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ABSTRACT

The goal of this paper is to rescue the critiqueMairx of the Currency
Principle from its current oblivion. The ideas ofaM are extraordinarily interesting
both from a theoretical and from a practical stanulp as the theory of the Currency
Principle remains right up today the theoreticakibaof the restrictive monetary
policies periodically applied by central banks irder to “stabilize the economy”,
“contain inflation” and correct “excessive moneation”. The core of the Currency
Principle was the principle that the central bardd o contract the circulation of
banknotes pari passu with the contractions of the gold reserve. Maontends, in
agreement with the Banking School, that such acjpi@ rests on a defective monetary
theory and that it creates an artificial scarcityreeans of payment; this drives up the
interest rate to a level that is higher than tretirally required to liquidate the periodic
overproduction brought about by the capitalist exyst
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Introduction

Marx sees in the 1844 Bank Charter Act a strateganeuver of the British
financial interest against, mainly, the British uistial interest. | say “mainly” because,
as Marx sees it, though the 1844 Act and its Cayd?rinciple are directed first and
foremost against the British industrial interebgyt are also directed against the foreign
industry, against the landed interest, British &ordign, and against the working class,
British and foreigh The erection of the Currency Principle into lawtihe 1844 Bank
Charter Act represents thus a significant demotigiraof power on the part of the
British financial industry. Not only was Marx awanéthe strategic significance of the
Currency Principle; as a monetary theorist, he tind& to critically analyze its basis in
detail on the grounds provided by his monetary mheAs a result, Marx provided a
theoretical critique of the Currency Principle lik®@ one has ever produced in the
History of Economics.

The critique of Marx of the Currency Principle ipart of his monetary theory.
Unfortunately, however, the monetary theory of Mamght very well be the least
known chapter of Marx’ thought these days. Thivasy unfortunate, because Marx’
monetary theory has no rival in the History of Eaamc Thought. It provides a unique
point of departure to correct the current supafiononetary theory and, thus, to open
the road to a real monetary theory. The rescuéecttitique of Marx of the Currency
Principle which constitutes the subject of this grajs, thus, the first step in a wider
project that aims at rescuing the monetary thoogMarx.

The critique of the Currency Principle providesad starting point for such
an endeavor because it obliges us to distinguishcaaracterize each of the functions
of money. In particular, Marx is free from the ereous thesis that the essence of

! “The Bank Act of 1844 thus directly induces theientommercial world forthwith to hoard a reserve
fund of bank-notes at the outbreak of a crisisptimer words, to accelerate and intensify the crBis
such artificial intensification of demand for monagcommodation, that is, for means of paymentat th
decisive moment, and the simultaneous restrictichesupply the Bank Act drives the rate of ingtit®

a hitherto unknown height during a crisis. Henostéad of eliminating crises, the Act, on the canytr
intensifies them to a point where either the entidristrial world must go to pieces, or else thalBAct.
Both on October 25, 1847, and on November 12, 18% crisis reached such a point; the government
then lifted the restriction for the Bank in issuingtes by suspending the Act of 1844, and thiscadfin
both cases to overcome the crisis. In 1847, therasse that bank-notes would again be issued rfgtr fi
class securities sufficed to bring to light the tB4£5 million of hoarded notes and put them badk in
circulation; in 1857, the issue of notes exceedirgglegal amount reached almost one million, big th
lasted only for a very short time.” (Marx, 1894 ¢19, 689)

Here is another passage which Marx takes from thdiafhentary Committee on “the commercial
distress™:

“4488. How do you think that the Act of 1844 hasrgied? -If | were to answer you as a banker, |
should say that it has operated exceedingly watllitthas afforded a rich harvest to bankers anohjgy-
]capitalists of all kinds. But it has operated vegadly to the honest industrious trades-man whaires
steadiness in the rate of discount, that he magniadled to make his arrangements with confidenite...
has made money-lending a most profitable pursat489. “It [the Bank Act,] enables the London jeint
stock banks to return from 20 to 22% to their pietprs? -The other day one of them was paying 18%
and | think another 20%; they ought to support et of 1844 very strongly”. -4490. “The little
tradesmen and respectable merchants, who havelargteacapital ... it pinches them very much indeed
The only means that | have of knowing is that leslese such an amazing quantity of their acceptances
unpaid. They are always small, perhaps ranging #@thto £400, a great many of them are unpaid and
go back unpaid to all parts of the country, whishalways an indication of suffering amongst .tldit
shopkeepers™.” (Marx, 1894 [1991], 694)



money is to be the means of circulation. Marx exygglehow money arises from the
process of circulation, but he carefully streséed the fundamental function of money
is to be the measure of vafudoney serves as means of payment because thesgroc
of circulation makes it, first of all, measure aflwe. To put it in an alternative way: if
money has the ability to discharge debts and, doogly, acts as means of payment is
because, previously, all commodities have beencestiio money. Money is, first of
all, the objective manifestation of the identityasfmmodities as objectified labor. This
means that the essence of money is not to be amnmsnt that mediates the exchange
of commodities, an instrument that can be issuedilatand should be issued in the
least costly possible way. This severely limitedaaption of money undermines much
of current monetary theoty

Apart from the theoretical elaborations requirdeeré is a second reason to
choose the critique of Marx of the Currency Priteips entry point to the study of
monetary theory, namely: the theoretical justifimatoffered by the supporters of the
Currency Principle back in the first half o thé"i@ntury for their austerity policies has
remained alive and kicking right up today and,antf the reader will find it at work in
the current plans to overcome the current “crisks’.we can see in the critique of Marx
of the Currency Principle, the austerity demandgthle periodically recurring plans to
“stabilize the economy”, correct the “disequilibrigsaused by the reckless credit
policies of the financial system and bring “the mmmy” back to the path of growth and
happiness for all is but the modern version ofdfteview of the Currency School that
the origin of the capitalist crises lies in the essive creation of money, the only
remedy for which is the restriction of credit —fiot big business, of course, which, for
the benefit of all, must have easy access to mdnéyfpor the commoners.

1. The Currency Principle

The declared aim of the Currency Principle is tnsigold drains. That gold
drains are to be stemmed is the undisputed artdpfiesnise of the Currency Principle,
as well as of the Banking Principle, as we will fetow. We will also see how Marx
makes explicit the conception of wealth implicit this first premise. The main
difference between the Currency and the Bankingciies, which is not a trifling one,
neither in theory nor in practice, is that the @any School intended to erect a rule for

2 “The first chief function of money is to supplyromodities with the material for the expressionhit
values, or to represent their values as magnitaddbe same denomination, qualitatively equal, and
quantitatively comparable. It thus serves asnaersal measure of valuénd only by virtue of this
function does gold, the equivalent commodgigyr excellencebecome money.” (Marx, 1867 [1971], 66).
Marx adds a bit later an interesting comment: “Whihglish writers the confusion between measure of
value and standard of price (standard of valuédsscribable. Their functions, as well as theimaea,

are constantly interchanged.” (Marx, 1867 [197 0] nB)

