 2014;
Blanchard, 2016).

This paper reconsiders Lord King’s contributions in light of these recent
developments in international monetary economics. Modern commentary on the bullionist
debate is uniform in its appraisal of Lord King’s role in the controversy: generally
recognizing King’s popularity and influence, scholars characterize him as a master polemicist
who merely expounded the monetary doctrines of more original and insightful thinkers,
namely, Adam Smith, Boyd, Thornton, and Horner.! However, we argue that King’s original

work propounded a ‘complete’ bullionist position, which revived the monetary process

! See Appendix for a detailed discussion of the historical context of Lord King’s work, as well as of the
influence that King’s work had on his contemporaries and the significance attached to it by later classical and
modern monetary theorists.
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analysis of Cantillon and Hume, and integrated insights from Boyd (1801) and Thornton
([1939] 1978). Thus, we aim to show that the more refined bullionist insights provided by
Lord King’s work can once more serve to elucidate some of the vexed questions at issue in
the current debate over international monetary coordination.

These questions fall into two main categories: first, in the mainstream view, which
developed during the Great Moderation, the gains from international monetary coordination
are very small as long as national policymakers are pursuing ‘good’ policy—i.e. adherence to
the Taylor principle—focused solely on domestic variables within the framework of floating
exchange rates. This system results in the convergence to a unique and efficient global
equilibrium. Second, the alternative view challenges the assumption that all countries follow
good policy, especially when constrained by the zero lower bound. Its proponents argue that
when some large countries, e.g., the U.S., deviate from good policy, the sizable effects on
international variables induce other countries to deviate, resulting in multiple and excessively
volatile global equilibria characterized by suboptimal capital and trade flows and exchange-
rate movements (Bullard and Singh, 2008; Taylor, 2013a; Bullard, 2014). It is now
increasingly recognized that the current international monetary system facilitates and
amplifies monetary spillovers, financial cycles and currency wars which impact domestic
variables and policy choices (Frankel, 2015; Rey, 2015; Saccomanni, 2015), and that in this
case the gains from international coordination may be very large.

However, what remains unclear is the character of these spillovers, the channels
through which they arise, or whether they are harmful or beneficial (Eichengreen 2013).
Other disputed issues concern the effectiveness of monetary policy, its long-run effects on
output or the redistribution of wealth, as well as the credibility and direction of potential
international coordination—such as monetary expansion or monetary discipline (Obstfeld and

Rogoft, 2002; Frankel, 2016). These unanswered questions also underscore the difficulty in
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modelling the global effects of unconventional domestic policy? (Taylor, 2013b; Claessens et
al., 2015; Engel, 2015). According to Cceuré (2016), the precise role of wage and price
rigidities, and temporal lags in monetary adjustment, or the relative relevance of demand
shocks, supply shocks, or balance sheet effects are still debated. As a result, some scholars
(Dreger and Wolters, 2014; Lim and Gan, 2015) have also begun investigating the theoretical
foundations of these models, i.a. the demand for money in times of economic uncertainty, the
drivers of currency depreciation and exchange rate adjustment, and the combination of real
and monetary factors affecting current account imbalances. Yet, perhaps the most important
development from our standpoint is that the concept of the ‘International Monetary System,’
which disappeared with the collapse of Bretton Woods, has returned to the literature (Borio,
2014; Taylor, 2016a, 2016Db).

In this light, we believe that a fresh look at the underpinnings of international
monetary theory, as well as at the classical monetary process analysis under different
currency regimes, is both necessary and thought-provoking. This research avenue has been
suggested by Leijonhufvud (1994), who argued for a ‘backtracking’ along the doctrinal tree
to a distant decision node or a bifurcation where the development of a discipline followed one
main branch instead of another through a sequence of decisions made by doctrinal followers.
From this new vantage point, Leijonhufvud (1994, p.148) argues, ‘some of the decisions
made we may judge to have been wrong in hindsight’, and we may gain some important
perspective on the current state of the science by surveying the alternative branch. In what

follows, we will endeavour to show why Lord King’s neglected work is particularly relevant

2 Romer (2016, p.6) argues that contemporary DSGE modelers rely on ‘facts with unknown truth value’ in
calibrating the parameters of their models, and ‘attribute fluctuations in aggregate variables to imaginary causal
forces that are not influenced by the action that any person takes’ (Romer, 2016, abstract). DeVroey (2016,
p-380), also admits ‘the rise of DSGE macroeconomics amounted to giving prominence to internal consistency
over realism’ but this development ‘bears a heavy price, mainly that macroeconomists must refrain from
claiming that the policy conclusions of their models have a direct policymaking bearing.” DeVroey (2016,
p-388) adds, ‘whereas macroeconomics used to revolve around exchanges of ideas about reality, it was
transformed by the [Lucasian] requirement to demonstrate propositions relating to a model economy.’
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today, as well as how his contributions can illuminate some of the abovementioned
disagreements and inconsistencies in international monetary economics.

To this end, the paper is organized as follows: Section 2 examines Lord King’s
definition of the supply of money and his subjectivist approach to the demand for money,
predicated on individual demand for cash balances. We also analyse King’s discussion of the
impact of real disturbances on the balance of payments and exchange rate. Section 3 details
King’s view of the monetary adjustment process and the temporal elements inherent in this
process. In our discussion of King’s work, we distinguish between three different monetary
regimes, which we analyse in turn: a) a pure specie currency, b) a mixed system containing
specie and convertible bank notes, and c) a system of inconvertible bank notes. We conclude
by looking at potential ways of further incorporating Lord King’s contributions in the

ongoing debate over international monetary coordination.

