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Introduction

| would like to show that Ricardo’s banking theasyrelated to his interest rate theory. This
statement logically implies that he promotes agioal view of the role of banks. This will
allow me to reconsider the type of monetary poligsoposed by Ricardo and the
interpretations that have been made with respast gblicy (Arnon, 1987; Davis, 2005;
Sayers, 1953).

He refers to a natural and market rate of inteavaghe capital market. There is no bank credit
market and no money market as a special markéigtadity for banks. His National Bank is
not lending but issuing money by buying gold, anddes not bring a Bank rate monetary
policy into operation. His mention of an open margelicy in 1823 is neither related to a
base money policy nor to a lender of last resolitpoalthough it permits a flexibility of the

supply of money without “discretion”, but withinsat of rules.

| will present the paper in three steps. Firstjll present Ricardo’s theory of the interest rate.
Then | will discuss Ricardo’s banking theory andafly 1 will show that Ricardo’s ideas
about the reform of the British monetary system #ralcreation of a National Bank and its

monetary policy proposed a way of implementing ¢nb®ories.



For these three points, | will examine Ricardoa&etents from 1811 to 1823, which present
a consistent and rather unmodified theory. Along Way, we will discuss the Ricardian
legacy in these topics, for example in Wicksell.

1. Ricardo’s theory of the interest rate

According to Ricardo, there is only one overallwief the interest rate, that is, either as a
natural or a market interest rate. These are relat¢éhe capital market. The banks’ credit rate

is no different from the rate on the capital market

a) The interest rate is determined by and equal tardhe of profit on capital in real terms
over the long term. This is called a “natural iesdrrate”. So, at this rate, there is an equal
balance between investment and saving. This rgierdis on the quantity of capital and not
on the quantity of money, a fact that Ricardo camigy stated from 1810 to 1817 (Ricardo,
1810, p. 273; Ricardo, 1811, pp. 88-89; Ricardd,71&hap. 21 and 2%)

“The interest for money ... is not regulated by taterat which the Bank will lend..],

but by the rate of profits which can be made byehwloyment of capital which is totally
independent of the quantity of money or of the gadfi money.”(Ricardo, 1817, chap. 27, p.
363)

It is not necessary, on the theoretical levelntooduce a “market of money loans” (as money
is only the medium through which one can acquirgtal. Nevertheless, Ricardo notes that,
on a “practical”’ level, to observe the interesergiven for the use of money” on this market
could help us to have some idea of the rate ofitgsrais Adam Smith had suggested (Ricardo

is summarising Adam Smith on this point).

“Adam Smith has justly observed that it is extreyneifficult to determine the rate of the
profits of stock.[...] [H]e suggests that “the market rate of interest wddl us to form some
notion of the rate of profits, and the history bé tprogress of interest afford us that of the
progress of profits.” Undoubtedly if the marketeraff interest could be accurately known for
any considerable period, we should have a tolerednisect criterion by which to estimate the
progress of profits.” (Ricardo, 1817, chap. 21296)

But, Ricardo underlines that, in many countries, $itate has prevented the existence of a free
market of interest by establishing a maximum rdtenterest. As a result, this rate fixed by

! According to Schumpeter (1854, p. 720- 722), thia tharacteristic of the Classical School.



law provides false information, although it is ofténe only information at our dispo&a$o in

fact, we do not know what the actual market interate is. For example, during the war at
that time (and because of the situation of wamgcesi Exchequer and Navy bills were
discounted, this gave their buyers 8% for their ayoand individual agents were obliged, by
indirect means, to borrow at more than 10% whenlébal interest rate was 5% during the

same period.

The price of the funds was regulated by the genatatest rate given on money (Ricardo,
1811, p. 93). However, according to Ricardo, tipeice is not a good criterion by which to
judge the interest rate. This is because the stauket is so loaded with government loans in
times of war, and in times of peace lenders arewilting to divert their funds from the
employment to which they are accustomed. As a tiethdir price is never fixed at a fair
level, and the interest rate on these securitigemerally not equal to the general market rate
(Ricardo, 1817, p. 298). For these reasons, tleeast rate determined on the stock market is
not relevant for Ricardo.

b) There is a temporary variation of the market egérate from its long-term level (the rate
of profit) or its “natural level”. However Ricardioes not describe this variation by way of a
determination of this market interest rate on aketafor loans (or loanable fundg)he latter

is not relevant to Ricardo’s economics.

On this point, we can compare Ricardo’s economiith W. Tooke’s interest rate theory,
which makes an important contribution to the deteation of the interest rate on a loanable
funds market (Tooke (1826)). According to the latthe rate of profit is estimated in kind,
and the rate of interest is calculated in moneyKedbelieves that it is a fundamental error of
the doctrine that this consideration has been ogokdd (Tooke, 1826, p. 9). Tooke wishes to
examine in what respect the interest rate is aexiraf the rate of profit Of course, he says,
the average interest rate may have some incidemdbeorate of profit, because it indicates

2“n all countries probably these laws are evadbed records give us little information on this headd point
out rather the legal and fixed rate, than the ntandte of interest...Little dependence for informatthen can be
placed on that which is the fixed and legal ratentdrest, when we find it may differ so considdydbom the
market rate....Adam Smith thinks the legal rate fottd, and did not precede the market rate of intéres
(Ricardo, 1817, p. 297). Ricardo does not mentiah Emith was in favour of an interest rate regomat

% “The commonly received opinion and that whichémerally adopted by political economists is, thetrate of
interest is governed by the rate of profit”. Todken illustrates this opinion by a quotation fromadCulloch, in
his article “Standard of National Prosperity”, hetEdinburgh Review, n° 79, pp. 8-9, which follatve
Ricardian tradition (Tooke, 1826, p. 6).