® See, for instance: “What is Money? If money iswee simply as a tool used to facilitate transactjon
only those media that are readily accepted in exgphdor goods, services, and other assets need to b
considered. Many things -from stones to basebatiszehave served this monetary function through the
ages.” (Federal Reserve Bank of Chicago, 1992Tiére is no mention of money as measure of value.
Moreover: the report goes on like this: “What Makésney Valuable? In the United States neither paper
currency nor deposits have value as commoditigsingically, a dollar bill is just a piece of paper
deposits merely book entries. Coins do have sotn@sit value as metal, but generally far less ttieir
face value. What, then, makes these instrumeniscksh paper money, and coins- acceptable at face
value in payment of all debts and for other monetees? Mainly, it is the confidence people hawa th
they will be able to exchange such money for offreancial assets and for real goods and services
whenever they choose to do so.” (Federal Reserm& B&Chicago, 1992, 2).



the issue of banknotes by the Bank of England lentg whereas the Banking Principle
opposed the management of monetary policy on tilss b&rules. The rule that the
Currency School succeeded in passing into law, hwhsc known as the Currency
Principle, is the rule that the Bank of England dtoregulate the circulation of
banknotes pari passu with the fluctuations in the gold reserve. The shanportant
and disputed consequence of such a rule is thaqitires the Bank of England to
contract not toexpand the circulation of banknotes in times of goldidta

The contraction of the banknote issue in times old gdrain implies the
restriction in the supply of means of payment aotly the time when the supply of
means of payments is restricted. Was it not moasamable not to cut, but to expand
the supply of banknotes in times of gold drainpmder to make up for the increased
scarcity of gold and prevent the rise in the patenoney, which is hurtful for industry?
The Currency School replied that, unfortunatelyghsa policy would cause inflation
and would not alleviate the rise in the interest;ranoreover: it would make it worse in
the near future. According to the Currency Prirgighe interest rate must rise in the
face of a gold drain, but this rise is not causgdth® application of the Currency
Principle, but by the increased scarcity of reglited, of which the gold drain is but a
consequence. The expansion of the issue of barknotdimes of gold drain, as
proposed by the Banking Principle, cannot prevbatrise in the interest rate because
the interest rate is regulated by the equilibriusbneen the supply and demandreél
capital. The expansion in the note issue of thekBdrEngland can never make up for
the rise in the scarcity of real capital

According to the Currency School, the Banking S¢heas wrong to hold that
the expansion in the issue of banknotes againgd geourity would contain the rise in
the interest rate in times of gold drain. Perhdyes Banking Principle might provide
some relief and contain for a while the rise in thterest rate, but this would be
temporary, and the final effect of the accommodativonetary policy of the Banking
Principle would be inflation, a higher rate of rg@st and a further fall in the gold
reserve. For the Currency School, the gold dramwshthat money creation has gone
too far, and the only remedy to such an excess putge the economy of the excess
money —by restricting the circulation of bankndtpari passu with the fall in the gold
reserve.

The Banking School replied that there is no reasby the increase in the
issue of banknotes by the Bank of England in tiofegold drain should be inflationary

“ “Metallic currency has its remedy in the importagxport of precious metal, which immediately ester
circulation as coin and thus, by its inflow or dotf, causes commaodity-prices to fall or rise. Thene
effect on prices must now be exerted artificiafydanks through imitating the laws of metallic ancy.

If gold is coming in from abroad it proves thatmncy is in under-supply, that the value of morseiob
high and commaodity-prices too low, and, consequetiiat bank-notes must be put into circulation in
proportion to the newly imported gold. On the othand, notes must be withdrawn from circulation in
proportion to the gold exported from the countrheTissue of bank-notes, in other words, must be
regulated by the import and export of precious imetaby the rate of exchange. Ricardo's false
assumption that gold is only coin, and, therefateimported gold swells the currency, causing gsito
rise, while all exported gold reduces the curretegding to a fall in prices — this theoretical@aption

is here turnedhto the practical experiment of putting an amoahtoin in circulation equal in every case
to the amount of gold availablgMarx, 1894 [1981], 682-3)

® “The contention that commodity-prices are reguldtg fluctuations in the quantity of currency ismno
concealed by the phrase that discount rate fluctsitexpress fluctuations in the demand for actual
material capital, as distinct from money-capitéMarx, 1894 [1981], 683)



or make worse the gold drain. According to thisagththe expansion in the issue of
banknotes against good security in times of gollndrs the only available means to
contain the rise in the scarcity of means of paynagr deprives the economy of the
only alternative means of payment to gold. This\amsense. The application of the
Currency Principle just raises the interest rateamunnecessary way and forces a
liquidation of industrial capital well in excess what is necessary to stem the gold
drain. The Banking School challenged the Quantitgdry upon which the Currency
School grounded his principle and claimed that ghgportion between commodities
and means of payment does not determine the vdlieeomeans of payment. The
expansion in the issue of banknotes ion times ¢d doain against good security just
provides an economical expedient that makes itiplesso increase the velocity of
circulation of the available gold and thereby, tmtain the unnecessary and artificial
rise in the interest rate that the applicationhef Currency Principle would bring about.

Marx challenged the Quantity Theory of money ahére¢from, the Currency
Principle. On monetary policy, he took sides witle Banking School and advocated
the expansion in the issue of banknotes in timegotd drain in order to contain, as
long as possible, the rise in the rate of intetést liquidation of commodity capital and
the rise of unemployment. However, he went beyaith schools and did not take for
granted the premise that gold drains are to be rstin Marx questioned it and
explained how such a premise is the consequentt® aonception of wealth as money,
and, in particular, as gold: the old and vitupetatéercantilist conception of wealth.
However much modern Economics may vituperate Mdilan, the fact is that it
agrees with Mercantilism that money is the priminyn of wealth. The Mercantilists
had a limited comprehension of the nature of thmtabst system; true, says Marx, but
the comprehension of the moderns is equally limaed, however vehemently they
deny it, they share the Mercantilist view that pinenary form of wealth is money.

As Marx views it, the requirement of the capitabgstem of liquidating some
fraction of the commodities of the economy in orderstem gold drains makes it
manifest that gold is more important than commeditiand that commodities and,
therefore, consumption and employment are to befisad to money. The forced
transformation of the value of commodities into mprrepresents aecession of
commodity capital that is, a diminution of the fraction of totalpti@l existing as
commodities; hence the fall in production and emgient. The liquidation of
commodity capital, that is, its conversion into rmgnmust go on until the “nation” has
got rid of the excess commodity capital —wherepgbmt of reference for excess is the
maintenance and growth of the gold (in the end,egpbreserve.

It is to be noted that the recession or decumulatiocommodity capital need
not involve a parallel recession of money capilaldoes so when the cause of the
deficit in the balance of payments (of the goldimyas the excessive expansion of
foreign investment in relation to the state of tduerent account, but it does not when
the cause of the deficit in the balance of payméatsin a trade depression. In this
latter case, the reason that demands the liquidaifocommodity capital is not the
expansionof money capital, but theeconstitutionof it. The recession of commodity
capital is accompanied by a recession of moneytalag@is the interest coming to the
money business from commodity capital falls as cenunal activity falls. The banking
system then partakes on the general scarcity oidity (which is but the other side of
the coin of over-production) and has to liquidatduable assets which, suddenly,



become not so valuable, in a process that tentteetgeneral elimination of credit and,
thereby, to the immediate presence of value as yadnat is, of gold.

According to Marx, the fundamental premise shangddth the Currency and
the Banking Schools that commodities are at theiceof the gold reserve and not the
other way round, shows that in the capitalist systiee existence of value as money is
preeminent over its existence as commodities; ihdadat forces the liquidation of
commodity capital is the imperative to maintain aadentually, increase money, the
objective index of which is given by the evolutiohthe gold reserve. The capitalist
system demands the transformation of the valu®wingodities into money, despite the
obvious fact that this demands the sacrifice ofscomption and welfare. Far from being
a servant of trade, in capitalism money becomesnthster of trade and imposes the
sacrifice of consumption whenever demanded by ¢haraulation of money.