2. The demand for money and the exchange rate
Lord Peter King (1776-1833), the seventh Baron of Ockham, Surrey was the descendent of a
distinguished British family, a radical Whig, and a member of the House of Lords. His main
work on the bullionist question was first published in 1803, but became greatly influential in
the expanded and re-titled edition published the following year as ‘Thoughts on the Effects of
the Bank Restrictions’ (King, 1804). King’s contributions contain several important and
original insights regarding the definition of money, the demand for money, and the
determination of exchange rates. These remarks warrant special attention given the renewed
scholarly interest in the theoretical foundations of international monetary policy discussions.
First, King employed a narrower concept of money that nominally endorsed the
prevailing liquidity definition of money, but was substantially in accord with the medium-of-

exchange approach. In the case of paper currency ‘immediately convertible into specie at the
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option of the holder,” King (1804, p.5) contended ‘the notes in circulation must be considered
as equivalent to specie.” King’s definition embraced ‘all paper currency, whether payable at a
future time or at the will of the holder; since both descriptions of notes may enter into
receipts and payments and perform the office of money’ (1804, p.2). Although King did not
elaborate, ‘paper currency payable at a future time’ presumably referred to highly liquid
financial assets such as bills of exchange, interest notes, or exchequer bills, which were
widely utilized as media of payment in Great Britain during King’s time.

The inclusion of these debt claims in the money supply represented only the briefest
lip service to the liquidity approach.® King (1804, p.2) qualified this statement explaining that
his own work pertains ‘principally to notes payable on demand.’ He also expressly
differentiated between ‘currency,” comprising ‘current coin or paper,” and the means by
which ‘all currency is economized,’ such as bills of exchange, promissory notes, and ‘the
drafts of Bankers payable on demand’ or demand deposits (King, 1804, p.18). Additionally,
King (1804, p.6-7) describes exchequer bills and other interest-bearing government securities
as ‘very unfit media of exchange,’ since they are exposed to fluctuations in value due to the
fact that they ‘lack power of immediate conversion into specie.” King also ignored Boyd’s
discussion of the nature of demand deposits and classified them with bills of exchange as
near moneys by means of which the medium of exchange is economized.

The medium-of-exchange approach propounded by Smith, Boyd, and King quickly
came to prevail over Thornton’s liquidity approach. King’s super-narrow monetary
aggregate, excluding demand deposits, was also endorsed by Ricardo (1951, 4, p.58) and Mill
(1965, p.536-7). In general, as O’Brien (1978, p.143) points out, ‘deposits were excluded

from the category ‘money’ by Classical writers’, many of whom ‘regard[ed] deposits as

3 The proponents of the liquidity definition of money included Wheatley and Thornton, as well as prominent
18™M-century monetary theorists including Hume (1970), Harris (1767), Vanderlint (1914), and Gervaise (1972).
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increasing velocity of circulation rather than as part of the money supply.” At present,
demand deposits are included in all definitions and various metrics of the money supply—
albeit their importance as a guiding tool of monetary policy is often downplayed relative to
other economic and financial data.

Second, King presented an analysis of the demand for money in terms of individuals’
desires to retain a portion of their wealth in the form of currency. Fetter ([1965] 1978, p.38)
characterized King’s treatment as “modern in its suggestion of ‘liquidity preference’ and
‘income velocity of circulation,” ” but did not elaborate beyond this tantalizing hint. King’s
discussion is marked by the complete omission of the concept of the velocity of money, but
this failure did not stem from ignorance given that King was intimately familiar with
Thornton’s extended discussion of the concept ([1939] 1978, p.96-102).* King’s rejection of
velocity was logically entailed in his conviction that money is an integral element of the
market economy and its exchange value is to be explained by the same economic laws as the
market value of every other commodity. For King, ‘the velocity of circulation is seen to be
not an independent element affecting the value of money... the value of money is determined
in just the same way as the value of other commodities’ (Bowley, [1937] 1967, p.214-6).

King (1804, p.16) offers as the foil for his discussion the supposition that ‘there is in
all cases some given proportion between the wealth and industry of a society and the amount
of its currency; and that this proportion is capable of being known and ascertained.’ King’s
rejection of this supposition is not based on recognition of the potential variability of the
objective factors that govern the velocity of money, but on the subjective and teleological

element governing individuals’ decisions to hold a stock of ready cash. For King (1804, p.17-

4 Thornton ([1939] 1978) and Ricardo (1951) conceived of the demand for money as a given proportion of the
aggregate amount of payments to be effected in the economy per period of time, depending upon the ‘rapidity of
circulation” of money. The ‘rapidity’ depends on institutional and cyclical factors: the availability of credit, the
sophistication of banking techniques, and the state of confidence in financial markets.
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8), ‘there is no rule or standard by which the due quantity of circulating medium in any
country can be ascertained, except the actual demand of the public. The requisite proportion
of currency, like that of every other article of use or consumption, regulates itself entirely by
this demand; which differs materially in different countries and states of society, and even in
the same country at different times.’

In this manner King lays the choice-theoretic foundations of the cash-balance
approach. The emphasis on the primary role of subjective desires and anticipations of
individual economic agents distinguishes King’s Mengerian subjectivist cash-balance
approach from the Hume-Mill-Fisher transactions approach as well as the Cambridge cash-
balance approach—the two views on which modern treatment of the demand for money relies
almost exclusively.

Accordingly, King construes the demand for money as a stock variable directly
determined by the economizing decisions of market participants. These decisions are in turn
influenced, but never determined, by a variety of objective factors, including levels of income
and wealth, the availability and use of near moneys, the existence of banking institutions, and
so on. Unlike proponents of the transactions approach, King does not distinguish between
those factors that affect the velocity of money and those that operate directly upon the
demand for money conceived of as a flow of commodities onto the market. All these factors
affect the aggregate stock demand for money only through their influence on the cash-
balance decisions of individual economic agents. Writes King (1804, p.18): ‘Superior wealth
and trade are causes which operate in themselves to increase the demand for currency; but
they may be more than counterbalanced by other circumstances’, such as various institutional
developments by which ‘currency is oeconomized.” These developments, however, may
diminish the overall demand for money only to the extent that they induce economies in

individual currency holdings. The establishment of banks, for instance, diminishes ‘the
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quantity of current coin or paper, by rendering it unnecessary for individuals to retain large
sums for their constant use’ (King, 1804, p.18).