the degree of expectation on profit and these dapens are realized over the long term.
However, this is practically useless for periodsfof example, ten years, when the rate of
interest is not always related to the rate of pr@bid., p. 7). He distinguishes between
monied capital (which is lent on securities) andency (which is a means of transactions for
commodities); the rate of interest is determinedtiy confrontation of the supply and
demand of monied capital (ibid. p. 11). Lenders andowers are classified according to
their levels of risk. In this framework, what arhet consequences of an increase in
circulation? As every increase of paper is issugdwiay of loans, “it cannot enter into
circulation other than by reducing the interesg¢rathen all other factors remain the same...”
(ibid., p. 23). Therefore it seems to have a terapoeffect on the interestte first, before it
“can be traced to the prices of commodities” (ipd.23)*. However, this will also induce
those with capital to take more risks (make “haaasi investments) in order to maintain
their income and it will lead the borrowers to exteheir borrowing at a reduced rate (ibid.,
p. 21). Also, if this coincides with a speculatiaeticipation (due to other causes (Béraud,
2009)) in which the prices of commodities are gsithis will cause a greatly increased
demand for loans from a higher risk class of boexwMibid. p. 24). Tooke quotes Adam
Smith on the subject of “overtrading” (ibid. p. 2%or Smith, overtrading corresponds to a
situation where there is a disequilibrium betwemsvestment and saving due to “projectors’
behaviour”. A. Smith has shown that this procesisen the destruction of capital and credit.
In summary, according to Tooke, the increase ofifreand of loans will be combined with a
reduced supply and both will contribute to a glieatease of interest, which may be above
the former level, and will not involve a returnequilibriunt. That is why he was in favour of
a monetary policy with a discretionary discounergbm the Bank of England, in order to

limit interest rate fluctuations such as these.

* “When the amount of the circulation has becom#eskt for any length of time, at a particular leve.: the
rate of interest will then be governed entirelythg supply and demand for capital as resulting from
circumstances independent of the currency.” (ipi®3).

®“Thus, while the demand for capital is increaged very great degree, the supply of it is dimiatmot only
relatively to the increased demand, but to the @ramount of supply” (ibid., p. 27).

| partly disagree with Arnon (1991, p. 86). On tme hand, he underlines that, concerning “his stichied
theory of the rate of interest” in his (1826) pameph‘Tooke places himself outside the mainstredmiassical
thought by suggesting that monetary phenomena daeffect on the real side of the economy”. Yetthan
other hand, he considers Tooke to follow Ricardltgesan increase in the circulation can only create
temporary disturbance and the rate of interestaamove away from the rate of profit for long. brcf, | think
that Tooke is persuaded that the disturbance s



In Ricardo, this temporary deviation of the maniade from its natural level is sometimes, but
not always, due to the variations in the quantitynoney. It is in fact related to the more

general mechanism for the regulation of commoditygs.

- The first cause of this deviation is a variat@frthe quantity of money and this is regulated
by the quantity theory.

This is the case in Ricardo (1811). At that timesaRlo considered that the only perturbation
to the interest rate level was due to the variatibthe quantity of money, whether it was an
increase in the amount of banks’ loans in notea discovery of a new gold or silver mine.
Therefore, the way it is introduced into circulatioy banks in particular) does not really
matter.

“I do not dispute that if the Bank were to bringaage additional sum of notes into the
market, and offer them on loan, but that they wdulda time affect the rate of interest. The
same effects would follow from the discovery ofidden treasure of gold or silver coin. If
the amount were large, the Bank, or the owner eftteasure might not be able to lend the
notes or the money at four, nor perhaps above theeeent; but having done so, neither the
notes, nor the money would be retained unemployethé borrowers, they would be sent
into every market and would every where raise theepof commodities till they were
absorbed in the general circulation. It is onlyidgrthe interval of the issues of the Bank, and
their effect on prices that we should be sensilblaroabundance of money; interest would
during that interval be under its natural levelt s soon as the additional sum of notes or of
money became absorbed in the general circulatienrdte of interest would be as high and
new loans would be demanded with as much eagemsedsefore the additional issues.”
(Ricardo, 1811, p. 91)

In 1811, the regulation is at work through the wéehe prices of commodities which result
from the increase of purchasing power due to the of the quantity of money (“they would
be sent into every market and would everywhere rthis price of commodities”).

We find the same in Ricardo (1817, chapter 2128{@-298).

“the rate of interest, though ultimately and pereraty governed by the rate of profit, is
however subject to temporary variations from ottarses” (Ricardo, 1817, p. 297)

“If by a discovery of a new mine, by the abusesbahking, or by any other cause, the
guantity of money be greatly increased, its ultengffect is to raise the price of commodities
in proportion to the increased quantity of moneyt there is probably always an interval,
during which some effects is produced on the rateterest” (Ricardo, 1817, p. 298).

Money has an effect on the interest rate only dutire time of regulation by the quantity
theory. Davis (2005, p. 9) considers Ricardo toehevmpleted Hume’s mechanism through

this variation in the rate of interest.



- In Ricardo (1817, pp. 297-298), there is anottearse of deviation and another regulation
mechanism: this is the general principle of fluttuas in the market prices of commodities.

The interest rate will vary during the “time ofgHluctuation”.

Market prices of commodities vary in proportionstgpply and demand. In the event of a fall
in prices due to an abundant supply or a decreasdemand, it is possible that the
manufacturer will borrow to meet his usual paymeptsferring not to sell at reduced prices.
This will entail a rise in the demand of credit amdise in the interest rate. However, the
market price will soon increase and return to aisrfer level and the demand for credit will
fall, as will the interest rate. Therefore thisigfion in the interest rate is only temporarily
different from its permanent level, which equateshie rate of profit — that is, it lasts as long
as the market price fluctuates either side of #itenal price of commodities. And, if there is a
permanent fall of demand in this industry, the nfacturer “no longer resists the course of
affairs: prices fall, and money and interest regher real value” (Ricardo, 1817, p. 298).

In this mechanism, we find that the interest ratk wary in contradiction with the rate of
profit. If market prices fall below their naturavel in an industry, Ricardo says that the rate
of interest will temporarily rise (although the rket rate of profit will fall in this industry).

- Following the same line of thought, in his letterGrenfell (on the 27 of August 1817,
reprinted in Heertje A., 1991, pp. 520-8pRicardo considers the question of the variations
of the “market rate of interest for money”. Nornyalpbermanent causes that lower the rate of
profit (such as accumulation of capital and popoigtpermanently lower the natural interest
rate. In addition, there are temporary factors thake the market rate of interest vary from
this natural level for a certain period of timeteafwhich it returns to its natural course. This
is notably the case during the period commenciomfthe end of the war and throughout the
transition from war to peace. This is due to the fhat, on such occasions, there has been a
great disruption in the different uses of capitatl @n unusual quantity of capital has been
thrown into the market to seek new occupations.ddethe usual mechanism at work in
capital movements from one employment to anothédetéayed” and takes more time; this
situation represents a “friction of the machindidi p. 521).

® This letter was in Lord Grenville’s library. Itsaow be found in the British Library under the tiieg of
“Dropmore manuscripts” and has been published biiefertje inHistory of Political Economy1991, 23: 3.



