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Chapter 0

An Introduction to Goldsmith-Banking

Out of shops located primarily on Lombard Street and in the West End, a few of London’s
goldsmiths specialized in offering banking services during the second half of the seventeenth
century. In addition to traditional goldsmith activities such as selling silverware and exchanging
coins, goldsmith-bankers supplied sophisticated financial intermediation between customers.
Goldsmith-bankers accepted deposits, payable on demand, called "running cash." Goldsmith-
bankers also accepted deposits under conditional withdrawal but with greater interest. The same
goldsmiths loaned deposits, managed fractional reserves, issued bank notes and offered checkable
accounts. Goldsmith-bankers supplied virtually any intermediary service that might define a bank.

This thesis, however, seeks a larger story for London’s goldsmith-bankers. The following
chapters examine how goldsmith-bankers connected their customers to the various monetary and
financial institutions of late seventeenth-century England. The intermediation that an individual
banker provided to his depositors and borrowers formed a core of services. Goldsmiths-bankers
grew into a network by joining together through a system of inter-banker clearing. The net widened
as many goldsmith-bankers branched out into tax collection and funding government debt. Strands
of intermediation even reached overseas as goldsmith-bankers orchestrated international credit and
bullion movements. Goldsmith-banking wove a web of intermediation that filled the interstices
between fellow bankers, specie, the English Treasury, and overseas capital markets.

Connecting these institutional nodes created positive network externalities. The public could

deposit bank notes with competing banks, which enhanced the viability of all bank debt as a means
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of payment. Goldsmith-banking made the use of bank notes and checks common. Moreover,
goldsmith-banking made taxes easier to pay and budget deficits easier to fund. The intermediation
of goldsmith-bankers contributed to the expanding financial capabilities of the English Treasury and
played a critical role in the origins of the Financial Revolution. Goldsmith-banking integrated
London’s financial and monetary institutions and laid a framework of which later innovations, like
the Bank of England, would take full advantage.

London’s goldsmith-bankers connected so many institutional nodes by turning obstacles into
opportunities. After the Restoration of Charles II in 1660, the state of the coinage was terrible. In
response, goldsmith-bankers supplied paper debt as a medium of exchange. Also, most financial
assets were not marketable, so depositors delegated the investment of their funds to goldsmith-
bankers in exchange for interest. Such delegated lending permitted goldsmith-bankers to
intermediate between suppliers and demanders of capital. As with other assets, government debt
was too illiquid for merchants’ tastes, so goldsmith-bankers pooled deposits (short run liabilities) to
finance investment in Treasury debt (long run liabilities). Goldsmith-bankers also joined separate
forms of intermediation to unblock financial bottlenecks. By supplying paper debt and investing in
government debt, goldsmith-bankers induced tax collectors to accept bank notes and checks.
Goldsmith-bankers lowered transactions costs, overcame differences in information, reduced risks
and accessed international markets as opportunities required.

The overall picture demonstrates that goldsmith-banking integrated a number of critical
seventeenth century institutions. Chart 0.1 maps the range of institutions that goldsmith-banking
reached. Each connecting line in Chart 0.1 represents an interstice that goldsmith-bankers bridged.
Each intermediation is examined within the correspondingly numbered chapter. For example, this
introductory chapter (0) examines the relationship between two basic services that coexisted within

the businesses of individual goldsmith-bankers: the supply of bank debt used as a medium of



Chart 0.1

Schematic of Goldsmith-Banker Intermediation

Monetary Sector Private Banking Sector
Inter-Banker Clearing
Domestic Specie Market ~_1 2 \
p L
5 &\ Medium of Exchange o 2
International Bullion Market! /
Depositors
\ 3
4
3
Taxes Government Debt
5 4

Numbers identify

4
Relevant Chapters 5

" War Financing
Government Sector




exchange and the supply of delegated lending. The chapters that follow describe how goldsmith-
bankers provided intermediation that connected such a wide net of economic activities by building
off of these two core banking functions.