King is also cognizant of the impact of cyclical fluctuations upon the aggregate
demand for money. Under given institutional arrangements, cyclical reversals of
macroeconomic activity will modify individuals’ expectations of future events and alter
confidence in the financial markets, producing potentially large changes in desired levels of
money balances. These concerns have recently been supported by research on the stability of
money demand in times of economic uncertainty and financial insecurity (Dreger and
Wolters, 2014; Lucas and Nicolini, 2015). As King (1804, p.19-20) expresses it: ‘During a
season of prosperity and confidence, the demand for currency... is much diminished by the
facility of obtaining credit. The contrary effect takes place in time of alarm and insecurity,
which produce unexpected calls for payment, and put all commercial persons under the
necessity of increasing their stock of currency as a provision against contingencies.’ King
(1804, p.20) summarizes his discussion of the demand for money by reiterating the point that
monetary demand is by nature a volatile and unpredictable variable, ‘which depends in each
case upon a great variety of circumstances, and which is diminished or increased by the
greater or less degree of security, of enterprise, and of commercial improvement.’

Understanding the demand for money as demand to hold an asset leads King to a
critique of the real-bills doctrine propounded by the antibullionist defenders of the
Restriction. King (1804, p.20-3) lends elegance and clarity to Thornton’s analysis ([1939]
1978, p.253-6) and takes it further by identifying the fundamental flaw in the real-bills
doctrine as a confusion of the demand for credit with the demand for cash balances. To
illustrate this confusion, King (1804, p.22) adduces ‘a single practical instance of a great
demand for discounts clearly unconnected with a general demand for currency.’ Thus, during

periods of economic stagnation and decline, the ‘rate of mercantile interest’ or the rate of
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return on business investment and the yield on government securities may exceed the
maximum rate of interest on loans permissible under the usury laws. According to King
(1804, p.22), ‘under such circumstances, the merchants have a strong inducement to obtain
money upon loans from the Bank [of England]; and the demand for discounts in consequence
of this inducement may be carried to any assignable limit.” Conversely, reasons King (1804,
p-22) during ‘times of peace and prosperity,” when the rate of mercantile interest tends to be
low, a diminution in the demand for discounts would occur. And, yet, it is precisely ‘at these
periods, in which commerce is most flourishing, the currency and circulation of the country
would naturally be the greatest.” Thus, King underscores the point that variations in monetary
demand bear no determinate relationship to variations in the demand for credit.

King also considered the exchange rate and the effects upon it of an excess supply of
currency. This discussion is woven into his analysis of the process of currency depreciation
as it runs its course under inconvertible paper currency—described in more detail in section
3.3. At this point, however, it is worth highlighting the fact that King provided a statement of
the purchasing-power-parity theorem. King’s articulation of this doctrine warrants special
attention, not only because of its conciseness and clarity, but because it has been completely
ignored by doctrinal scholars—as credit for the theorem is usually assigned to Wheatley or
Thornton (Wu, 1939, p.108; Angell, [1926] 1965, p.52; Humphrey and Keleher, 1982,
p-287). In fact, both Wheatley’s and Thornton’s formulations of the theorem are imperfect
when compared to King’s. Moreover, King’s discussion feeds into the now emerging
consensus—rekindled over the last two decades by empirical studies (Taylor and Taylor,
2004)—that purchasing power parity theory is valid at least in the long run.

King (1804, p.31-2) writes:

The degraded currency of one country being balanced against the pure
currency of another, an allowance is made for the degree of depreciation.
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An addition exactly equal to this amount is calculated upon all the debts of
the former country; and the apparent increase of debts has a corresponding
effect upon the rate of exchange, which is no longer a just criterion of the
commercial transactions between the two countries. Though the imports
and exports should be precisely balanced, though the debts and credits
should be equal; yet, as the currencies differ in their intrinsic values, the
exchange, though really at par, will appear to be unfavourable to that
county where the currency is degraded.

King, in contrast to Wheatley,’ while upholding the view that the exchange rate is
governed solely by monetary forces in the long run, allowed for the effect of real
disturbances. According to King (1804, p.38-9), the ‘natural effect of great and unusual
remittances appears to have been aggravated by a depreciated currency. [...] the subsequent
high price of bullion, as well as the unfavourable exchange, during the greater part of the year
1802, is to be attributed solely to a depreciation of currency occasioned by the excessive issue
of Bank paper.’

In devising an empirical test to determine whether a currency had been depreciated,
King was again careful to allow for the effects of real factors, stating that ‘as such causes of
irregularity are occasional and temporary, it may be safely affirmed as a general rule that
must ever remain true during the existence of the present commercial system of Great Britain
[i.e. the restriction of specie payments] that an unfavourable exchange long continued is
alone a decisive proof of a deranged and depreciated currency’ (King, 1804, p.60).

His attention to short-run real phenomena also moved King to issue the caveat that the
bullionist tests can only establish the existence, never the precise measure, of depreciation:
‘nor will the most careful reference to the two tests of the price of bullion and the state of the
exchanges enable us to ascertain in what precise degree a currency is depreciated; though the

general fact of a depreciation may be proved beyond dispute’ (King, 1804, p.40).