“Although there is no amount of capital which mayt e employed in a country there is
probably an interval while it is seeking its ultimalestination, during which it particularly
operates on the interest. May we not be experigmgilch an interval now, when so different
a direction is given to capital from the changerfrevar to peace?” (ibid. ,p. 521).

In a letter to Malthus on the 2bf October 1917 (Ricardo, 1966, 7, p. 199, qudigtieertje

A., 1991, p. 523), concerning this question, Ricamticates that there can be a divergent
evolution in the rate of interest with respecttie tate of profit, since a low rate of interest is
compatible with a high rate of profit “when capitalmoving from employments of war to

those of peace”.

Therefore there is no specific market for determgnihe rate of interest and its fluctuations.
The latter refers to the capital market and thehaeism of regulation of the market prices of

commodities. This will be a constraint for the rofdbanks.

2. Ricardo’s banking theory

On the one hand, Ricardo is stating that the baciedit market does not need to be taken
into account since the way in which money is boedvis irrelevant. Money is a means of
exchange of commaodities. In fact, for him, it isspible to abolish financial intermediation.
Lending by banks can be ignored. Banks are unnacess the general mechanism of
regulating the prices of commodities. On the otieerd, Ricardo also states that banks can be
dangerous when they decide to fix their rate cérieét too low, below the long-term market

rate, thus disturbing the regulation mechanismetovered above.

a) Banks are unnecessary

The relevant rate of interest is the rate on chfptns but not on bank credit. The “market
rate of interest and profit” (in Ricardo’s termg)ed not depend on the “issues of money and
on the channel through which it is issued” (Ricart@l7, p. 363).

In Ricardo (1817), chapter 4, “On natural and maptee”, p. 89, Ricardo indicates that the
change in the employment of their capital by theleyers of stock, withdrawing from a less
profitable trade and investing in another more ipsbfe one, will be made through the aid of
the “monied class” who is engaged in no trade wWhua live on the interest from their money

and discounts bills, or make loans. He recalls thmtkers do the same. These are the



principles that allow capital to be apportionedetch trade in the precise amounts that are

required.

Ricardo agrees that the demand for money at thie d@pends on a comparison by borrowers
between their rate of profit and the rate of insee which they can borrow (Ricardo, 1817,
p. 364). However, it is always possible to borrow the market (and not from banks) if

borrowers want to pay the market rate.

“This, however, is to suppose that money couldb®borrowed if the bank did not lend it...
But as a country would have no deficiency of clathwine, or any commaodity, if they had
the means of paying it, in the same manner nevtloeild there be any deficiency of money to
be lent, if the borrowers offered good security avete willing to pay the market rate of
interest for it.” (Ricardo, 1817, p. 363)

In Ricardo (1810), p. 281, he states that it maieslifference whether those who save lend
the money themselves or have a banker lend theiveyndor them, because a pecuniary

revenue can never be obtained in the form of momatyby hoarding.

Ricardo (1811, Appendix, p. 126) indicates thatKsarthrough their intermediation, may
make excessive profits by lending. Therefore it lddae better to rely on the direct financing
of shareholders’ savings to producers, becaudbgitatter case, interest would be paid to the
owner of the real capital, or else it would be pasidividends to the owner of the banks

(which is unjust according to Ricardo).

As we will see below, in his Plan for a NationalnRa he was to implement the same
principle. The only role of the public bank he wethto establish was that of issuing money,
but not lending it. If this Bank replaced the Baok England, this would not preclude
merchants from borrowing money from elsewhere. Haritwe will explain how the right
guantity of money according to the needs of trads @ be determined and issued by this
Bank.

“After a well regulated paper money is establisiteese ( -the whole business of the whole
community- SD) can neither be increased nor dirheulsby the operations of banking....;
and it is probable, too, that the same amount afeyanight be lent, not always at 5 per cent
indeed, at a rate fixed by law, when that mighubder the market rate, but at 6, 7 or 8 per
cent, the result of the fair competition in the kearbetween dealers and the borrowers. “
(Ricardo, 1817, p. 365)

Of course, banks are unnecessary for lending dapiththey are also unnecessary for short

term or commercial credit. Since banks are supptsddnd at the market rate of interest,



what is the advantage of borrowing from them? therefore not necessary to distinguish a

discount market or a bank credit market from thatehmarket.

That is why Ricardo is sceptical about the advaegdg be gained by means of cash accounts
accommodation derived by merchants from the Scbafkers that Adam Smith refers to.
Ricardo considers that the quantity of money thaghitbe advanced and put into circulation
is a given amount. Therefore, whether it is advdnga discounting by banks or by means of
cash accounts credit is of no importance. One nofdgrculation will substitute the other.
The way banks are lending is not relevant.

“...but, as the banker, in proportion as he advanoesey and sends it into circulation in one
way, is debarred from issuing so much in the otheis difficult to perceive in what the
advantage consists. If the whole circulation wékb only one million of paper, one million
only will be circulated; and it can be of no remportance either to the banker or merchant,
whether the whole be issued in discounting billaqrart be so issued and the remainder be
issued by means of these cash accounts.” (Rica81,, p. 366).

We will see below, in section 3, that the Natiof#nk that Ricardo wants to create,
according to his plan, is the sole issuer of mdn#étydoes not provide loans. Other banks will
only give credit but not issue money. In this liolethought, banks are lending the money
again or reintroducing the money that has beeredgureviously from another part of the
economy. Thus, they increase the speed of ciroulati this money.

Ricardo’s criticism to Smith is noteworthy. It dravthe line between himself and another
tradition based on Smith and which was to contiwite Thornton and the Banking School
(Skaggs, 2003; De Boyer and Diatkine (2008)). Tdteet, on the contrary, will insist on the
role of banks in both discounting bills and lendingney, and on the importance of the credit

and money markets and the banks discount rate.

b) Banks are dangerous

- According to Ricardo, when banks are issuing ngadheough lending, it is possible for them
to overissue. If banks increase their monetarydp#ns will not entail a permanent variation
of the interest rate; instead, this will result andepreciation of the value of morey

According to Ricardo, if banks could permanentlieetf the rate of interest, this would give

" “Whether a bank lent one million, ten million, ohandred million, they would not permanently attes
market rate of interest; they would alter only tiadue of the money which they issued.” (Ricarddl 2,8. 363-
364).
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them too great a power, because this would redueedte of profit. Hence this conclusion

must be excluded because it would contradict his theory of the rate of profit.