Our picture of goldsmith-banking is not based on any single banker; rather, the findings of
this thesis are a composite. The extant records of three different goldsmith-bankers have been
tapped, which takes advantage of the strengths of available sources. For example, only Stephen
Evance’s bullion book has survived, and only Francis Child offers a tabulation of his specie
reserves. Use of multiple sources also expands our view to cover both the Restoration and Glorious
Revolution eras. Collecting the experiences of individual goldsmith-bankers into one framework
necessarily suspends some details for the sake of generalization. The benefit, however, is a new-
found awareness that goldsmith-banking integrated England’s financial and monetary institutions far
more completely than widely supposed. As Professor Henry Roseveare, author of The Treasury and
The Financial Revolution among other important works, has noted,

Too often it has been assumed that the developments which transformed

England’s financial potency in the eighteenth century took their departure from the

expulsion of James II and the arrival of Dutch William, with Dutch banking, Dutch

stock-jobbing, Dutch taxes and all the other paraphernalia of "Dutch finance" in his
baggage. That is, at best, a half-truth, and after a reign of 300 years as the whole

truth it is more than time that it made way for the other half - that seventeenth

century England had laboured long to produce a radical transformation of its

financial system which would make it superior of any of its foreign models, and that

some of the most important stages in that effort took place in the reign of Charles

I1.(Roseveare 1991, p.3)

Goldsmith-banking’s web of intermediation formed an essential stage in the transformation
of England from an early seventeenth century financial backwater into a great eighteenth century
European power that could tax and borrow more than her competitors. Goldsmith-banking emerged

well before 1688, and goldsmith-bankers played a decisive role in introducing modern banking to

the English public. Moreover, the network of goldsmith-bankers established linkages between



money, banking and the English Treasury. Later innovations in state finance, like the national debt
and the Bank of England, were truly momentous in the development of long-run government debt,
but the earlier development of private commercial banking fostered both the common use of
transferable short run debt and laid down connections between private banking and government
finance. Decades before the explosion of public debt and of Bank of England notes, London had
become familiar with bank notes and checks and had grown accustomed to bank deposits funding
Treasury borrowing, through the services of goldsmith-bankers.

Moreover, the Treasury and the Bank of England came to mimic the proven practices of
goldsmith-bankers. An implication of this dissertation is that the Bank of England largely displaced
private bankers, rather than forging new connections between the Treasury and the public. For
example, a bitter attack on the Bank of England printed in January of 1694 noted,

[The Bank] may retard all Returns of Receivers into the Exchequer who may pay in

money by other hands into the Bank, and keep the money due to the King out of the

Exchequer to the last day, which will make the King pay interest for money for a

longer time.'

Chapter 3 shows that goldsmith-bankers and tax collectors had enjoyed such cooperative
arrangements decades before the founding of the Bank of England in May of 1694. The pamphlet’s
accusation against the future Bank of England applied equally to the goldsmith-bankers.

The breadth and sophistication of London’s system of goldsmith-bankers clearly
demonstrates that the Financial Revolution was stirring in England well before the arrival of
William III in 1688 or the founding of the Bank of England in 1694. Rather than forming in a

vacuum, the great innovations in the state’s financial institutions that followed the Glorious

' The publication, entitled Reasons Humbly Offer'd to the Honourable House of Commons by
Eminent Merchants and Citizens of the City of London: Showing the Inconveniences that May Arise
by the Bank, is anonymous but is held by Hoare & Co. of London and was likely written by the
goldsmith-banker Sir Richard Hoare.



Revolution of 1688 were planted in a thriving financial environment. The richness of goldsmith-
banking as a nexus of intermediation begins, however, with two core banking services: supplying
media of exchange and supplying delegated lending. This introductory chapter considers the
interaction between these two activities -- how they reinforced and impinged on each other. The
investment of delegated funds in non-marketable assets created asymmetric information between
goldsmith-bankers and their depositors. As a complement to delegated lending, demandable debt
provided a way for depositors to monitor their goldsmith-banker; however, the risk associated with
non-marketable asset portfolios impaired the circulation of that banker’s debt. The trade-off
between liquidity and lending encouraged goldsmith-bankers to develop mechanisms to mitigate
these tensions while opening new opportunities. Recent work by Hoffman, Rosenthal and Postel-
Vinay (1994) have found that mid-eighteenth century Parisian notaries also overcame the problems
of intermediation with asymmetric information. Building on influential works by Calomiris and
Kahn (1991), Gorton and Pennacchi (1990), and others, this introduction presents a theoretical
framework for understanding the supply of banking services by goldsmith-bankers that formed the

center of the web of intermediation called goldsmith-banking.