Accordingly, money rules over the rest of commeditin a capitalist system,
and we never see the contrary process, that isedotransformation of money into
commodities. Of course, the money form of capgalot a “stable” form of existence of
capital; “not stable” in the sense that the proaefssapitalization demands either the
continuous exchange of money for commodities orahetinuous lending of money.
The same ought to be said about the commodity fafroapital: it does not represent a
stable form of existence of capital because theevaf commodity capital must take on
the form of money as soon as possible in orderotaptete the cycle of turnover of
capital and objectify surplus value as money. Thasmanent characteristics of
capitalism notwithstanding, the point that | amirigyto make is that in capitalism we
will never see any reserve (stock) of commodityitehpmposing upon money the
requirement to become that particular form of cordityocapital, whereas the growth in
the reserve of money imposes such a constrainbmmodity capital in general.

2. The Currency Principle and its Theoretical Basis

The Currency School, on the grounds of the Quarithgory of money of

Hume, inherited via Ricardo, contended that therean automatic mechanism that
automatically establishes the same proportion ohroodities to money in all the
countries engaged in free trade; in other words: tfrechanism tends to equalize the
value of money worldwide because it tends to egaalne relative quantity of money
existing in all the countries engaged in free tradeld flows are the result of different
values of money because of excessive abundanaaaity of money; in other words:
gold flows reveal that the purchasing power of nyoimetwo countries was not at the
parity point, and a commodity (in this case, moneginot have two different prices
under competitive conditions. Accordingly, the keya sound monetary policy and, in
particular, to a sound management of the circutatib paper money is to follow the
operations of this automatic mechanism. Any othaicp must upset the operation of
the mechanism and, therefore, must put unnecegsesgure on the gold reserve and,
thereby, on the value of the currency. Here is Hderx describes the automatic
mechanism of flow of gold, first enunciated by Hynom the basis of which the
Currency Principle contends that gold drains arébéocombated by restricting the
supply of banknotes:

“According to Ricardo, the value of metallic monéy determined by the labour-time
incorporated in it, but only as long as the qugrait money stands in correct relationship to thevant
and price of commodities to be exchanged. If thentjty of money rises above this ratio, its valabsf



and commaodity prices rise; if it falls below theriezt ratio, its value rises and commodity pricalé
assuming all other conditions equal. In the firgsea, the country in which this excess gold exists w
export the gold whose value has depreciated andringpmmodities; in the second case, gold will flow
to those countries in which it is assessed abswveelue, while the under-assessed commoditiesffiom
these countries to other markets, where they cordm@nmal prices. Since under these circumstances
“gold itself may become, either as coin or bullian,token of metallic value of greater or smaller
magnitude than its own value, it is self-evidergtthonvertible bank-notes in circulation must stthee
same fate. Although banknotes are convertible theckfore their real value corresponds to theirinain
value, the aggregate currency consisting of metdlad convertible notes may appreciate or deprediat
accordance with its aggregate quantity, for reasdneady stated, rising above or falling below lineel
determined by the exchange-value of circulating mmlities and the metallic value of gold.... This
depreciation, not of paper as compared with gold, df gold and paper taken together, or of the
aggregate currency of a country, is one of Ricargdhcipal discoveries which Lord Overstone and Co
pressed into their service and made a fundameritadiple of Sir Robert Peel's bank legislation 844
and 1845.” (Marx, 1894 [1991] )

Accordingly, the issue of paper money should notdfieat the discretion of
the issuing concerns; there should be a rule thatissuing concerns must follow
despite their expectations or experience. The must be to follow the automatically
adjusting operations of gold flows as describedimardo. On this basis, the Currency
School contended that the circulation of banknstesuld be regulated so as to mimic
the fluctuations in the gold reserve; therefore, ittonetary authority should contract or
expand the circulation of paper notgmfi passu with the contraction or expansion of
the gold reserve.

Any other criterion for the issue of paper notestrhe unsound. To get closer
to the exact problem at issue, let us restrictdtwain of the problem to the issue of
paper money by the Bank of England. Incidentatlghiould be observed that the 1844
Bank Charter Act greatly reduced the power of issuthe British provincial banks and
established the paper money of the Bank of Engintegal tender. How should that
legal tender be issued? According to the Currerayo8l, the refusal to acknowledge
Hume’s automatic mechanism of adjustment of thearma@ of payments would
inevitably lead the whole economy to baseless achtns and expansions which
would be sheer monetary illusions —or perhaps wailshsaydelusions If the gold
reserve is increasing, the market is revealing thahey was too scarce in England;
then, why should the Bank of England refuse to dssoore paper? But more
importantly: if the gold reserve decreased ands,tbthie market told us that money was
too abundant in England: why should the Bank of|&mg) try to compensate for the
diminution of money? Why should the Bank of Englandto avoid the unavoidable
and pretend that the abundance of money can benged? In view of Hume’s
automatic mechanism of adjustment of the balangeagments via prices, there is no
reason to oppose the regulation of the issue oésnbly the Bank of England in
accordance with the fluctuations of the gold resemhis criterion is but the Currency
Principle.

The reason why the Currency Principle puts forwheddestruction or hoard of
the notes returned to the bank in times of goldhdsato collaborate with the gold drain
in order to bring over the supposedly requiredat&fh of commaodity prices that would
bring the gold back. According to the Currency Shtehe gold reserve fluctuates
according to the relative level of internationafrocaodity prices, which is the inverse of
the international value of money. Money must hdwe game value in all the countries
that take part in trade. If a country faces a traelécit and, therefore, exports gold, it is
because its prices are too high, which amountsaying that its money is too cheap,



that the value of its money has fallen below thei@af gold: money represents less
value that its value in gold, and it is accordingiported in exchange for commodities.
The fall in the gold reserve is supposed to autmall trigger a mechanism that
operates against itself, namely, general priceatiefi. The hoard of the notes returned
to the central bank in search for gold to expottat@rates to suppress the redundancy
of money at home and, thereby, to raising its v@loelepress prices).

In order to defend itself against the accusatiommaheuvering to artificially
raise the interest rate, the Currency Principletexwas, to put it in modern language,
that the interest rate is by “real”, not by “mongtdorces. According to Overstone, the
high price of money during the crises is the irehi¢ expression of the scarcity of
“real”, that is, commodity capital that causes thises and cannot be remedied (but can
be worsened) by any monetary policy. Marx repliest what becomes scarce in the
crises is not commodity capital, but specificallpmey (not money-capital, but money
as such); moreover, money becomes scarce to the satant as commodity-capital
becomesedundant The crisis violently does away with the presergreproduction in
order to clear the way for the next over-production

To formulate the question at issue between thee@uayr and Banking Schools,
let us assume that the deficit in the balance gheats demands the export of gold
and, thereby, involves a diminution in the golderes. As the gold reserve of the Bank
of England falls, their reserve of notes must inseehari passu. The question is: are
those increased reserves of notes used to discoomnercial paper? Should the rising
balances of paper notes in times of gold drairaizetb rest in the vaults of the Bank of
England or could they be used to supply the econwittymeans of payment now that
gold was becoming scarcer?