“To suppose that any increased issues of the Bané& tihe effect of permanently lowering the
rate of interest, and satisfying the demands obatrowers, so that there will be none to
apply for new loans, or that the productive goldsibver mine can have such an effect, is to
attribute a power to the circulating medium whitlean never possess. Banks would, if this
were possible, become powerful engines indeed.rBgting paper money, and lending it at
three or two percent under the present market ohiaterest, the Bank would reduce the
profits on trade in the same proportion; and ifytheere sufficiently patriotic to lend their
notes at an interest no higher than necessarytthpaexpenses of their establishment, profits
would be still further reduced; no nation but bsngar means, could enter into competition
with us, we should engross the trade of the world.what absurdities would not such a
theory lead us! Profits can only be lowered by enetition of capitals not consisting of
circulating medium.” (Ricardo, 1811, p. 92).

- However, for the last twenty years, banks hawndending and giving money at a rate of
interest fixed by law below the level of the markate which is the rate at which the
merchants would have borrowed elsewhere (Ricar@lb7,1p. 364). In maintaining bank rates
below the market rate, banks can lend an infinuangity of money. This leads Ricardo to
criticize the Bank of England’s and other banksqy8I(ibid, pp. 364-365)In so doing, banks

counteract the regulation of the prices of commeslitthat is, their equalization to their
natural prices and at the same time the equalizatiche rate of profit to its natural level.
The situation is the same when a merchant permigrermiplies a commodity at a price under

the market price that is lower than its cost ofduation.

“What would we say of an establishment which shaoatgularly supply half the clothiers with
wool under the market price? Of what benefice waulike to the community? It would not
extend our trade, because the wool would equaNy lieeen bought if they have charged the
market price for it. It would not lower the pricé cdoth to the consumer because the price
...would be regulated by the cost of production tosth who were the least favoured.”
(Ricardo, 1817, p. 364)

This would only redistribute profits between indieg or between merchants within one
industry. Those who benefit from this lower pritiee(buyers) will see their profits rise above

the general level in the economy and others willezdence a decrease in their profits below

the general level.

B . ; but | confess that to me seems rather an dibjeto their establishment than an argument imfa\wof it.”

(ibid., p. 364).
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“Its sole effect then would be to swell the profifsa part of the clothiers beyond the general
and common rate of profits. The establishment wdwdddeprived of its fair profits, and
another part of the community would be in the saegree benefited.” (ibid.)

This is the same in the banking industmy fixing the rate of interest below the markater
banks will disturb competition in the market, asliwas the regulation of the prices of

commodities.

Therefore, in Ricardo, there is only a market @fténterest that cannot permanently deviate
from its natural level or from the rate of profits movement is described by the common
analysis of the regulation of commodities pricelse Tharket rate of interest is determined as
any commodity price is determined.

“In another part of this work, | have endeavouredliew, that the real value of a commodity
is regulated not by the accidental advantages winiai be enjoyed by some of its producers
but by the real difficulties encountered by thabdarcer who is least favoured. It is so with
respect to the interest for money.” (Ricardo, 1§17363)

As a result, a bank credit rate is not differentirsuch a market rate. We may ignore banks.

A central bank discount rate is not relevant anthoabe a tool for monetary policy.

This rate of interest is not involved, and doeshwote to regulate the balance of trade through
international capital movements and exchange raiéss is because, in Ricardo, the

regulation of the balance of trade refers to th&cgspecie flow mechanism”.

As regards Ricardo’s analysis of the rate of irgeré is important to discuss Wicksell's
criticism. It is important because, although thiteelaconsidered himself to be following and
refining the Classical analyses — especially Riocard he stresses the banks credit rate and
introduces the credit market. Some commentatorsiden Wicksell to be a follower of
Thornton (Humphey, 1990) and others see him aiawer of Ricardo (Ahiakpor, 1999).

c) Wicksell and Ricardo

% “Now this is precisely the effect of our bankingagishments; a rate of interest is fixed by the kelow that
at which it can be borrowed in the market and istriéite the Bank are required to lend, or not hal lat
all....and a part of the traders of the country arfainly, and for the country unprofitably benefitdr being
enabled to supply themselves with an instrumeiitaafe at a less charge than those who must bendad only
by market price.” (Ricardo, 1817, p. 365).
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- According to Wicksell, there is no convergencehl® market rate of interest to the natural
rate and they may diverge permanently and in a tathme way. On the one hand, he
underlines the importance of Ricardo’s analysisoi&ell, 1898, pp. 81-82; see also Eberling
(1999)).

But, on the other hand, Wicksell (1898, p. xxivesses that, according to Ricardo, in order to
bring about a permanent fall in the rate of interdse excess of money would have to be

constantly renewed; Ricardo himself insisted this only be a temporary phenomenon.

He also shows that Ricardo’s analysis contraditdslfi (Chiodi, 1991, pp. 9-12).. First,
according to Wicksell, if the reduction in intereate (in order to bring into circulation the
increased volume of money, as is assumed by Rifat@ds to result in lower costs of
production and consequently lower prices, thenddmand for credit instruments would be
diminished and not increased, and the money wdold back into the banks. Hence, the
banks cannot increase the volume of circulatiof.tlils point of view is not to be self
contradictory we must assume that a spontaneoteritogvof the loan rate by the banks — i.e.
a lowering not caused by a fall in the real ratentérest- will produce higher costs and higher
prices so that the ability of the country to expadstoad will be diminished and not increased.
And this is in full accord with Ricardo’s view ...than increase of bank notes ....leads to an
outflow of metal and an inflow of foreign goods...BRicardo’s argument by no means
explains why, how and to what extent a lower rdténterest has this effect, which is the
essence of the problem.” (Wicksell 1906 (1935)1,81)

Moreover Wicksell precisely criticizes the way inhieh Ricardo demonstrates that a
permanent fall in the rate of interest is impossibécause he “attempts a further proof by a
reductio ad absurdunwhich is much less convincing” (Wicksell, 1906 (533p. 179).
According to Wicksell, Ricardo’s whole argument, Ricardo (1811, p. 92) that the
permanent lowering of interest rates would forcevaldusiness profits (see above on p. 10)
and “would improve the competitive powers of theirmoy in general is in complete conflict
with the well-known theory of international traddnish Ricardo himself later adopted and
which bears his name” (Wicksell, 1906 (1935), p0)1&his would contradict his theory of
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international trade regulated not by absolute cbstdy relative costs. And a fall in the rate

of interest cannot cause a fall in the prices bofthe commodities in the countfy

- Most of all, Wicksell is criticizing Ricardo famot taking banks into account. Of course, in
1898 (1898, p. 81), he does consider that Ricahdold be credited for having answered in
the affirmative to the question as to whether ihighe banks’ power to regulate the exchange

value of money at will, however:

“He never examined in detail by what means the batduld succeed in putting a larger
amount of their stocks in money or notes into datan and especially what effects the
lowering of the loan rate would have on the demfandredit instruments and on the level of
prices.” (Wicksell, 1906 (1935), p. 178)

Wicksell is thus stressing the fact that banksissaing notes through loans, and as a result,
the important variables are the demand for cretittae loan rate, not the quantity of money
(ie. the demand for money) but the demand for tredi

“In other words, the real cause of the rise inggics to be looked for, not in the expansion of
the note issue as such, but in the provision byBaek of easier credit, which is itself the
cause of the expansion.” (Wicksell, 1898, p. 87)

Wicksell defines the natural rate as the one whigobuld be “neutral in respect to
commodities prices” and also as the one which wddddetermined if all lending were
effected in real capital goods (ibid., p. 102). Hoer, in a world with developed bank credit,
there could be a “difference between the rate t&fr@st obtainable by direct lending to others
and the rate paid by the banks to depositors” (1898.05). Ricardo makes no difference
between theses two rates because he is speakimgttie point of view of a world without
bank credit and in which there is only direct lergdiWicksell is stressing that, in Ricardo, the
rate of interest is the one that is concerned witupply and demand of capital in real terms
(Wicksell, 1906 (1935), p. 179). It is therefore wpinion that, along the way, Wicksell has
pointed out what Ricardo’s view of the natural rat@nd how it corresponds to an economy
in which banks are unnecessary (see above, p. 7).

10« as far as ...the resulting reduction in rateintdrest and profits are concerned, this certginbgduces a

cheapening of those articles for the productiowlith an especially large amount of capital is mesgly but
alsoeo ipsoan increase in the cost of articles which reqoimmparatively little capital....a fall of profits of
capital is, as Ricardo so clearly shows elsewlbeesame as increased share of labour in the produoake all
those goods dearer which are mainly the produptasfual labour and do not require the employmemtudh
capital. A fall in the rate of interest caused bgreased capital wealth thus causes fluctuatiotieeimelative
prices of both these groups of commodities but otarercise a depressing influence on the genera [evel
..." (Wicksell, ibid., p. 180).
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3. The National Bank and monetary policy

However, although on the one hand Ricardo is @itig and reducing the role of banks as we
saw, on the other hand it is particularly strikihgt he is also pointing out the importance of
one bank in his plan to reform the British monetaggtem. What kind of bank? The
principles of this National Bank were to be in adamce with his theory concerning the rate
of interest and banks, as was presented above.N&tisnal Bank would not lend, but issue
money while buying gold. As a consequence, it dogishave to support the whole credit

system or be a lender in last resort.

According to Ricardo, the main problem is overishexause banks can abuse their power of
issué™:

“There is no point more important in issuing papemey, than to be fully impressed with the
effects which follow from the principle of limitatn of quantity” (Ricardo, 1817, p. 353)

So the sole objective for monetary policy is tousecthe value of money in limiting the
guantity of money by a technique involving its rkgion, according to the value of the metal
that is declared to be the standard. In this rdsfieere can be some flexibility in the supply

of money, but no discretionary policy for the Baarid no Bank rate policy.

a) By issuing money, the National Bank does not havend it.

As money is only a means of exchanging commodaiesdoes not need to be issued through
bank credit, the National Bank would not issue nyatheough lending. This would allow it to

abolish overissue.

The principles for his National Bank were introddde Ricardo’s works in 1816. They were
reprinted (as a big quotation) in chapter 28 of 1847 book (in its second edition in 1819)
and partly modified in 1823. The “National Bank”ndenination was introduced in the 1823

1 «pfter the establishment of Banks, the State hatstme sole power of coining or issuing money. €hegency
may as effectually be increased by paper as by soithat if a State were to debase its money iamtlits
guantity, it would not support its value, because Banks would have an equal power of adding tovtihale
guantity of circulation.” (1817, p. 354). “.... Expence, however, shews that neither a State nark Bver
had the unrestricted power of issuing paper mowéhout abusing that power : in all States, therefihe issue
of paper money ought to be under some check andoton” (Ricardo, 1817, p. 356).
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“Plan for the Establishment of a National Baffiin which he proposes that it substitute the
Bank of England in issuing money. Ricardo had beaéitising the Bank of England, whose

monetary policy had been pro-cyclical during thestRetion period, thus depreciating the

value of money. He also criticised its managemdnthe return to cash payments (Davis
(2005), pp. 186-187; pp. 203-204) and for the esigesprofits it had made (Ricardo, 1811, p.
229; 1816). Before 1823 he used the term “the Bamkl this could also be the Bank of

England.

- It had to be the sole issuer of money (“in tovenaell as in the country”, Ricardo, 1816, p.
114) and a public bank. In that case, the Stagdf igas issuing money. This idea had been
present in Ricardo’s writings since 1815 (in hishl8eptember letter to Malthus (vol. 6, p.
268) and in Ricardo (1816), p. 114; (1817), pp.-363 and (1823), pp. 282). He was thus in
favour of a public monopoly quite early 'dnRicardo’s argument was that the Bank was
getting rich on profits which were a “sort of sdmage” (Ricardo, 1966, 6, p. 268) and
which belonged to the public, and not to “a compahserchants” (1816, p. 114).

As regards country banks, it seems that he didadebcate a deregulated banking system
because he favoured prudential regulation. In Hc#t816), he suggests that country banks
should be obliged to deposit with government fundexperty or other government securities
(* an adequate security for the due performancehei engagements”) in some proportion
with respect to the amount of their issues, andngsafor their issue of notes could be
delivered on the required deposit (Ricardo, 181, f2-73). He thought such measures
would be prudent considering that the country bankses forms a part of the circulating
medium, and because if they were to fail out otlemsness, their downfall would hurt many

people.