5 Wheatley and Ricardo denied that nonmonetary factors could exercise any influence whatever on the exchange
rate. Wheatley (1819, p.27-8) asserted that ‘a foreign debt, from whatever cause it arises... has no tendency to
draw money out of the country, unless our currency is relatively too great.’
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Further evidence that King was alert to the influence of real factors on the exchange
rate is provided by his formulation of the distinction between the nominal and real exchange
rates. Credit for this analytical innovation has been attributed by O’Brien (1978) and
Humphrey and Keleher (1982) to the moderate bullionist, William Blake, whose tract was
published seven years after King’s. While Blake (1966) elaborated the distinction at greater
length and used the terms somewhat differently, King (1804, p.37-45) also expounded the
distinction and employed it in his analysis.

For King, the ‘par’ rate of exchange (P) referred to the exchange rate stated in terms
of the pound price of a unit of foreign currency, as it stood when the price of bullion equalled
its mint par prior to the onset of the Bank Restriction; the ‘nominal’ rate (N) designated the
exchange rate actually observed at any point in time and determined by momentary supply-
and-demand conditions on the foreign exchange market. Although King did not give it an
explicit designation, the long-run equilibrium rate of exchange (E) corresponded to the
purchasing-power-parity rate. Because the equilibrium rate is not directly observable, King
employed the percent deviation of the current price of silver from its mint price to estimate it.
The real rate (R) King computed by multiplying the nominal rate by the ratio of the par to the
equilibrium rate, 1.e., R = P/E x N. Variations of the real rate therefore reflect only the
transient influences on the exchange rate of the real changes continually occurring in
commodity and capital markets. Thus when the real rate exceeds the par rate King spoke of
the ‘real exchange’ or ‘real balance’ as being ‘unfavourable’ and when the real rate stands
below the par rate he referred to it as ‘favourable’ (King, 1804, p.37-45).

An example of King’s use of this analysis is his explanation of the British exchange-
rate experience between 1802 and 1804. According to King (1804, p.41-2), ‘During the year
1802 the nominal balance was 5 per cent in favour of Hamburgh: but it is probable that the

real exchange was in favour of England; there being reason to believe, from the high price of
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silver [as a proxy for the purchasing-power-parity rate] that the favourable balance of trade
was counteracted by a depreciation of Bank notes to the amount at least 5 per cent.” By early
1804, the nominal exchange rate had appreciated back to equality with the par rate, while the
equilibrium rate as measured by the premium on silver bullion now stood depreciated by nine
to ten percent, prompting King (1804, p.41) to argue that ‘This extraordinary difference is
rendered intelligible by supposing Bank notes to be depreciated, and the real balance of trade

very different from the nominal, but by no other hypothesis.’

3. The monetary adjustment process

One of King’s most important contributions was his revival of monetary process analysis
(Sekine, 1973; Salerno, 1980), elements of which had been expounded by a long line of
British writers (Harris, 1767; Vanderlint, 1914; Cantillon, 1964; Hume, 1970; Gervaise,
1972). With varying degrees of insight and elegance, they contributed to the elaboration of a
sophisticated approach to analysing domestic and international adjustments occurring in
response to variations in the supply of and demand for a pure commodity money. However,
this approach was cast into a deep shadow by the comparative-static analysis of monetary
phenomena developed by Smith (1965)°. Variants of this latter approach are still in use in
current monetary analyses, which trace international monetary adjustment following a period-
by-period nominal price setting, or by allowing for nominal rigidities and imperfect

competition, i.e. staggered price setting (Clarida et al., 2002).

3.1. Adjustment under pure specie money

¢ While Boyd’s and Thornton’s earlier publications successfully challenged some aspects of Smith’s approach,
King renewed and refined the process analysis of pure commodity money, and adapted it to the circumstances of
convertible and inconvertible paper currencies.
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To explain the determination of the value of a pure commodity money within the framework
of the ‘closed” world economy, King adheres to the doctrine propounded by Hume, Harris,
and Smith (Humphrey and Keleher 1982, p.42-63).” According to this doctrine, the
purchasing power of money or, inversely, the general level of prices is established by the
interaction of the existing total stock of the money commodity and the demand for it in both
monetary and nonmonetary uses. King (1804, p.2-3) writes: ‘The metals... are employed
either in manufactures, or as current coin, or in the form of bullion for effecting the exchange
between nations; and their value will consequently depend upon the degree in which the
supply for these different purposes is proportioned to the demand. It must rise or fall as the
demand in each particular instance is increased or decreased.” On the other hand, King (1804,
p.116-7) argues, ‘a general increase of prices and diminution in the value of money’ result
from ‘an actual addition to the precious metals from the American mines.’

King does not refer to the cost of producing precious metals as a determinant of the
value of money, because King appears to have rejected the Smith-Ricardo view that cost-of-
production operates as the long-run determinant of the exchange value or price of
reproducible goods. Thus, King (1846, p.235) declares, without qualification, ‘in all cases the
price of every thing whatever is regulated by the supply and demand.’ Further evidence of
King’s view, as well as of his influence, is found in a letter by Ricardo to Malthus, wherein
its author expresses ‘astonishment’ that Lord King, Wishaw, and Malthus ‘agree... that the
measure of value is not what I have represented it to be; that the natural price, as well as

market price, is determined by the demand and supply,—the only difference being that the

7 The ‘closed’ economy is a model that permits us to abstract from the effects on exchange rates and the balance
of payments when analysing monetary and fiscal policies or cyclical shocks. The closed economy may be
imagined either as the entire world economy or as an autarkic national economy with no trade or financial
relations with the rest of the world.
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former is governed by the average of permanent demand and supply, the latter by the
accidental and temporary’ (Ricardo 1951, 7, p.250).

Regarding the international distribution of money, King accepts without reservation
the principles of eighteenth-century monetary process analysis, according to which an
equilibrium global distribution of the money commodity exists when its value or purchasing
power in terms of the complete array of nonmonetary commodities—abstracting from
transportation costs—is internationally equalized. This analysis implies that long-run flows of
money through a nation’s balance-of-payments are part and parcel of the process by which
disequilibrium in its domestic money market is adjusted. King, however, does not rest content
with conducting ‘comparative static experiments’ (Girton and Roper 1978, p.612); he is
concerned to elucidate the adjustment process by which a new monetary equilibrium emerges
from a disturbance of the previous equilibrium.