I. Lending and Liquidity

A striking feature of the late seventeenth century was the extensive use of credit.
International payments were financed by foreign bills of exchange.(van der Wee 1977) Remittances
within Britain made extensive use of inland bills of exchange.(Kerridge 1988) London’s wholesale
trade and much of the city’s retail trade was a network of debt.(Earle 1989) For decades before the
Glorious Revolution in 1688 and the Bank of England that followed in 1694, debt, acting as a

medium of exchange, was the blood in London’s economic veins.



During the second half of the seventeenth century, the port of London was a booming
entrepSt between Europe and the rest of the world.(Davis 1954, Zahedieh 1994) At the same time,
silver coin was scarce, and often counterfeit or clipped when available. Using debt as a medium of
exchange allowed merchants to diminish their reliance on specie. Moreover, London’s merchants
desired liquid debt.(Jones 1972) A demand existed in late seventeenth century London for highly
liquid debt that could mimic money in transactions. With London’s demand for liquid debt came a
number of suppliers. Wholesalers, great merchants and money-scriveners all specialized in
extending credit.(Melton 1986, Earle 1989) The English Treasury even attempted offering near-
money debt called orders.(Roseveare 1962) The most renowned suppliers of debt suitable for
various transactions, however, were the goldsmith-bankers. Individual goldsmith-bankers offered a
spectrum of debt contracts ranging from promissory notes and checkable demand accounts to
international bills of exchange.? As a network, goldsmith-bankers reduced the incidence of dealing
with specie further by coordinating a system of inter-banker debt clearing.(Chapter 2) Use of specie
was further averted by arranging the acceptance of goldsmith-banker debt for the payment of
taxes.(Chapter 3)

Besides providing highly liquid debt to facilitate transactions, goldsmith-bankers acted as
delegated lenders of deposits. Goldsmith-bankers did not act as brokers when investing depositors’
money. Rather, a depositor delegated the lending of his money to the goldsmith-banker with no
surety of how the banker would in turn invest those funds. Such delegated lending was a break
from the early modern tradition of wealthy merchants lending their own money.(Ashton 1960)

Other early modern financial intermediaries, like money-scriveners or notaries, also assumed

* For example, in May of 1668, the goldsmith-banker Edward Backwell began keeping an
account titled "Bearer" for notes he issued payable to bearer and not to any named
individual.(Backwell Ledger "Q", EB/6, 1668) Although never amounting to more than a few
hundred pounds each year, this goldsmith-banker had introduced bank currency three decades before
the founding of the Bank of England.



delegated functions when providing brokerage services.(Melton 1986, Hoffman, Rosenthal and
Postel-Vinay 1994) Once a money-scrivener arranged a mortgage, however, the customer took
ownership of the debt. In contrast, the goldsmith-banker owned the debt created from investing
deposits. Goldsmith-banking divorced liabilities from assets, so goldsmith-bankers became
substantial debt holders in their own right.

Through the extended forms of intermediation examined in later chapters, goldsmith-bankers
advanced the economic value both of bank debt as a medium of exchange and of deposits as a
means of saving. Chapter 2 demonstrates how goldsmith-bankers expanded the circulation of bank
debt (notes and checks) through inter-banker clearing. Chapter 3 examines the institutional
arrangements necessary to allow goldsmith-bankers’ debt to pass in payment of taxes. Both the
system of clearing and the paying of taxes increased bank debt’s ability to substitute for specie.
Chapter 4 probes the difficulties a goldsmith-banker faced as an investor of deposits in large
amounts of government debt. While offering strong returns, government debt also exposed holders
to potential default and ruin. Chapter 5 explores how investing in government debt could be tied to
bullion arbitrage. While each chapter considers its own issues in detail, a working goldsmith-banker
had to balance all these issues simultaneously.

This introduction builds a framework for placing the examples of goldsmith-banking visited
in the body of this thesis within a wider range of banking issues. As unregulated, fractional reserve
bankers of issue, London’s goldsmith-bankers operated with few restrictions. Beyond usury laws,
which were often circumvented in early modern Europe, commercial contract law and the state
provision of coined money provided the only two notable exogenous institutional constraints on
London’s early bankers. Moreover, the practice of goldsmith-banking even helped to shape these
constraints. Chapter 1 of this dissertation surveys how legal recognition of transferable debt within

English common law expanded to meet the practices of bankers and merchants. Chapter 5 examines



how goldsmith-bankers facilitated the international flow of bullion in and out of England which
contributed to eventual monetary instability.