Before 1816, and notably in Ricardo (1811, pp. 8)-8e relies on a “regional” adjustment
mechanism to regulate the quantity of money. Racknowledges that there seems to be a

competition between Bank of England notes and nfstea the country banks. In reality,

12\written in 1823 and published in 1824 by his beoth

13 p. sraffa indicates, in his note on “Plan for a@ital Bank”, in Ricardo (1866), 4, p. 273, thatlil4, in his
letter of 24th December to Say, Ricardo was alréadgvour of transferring the profits of issuingger money
to the public, but doubted whether the Governmemildrefrain from abusing this power of issue (6, p65-
166). In 1815, he turned to the idea of transferthre power of issue to independent commissioners322, in
the House of Commons, he proposed that the Bakkgland should not issue paper money and the profit
should belong to the public (5, p. 156 and p. 193).
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money throughout the country is dispatched to evegion according to its needs, in the
same way as it is organised at the international lbetween different countries. If the
available money in a region is too abundant, theplss will go to another region. The
adjustment mechanism is the “price specie flow raa@m” at the regional level, that is, an
adjustment by means of a variation of the valuenuainey, relative to the value of
commodities. That is why the value of a countrykoante in another region is the same as
that of a Bank of England note (circulating onlytlwe London district). If there is an increase
in the amount of notes issued in London, the valtianoney will lower in relation to
commodities in London and in relation to the vadienoney in another region and goods will
be imported into London district, or country bankd#l increase the quantity of their own
notes, which would be equally as scarce as the Baikgland notes. As a consequence, the
rise in commodities prices would be spread througliee whole country and would not just
be localised. Similarly, if fewer Bank of Englandtes were issued, they would be more
valuable than country bank notes and the mechamisoid be reversed. Hence, country
banks can never increase their circulation unlbssetis a deficiency in the region that is
proportionate to the increase in Bank of Englantesiobecause they “are obliged to give
Bank of England notes for their own” and the formeuld be requested until they attain the
same valu¥'. In fact, the Bank of England directed the amanfnhotes that country banks
issued (Ricardo, 1811, p. 88). Ricardo therefordedined the special role of the Bank of
England in that respéett

In Ricardo’s proposals to reform the monetary systeeven commissioners were to be in
charge of issuing money (Ricardo, 1816, 1817, 1828y were only nominated and
dismissed by Parliament, and not by the governnfsctording to Ricardo, it is possible to
let the State issue money only in a “free counthy"this type of country and with the checks

and balances that Ricardo introduced, this BanKdavoat abuse its power of issue.

“Under an arbitrary Government, this objection wbbhve great force; but, in a free country,
with an enlightened legislature, the power of isgypaper money, under the requisite checks
of convertibility at the will of the holder, mighbe safely lodged in the hands of

4 The same rule which obliges the Bank of Englanpaypits notes in specie and therefore to redisce it
circulation would oblige the country banks to adiby@ same course, because they have to exchangadtes
with Bank of England notes (in fact they pay in Bafi England notes and not in specie). (Ricardd,11®. 88).
See also the same idea in Ricardo (1810), p. 336.

15“The bank of England is the great regulator ofd¢hantry paper. When they increase or decreasantioaint
of their notes, the country banks do the samejmnd case can country banks add to the generallation,
unless the Bank of England shall have previoustyeiased the amount of their notes.” (Ricardo, 18188).
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commissioners appointed for that special purpose] they might be made totally
independent of the control of ministers” (Ricar@817, p. 363)

Currency would only be constituted of notes issbhgdhis National Bank convertible into
gold bullion (Ricardo, 1817, p. 361; we will retuta the principles of this convertibility
below). Coins would no longer circulate (in thelgaersions of his proposals). Notes issued
by other banks would not be issued in the form ohay, but as credit instruments (in 1823,
he indicated that the latter would disappear). €redtruments can be used in payments
according to usual practice. For this reason, Raonsiders that the quantity of Bank of
England notes necessary for transactions may vatycannot be known in advance. That is
why the latter cannot constitute a rule or objectiv monetary policy for the National Bank.
Thus, Ricardo is in favour of a flexible currenclyor this reason, an optimal reserve ratio —
that is, a fixed relationship between metal an@setcannot be specified and is varidble

“Amongst the advantages of a paper money over alleetirculation, may be reckoned, as
not the least, the facility with which it may beeskd in quantity, as the wants of commerce
and temporary circumstances may require :....” (Rical816, p. 55)

We will see below how this flexibility in the sugpdf money is obtained.

- Substituting a public bank for the Bank of Engldo issue paper money would also allow
the State to reduce the interest it pays on its$. déterefore, this would also be an advantage
to the public.

“...as it would exchange a portion of the nationditden which interest is paid by the public,
into a debt bearing no interest ;...” (Ricardo, 181.7363)

The people will no longer be taxed to pay the ggeto raise funds for the State’s expenses,

as is the case when the Bank of England is lerotipgr money to the Stafe

“..., and as the State represents the people, theloemuld have saved the tax, if they, and
not the Bank, had issued this million.” (Ricard81Z, p. 362)

'8 1n the Appendix to the fourth edition to thiégh Price of Bullion Ricardo specifies that, in his plan, the bank
could fix its reserve ratio as it wished, thus aileg flexibility for issuing (Ricardo, 1811, p. 1p6

" Referring to a numerical example, Ricardo (18hapter 28) assumes that a certain sum (one miligon)
required for the State to equip an expeditionhdf State issued one million in paper (and displacedllion in
coin) there would be no charge for the peoplejftaBank (for example the Bank of England) issthad

million of paper (thereby also displacing a milliohcoin) and lent it to the Government at a rdtmterest

equal to the market rate of interest, this will stitaite interest charges that would be payed byimoal annual
taxes, the product of which would be transferretheoBank. So it would be a better solution if 8tate issued
the million.
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This statement is repeated in 1823 (p. 277; p..284&) it seems that, in this later text, what
was important to Ricardo was not so much to satax @harge for the people, as to deprive
the Bank of England of the interest it acquirestigh lending to the government.

As a result, the public bank would not lend itsesoto either the State or to the merchants
(Ricardo, 1817, p. 365; 1823, p. 282). Being indel@at from the government, the
Commissioners in charge of the issuing of money lavdne less under the control of the
ministers than the Directors of the Bank of Englarate at that time. The latter had been so
frequently induced to increase their advances owhéguer bills and Treasury bills.
According to his plan to reform the monetary syst&itardo states that if the government
wanted money, it should be obliged to obtain it'daxing the people, by the issue and sale of
exchequer bills, by funded loans or by borrowirapfrany numerous banks which exist in the
country; but in no case should it be allowed tortmrfrom those who have the power of
creating money” (Ricardo, 1823, p. 283). The gowesnt must give gold to the

Commissioners in order to have money (not borr@mfthem}®.