King’s analysis begins with his insight that people are not indifferent to the stock of
money they hold and always seek to economize on their holdings. The reason is that ‘every
superfluous quantity in the hands of individuals is attended with a positive loss to the holder.
There is therefore a constant effort on the part of each individual to reduce the quantity as
much as possible’ (King, 1804, p.104). For King, then, the key element in his account of the
monetary adjustment process is the real balance effect, defined by Patinkin (1965, p.598) as
‘that crucial intermediate stage where the monetary increase makes individuals feel their cash
balances are larger than needed so that they can expand their purchases accordingly.’

According to King (1804, p.105), in the case of a nation whose currency consists
purely of specie or of a mixture of specie and convertible paper, its nominal money stock is
rendered completely endogenous by the fact that ‘the same inducement to diminish the
quantity and prevent the excess of currency must operate in all given cases, and whether the

medium of exchange consists of coin or paper.’ In either case, individual currency holders
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will react to monetary disequilibrium in a manner which will prompt an international process
of adjustment. According to King (1804, p.104-6):

Where the currency of a country consists entirely of the precious metals...
if the quantity of specie is improperly increased, whether by Government or
from other causes, it will immediately be reduced within its due limits by
the care and attention of individuals, which will always prevent any
permanent excess of the circulating medium. ...In a mixed circulation of
coin and notes there can be no permanent superfluity of the latter, because
they would in that case be exchanged for gold.

The efforts by individuals to draw down their excess cash balances will have an impact on the
national balance of payments via both Humean relative price effects and direct expenditure
effects. It is the latter that have received almost exclusive emphasis in the modern monetary
approach with its real-balance orientation.

King also alludes to international money-commodity flows that occur without the
intermediation of relative price changes. The transfer of rent payments from Irish tenants to
landlords residing in England ‘is much assisted by the fact itself which creates the demand
for the remittances. [It] has the necessary effect of diminishing Irish imports, because
expenditure of revenue is transferred to another country; and it also increases the export of
the product which is no longer consumed at home’ (King 1804, p.86). This disturbance of
balance-of-payments equilibrium has a real source rather than monetary source. King’s
analysis shows, however, that he conceives shifts in the demand curve as an integral part of
the adjustment process. In fact, it contains ‘the first delineation of a demand-shift transfer of
unilateral payments in which the effect of the transfer of purchasing power is explained as a
reduction in the consumption of exportables in the paying country, freeing additional
commodities for export, rather than merely implied’ (Mason, 1953, p.132).

At the same time, King does not ignore or downplay the role of Humean relative-price

effects in the international adjustment mechanism. He envisages monetary disequilibrium as
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initially a local phenomenon, whose full eradication is never instantaneous but involves a
time-consuming process featuring a sequential adjustment of commodity prices. According to
King (1804, p.48-9), ‘every increase of an unlimited [i.e. inconvertible] paper currency
beyond that quantity which would naturally circulate must have the same effect as an increase
of gold and silver; and occasion a corresponding advance of prices. But the effect is not
produced immediately upon the issuing of notes; and some time must elapse before the new
currency can circulate through the community and affect the prices of all commodities.’
Therefore, international divergences in the purchasing power of money invariably
emerge as an immediate response to a domestic monetary disequilibrium and call forth
equilibrating flows of money and commodities through the balance of payments. Moreover,
the continual and unpredictable maladjustments between local stocks of and demands for
money and the consequent interlocal discrepancies in money’s purchasing power constitute
the reason for the extension of the division of labour and specialization to ‘the bullion trade’:

the trade of bullion is no longer carried on by the general merchant who
deals in ordinary commodities, but the bullion merchant whose peculiar
business it is to adapt the supply of the precious metals to the demand,
bring them from those places where they are cheap to others where they are
dear, and thus to reduce the value of gold and silver in all countries as
nearly as possible to one level (King, 1804, p.156).

King’s clear recognition of the time element in market adjustment processes, which restrains
him from embracing the notion of instantaneous arbitrage of the value of money, also leads
him to entertain the possibility that real forces can have an impact on the balance of payments
in the short run—as we also observed above in our discussion of the exchange rate.
According to King, nonmonetary or real disturbances of a nation’s balance-of-
payments equilibrium may result from such events as poor domestic harvests, subsidies to
foreign allies, or capital flight and, independently of any change in the monetary
fundamentals, cause an outflow of specie that temporarily reduces the domestic money stock
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below its long-run equilibrium level. As an example, King (1804, p.83-4) argues that a nation
possessing no mines ‘does not export any part of its gold or silver except upon some sudden
and unforeseen emergency not connected with the ordinary course of commerce... [when] the
price rises beyond its natural level, and forces out a part of the specie and of that average
quantity of the precious metals which is required for commerce and manufactures.” However,
despite this admission, King consistently holds that the balance of payments and the
exchange rate are fundamentally monetary phenomena which cannot be analytically isolated

from the overall monetary adjustment process.

3.2. Adjustment under a mixed system of specie and convertible bank notes
At the close of the eighteenth century, the prevailing approach to banking and convertible
paper currency entailed “a crude form of the ‘Banking Principle’” (Horsefield, 1953, p.1).
According to this principle, as long as bank notes are issued only in the discount of ‘real bills
of exchange’ and are immediately convertible into specie upon demand, the quantity and,
hence, the value of money in the nation of issue would not be affected, even in the short run.
King, however, deserves recognition for integrating the contributions of the eighteenth-
century monetary theorists with the diffuse insights and criticisms contributed by Boyd and
Thornton to provide a complete and coherent account of the monetary adjustment process
under a convertible paper currency.