Study of such unconstrained bankers requires an analytic framework that encompasses how
delegated lending and the supply of liquid bank debt are both complementary and at odds. The
forms of intermediation highlighted in this dissertation stress that London’s goldsmith-bankers
developed institutions that allowed delegated lending and debt issue to complement each other.
Chapter 2 explains how goldsmith-bankers accepted the debt of rival bankers from the public, and,
through the process of clearing such debt between each other, the goldsmith-bankers monitored each
other for illiquidity and abusive debt issue. Similarly, Chapter 3 describes how goldsmith-bankers
combined the lending of deposits to the Treasury with securing the acceptance of bank debt for
settlement of taxes which increased the liquidity of goldsmith-banker notes and checks.

Banking scholars have considered how delegated lending that specializes in non-marketable
(illiquid) loans interacts with the supply of near-money substitutes. For example, Calomiris and
Kahn (1991) note that asymmetric information between depositors and bankers would make
demandable debt less liquid, ceteris paribus. However, the same paper demonstrates that
demandable bank liabilities assist delegated lending by allowing informed debt holders to monitor a
bank on behalf of relatively uninformed debt holders. Similarly, Gorton and Pennachi (1990)
explain that demandable debt allows less-informed debt holders to have first lien on a banks assets
relative to better informed equity holders. In both stories, illiquid assets are made into liquid
deposits by banker intermediation; moreover, demandable debt minimizes the problems arising from
the banker knowing more about his portfolio’s risk than depositors (asymmetric information).

Focusing on the theoretical challenges overcome by London’s goldsmith-bankers draws
attention to the achievements that goldsmith-banking accomplished in addition to those topics

discussed in the following chapters. Goldsmith-bankers were entrusted with deposits under varying



interest rates and terms of withdrawal. They lent those deposits in their own name rather than
acting as brokers. They overcame severe informational asymmetries between themselves and
depositors because few financial assets in seventeenth century London were marketable. Moreover,
goldsmith-bankers drafted and discounted bills of exchange to and from the European continent and
supplied notes and checks as media of exchange in business transactions. The chapters below on
inter-banker clearing, tax collection, war financing and international bullion flows all build on these
everyday successes of goldsmiths as unregulated bankers. The literature on banking surveyed in this
introduction demonstrates that the unheralded underpinnings of high finance were substantial

advancements in their own right.

II. A Conceptual Development of Unregulated Banking

The potential superiority of unregulated or "free" banking has been a recurrent subject in the
banking literature. The attractiveness of unregulated banking is a relative consideration whose
answer requires appraising the merits and demerits of both free and regulated banking systems.
Attention to how bankers fare collectively is essential. Invariably, arguments in favor of central
banks and regulations as well as unfettered banking hinge on the stability of monetary and financial
systems. For example, Chapter 2 of this dissertation examines the goldsmith-bankers’ system of
inter-banker clearing. Monetary and financial history, however, is thick with examples of systemic
crises aftributable to governmental abuse of fiat money, poorly conceived constraints such as unit
banking laws and the unintended consequences of impositions like mandated deposit insurance.
Instead, the controversy of the free banking debate really turns on whether unregulated monetary
and financial markets would (or did) do worse than the alternatives. As one commentator noted, the
free banking approach’s, "ability to sway or convince us must ultimately rest on the efficiency and

stability, or safety, of laissez faire in comparison to the conceivable alternatives." (Palasek 1989, p. 399)
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The free or laissez-faire school of banking theory provides a useful conceptual development
of early bankers that is not based on any one historical experience.(Selgin 1988, White 1989,
Glasner 1989, Dowd 1993) The story of banking can begin with the evolution of commodity
money. Money might spontaneously originate from some easily-priced commodity that becomes
commonly used as an intermediary good which circumvents the ubiquitous lack of a coincidence of
wants between parties.(Glasner 1989, p. 4-5; Selgin 1988, p. 17-18, Dowd 1993, p. 26-27)
Concerns of transport, storage, divisibility, uniform quality and high value by volume favored
precious metals over rival commodities such as cattle in becoming widely accepted media of
exchange. The private minting of coins to ensure quality and weight in turn followed the use of
precious metals as money.