The Currency School held that the paper notesnetuto the Bank of England
in times of gold drain should not be used to dista@ommercial paper. The Bank of
England should refuse to lend that paper to theafgibanks and to discount bills. The
reason is that if the Bank of England should usese¢hnotes, they would thereby
increase the money supply and cause inflation. mdertstand the position of the
Currency School, it is to be remembered that, thug school, a gold drain reveals that
too much paper had been issued in relation to tie rgserve. The only reason why a
country may be faced with a gold drain and a defitithe balance of payments is
domestic inflation. The only way to stem the logsgold is to restore the equality
between exports and imports, and the only way tohdois to let prices fall at home.
Inflation by an excessive supply of money is thplamation not only of gold drains and
balance of payments deficits, but more in gendratises.

The proposal of the Currency School was to manageidsue of paper in
accordance with the fluctuations in the gold reseAccording to the Currency School,
the fluctuations in the gold reserve were deterohimg the tendency to converge to the
purchasing power parity and, therefore, the cittaaof paper was to mimic the
fluctuations in the gold reserve. This principle fioe management of the issue of paper
by the central bank is known as the Currency Rpleciit also goes by the names
“orthodox gold standard” and “rules of the gametcArding to the Currency Principle,
the Bank of England was allowed to increase theeisd paper when the gold reserve
increased, but never at a faster pace; that woeléththationary and would lead to a
contractive adjustment. Also in accordance with ¢herency Principle, the Bank of



England should refuse to re-issue the paper nbtgseturned to their vaults in times of
net export of gold. The reason is that the BanEmgland should not stand in the way
of the export of money that the market is showmdpé necessary. Both the expansion
of the supply of paper at a faster rate than tbevtir of the gold reserve and the re-issue
of the paper notes in times of net export of golwuld be inflationary and, therefore,
would make the recession worse.

To criticize the Currency Principle Marx attacks atthe believes to be its
theoretical basis, namely, the quantity theory ansy. Basically, he holds that the
value of money in capitalism is the interest rat, its purchasing power. Money is not
a sign of value despite the possibility of an inconvertible paperrency (accordingly,
inconvertible money paper is notsggn of value but asign of money The Currency
Principle is a corollary of the Quantity theoryrmbney in so far as its aim is to keep
constant the proportion of money to commoditiesalljusting the circulation of paper
money to the fluctuations of the metallic reserf/¢he central bank (fluctuations which
are thus taken to be “correct”): paper is to baegsas the metallic reserve increases and
it is to be withdrawn from circulation as the mbtaleserve falls. With this policy
about paper issues, the central bank is pushingersame way as the market forces
towards the stabilization of the value of money.

As Marx correctly notes, the Currency Principleeskt for granted that the
metallic reserve fluctuates so as to keep congi@walue of money: the export of gold
(deficit in the trade balance) reveals that monag become too abundant and the
import of gold (superavit) that money has becontesttarce. To the extent that there is
no monetary noise, the net trade surplus has toeb® because, to the extent that the
purchasing power parity of gold is attained, theaks of any country must equal its
imports. The disruption in the proportion money-coadities has to manifest itself in
the corresponding international flows of gold whiah turn, obey to alterations in the
international relative prices of commodities. Thgeravit reveals that money has a
market value in excess of its real value, thathiat money has been made too scarce; on
the contrary, the deficit reveals that excessivenegyocreation has driven the market
value of money to a level which is lower than #alrvalue.

The key to distinguishing changes in the valuearhmodities from monetary
noise is productivity. The value of money will beldh constant if the supply of money
grows at the same rate as productivity, for, inhsoase, the proportion of money to
commodities remains constant and, therefore, theevaf money remains constant and
monetary noise is suppressed. The Currency Pren¢guk as control variable to keep
constant the relative quantity of money the sumbipotes by the central bank because
it deemed the flows of gold as induced by the deffie: values of money in the different
countries, and, thus, as an automatic adjustingrfalm contrast to modern practice, the
Currency Principle did not choose to manipulateghme rate so as to keep constant
the relative quantity of money, though this is agpical rather than a theoretical matter.
However, it is convenient to note that the appiwatof the Currency Principle
necessitates of the existence of a free internaltigoid market.

3. Marx’ Version of the Banking Principle

The Banking School challenged both the Currencydipie and its theoretical
foundations, which basically consist in the Quaniiheory of money. The Banking
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School claimed that the supply of paper need nahimthe fluctuations in the gold
reserve; moreover: the regulation of the issue apep in accordance with the
fluctuations in the gold reserve was an unwise r@gepolicy that would only

aggravate the recessions of commodity capital lsscawvould bring about excessively
high interest rates: the application of the CuryeRcinciple would just make money
artificially and needlessly dear in times of golaid. In particular, the refusal of the
Currency School to use the paper returned to timk B&England in exchange for gold
for export represents an artificial cut in the dypgf a monetary instrument (notes) to
the market at a time when the supply of money ératbf monetary instruments in
general) falls sort of the demand because the deéfiearmoney rises when sales fall.

Marx supports the contention of the Banking Schib@lt the paper notes
returned to the Bank of England in times of gol@inlrcould be used to discount
commercial paper if the quality of this commer@aper was good. A necessary though
not sufficient condition that bills of exchange museet to be “good” is not to be
fictitious. Together with the Banking School, Marx claimstttine re-issue of the notes
returned to the Issue Department of the Bank ofld&myin times of gold drain to
discount good bills is not inflationary. Far fromibg inflationary, it stands on the way
of the rise in the interest rate; more exactlytlumway of the artificial rise in the price
of money (that is, of means of payment) that thglieation of the Currency Principle
will necessarily bring about -and which it delibetg intends to bring about.
Accordingly, the Banking Principle prevents the esaive liquidation of commodity
capital implicitly demanded by the Currency Prineip

Marx agrees with the Banking School that a finansistem where paper is
convertible into gold on demand will not issue pap®mney in excess, as the excess
issues will automatically return to the issuer.sTprinciple is known in the standard
literature as the Law of Reflux. The use of theesatturned to the Bank of England in
times of gold drain for the discount of good bilisnot inflationary because it does not
represent any increase in the demand for commedifdecording to Marx, it just
satisfies an increase demand not for commoditias,fdr means of payment. Marx
points out that an increased demand for means yiheat (or better, for means of
payment alternative to gold) does not in any wayesent an increased demand for
capital, not even for money capital. Marx points wvery carefully that the desperate
demand for liquidity in times of trade depressiepresents just an increased demand
for means of payment, for money simple or monegud, as he says, but in no way a
demand for capital

In times of gold drain, the price of use of golsks: the supply of gold coins to
the money markets falls as the demand for liquidggs because of the general fall in
sales. However, gold coins were not the only mogetestrument existing in England;
there also were the notes of the provincial bamic @ the Bank of England. Let us
leave aside the notes issued by provincial barkghexr1844 Act strongly restricted the
issuing ability of the provincial banks; therefolet, us focus ourselves on the issues of
legal tender of the Bank of England. Why not exptredsupply of notes to the money
markets when the price of use of gold is risingadmse of a gold drain? The answer of
the Currency School is that the use of paper notesrder to make up for the
contraction in the supply of gold is inflationamydawill put further pressure on the gold
reserve. According to the Currency School, if tb&dgeserve is already under pressure
Is just because the issue of paper had gone tcanththe Bank of England had issued
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too may notes in relation to the state of the geterve: the extra notes enter circulation
and drive prices up. This price rise does not tesoim any rise in the value of goods,
but simply from the fall in the value of money cegaent upon the excessive creation
of money by the Bank of England.