In his analysis, King distinguishes between an ‘open’ domestic economy and the
‘closed’ world economy. While recognizing the endogeneity of the domestic money stock in
an open economy, King avers the applicability of supply-and-demand theory in explicating
the effects of a single nation’s issuance of specie-convertible bank notes on the global value

of specie money.
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King (1804, p.2) takes as the point of departure for his analysis Smith’s conclusion
that ‘as each portion of paper displaces an equal quantity of coin, the value of the precious
metals is not affected by this change of currency.’ In his estimation, this ‘is not however a
correct representation of facts,” because King refuses to adopt Smith’s assumption of the
individual nation as a price-taker on world markets.® He argues that ‘the substitution of paper
for specie... so far as it displaces the coin which would otherwise be employed... diminishes
the demand for those metals for the purpose of coinage, and has precisely the same effect in
reducing their general value as an actual increase of quantity to the same amount’ (King,
1804, p.3). Moreover, King emphasizes that, because gold and silver serve as international
media of exchange, the fall in their respective purchasing powers is not confined to the nation
issuing bank notes, but ultimately is transmitted throughout the world economy. The result is
that ‘the actual reduction in the value of gold and silver, which is produced by the paper
circulation of any particular country, is in proportion of the amount of such circulation to the
whole quantity of the precious metal applicable to the purposes of coinage and commerce
throughout the world’ (King, 1804, p.3-4).

King is however prepared to accept Smith’s conclusion regarding the practically
negligible effect on the international value of specie that results from a single nation’s
emission of paper currency in the form of bank notes unbacked by specie reserves (i.e.
fiduciary media). For King (1804, p.4), Smith’s observation is ‘true for all practical

purposes,” because ‘the extension of paper credit, which takes place in common times and

8 As Eagly (1970, p.65) notes: ‘The world demand for specie thus appears to an individual nation as infinitely
elastic with respect to its price in terms of commodities.” A similar statement appears in Eagly (1974, p.77).
Bloomfield (1975, p.485) describes Smith’s view that ‘any excess supply of money will be drained abroad in the
form of specie as individuals adjust to their excess holding of cash balances by increasing their foreign
expenditures,’ i.e., without the intervention of relative price effects, as anticipating ‘however crudely, the
modern ‘monetary approach’ to balance of payments theory and adjustment.’ Petrella (1968, p.372) refers to
Smith’s ‘automatic-export-of-surplus-metals principle.” Humphrey and Kelleher (1982, p.137-38) emphasize,
‘Smith clearly viewed money as a dependent variable and, as such, indicated that it would be automatically
supplied to the small open economy. ...[M]oney was viewed as fully endogenous or passive.” Arnon (2010,
p-48) also characterizes Smith’s view of a nation’s quantity of money as ‘demand-determined’ with ‘the
endogenous money supply follow[ing] the dictates of the balance of payments, price levels and so forth.’
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under ordinary circumstances, can only produce a very gradual depreciation, which being
shared by the world at large, is not felt as an inconvenience by any particular country.” And,
indeed, ‘experience seems to shew that no considerable depreciation is ever produced in this
manner.’

King’s analysis of the long-run effects of the issuance of convertible paper currency
does not represent so much a breaking of new ground as it does a return to the theoretical
approach of British monetary theorists before Smith, whose theorizing on banks was
conditioned by the undesired practical consequences of John Law’s doctrines—to which
Smith was more favourable (Salerno, 1980, p.212-3). Their approach to fractional-reserve
banking and bank notes turned on the insight that creation of fiduciary media in an open
economy, no less than an addition to the stock of precious metals, generates an excess supply
of money, which initially inflates domestic prices and incomes and is eventually cleared by
the efflux of specie through the balance of payments—as a consequence of direct-expenditure
or relative-price effects, or both. King’s critique of Smith completes this analysis by
demonstrating that the bank-created excess supply of money is finally and fully equilibrated
in the closed world economy by a global decline in the purchasing power of specie money.
Nevertheless, as mentioned above, King concedes that this decline is likely to be
imperceptible when the emission of fiduciary media is undertaken by the banking system of a
single nation-—thus echoing the mainstream view which uses a similar argument to support
the view that in this case, gains from international monetary coordination are insignificant.

King (1804, p.105) thus affirms that monetary disequilibria are adjusted in the same
manner, whether the domestic money stock is composed purely of specie or contains
elements of convertible paper currency: ‘the same inducement to diminish the quantity and
prevent the excess of currency must operate in all given cases, and whether the medium of

exchange consists of coin or paper.’ In either case the real balance effect will operate to
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induce currency holders to undertake those actions which promote the emergence of a new
equilibrium in the domestic money market.

However, King does not ignore the details of the time-path connecting successive
monetary equilibria, and contributes what was lacking in Smith, Boyd and Thornton—and by
extension, in current models of the global monetary equilibrium—, namely ‘a full account of
the mechanism whereby economic agents are actually induced to send gold abroad by the
introduction of paper money’ (Laidler, 1981, p.191). In fact, King’s microeconomic
description of the series of adjustments undertaken by economic agents in response to the
disturbances of their individual cash balance equilibria resulting from the emission of bank
notes is embedded in a complete theory of the competitive supply of currency, elaborated in
his chapter ‘On Country Banks’ (King, 1804, p.87-111).

King explicitly argued that the process that serves to clear an excess supply of money
in a nation endowed with a pure specie money functions in the same manner to adjust a
localized monetary disequilibrium created by the emission of convertible bank notes.
According to King (1804, p.105): “The notes of the private banks... are regulated by the same
principles [as specie]. So far as they are necessary for effecting the payments and circulating
the wealth of the district, they merely supply the place of the specie which would otherwise
be employed, and cannot therefore affect the general value of money. If they exceed the
quantity which is requisite for these purposes, the excess will be returned upon the Bank, to
be exchanged for the currency in which they are payable.’