A conceptual development of banking begins with the fact that coins might be the optimal
commodity money, but the costs of storage, assay and movement of commodity money remain.
Warehousing and money changing were the earliest economic opportunities for banks to lessen the
costs of transacting in specie. The word "bank" derives from the word bancum, meaning the table
behind which money changers operated in twelfth and thirteenth century Italy.(DeRoover, p. 200-1)
Early banks could also provide low-cost storage.(Dowd 1993, p.27) Goldsmiths, who traded in the
commodity on whichthat money was based on, enjoyed economies of scale in protection and so
could store other people’s money for a competitive fee. Moreover, goldsmiths® large, personal stock
of the monetary commodity, familiarity with the market prices, and specialization in assaying
facilitated the exchanging of one form of coin for another.(Glasner 1989, p. 9-10) Every London
goldsmith-banker examined to date participated in the exchange of coins, foreign and
domestic.(Mitchell 1994, Chapter 5)

Besides storage, exchange and assay, a goldsmith could facilitate the avoidance of moving

specie. In the simplest case, two transacting parties could go to the goldsmith’s shop where the
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purchasing party had a deposit. If the selling party trusted the goldsmith and wanted to continue
storing the sale’s proceeds, the ownership of the money could be transferred from the buyer to the
seller without moving the coins.(Selgin 1988, p. 19) Transfer of ownership without the physical
movement of specie out of the warehousing goldsmith’s possession opened a tremendous vista of
potential savings in transaction costs when combined with a legal system that recognized relatively
sophisticated forms of debt transfer.(Selgin 1988, pp. 20-21; Glasner 1989, pp. 1-12) For example,
the buyer could write an order (a check) telling the goldsmith to transfer the money’s ownership to
the seller. Similarly, the goldsmith could have given the original depositor a receipt (a note) saying
the goldsmith promised to pay whoever the depositor (who becomes the buyer) gave the receipt.
Both developments entirely eliminated any need for the buyer to go to the goldsmith’s shop. Such
simple examples required a legal system that allowed the transfer of debt (the goldsmith first owed
the depositor but then owed the seller/note holder) without all parties being present or agreeing with
the transfer of ownership. The goldsmith lost control over, and even knowledge of, whom he owed.
Chapter 1 of this thesis reveals that this legal concept called transferability or negotiability was a
complicated institutional development and should not be assumed lightly in theoretical works.
Again, the marriage of deposit-holding bankers with negotiable debt instruments like notes
(promises to pay) and checks (orders to pay) greatly expanded people’s ability not to move specie
when settling transactions. Such private currency offered additional savings if the paper debt could
be used multiple times before being presented for repayment in hard money. The savings gained by
creating and then transferring paper debt in lieu of acquiring and moving specie, however, was not
unique to bankers and was enjoyed by any reputable merchant. Negotiable debt instruments and
commodity money warehousing were separate, complementary strains of financial development that

the successful banker combined. To the degree that warehousers of commodity money attracted
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available specie into their strongrooms by low fees and widely circulating debt, such bankers
became the dominant suppliers of negotiable debt instruments used as media of exchange.

Free banking theory identifies the next important conceptual innovation in the merchant’s
efforts to minimize the movement of specie for settling transactions as the clearing of offsetting
debts.(Selgin 1988, pp. 23-25; Dowd 1993, pp. 29-30) A deposit customer might have come across
another banker’s note in trade, and out of convenience might have wanted to deposit the value of
the note with his regular goldsmith-banker. If the goldsmith was a less costly collector of another
banker’s note than the depositor, then a reasonable fee could be negotiated for the clearing service.
The fee could be reduced even more if the goldsmith expected the deposit to remain in his care for
an extended period of time. Moreover, economies of scale in collection developed as goldsmiths
accepted larger amounts of rival bankers’ notes from customers. Even larger savings occurred,
however, when two bankers compared their offsetting debts and only physically transferred the net
clearings. Moreover, competition among bankers would drive down the fee for clearing debt
between major issuers.