It should be noted that the Currency School takdsrigranted that all the
paper issued by the Bank of England will enteruwaton. It does not consider the
possibility that the issues of the Bank of Englanay not be met by a corresponding
demand of banknotes. Marx sees here a fatal flothenCurrency Principle. From the
gratuitous premise that every note issue shouldragitculation, the Currency School
concludes that the notes issued in excess ingel&i the outstanding gold reserve will
be used to increase the demand for goods.

We can reconstruct the logic of the position of Gharency School as follows:
if the balance of payments becomes unfavorabletlzgr is a gold drain, the cause is
that domestic prices have become too high in wpalato foreign prices. This can
alternatively stated saying that the only causarofunfavorable balance of payments
and a gold drain is the depreciation of money atdéolhe only reason why money may
fall in value is excessive abundance, that is, €dge money creation. Since the flow of
gold between countries is regulated by a mechatisinautomatically tends to equal
the value of money in all countries, the only reasty the value of money may remain
too low and give rise to a gold drain is the exaesssue of banknotes. The banknotes
issued in excess of the gold reserve, the sizehidhwat any moment is determined by
market forces, will not remain ideal, but will entgrculation, which means that they
will increase the demand for goods. The excess ddnf@ goods resulting from the
excess supply of money leads to a rise in pricashwis genuinely inflationary, in that
what rise is not the value of goods, but the vaiithe measuring rod of the value of
goods, which is money.

This is why the Bank of England should reduce tiheutation of notes when
the gold reserve falls. However, it is clear that Bank cannot “dis-issue” notes, so to
speak. Thus, the only way they can curtail theutatton of banknotes is by refusing to
reemploy the notes returned in exchange for gotdefgort in times of gold drain.
Another alternative way would be to “repurchaseé #xcess mass of notes that is
depreciating the currency by selling assets tohthlders of notes, be it bills or bonds.
With such an operation the Bank would mop up theesg liquidity that they injected
into the system (to put it in modern terminologyldathereby, forcing the required
deflationary adjustment by diminishing the supplymmney.

The Banking School and Marx challenge this view dedy that the re-issue of
the paper returned to the Bank of England in timiegold drain and a depression of
trade should be inflationary: it is not inflatiogabecause it does not give rise to any
excess demand for goods. Nor does it provide acamation to any previous excess
demand for goods financed on an excessive creditessive in the sense that the
borrower could never repay the loan out of its flmdssevenue or in the sense that the
lender was in a similar situation and was borrowimgney from a third party in excess
of its ability to earn money. The employment of tizees returned to the Bank in times
of gold drain in commercial trade, in the discowtbills of exchange that are not
fictitious, does not create any excess demanddodg because all that those notes do is
contain the rise in the price of monejhe notes are simply a means to transfer the
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property of gold from hand to hand, as debts fak.dThe Currency School mistakes
convertible for inconvertible paper money and taikder granted that every banknote
will be forced into circulation (this point is veryell made in Tooke, 1844). According
to the Banking School and Marx, the refusal tossie the notes returned to the Bank
of England in times of gold drain just restrictsnanessarily the supply of means of
payment and, thereby, artificially drives up theegrof all of them —of “money”.

In contrast to the Banking School, Marx duly obssrthat this does not mean
that crises can be avoided by the issue of papacdardance with the need of liquidity
of trade. Capitalist crises are the natural restilover-production, and the capitalist
system tends to over produce by nature, not byatuskation:

“It is clear that there is a shortage of means aynpent during a period of crisis. The
convertibility of bills of exchange replaces thetamorphosis of commodities themselves, and so much
more so exactly at such times the more a portiotheffirms operates on pure credit. Ignorant and
mistaken bank legislation, such as that of 1844e&b, intensify this money crisis. But no kind ohka
legislation can eliminate a crisis.” (Marx, 1894¢1], 620-1)

As long as the credit of the notes of the Bank mfl&nd is good because there
is confidence in the maintenance of convertibilihge growth in the circulation of notes
in times of gold drain does not perpetuate the giokdn or depreciate the purchasing
power of the currency. The increased circulatiomates just contributes to making up
for the scarcity of money resulting from the oveoguction of commodities and the
over-extension of commodity-capital. Accordingljhet employment of the notes
returned to the Issue Department in exchange fior fgo the discount of good bills will
not give rise to any rise in the demand for gooals will just contain the rise in the
interest rate that must inevitably accompany thd deain that, in turn, must sometime
take place because of over-production.

The Banking School has a further argument to cahtbat the issue of notes
does not need of any rule and that it is bestttethe discretion of the issuer, whose
motive is the most reliable of all, namely, prafiaximization. This argument is known
in the standard literature as the Law of Refluxoavertiblepaper currency cannot be
iIssued in excess; the notes issued in excess afetinand for them cannot fail teflux
to the issuer. The notes issued in excess of tmalé for means of payment alternative
to gold will not enter circulation and will be reted at once to the issuer. Only the
notes demanded by the need to discharge debtsjsthay the need to transfer the
property of the hoards of gold deposited by thé&eifihancial system with the Bank of
England, will remain in circulation.

Marx does not mean to claim that the value existiaggommodity is as good
as the value existing as gold. Accordingly, thesosawhy he supports the plan of the
Banking School of letting the circulation of papgmrow when the amount of bills
presented for discount rises in times of gold ddoes not rest on the view that the re-
issue of paper is not deflationary because thesrarie “backed” by the equivalent value
in commodities. If Marx held this view, he would lmplying that the mode of
existence of value is indifferent and, tacitly, weuld be admitting the central tenet of
the Quantity Theory that the value of money is aweieed by the proportion between
commodities and money. The reason why Marx lendsshpport to the discretional
issue of paper advocated by the Banking Schodlatshe views banknotes as a means
to transfer the property of money, that is, of goil larger amount of notes in
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circulation means more money in circulation onlsmfar as it makes possibléigher
velocity of circulatiorfor the existing amount of gold.

Of course industrial capital over-invested durihg previous phase of boom:
over-investment is in the DNA of capitalism. Of ¢g@ credit grew during the phase of
boom. Of course the financial system embarkedfitselprogressively more risky
adventures. Of course industrial capital expantiedfdcilities of production regardless
the future levels of demand. All this is in the DMA capitalism. Capitalism expands
the productive power not in accordance to the needs accordance with the evolution
of the money funds that are to sustain demandpaeds production to the limit of the
existing productive power because the productiogoafds is the only means to increase
the production of surplus value. The capitalistteys pursues the accumulation of
money, because money is the abstract form of wedlb capitalist system does not
pursue the accumulation of commodities, that ispaiticular forms of wealth. The
immanent contradiction of a system the end of whscthe accumulation of money is
that money has no use outside exchange, and ttptiesnthat the only way to
accumulate money is to get rid of the money alreaclyumulated by re-investing it.
Thus, we can properly say that the capitalist systeants neither commodities nor
money: both are hot potatoes that are to be goofrigs soon as possible —but not in
order to get something “final”, as it were, but ander to keep the movement of
accumulation going on. Accordingly, the system $ackny criterion that could
determine something like an “equilibrium” betweearmay and commaodities.