- The Commissioners would issue their notes ndehgling but by exchanging them for gold
bullion (Ricardo, 1816, 1817, 1823). However, toawertibility in bullion had been already
introduced in the presentation of his Ingot Plath@ Appendix of the fourth edition dihe
High Price of Bullion(1811). They had to sell and buy gold on the bnlinarket at prices
fixed by the Parliament (a buying price of 3L. 1@sd a selling price of 3L.17s. 10 ¥ for an
ounce of gold). In buying gold to the public, thesgued notes, and by selling it, they
contracted out their issues. They did not make disgounts or receive deposits, but

transformed bullion into money.

- In Ricardo’s proposals, country banks were legdineir notes, which are not money.
Ricardo is not concerned with this credit systernc@ding to him, money is disconnected
from credit. These two operations of banking — tlkaissuing paper money and advancing
money by way of loans — are not necessarily coede(Ricardo, 1823, p. 276). Therefore,
banks do not create money but lend an existing am@umoney. Since an equal amount of

money would be in circulation whether the issuesaaank or the State, the amount of the

18 1ts expenses “would have been really fitted outh®yimprovement of our system, by rendering capitahe
value of a million productive in the form of comnitiels, instead of letting it remain unproductivetie form of
coin.” (Ricardo, 1817, p. 362).
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advances that depend on this circulation would lb@tmodified. The same amount of

circulation could be lent to the merchants (seevapp. 8% 1823, p. 277).
b) The role of the Bank in stabilising the value ofrrag

The sole function of the National Bank is to stakilthe value of money. By means of
arbitrages by the public on the gold market betweeces at the Bank and prices on the
market, the money price of gold bullion is staleitisat the target level (situated within the
price bracket established by Parliament) and $bes/alue of money. Importantly, since the
Bank is a public bank and does not have to mak#t ptioe bracket fixed for its selling and
buying prices of gold could be very small. At tleene time, this means that the quantity of
money is stabilised, since bullion is exchangedpfwer money (Ricardo, 1816, p. 59; 1817,
p. 357).

This system means that the varying money markee i gold (on the bullion market) must
equate to the fixed legal price. If the former w2e the latter, money is depreciated. As a
result, arbitragists will buy gold by giving not&s the Bank in order to sell bullion on the
market to make profit; in the process, the quarntitynoney diminishes and the monetary
price of bullion as well (Diatkine, 2008). Conseqthg, if there is equality, the quantity of
money is the “right” one and there is no overisdud, this is only revealed after the price
target has been attained.

“...but, while these metals are the standard, theeogy should conform in value to them,
and whatever it does not, and the market priceutliom is above the mint price, the currency
is depreciated. — This proposition is unanswered,ig unanswerable” (Ricardo, 1816, p. 63)

Ricardo does not explain in 1816, 1817 or 1823 witmatrelationship is between the quantity
of money and the price of bullion, or why, when theney is depreciated, the market price of
bullion rise’. Is it necessary to complete the picture with iechanism he described in
181%'? (Diatkine, 2008; De Boyer, 2011, this conference)

94, then the State were to issue the paper marigfie country, although it should never discoubtliaor
lend one shilling to the public, there would beatteration in the amount of trade;...” (Ricardo, 18(7365).
% Ricardo indicates that it is a matter of fact tha quantity of money and the price of gold goetbgr
(Ricardo, 1811, p. 90).

% There is also a short allusion to this problerRicardo (1816, p. 57), where he points out the athge of
issuing paper money and not coins for the convegeinthe value of bullion and the value of mortege
below, note 23.
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Ricardo does not devote much space to explaining tve National Bank is necessary for
making the market price of bullion equal to the nprce. In fact, the National Bank had to
centralize gold in its coffers (because coins waubdlonger circulate in the first version of
Ricardo’s Plan) and be a “major” supplier of golile will see below that the Bank can
decide of its own accord whether or not to inteeveand diversify its instruments, thus

accelerating the equalization of gold prices.

c) No discretionary monetary policy

Instruments and objectives were therefore imposethe Bank and only concerned the gold
market and prices on this market. They did notiekyl concern the quantity of money. The
Commissioners responsible for issuing money shonlg regulate their issue by the criterion
of the price of gold and without paying attentionthe absolute quantity of paper circulation
(Ricardo, 1816, p. 64; p. 67; 1823 p. 293). Thengtya of money that is needed at any
moment cannot be directly known. This was noticgdRixardo as early as in Ricardo, 1811
(p. 86). So, observing the quantity of money dagtsgive any true information and is not an

objective for monetary policy.

Ricardo indicates that this quantity can vary adog to the “wants of commerce and

temporary circumstances” (Ricardo, 1816, p. 55) thed‘degree of economy practised in the
use of it” (ibid., p. 58). It depends on the usecdit instruments. In the event of “want of

confidence”, the use of money will be greater. Thpply of money which is needed is not
appreciated by the public bank in proportion to kel of output or the macroeconomic

situation or according to its own judgment, buivds to be provided by following the same

price of gold rules by the bank. This was therefooé a discretionary policy. There is an

insufficiency of notes when the value of moneysipermanently above the value of bullion

and, as a consequence, arbitragists will sell ¢mlthe bank, thus taking notes in exchange
and making the quantity of money increase and #laevof money decline. For example,

when the number of transactions increases owintihié¢oincreasing opulence, the value of
money will have a higher value, because there imamase in its use and commodities are
bought and sold at lower prices (Ricardo, 181&6).

“It is the rise in the value of money above theueabf bullion which is always, in a sound
state of the currency, the cause of its increasgiantity, for it is at these times that either an
opening is made for the issue of more paper monbich always attended with profit to the



21

issuers, or that a profit is made by carrying loullto the mint to be coined”. (Ricardo, 1816,
pp. 56-57)

To make the supply of money flexible is also pdssfbr the Bank through a diversification
of its instruments of monetary policy, which Ricarshtroduces in 1823. Nonetheless, this
was not a discretionary policy, because the Banokjective to regulate the value of money
by only watching the price of gold, and not othariables, was still at wofk This new
instrument was used to accelerate the equalizafighe mint price and the market price of
gold, when the Bank deemed it useful, and only abog to the marker of the price of gold.
The bank no longer simply “waits” for buyers orleed of gold at its desk, but takes

deliberate measures.

This new instrument provided the possibility foe t&ommissioners to buy or sell public
securities on the open market (Ricardo, 1823, @).2B could first be used if they had a
surplus of gold stock and wanted to dispose of ibbying public securities (gold was largely
thrown into their coffers, because the public waldirgy gold to the bank). In this way, they

could increase the amount of their issues. Othervilgey could reduce the amount of their
issues by selling securities without diminishingithstock of gold, in the event that money
had depreciated. This was a peculiar open marKetypavith the aim of achieving greater

flexibility for the quantity of money, without “dtsetion”. In short, the bank disposed of two
kinds of instruments: selling or buying gold on gwd market, and selling and buying public
securities on the open market. Both had the efféceducing or increasing the quantity of

money by regulating the price of gold (Ricardo, 3,82 297).