Chapter 2 explains how the goldsmith-bankers’ system of inter-banker debt clearing arose
endogenously out of competition between bankers and without centralization through a
clearinghouse. In 1680, Sir Dudley North commented on the results of goldsmith-banking by noting
that, "running cash," the seventeenth century term for demand accounts, "by almost all merchants
was slid into goldsmiths’ hands; and they themselves [the merchants] paid and received only by
bills; as if dealings were in bunco [in bank money]."(North 1826, p. 102) Sir Dudley North applied
the term in banco to goldsmith-banker debt as a medium of exchange, but the term came to London
from the Continental exchange banks whose credits had long been referred to as in banco and were

cleared within a bank rather than between banks.
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We do not know precisely how goldsmith-bankers developed, but the warehousing of
precious metals, the exchanging of coins and issuance of transferable debt were all common to the
earliest known goldsmith-bankers. Reducing the movement of specie saved transactions costs and
formed a principal value-adding service goldsmith-bankers could provide. This introductory chapter
has differed from many other stories, however, by developing the economics of supplying an
alternate medium of exchange without introducing fractional reserves. The lending of deposits is
not necessary or even sufficient for the provision of services that minimize the transaction costs of
commodity money. For a fee, note issuing or deposit taking "banks" with one hundred percent
reserves, such as Amsterdam’s Exchange Bank, were capable of supplying media of exchange and
clearing services.® The question in the next section becomes if and how fractional reserve banks

would displace fully-backed debt issuers.

III. Fractional Reserves and Delegated Lending

So far, the functional conception of a goldsmith-banker has evolved from a keeper of a
strongroom and a money changer into a supplier and clearer of paper debt, which spared customers
having to move commodity money themselves. Moreover, competition between bankers would keep
the provision of private currency to a minimal fee. Goldsmith-bankers, however, also loaned

money. Whether through pawns or discounting bills of exchange, goldsmiths becoming bankers

* In contrast to the goldsmith-bankers, the great Continental exchange banks of early modem
Amsterdam, Antwerp, Rotterdam, Hamburg, Middleburg, etc. were government chartered banks that
reduced transaction costs by clearing debt.(van der Wee 1977) The author is not arguing that the
Continental exchange banks were optimal, but they were very successful at facilitating trade. For
example, Amsterdam’s Exchange Bank, called the Wisselbank, was founded in 1609 and cleared all
bills of exchange over a small amount.(van Dillen 1934) The Wisselbank charged a fee when
specie was deposited or withdrawn, otherwise debts were transferred by offsetting ledger entries at
no charge. The Amsterdam Exchange Bank was not a lending (fractional reserve) institution except
for a few extraordinary loans to the city of Amsterdam and the Dutch East India Company.(van
Dillen 1934) When Stuart era pamphleteers called for the establishment of a "bank" in London,
they meant a state sponsored exchange bank on the Dutch example.
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could parlay their expertise in assaying metal and following exchange rates into profitable lending
opportunities.

Warehousers of commodity money would eventually notice that over the course of the daily
in- and out-flow of specie, a goodly pile of money rested idle. With little initial risk, goldsmiths
could lend some of their depositors’ money. As bill and pawn brokers, goldsmiths had traditionally
lent their own capital, so the lending of deposits might be difficult to monitor initially. Both the
fungibility of money and the common use of negotiable debt would also encourage the switch to
fractional reserves. Competition between goldsmiths would facilitate this evolution by lowering fees
until positive interest rates were needed to attract deposits. As an anonymous 1676 pamphlet The
Mystery of the New Fashioned Goldsmiths or Bankers, which was hostile to goldsmith-banking,
explained:

And having thus got Money into their [goldsmith-bankers’] hands, they presumed

upon some [depositors] to come as fast as others was paid away; and upon that

confidence of a running Cash (as they call it) they begun to accommodate men with

moneys for Weeks and Months upon extraordinary gratuities, and supply present

Money for their Bills of Exchange, discounting sometimes double, perhaps treble

interest for the time as they found the Merchant more or less pinched.(Anderson and

Cottrell, p. 161)

With fractional reserves, banks also began accepting each other’s debt at par without a fee.
As White and Selgin (1989) explain,

Each bank has an additional incentive to accept rival notes: larger interest earnings.