At times there are too little commodities and toacinmoney: this is the phase
of expansion or boom. On the contrary, at othees$irthere are too many commaodities
and too little money. Wanting neither money nor ooodities, the capitalist system is
bound to have too much money (too few commoditesjmes, and too little money
(too may commodities) at some other times. Whike glgstem is laying the basis for
over-production, money looks plenty and commoditesarce; when that over-
production manifests itself as a general fall irTmdad, money looks scarce and
commodities redundant.

In fact, the system carries within it the contréidic between production and
consumption which is inevitable in any economicteys based on the principle that
money is the primary form of wealth. The capitasigstem does not expand production
in order to expand consumption, but in order tadpoe more surplus value, the proper
objective expression of which is money. Accordinglythe same time that it demands
the expansion of production and of productivitye tbapitalist system demands the
reduction of wages and the withdrawal of profitenfr consumption —if profits are
devoted to consumption, capital is destroying thiy basis on which it can grow. Thus,
the capitalist system demands the expansion ofugtamh and the same time that it
demands: a) the reduction of consumption in ratatitoproduction and b) the increment
in the consumption of the goods that yield mosplsisr value (not the goods the need
for which is the highest). According to Marx, tluentradiction takes on an objective
form in the crises.

Employment falls during the crises because the dénfiar productive factors
falls —commodity capital and, hence, the productaailities are to be transformed into
money and their value cannot exist any longer umdenmodity form. Thus, we are
faced with the paradox that growing masses of uteyed workers are deprived of
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goods to the same extent that the stocks of uridelg@ods grow. We are faced with
the paradox that the general standard of livints fabt because too little goods have
been produced, but because too many goods have drednced. Society becomes
poorer not because scarcity has set in, but be@duselance has set in.

4. Marx and the “Real Bills Doctrine”

The Real Bills Doctrine is said to be the thesat tine issue of notes against
the security of bills generated in trade is notaitidnary. The “real bills” would be the
“reserve asset” against which the notes are isanddvhich guarantee the maintenance
of the value of the notes. The denial of the RBOH®yCurrency School implies that the
Currency School held, against the Banking Schdwlf dbnly gold constitutes a good
reserve asset and, therefore, that notes shouigsbed only on the security of gold.
The issue of notes against the lesser securithefrieal bills” is inflationary because
neither the real bills nor the commodities the eabfi which is what is expressed in the
real bills provide the issuer with sufficient liglity to guarantee the convertibility of the
notes and, thereby, their value. The Currency Scbacludes that the issue of notes
against the security of real bills in times of tighoney does not relieve the pressure in
the money market. The issue of notes against riéalib times of gold drain might
contain the rise in the interest rate for a wHilg, in the not too long run it cannot fail to
lead to the devaluation of the notes, that isptation, because of excessive abundance
of money (KMO: which here means “means of payment”)

The reason why, according to the Banking Schod,isisue of banknotes in
order to discount good bills in times of gold dr&mot inflationary is not that such an
issue of notes does not alter the proportion ofroodities to money; of course it does.
For the Banking School, the purchasing power of eyoar, to put it better, what
maintains the ability of banknotes to circulate patr, is not determined by that
proportion; this is the contention of the Quantitileory and of its follower, the
Currency School. According to the Banking Schoal duarx, the proportion between
the supply of means of payment and the aggregédie d the debts to be discharged
does not determine the ability of banknotes toutate at par. If the notes are
convertible and are not issued against Treasurls BIl fictitious commodities, the
relation or proportion between the supply of n@ed the demand for them determines
theamountof notes that will be required in order to sethie debts, but not thewalue
or to put it properly, the ability of the notesdioculate at par.

Here Marx goes way beyond the Currency and the iBgnkchools. The
ability of notes to circulate at par does not depen the value (in money!) of the
reserve assets against which those notes are iskwed this way of putting the
question is misled. To circulate at par, the amainmotes in circulation at any given
time does not have to be the mirror of the valmengoney!) of the “reserve assets”.
Marx tells how once, in Scotland, it became vefidilt by noon to come by notes in
order to make payments because it happened that deots had to be discharged at
the same time. Once the payments were made, thandefar notes ceased. The notes
“refluxed” to their issuers once the debts had ba&isnharged. The high circulation of
notes by noon did not inflate prices; it did novéany effect on the ability of notes to
circulate at par. The proportion between the amofinbtes in circulation and the gold
reserve just tells us how fast this gold reservechsnging hands and, thereby,
discharging debts. Notes circulate below par (tidlg when they are issued in excess
in relation to the demand for them.
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But is not right the Currency School to claim agaithe Banking School that
gold is a much better reserve asset than reaPlBisld is a much better asset than real
bills because thiquidity of gold is much higher than that of bills. Accargito Marx,
neither gold nor bills “back up” the “value” of rest Notes have no value and,
therefore, the value of notes needs no back, andotgossibly have one. Banknotes
are means to transfer the property of money. Thay airculate at par, below par or
above par, according to the confidence depositeth@r ability to carry out their
function, but they have no value and their natar®ibe representatives of money in the
process of circulation.

The view underlying standard monetary theory i¢ tlwes circulate at par as
long as the “value” of the notes in circulatioregual to the value of the reserve assets
that “back up” the value of the notes. And we alsvdnave the problem about the
liquidity of the reserve asset; that is to say: the asddsrheeserve may have a definite
value, but if there are doubts about the valuehefdsset in case of liquidation of the
asset, the problem arises that the reserve asgat be supporting too much liquidity.
Of course, this is a pseudo-problem which arisesnfa poor comprehension of the
nature of money. According to some authors, thedébay School was right to hold that
the only way to have notes circulating at par wabdve in reserve the same value in
the shape of gold, as the liquidity of the resemgset “gold” is total. These authors
accuse the Banking School of overlooking the faet the liquidity of bills is lower
than that of gold and, to make things worse, tihamh ¢f banknotes. This is why there is
no reason to guarantee that the issue of notesrdwsgoto the RBD will not be
inflationary; unless very exceptional circumstancescur, the difference between the
(total) liquidity of the notes and the (limitedyjliidity of the bills will manifest itself in
the depreciation of the notes, which will circuléow par by a margin determined by
the nominal of the notes and the liquidity of th#sbthat “back up” the notes (the
nominal of which must be the same as the nomindi@hotes).

According to this view, the only way to maintainetlivalue” of a paper
currency is to keep the velocity of circulation abjto “one”. As they see it, a velocity
of circulation higher than one represents an exeesgeation of money which must
devalue it. If, instead of challenging the basieadhat the money in circulation is but
the mirror image of the value (in money!) held eserve, one replies reply that real
bills are as liquid as gold if their payment istaar, one is missing the point: the money
in circulation is not the mirror image of the moneyreserve; more in general: the
circulation of money, the liquidity of the syster®s not the “dynamic” form of the value
held in a “static” situation in the reserve asséarx does not formulate the problem in
these terms, as this formulation rests on a defeslystem of categories. In contrast to
it, Marx takes good care to distinguish money aasuee of value and money as means
of payment, and, on this premise, he does not tbinkanknotes as the value of gold
freed from its static form and set in movement.