While King heavily emphasized the direct expenditure effect in the process of
interlocal clearing of excess supplies of money, he did not neglect the equilibrating function
of interspatial divergences in the purchasing power of money. For instance, in addressing the
case of an excess issue and depreciation of bank of England notes, King (1804, p.109) wrote

‘if there was not a corresponding excess of country bank notes, the relative proportion of
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prices would be altered between London and those parts of the country where the currency
was carried on in some more valuable medium, and exchange would take place between
London and the several districts of the provincial banks in favour of the latter and against the

metropolis.”®

3.3. Adjustment under inconvertible paper currency
King’s emphasis on the real balance effect and on the time-related distinction between
transition effects and permanent effects was most evident in his description of the course of
monetary depreciation under a regime of inconvertible paper currency.

According to King (1804, p.6), ‘if the currency should exceed that quantity which the
effective demand of the public requires,’ there results a process of ‘depreciation.’ This
process is precipitated by the actions of those who first come into possession of the newly-
created currency, and it involves a step-by-step increase in the array of individual commodity
prices as the excess balances are spent and re-spent throughout the entire economy, a process
which continues until the purchasing power of money is finally reduced to its new
equilibrium level.

King (1804, p.50) acknowledged Hume (1970) as a forerunner in this type of

monetary process analysis. However, unlike Hume, whose analysis had proceeded on the

9 King’s also recognized the role of competition in the currency supply process, which explains his approach to
banking policy, and was to characterize all the later bullionist writings with the notable exception of Wheatley’s.
This position was best exemplified in a warning that King (1804, p.110-1) issued at the conclusion of his
chapter on country banks:

[T]o suppress the circulation of [country banks’] notes, or to restrict them in any manner

tending to give an exclusive privilege to the bank of England, would be as unjust and impolitic

as to grant a monopoly of any other branch of skill and industry to any private merchant or

company. When we consider the nature of the banking system, of all branches of trade the

most complex and delicate, and deriving its very essence and existence from the confidence of

the Public, it will appear that there is no subject upon which legislative interference would be

more improper or pernicious.
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basis of an assumption of unemployed labour!'®, King did not identify the increase of
aggregate output as a significant effect of the lagged and uneven adjustment of commodity
prices to a disturbance of monetary equilibrium. Rather, he used the earlier process analysis
of Cantillon in deducing that the inevitable time-lapse between cause and effect in monetary
adjustment processes generally produces a redistribution of income and wealth in society.
King (1804, p.48-9) explained:

It is this interval between the creation of new paper and the rise of prices
which may be a source of advantage to the persons who obtain loans from
the Bank. The merchant, to whom the notes are immediately issued,
employs them in the purchase of goods at the prices which they then bear,
or is enabled by the payment of a former debt to obtain credit for them at
those prices. But by the very effect of these notes when they are afterwards
circulated, the price of goods is enhanced; and the merchant has the
advantage of trade. If he is an exporting merchant, he will receive, besides
the usual profit, the amount of the depreciation which will have taken place
in the currency between the time of purchasing the goods and the arrival of
the remittance in return.

King’s analysis led him to identify the primary beneficiaries of the Restriction as the
stockholders of the Banks of England and Ireland and the merchants who discount with these
institutions. Alluding to the seignorage derived from the unrestricted creation of convertible
Bank of Ireland notes, King (1804, p.64) likened their resulting depreciation ‘to an income
tax which is levied not for the benefit of Government, but the proprietors of Irish Bank
stock.” Elsewhere, King (1804, p.69) noted the bonuses and dividends paid by the Banks of

England and Ireland to their shareholders since the inception of the Restriction, and

10 Over the years several doctrinal scholars have recognized that the starting point of Hume’s analysis was
implicitly a state of less than full employment. These include: Monroe ([1923] 1965, p.166-67); Vickers ([1959]
1968, p.227-28); and Rotwein ([1955] 1970, p.Ixiv-1xv). Rotwein points out the inconsistency between Hume’s
assumption of initial unemployment and his conclusion that the quantity effect of the influx of new money is
completely reversed at the end of the adjustment process. More recently Arnon (2010, p.16, 24) has argued that,
in a few places, Hume’s analysis of the neutrality of money ‘was modified to include some short term non-
neutralities.” Paganelli (2006), however, maintains that Hume consistently adhered to ‘pre-modern theories of
money’ tracing back to Aristotle in which the quantity of money was an endogenous outcome of trade and
industry, which were in turn activated and increased by expanding wants and a growing aggregate demand for
goods.
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concluded that it is not mere coincidence that the main supporters of the Restriction included
those who borrowed from the Banks. Stated King (1804, p.50-1):

The merchants of London and Dublin are probably little acquainted with
the writings of [Hume], and have never perhaps very accurately traced the
steps of the preceding argument. But their experience has undoubtedly led
them to the same conclusions; and there can be no doubt that since the
period of the Restriction discounts have been obtained from the Bank by
commercial men with less difficulty, and that these accommodations
together with the profits derived from hence have given their minds a strong
bias in favour of the measure.

Although pushing beyond Hume to the rediscovery of Cantillon’s insight relating the
distribution effects of monetary inflation to the short-run non-neutrality of money, King did
not attain here Cantillon’s further insight that money is non-neutral even in the long run—i.e.
that the monetary adjustment process can never finally yield a price level that varies
equiproportionally with the money stock (Cantillon, 1964). Similar views on monetary non-
neutrality—closer to the sense in which Cantillon and King envisaged it—have been
reintroduced in current research. They underscore the idea that unconventional monetary
policies—Ileading to monetary spillovers, crises, and currency wars—have irreversible effects
on domestic variables such as the structure of output, relative prices, and the distribution of
wealth (Cheng and Angus, 2012; Hoffmann and Schnabl, 2016).