If the notes acquired are redeemed sooner than the notes issued, interest-earning

assets can be purchased and held in the interim.(White 1989, p. 227)

Inter-banker clearing, as developed fully in Chapter 2, followed naturally from mutual banker
acceptance of debt. Unlike a clearinghouse system, London’s goldsmith-bankers had a decentralized
clearing system that reduced the movement of specie between bankers by moving debt instead. The

voluntary retention of rival’s uncleared debt meant that clearing occurred less often and transaction

costs were saved because more debt was settled by off-setting debt rather than specie. Goldsmith-
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bankers willingly accumulated uncleared balances because rivals’ notes acted as precautionary
reserves against potential adverse net clearing positions in the near future.(Chapter 2) Effective
inter-banker clearing aided the expansion of par acceptance and the circulating range of bank debt.

By offering a positive interest rate on demand balances, goldsmith-bankers drew more
commodity money into their vaults.

Because economies of scale in banking can only be realized when the demand to

hold deposits is increasing, a fall in the cost of holding deposits, which induces

people to increase their deposit holdings, makes further reduction in banks’ costs

possible. Here is another example of the self-reinforcing processes that drive the

evolution of monetary institutions.(Glasner 1989, p. 13)
Glasner, along with other advocates of laissez-faire banking holds that with the positive returns
generated by fractional reserve banking, private bank notes and checkable deposits (often called
inside money) would displace commodity money (outside money) in nearly all local circulation.
Much of London’s specie did fall into the hands of the goldsmith-bankers as investments as well as
running cash (demand accounts). In 1678, Sydney Godolphin advised William of Orange on the
question of how to invest a large sum in England that,

There is a goldsmith in London, one Mr Duncomb, who is a man in great creditt,

that will take this sum of money at 6 pr cent, and give your Highness his bond, to

pay it at any time upon three months warning. This is the best private security that

can bee gotten; if your Highness likes better to accept of security upon the Kings

revenue, you may have 8 per cent; but you cannot bee at liberty to have your money

at soe short warning. . ."(Roseveare 1991, p. 84)
Chapter 4 of this thesis deals explicitly with how goldsmith-bankers like Charles Duncombe acted as
delegated lenders that exploited the illiquidity of the King’s debt mentioned in Godolphin’s advice
(above). Moreover, Chapter 3 explains how goldsmith-bankers used Treasury debt to arrange bank
debt to pass in payment of taxes. The illiquidity and institutional peculiarities of government debt

assisted goldsmith-bankers in supplying debt that the public valued both as savings and as a

substitute means of payment.
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IV. Note Discrimination and Asymmetric Information

An insight of free banking theory that applies to goldsmith-banking is the insight that bank
debt used as a medium of exchange will rarely be priced with an interest rate or discount.(Selgin
1988, White 1989, Dowd 1993) Such debt gains value by mimicking the usefulness of the
monetary numeraire, but with fewer transactions costs. Adjusting the price of a £100 note at the
moment of transaction through calculating the value of interest due, or a suitable discount if non-
interest bearing, adds transactions costs and dissipates debt’s value as a substitute for specie.(White
1987) Goldsmith-banker debt was widely used as a substitute for coin money.

A tension exists between bank debt’s value as a circulating medium of exchange and bank
debt’s value as a return earning deposit. This trade-off has a distributive impact between bankers.
Imagine a shopkeeper accepts a goldsmith-banker’s note in payment for wares sold. Regardless of
whether the retailer holds the note or deposits the debt with a banker, the total volume of existing
bank debt does not change. The disposition of a circulating note, however, matters very much to
the individual bankers involved. The issuing banker would prefer the retailer hold the note rather
than deposit it for interest; however, the banker would also prefer having the deposit to having the
retailer take the note to a rival banker.

For the individual banker, a trade-off occurs because the same risk that accompanies returns
on assets predisposes debt that circulates as a medium of exchange to be redeemed. A simple
example, however, will suffice to show how the two banking activities, delegated lending and note
issue, can impinge on each other. Banker A and Banker B both issue £100 of their own bank notes
every day to satisfy customers’ demands for cash holdings. Assume Banker A is widely perceived
as riskier than Banker B. The public will tend to retain Banker B’s notes rather than Banker A’s
notes. Note discrimination might occur as one half of all of Banker A’s circulating notes being