5. The Mercantilist Foundations of Both the Curreycand the Banking Principles

“We have also omitted from consideration the fumctof the metal reserve as a security for
bank-note convertibility and as the pivot of thdirencredit system. The central bank is the pivothe
credit system. And the metal reserve, in turnhéspivot of the bank. It is inevitable that theditesystem
should collapse into the monetary system, as | ladready shown in volume 1 chapter 3, in connection
with means of payment. That the greatest sacrifidgsal wealth are necessary to maintain the fietal
basis in a critical moment has been admitted by Batoke and Loyd-Overstone. The controversy
revolves merely round a plus or a minus, and rahadnore or less rational treatment of the ineléal
certain quantity of metal, insignificant compareidhwthe total production, is admitted to be theopal
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point of the system. Hence the superb theoretigalishm, aside from the appalling manifestationtos t
characteristic that it possesses as the pivotait mhiring crises. So long as enlightened econoegtdr
“of capital” ex professoit looks down upon gold and silver with the greaidisdain, considering them as
the most indifferent and useless form of capitait & soon as it treats of the banking systemythiag

is reversed, and gold and silver become cap#alexcellencefor whose preservation every other form of
capital and labour is to be sacrificed.” (Marx, 4§2991], 706-7)

Marx puts the same idea in a more succinct way Wieenrites:

“In the crisis, the demand is made that all bilserchange, securities and commodities shall
be simultaneously convertible into bank money, alhthis bank money, in turn, into gold.” (Marx, 948
[1991], 708)

Being the abstract form of existence of value @ thiversal commodity,
money rules over the rest of the particular comtiegli the reserves of money cease to
be a means to supplement consumption when needeoeaome an end in themselves.
The reserves of money have to grow which, amongrothings implies that any
diminution in the reserves of money must be mad®upt he expense of commodities.
Marx notices what both the Currency and BankingaSthvere overlooking, namely,
that, in the end, the capitalist system must agrigle the Mercantile system that true
wealth consists in money.

Marx points this out when he notes that the ultenatirpose of the Currency
and the Banking Schools was to “protect” the gelserve at the expense of production
and employment. Neither school has noticed thet iewing money as the only true
form of wealth. Neither school has noticed the cadchange in the character of the
money reserves; neither school has noticed thatkiode point of a reserve of money in
a non-capitalist economy is to provide for consuopin times of scarcity of goods,
whereas in a capitalist economy the growth of moisethe very end of the system.
Both the Currency and the Banking School debatethentacit and unchallenged
premise that the gold reserve cannot diminish beéymartain lower bound and that the
very process of diminution must be reversed atcadits, as dictated by the need to
“protect” the reserve.

Both the Currency and the Banking Schools overldb& fundamental
opposition between money and commaodities that giesfirst to the abundance and
then to the scarcity of money. In the end, theedéhce between the two schools is that
the Banking School imposes a weaker sacrifice oflpction and consumption than the
Currency School by supporting the re-issue of thiesireturned to the Bank in times of
gold drain, a re-issue that to some extent makesouphe scarcity of money and
contains the rise in the interest rate. The inter@® reached unsustainable heights in
1847, 1857 and 1866, years in which the Governradtto suspend the 1844 Act and
allow the Bank to re-issue the notes returned &d ghat were sitting idle in the vaults
of the Issue Department of the Bank. The resuthefregular suspensions of the 1844
Act wherever a crisis was to happen was not imfflgtias the Currency School had
predicted, but the contention in the rise of thegof money and the diminution in the
amount of bankruptcies. Thus, the regular suspaasid the Peel Law contained the
liquidation of the British industry. However, arnug is a sign of the power of the City,
as soon as the danger was gone, the 1844 Act waaated; no wonder, then, that the
crises of 1857 and 1866 led again, by the hantiefCurrency Principle, to a dramatic
and unsustainable high price of money that wasandeboth years, by corresponding
letters of the Government to the Bank suspendiegl8¥4 Act and allowing the Bank
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to follow the Banking Principle. A remarkable sussestory. And the 1844 Bank
Charter Act was not been derogated until 1968...

Indeed, the derogation of the Act in 1968 doeshave much importance if the
monetary theory that inspired it is retained, as ithe case. By 1968, the view that
crises had their origin in a previous excessivédaiin resulting from an excessive
extension of credit (“excessive money creation’gl #mt the solution of crises required
to tighten monetary policy was so firmly embeddethieory and practice that there was
no longer a need for a “law” to periodically ripf @idustry and labor in benefit of the
banking industry.

The standard literature on the Banking School sumsts position in two
principles: first, the Real Bills Doctrine; secopdthe Law of Reflux. Interestingly
enough, Marx does not make any mention of theseipies in his writings. Indeed, the
term “Real Bills Doctrine” does not appear in tHassics of Tooke and Fullarton of
1844; only Fullarton uses the term “Law of Reflux”.

According to the Banking School, the Bank of Endlahould reissue the
notes returned in times of gold drain as long assécurity given in exchange for them
Is good: this is the essence of the Real Bills Bet As long as the banks issue notes
in order to discount real bills, there is no reasdry the market price of gold should
deviate from the mint-parity or why there shoultide a depreciation of the currency.
Let us specify that a bill is “real” to the extahat it is what it is, that is, a promise of
deferred payment for a really existing good or ®ervA bill is not “real” when it is
“fictitious”. Fictitious bills are a circuitous maea to get bank credit by giving the
appearance of transaction where there has been h@heuld be noted that the reason
why the issue of notes in discount of good billsra@ be inflationary is not that it does
not alter the proportion money-commaodities; indeidgoes alter this proportion
According to the Banking School, the reason whyifisele of notes against real bills
cannot depreciate the currency is that it doeshaste any effect on demand. The
eventual alteration of the proportion between comittes and money is not
inflationary because the notes issued in discofimeal bills do not give rise to any
“fresh” demand for commodities. Moreover; an evahtise of the market price of gold
over the mint-parity would reveal théttitious bills have been discounted with good
Sterling paper. Convertibility sets the limit oktissue of notes because the notes issued
in excess of the needs of trade will immediatetyneto the issuer. The maintenance of
the convertibility of paper notes is, thus, thenesstone of the Banking School's
defense of the gold reserve of the Bank of England.

6. Money “Creation” and the Cycle

The capitalist system does not over-produce bectuese comes a time when
it becomes the interest of the banking system tedte” more money in order to make
it cheaper, boost production and seize on a layger out of this increased production.
When the banking system creates more money it elgpdine supply and this is
supposed to bring down the interest rate. Theralhe interest rate represents a fall in
production cost that industry will not miss to iease production and make larger
profits. As a result of the expansion of productiorustrial capital makes a higher
profit and the financial system makes a largerreggebecause of the expansion of the
money business. However, the friendship betweenfittencial and the industrial
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capital comes to an end as soon as the financg&émsynotes that the expansion of
production has made goods too abundant and, theimbgheap. At that point, the gain

that the financial system can squeeze out of ptomlucs so low that it pays to undo the

excessive productive capacity induced by the ingigpansion in the supply of money.

The financial system then turns off the tap; moaeation falls; the interest rate rises
as a consequence in the restriction in the supphtyamey and this forces the liquidation

of the redundant industrial capacity —“redundamt'the sense that it makes good too
abundant and, thereby, too cheap.