In general, the amount of these transactions wdaadsmall, except when there was an
increase in the country’s wealth, requiring a perem increase in the quantity of circulation
or a permanent decrease in wealth, requiring thposite remedy. The objective of these
operations was not to influence or control the ratairkte of interest. It did not constitute the
beginning of an interest rate policy on the semsgimarket or the money market (contrary to
Davis’ opinion (1993, p. 199; p. 203)). It is sugmg that Ricardo did not mention that this
“open market policy” would make the rate of intéresry. He criticised the Bank of England
directors for relying on the rate of interest ofmag as a tool for controlling money issue,

arguing that this was not possible (Ricardo, 1366. 12). This is because he only took the

22 Arnon (1987) considers that there was a changentore discretionary policy.
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capital market into account, as we saw above. Hig abjective was to regulate the price of
gold, yet the relationship between the public séiesrmarket and the gold market was not
analysed.

In this respect, in spite of this open market polibe National Bank did not have to support
the whole credit and banking system of the coun&yg.regards the Bank liquidity risk, owing
to the convertibility of its notes into gold, tharik can reduce the outflow of gold by selling
public securities. But this risk is reduced throtigé convertibility to bullion, which limits the
demand for gold on a part of the public. Gold istcadised in the coffers of the bank and the
regulation of the price of gold occurs so quickhatt it can be obtained with very few
transactions on the gold market. Ricardo’s Plamtsbuilt to deal with times of crisis.

“Under such a system, and with a currency so régd)ahe Bank would never be liable to
any embarrassments whatever, excepting in thosaosdinarily occasions, when a general
panic seizes the country, and when every one isodssof possessing the precious metals as
the most convenient mode of realizing or concedtiilsgoroperty. Against such panics, Banks
have no securitypn any systemfrom their very nature they are subject to thamg at no
time can there be in a Bank, or in a country, scchmspecie or bullion as the monied
individuals of such a country have the right to deoh” (Ricardo, 1816, p. 68)

However, Ricardo stressed problems to which coub&myks were subjected in periods of
alarm, before the restriction on cash paymentgesihey must have given guineas on these
occasions and these guineas had to be transpatedary from London to the regions
(Ricardo, 1816, p. 69). In order to abolish thisfiitiency, it was necessary, according to
Ricardo’s proposals, to give country banks thetrgjther to pay bank notes in bullion or to
authorise country banks to pay their notes in BainkEngland notes, which would be made

legal tender.

In 1816, Ricardo was basing his proposals on theeipies of the convertibility of notes into
bullion, and not into coins. He seems to justifig thy the more rapid equalization of the mint
and market price of gold, the latter returningtsoformer value, which may be obtained when
the increase in circulation is not made by meansodais, but only in paper form (Ricardo,
1816, p. 575"

41t appears then, that, if the increase in thewition were supplied by means of coin, the vabath of
bullion and money would, for a time at least, eaéier they had found their level, be higher thafole.. This
inconvenience is wholly got rid of, by the issugaper money; for in that case, here will be natamithl
demand for bullion; consequently its value will tone unaltered; and the new paper money, as wehleaold,
will conform to that value.” (1816, p. 57).
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In the 1823 version of his Plan, he reintroducedvedtibility into coins, perhaps in reaction
to the fact that his former Ingot Plan had beenospd. He described a two-level internal
organisation of the National Bank. Its headquantarsld be in London and there were to be
branches in the various “districts”. Only the Comssimoners in London would make an
original issue of notes. Agents in the districtsev® distribute these notes, which would be
sent from London such that the public could onlyéhaotes if gold or coins had been
deposited in London. As a result, Commissionensandon controlled the full circulation of
notes within the countf. However, it was possible to receive the paymémiotes in coins
and to have notes exchanged for coins, but onlyLamdon. This was to limit the
convertibility into coins. The Commissioners in ldam were obliged to buy any quantity of
gold “of standard fineness” at a fixed price anentho issue notes. They thus regulated their

issue by the price of gold by buying gold or pulsicurities.

The public bank was not a lender in last resorttidt not have to provide liquidity to banks.
This is not a question of fact, but is a logicaheequence of Ricardo’s methodology. There is
no money market. We saw that he is only speakirg rate of interest on the capital market,
and not of a Bank rate as a specific rate on aifapenarket. In this respect, Ricardo’s
National Bank is not a central bank. His analysisampletely different from that of Thornton
and the latter’s tradition, which founded centrahking and the lender in last resort. For
Thornton, the central bank lends its debt as mofwyRicardo, the National Bank gives its

notes as money, but in exchange for gold deposits.

Conclusion

Ricardo constructed an original theory throughraferm proposals for the English monetary
system. His monetary theory is totally distinctnfra banking theory and this is consistent
with his interest theory. This analysis is diffearéa both other traditions within Classical
monetary economics. Firstly, Ricardo’s analysiglifferent from certain theories from the

Classical tradition, those of Smith, Thornton amel Banking School, which stress the role of

24 «pgents in other districts in the country, conregttvith the Commissioners, may give one descripiomtes
for another; they give bills for notes, or noteskidls drawn on them; but in the first instancegrvone of these
notes must be issued by the Commissioners in Laratwhconsequently the whole is strictly underrthei
cognizance. If from any circumstances, the cir¢oihain any particular district should become redanmtgl
provision is made for the transfer of such redusgian London; and if it should be deficient, a fresipply is
obtained from London.” (1823, p. 296).
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banks and the relationship between banking and tagnéheory. Moreover, Thornton and
the Banking School are in favour of a discretionpojicy made by the central bank. But
Ricardo’s analysis is also different from a secaatiool of thought within the Classical
tradition, that of the Currency School, which, like first, considers banks to be issuing notes
through lending, although it offers an answer tisatotally different with respect to this
problem, since it is in favour of a money base k@rdnd strict rules for monetary policy.
Nevertheless, the theory does face the problenaik bisks, bank crises and the regulation of
credit (which was not dealt with by Ricardo) (Tarse1858).

A special place must be attributed to Ricardo gangss monetary policy, because he did not
advocate either a money base control, or an iriterae monetary policy. His
recommendation was a certain degree of flexibilityith new instruments and no

discretionary policy.
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