redeemed each day while only one quarter of all of Banker B’s outstanding notes are redeemed
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daily.* With an outflow of £100 each day from both bankers, Banker A will soon have £100 worth
of notes in continuous circulation.” Banker B, however, will enjoy £300 in notes remaining in the
public’s hands.® Banker B’s £300 circulating debt is an unredeemed liability that could be invested
in interest bearing assets and represents the returns to supplying bank debt that is valued as a
substitute for specie. The opportunity cost to Banker A’s higher risk portfolio would be the lost
returns from the otherwise loanable reserves, in this case £200 relative to Banker B. Banker A is
balancing having fewer pounds to lend against greater return and greater risk per pound lent. Note
that a merchant might prefer Banker A for interest-bearing deposits but prefer to hold the notes of
the less risky Banker B.

Goldsmith-bankers faced the same potential trade-offs between the circulative life of debt
and the perceived riskiness of assets because few financial assets were readily marketable. In the
seventeenth century, risk to depositors from a lack of information about bankers’ assets was
unavoidable. Bills of exchange, East India Company stock and perhaps the shares of a few other
trading companies were the few commonly priced and traded financial assets before the Glorious
Revolution. As Chapter 4 will expand on, even government debt was not conveniently acquired or
transferred before the founding of the Bank of England. Underdeveloped markets for assets meant
that goldsmith-bankers provided especially valuable delegated lending services, but depositors had
little knowledge of the risk of a banker’s assets, if depositors even knew in which merchants,
companies and revenue streams a banker had invested. A goldsmith-banker’s fiduciary

responsibility would have precluded any detailed public presentation of his portfolio, for goldsmith-

* In this hypothetical example, no assumption is being made about any individual’s preferences;
rather, the hypothetical redemption rates represent the complicated summation of various note
holders’ discriminatory behavior.

5 {£100 new notes + £100 existing notes} * 0.50 redemption rate = £100

¢ {£100 new notes + £300 existing notes } * 0.25 redemption rate = £100

18



bankers regularly invested deposits armed with specialized information produced by customers’
financial histories. For example, extending overdrafts on demand accounts was a common form of
lending that built on the goldsmith-banker’s experiences with a customer. Goodhart summarizes,

The implications of such information asymmetry, however, are that there is still no

well-functioning market for bank assets of the kind that banks very largely provide;

after all, in my view it is the basic rationale for banking that they provide loans that

are substitutes for non-existing markets.(Goodhart 1991, p. 5)

This definition of a bank as a delegated lender of deposits emerges as a separate, potentially related,
form of value adding economic activity from our previous supplier of media of exchange, but one
that also applies to London’s goldsmith-bankers. Unfortunately, Goodhart does not consider a bank
that might supply both "substitutes for non-existing markets" and private currency.’

Calomiris and Kahn (1991) and Gorton and Pennacchi (1990), however, show that the very
use of debt instead of equity as a contractual form for deposits helps overcome the lemons market
created by asymmetric information by sorting investors.® Equity holders only receive their returns
after debts are paid. Deposit by debt allows banks to, ". . . split the cash flows of underlying [bank]
assets," so the uninformed small investor has an easily marketable security and the well-informed

large investor holds a residual equity claim.(Gorton and Pennacchi 1990, p. 50) With only

unlimited liability ownership, the goldsmith-banker was always the equity investor and clearly had

7 Goodhart’s The Evolution of Central Banks assumes note issue ends up in the hands of central
banks because of, "their privileged legal position, as banker to the government and in note
issue."(Goodhart 1988, p. 5) These privileges arise to handle, "a somewhat chaotic system of note
issue, to centralize, manage, and protect the metallic reserve of the country, and to facilitate and
improve the payments system. While these latter functions were seen as having beneficial economic
consequences, the ability to share in the profits of seignorage and the greater centralized control
over the metallic (gold) reserves had obvious political attractions as well."(Goodhart 1988, pp. 4-5)

¥ Unlike the story that asymmetric information between bankers and depositors causes runs, the
Diamond and Dybvig approach considers randomly high withdrawals leading to a run given
sequential servicing.(Diamond and Dybvig 1983) Diamond and Dybvig define a bank as essentially
a risk sharing intermediary. Numerous authors have shown that introducing equity and the trading
of equity to the Diamond and Dybvig style story circumvents the problem of runs and even the
existence of banks.(Gorton and Pennacchi 1990, Dowd 1993)
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