In contrast to this view on the etiology of theses (and booms), Marx claims
that it is not the diminution in the interest chesgwhich is viewed as a reduction in
production cost) what sets in motion over-productibo; the capitalist system over-
produces by immanent necessity. It not only ovedpces commodities; it also
produces the “abundance” of money that, accordinthé previously sketched theory
sets in motion the expansion of production (whikt,us not forget, does not make
goods abundant, but just less scarce). The upweasepof the cycle is not started when
the financial system decides to “open the spigdk&l is, to create more money in order
to make money cheap. As Marx sees it, the finarsyisiem can of course create means
of payment, but not money. By the manipulationhs issue of means of payment the
financial system caallocate the money existing at any momenaccordance with its
interest, but the financial system cannot creat@eycanymore than it cannot create
exchange value. According to Marx, money is abuhdarthe upward phase of the
cycle (and the interest rate low) not because #mkibng cartel undertakes to print more
money in order to squeeze a larger gain from tlen@my, but because labor has
become more productive, which means that it prosluoere surplus value.

Money looks abundant at the beginning of the cydeen the liquidation of
overproduction has been just finished. As laborobezs employed again in new
businesses, the demand for money grows and, withatinterest rate. This rise in the
interest rate can be enhanced by the market poWéneobanking cartel, but it is
inevitable. The expansion of production goes oninadccordance with needs or the
growth of the incomes that buy production, but ae@adance with productive capacity
only. The inevitable result is overproduction. Thme at which overproduction
becomes manifest and sales plummet is the timehathwthe pressure on the money
market is at its highest and the interest ratehesdts maximum level. Everybody is
desperate for liquidity but money is nowhere to foand. Commodity capital is
liquidated at bargain money prices. As this progess on, the demand for money gets
weaker and the pressure on the money market eveeli the interest rate starts to fall,
not because the supply of money is abundant, lztduse the demand for it is falling.
The liquidation of overproduction and overcapaditys down the basis for the next
overproduction.

The banking system goes with the system as a whalegs not drive it. This
iIs seen in the “quality” of the assets of the bank&en overproduction becomes
manifest and sales fall, defaults grow; as a camsecg, the “value” of the assets of the
banking system falls, and the banking system fitsddf in trouble when it comes to the
settlement of inter-bank debts. The affirmation toé supremacy of money over
commodities, this immanent feature of the capitatigstem which manifests itself
empirically in the crises, can be seen not onlghaliquidation of commodity capital at
bargain prices, but also in the liquidation of fical assets at bargain prices in times of
recession. The successive layers of credit fall after each other as the claim for the
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presence of money grows and the ability of her aggmtatives in the process of
circulation falls.

7. The Currency-Banking Controversy and the so-eall “Monetization” of the
National Debt

The Banking Principle, as well as the Law of Refltest on the premise that
banknotes are issued for commerce purposes, thttaisthey are issued in order to
facilitate the transfer of gold. Hence the shastidction that Tooke and Fullarton draw
between a convertible paper issued on demand afhaets and an inconvertible paper
money of forced acceptance issued by the Statedier do discharge its debts without
having the money. We see, thus, that the contrgvieesween the Currency and the
Banking School, as well as the secondary literatumeit, does not pay sufficient
attention to the issue of legal tender in orderptochase national debt. Today,
guantitatively at least, the issue of legal tendezxchange for Treasury Bills occupies
such a prominent position in the workings of theaficial system that it is considered
that the money consists in debt and that the ratidebt is the source of our money;
look, for instance, at Federal Reserve Bank of &fo¢ 1992, or at Macroeconomics
textbooks, where the Treasuries “purchased” byctrdral banks are included within
the otherwise funny category of “high-powered mdney

Marx was fully aware of the dramatic change in écenomic system brought
about by the birth of the national banks and tretesy of the public debt:

“At their birth the great banks, decorated withiowél titles, were only associations of private
speculators, who placed themselves by the sideocwérgments, and, thanks to the privileges they
received, were in a position to advance moneyedtate.” (Marx, 1867, )

National banks were in a position to lend monetate not in virtue of the
privileges received from the State, but in virtddle money that they had previously
accumulated. Because of the size of their monesrves, the lending capacity of the
new national banks was far greater than that ofjtldsmiths, and so the new national
banks displaced the goldsmiths from the busine$iseohational debt. The new national
banks were able to lend money to the State at rfmympetitive” rates than the
goldsmiths, but, at the same time, the new natidradks wanted to secure their
business. Thus, they agreed to finance the expearigbe State at a price lower than
that charged by the goldsmiths but, at the same, tihey demanded the monopoly of
ending to the State. We can observe this in tis¢ fiational bank of Western Europe,
namely, the Bank of England. Note how the gangoddgmiths has been replaced by a
single lending body; here we have a movement oteoination.

“Hence the accumulation of the national debt hasmuoe infallible measure than the
successive rise in the stock of these banks, whilsgéevelopment dates from the founding of the Ban
of England in 1694. The Bank of England began Vetiding its money to the Government at 8%; at the
same time it was empowered by Parliament to coinepmut of the same capital [KO: that is: out @& th
gold hoards that they were lending to the crownj,lénding it again to the public in the form of
banknotes.” (Marx, 1867, )

This is a very clever employment of the gold reeert is lent out to the
Government at the same time that the Bank issues mgainst the security of the gold
reserve. This way, the Bank of England managesrtd twice the same money and, in
consequence, to make interest twice.
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“It was allowed to use these notes for discounbilig [KO: Rather, the merchants accepted
the notes by their own will, not by government @&jr making advances on commodities, and for
buying the precious metals. It was not long erg thedit-money [KO: the notes of the Bank of Endlan
made by the bank itself, became the coin in whichBank of England made its loans to the State [KO:
instead of in gold: the banknote invades the catoih of money], and paid, on account of the Stide,
interest on the public debt. It was not enough thatbank gave with one hand and took back more wit
the other; it remained, even whilst receiving, #ternal creditor of the nation [KO: rather, of tia-
payers] down to the last shilling advanced. Grdgiuiabecame inevitably the receptacle of the niietal
hoard of the country, and the centre of gravityalbfcommercial credit. What effect was produced on
their contemporaries by the sudden uprising of thisod of bankocrats, financiers, rentiers, brokers
stock-jobbers, &c., is proved by the writings odttime,e.g, by Bolingbroke's.” (Marx, 1867, )

The banknote is certainly a more practical meansaoisferring the property
of gold that handing over gold itself. In this senshe banknote (paper money in
general) represents a more economical form of nayehan the coins made of
precious metals. This could be labeled as a stepafds and as a development of the
system of payments. However, we are dealing witlowble edged knife: the reason is
that the banknotes, which are an intermediary itieglte the circulation of gold easier,
restrict at the same time the access to gold &edelby, to money. In other words: the
displacement of gold from circulation by the banienwe certainly cut on “transaction
costs”, but at the same time we are erecting a tatl restricts access to money and
leaves the stock of money in the hands of the natibank. This is significant because,
having money in its hands, the national bank céocale the money existing at any
time in accordance with its interest, and we are tnoforget that the birth of the
national bank is but yet another aspect of thé lwftthe system of the national debt.

Contrary to common usage, | would say that natidraalks do not have the
ability to “create money”. Money is created by #mnomic system. However, what
national banks can do is to allocate money as dieeyn fit; they can do this by creating
a very special means of payment which is legaldentthat is, the banknote of forced
currency (convertible or not convertible). Centoahks can regulate access to money
by means of legal tender, but they cannot credt ar determine the amount of gold
that the economic system requires to function aseyj@more exactly, to be transferred
in payments of debts) at any time. We could says,tthat when a central bank “creates
money”, it is “destructing money” at other point tfe system. This is why, for
instance, the prime rate and the inter-bank intenae are so low these days at the
same time that money is very expensive for smalirmsses.
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