For example, King (1804, p.31-2) argued that inconvertible paper currency ‘if
multiplied beyond the demand, must be depreciated in the degree of its excess. In the course
of commercial dealings this increase of quantity is soon discovered; and prices are increased
in proportion.’ Later, however, King (1846, p.278-79) reversed himself on the subject,
arguing that a permanent redistribution of wealth and corresponding reorientation of the
economy’s production structure had indeed resulted from monetary inflation: ‘through the
means of the increase of the quantity of the currency, a rise of prices, had changed the

distribution of wealth, and the employment of capital. By putting an end to the restriction, an
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alteration in the employment of capital, and the distribution of wealth, must be produced in
an opposite direction to that which the depreciation of the currency had produced.’

Here also King (1846, p.279) recognized the phenomenon of ‘forced saving,’ the
increase in capital investment which results when real income is transferred from labourers to
entrepreneurs during the process of monetary depreciation. This type of analysis has now
been relegated to the history of economic thought, but as Ahiakpor (2009, p.144) argues,
‘before... Keynes’s economics took hold in modern macro-economics, employing the forced-
saving mechanism was a commonplace.” While King’s discussion of forced saving was
preceded in time by those of Thornton and Malthus (Hayek, [1932] 1969), King advanced
further than both and suggested a relationship between forced saving and ‘the system of
overtrading,’ that is, the boom-bust cycle.

In discussing the merits of this classical doctrine, and its role in business cycle theory,
Ahiakpor (2009, p.145) argues that ‘one really does not need the equipment of modern
mathematical economics to explain the short-run non-neutrality of money on output and
employment from the phenomenon of lagging factor prices behind changes in the price
level... All one needs is a lack of full anticipation of changes in the quantity of money and
the price level, which is entailed in the classical explanation.” Although the meaning of the
term ‘forced savings’, in relation to the increase in investment and the evolution of
consumption during economic booms and busts is still disputed (Ahiakpor, 2008; Garrison,
2008; Salerno, 2012), this nevertheless shows the ongoing usefulness of classical doctrines
for modern macroeconomics.

In King’s view, furthermore, it was not only increases in the supply of currency
unmatched by increases in its demand which cause depreciation; he also identified
expectations as a cause of fluctuations in the purchasing power of money. King’s prescience

in this regard is worth highlighting, as it was only in the 1970s when the role of expectations
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was fully acknowledged by contemporary monetary research. Even so, scholars still
encounter difficulties in modelling the impact of expectations on the exchange rate and the
international monetary equilibrium (Broz and Frieden, 2001, p.322-23), particularly if their
framework includes various aspects of money non-neutrality (Moreira et al., 2016).

King (1804, p.5-6) argued that once its link with gold has been severed, a currency
no longer has a ‘determinate value’ and, therefore, ‘is in danger of being depreciated from
two different causes; viz. by want of confidence on the part of the public, and an undue
increase of the quantity of notes.” Recognizing that a fundamental change in the monetary
regime will radically alter expectations, King contended that even if those charged with
regulating the supply of an inconvertible currency ‘should confine their issues within the
most just and reasonable limits; yet if their credit or solvency is doubted, it is impossible that
their notes can circulate at the full nominal value’ (1804, p.5-6). Furthermore, King
maintained, ‘similar depreciation must take place’ as a result of an increase of the quantity of
currency in excess of its demand and despite the public’s ‘most implicit confidence’ in the
issuer. Alluding to historical instances of the issue of indefinitely inconvertible currencies in
Europe and the American colonies, King concludes that ‘in every known instance such notes
have uniformly been depreciated; probably by the joint operation of both the causes’ (1804,
p.5-6).

It is true that in this discussion King did not explicitly establish the intermediate links
between loss of credibility in the monetary authority and a fall in the demand for money, and
between the latter and the depreciation of the monetary unit. Nonetheless, his cognizance of
these may reasonably be inferred from his conception of monetary demand as a demand to
hold cash balances in conjunction with his position, noted above, that the value of any good,

including money, is determined solely by the forces of supply and demand.
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4. Conclusion

The virtue of Lord King’s analysis is that it integrates into a unitary adjustment
process the short-run and long-run effects on domestic and international variables of
monetary shocks. Although focusing primarily on the analysis of monetary shocks, King,
unlike Ricardo, does not ignore real shocks. Furthermore, although King is intent on tracing
out how domestic and international monetary equilibrium is re-established after a given
shock, his analysis is implicitly dynamic in the sense that it takes into account the sequence
and timing of the endogenous changes (e.g., in the demand for money) that intervene between
the initial and final equilibria.

In our contemporary world of tightly integrated and globalized markets for goods and
assets, King’s approach to the monetary adjustment process is highly instructive. For King
and other bullionist writers did not distinguish between open and closed national economies.
The only closed economy was the world economy, and all variations in money caused
changes that precipitated interspatial adjustment processes that operated with indifference to
political boundaries. This is in sharp contrast to contemporary macroeconomic research,
which—even after the global financial crisis—continues to devote the lion’s share of its
analysis to closed-economy models while ‘opening up’ the macroeconomy as an afterthought
(Abel et al., 2011; Hubbard et al., 2012; Froyen, 2013).

A broader point to be made, however, is that contemporary macroeconomics, and
international monetary economics in particular, has become subject to deep dissatisfaction
among some of its most noted practitioners—and not merely because of the failure of its
models to forecast the financial crisis and the Great Recession. In the present paper we have
endeavoured to provide just one example of the application of the technique of doctrinal
‘backtracking’ that can propel monetary macroeconomics forward. We believe this highlights

the importance of drawing attention to the neglected contributions of a writer like Lord King,
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and provides an alternative approach that may enrich the current discussion concerning the

effects of international policy coordination.

Supplementary material
Supplementary material—the Appendix and the Data files—are available online at the OUP

website.
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