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CHAPTEH I

mi HATUKl Of THE SfODT

Albert Gallatin (1761-1849) belleyed that a stable and

secure money was both an economic necessity and a moral obli

gation of the monetary authority. He would haTe preferred

that the supply of money be limited to that furnished by a

purely specie system. His proposal to bring about the elimi

nation of paper money anticipated by thirty-five years the

prohibitive tax on state bank notes in the United States.

If a purely metallic system was i2i$>ractical, and there was

to be paper money» Qallatin insisted that it must be payable

in specie upon dieaand. A national bank, in addition to

serving as a fiscal agent for the federal government, also

would cheek the note issues of state banks and enforce con

vertibility.

On the issue of "free banking," Gallatin made the wise

observation that competition in the business of money-crea

tion, instead of serving a salutary purpose, merely depre

ciates the currency. He pointed out that the burdemt of a

depreciated and insecure currency fell most heavily on

creditors and low income groups. Gallatin understood the



dangers in long-term lending by banks whoso obligations

were payable on doaand# Furtherraore, he saw that the

popular demand for long-teim bank credit in the United

States often mistook a lack of capital for a shortage of

money.

Gallatin's "hard money" ideas were excessively conser

vative for I an undeveloped country with great investment

opportunities; but his evaluation of the role of a national

bank was ahead of his times. Especially advanced was his

belief that a central bank not only should curtail infla

tions but, in certain caseSf should counteract deflations.

His "cash balance" version of the quantity theory of money

anticipated twentieth century developments, and he saw that

the pure quantity theory was applicable to some problems

but not to all.

The principal weakness of Gallatin*s monetary theories

was that, although he saw that deposits could arise as a

result of bank loens, he failed to recognize that this proc

ess was a means to the creation of money by the banking sys

tem as a whole. Another weakness in his ideas was his incon

sistent explanations of the nature of money. Fundamentally,

however, he adhered to the nominalist theory. His distrust

of inconvertible peq^er money was reasonably well justified

by experience, but it demonstrated inadequate appreciation

of the possibilities for improving the performance of the



•oonomy with the aid of an intelligently menaged inconTortible

money. Despite such shortcoiainss, Gallatin's ideas on money

and banking were among the soundest treatments of the subject

in the first half of the nineteenth century, and in several

notable instances anticipated later developments.

Ckd.latin was pre-eminently a practical man. Late la

life, he said that his writings were chiefly concerned fiith

pressing problems of his day, although one could find in

them a few substantial and general views. His economic

theories are to be learned not only from his essays on

currency and banking, and other topics of political economy,

but also from his activities as Secretary of the Treasury,

as advocate of a national bank, and as bank president.

The present steady has as its justification not only the

fact that Qallatin wrote on matters of monetary policy i^ich

are frequently highly interesting today, but also that he

was a man of great ability and vast achievements in many,

diverse fields. To illuminate his thinking on money and

banking should contribute to a fuller understanding of the

man. He was a tutor at Harvard, land speculator, legislator.

'^The actual passage followss "A I'exception pres des
recherches sur les Indiens, tous mes e^crits ne sent que des
ouvrages de circonataace d^ans lesquels on peut trouver
quelques vues saines et g^e^'rales. ..." Albert Gallatin,
letter to Slmonde de Sisiuondi of June 10, 1842, The Writings
of Albert Qallatin. ed. Henry Adams (Philadelphiaj J. B.
Lippincott & Co., 1879), II, 598. This source will hence
forth be referred to as Writings.



public administrator, financier, key American negotiator at

the Treaty of Qient, diplomat, bank president, ethnologist,

political economist, and elder stateaian. He was a Jeffer-

sonien Hepublican, democrat, libertarian, moralist, and

intellectual.^

Some appreciation of Oallatin*s eminence and ability

can be obtained from the comments of Henry Adams and Leonard

mite. Adams, discussing the decline in Gallatin*8 useful

ness as Secretary of ̂ e Treasury after the defeat of the

Gallatin-supported bill to renew the First Bank of the United

States, summarizes Gallatin*8 rolet

To Mr. Madison the loss would of course be
extremely embarrassing; for ten years Gallatin had
taken from the President's shoulders the main bur
den of internal administration and a large part of
the re sp cm si bi lit lea of foreign relations; his im
mense knov/ledge, his long practical experience, his

^At the present time, the most useful biography of
Gallatin is that by Henry Adams, Life of Albert Gallatin
(New York: Peter i^iith, 1943, reprint of the work originally
published in 1879 by J. B. Lippincott). Less useful is that
by John Austin Stevens, Albert Gallatin ("American Statesmen
Series"; Boston; Houghton Mifflin, I89i8), For briefer, less
professional studies, see Henry Cabot Lodge, "Albert Gallatin,"
The International Review. VII (September, 1879), 250-66; and
CWillleia Beach Lawrencej, "Political Portraits with Pen and
Pencil—Albert Gallatin," The United States Magazine end-*■ w W A w a.CA. WJLXX f Aj-xy vxx.*. woyt W Utx V cmvA

Democratic Review. aII (June, 1843), 641-52. it should be
noted that Gallatin contributed personally to the writing of
parts of the latter biographical sketch. Both Lawrence's
authorship of this unsigned article, and Gallatin's partici
pation by making suggestions end corrections, are indicated
on the original manuscript, described by Wayne Andrews, "A
Suppleiaentary Calendar of The Gallatin Papers" (New York:
The New-York Historical Society, 1951), p. 65.



taet, his fertility of resource, his patience, his
courage, his unselfishness, his i)ersonal attachment,
hia retentive memory, even his reticence, were each
and all impoasible to replace.^

Leonard Miite incorporates his appraisal of Gollatin in

a comparison with mother great Secretary of the Treasury,

Alexander Hamilton*

Gallatin, like his first predecessor, had the
qualitlos of a great administrator* Both men had a
national point of view and could work without the
limitations of state loyalties that influenced most
of their contemporeries* Both men had a taste and
capacity for planning, and a skill in administrative
invention*^

Ihite then shows that Gallatin was "endowed with exceptional

energy and drive," and became a leader of the Republicans

and a financial expert because of his capacity for work and

his consequent eoamand of facts." isihit© concludes by citing

two of Gallatin"s contemporariest

John Quincy Adaias declared that Gallatin had "in his
character one of the most extraordinary combinations
of stubbornness and flexibility that I ever met in a
man*" Pennsylvania Senator Jonathan Roberts wrote
that he was "truly a great man, in quickness, versa**
tillty, & clearness, & profundity of conception*"
V^hlle Gallatin*8 reputation rests on his eminence as
a financier, he deserves also to be retaea&ered as
one of the great Aaerican administrators.^

Adams, oo. cit., p. 432. Cf. ibid.. p. 491. Gallatin
was Secretary of the Treasury throughout Jefferson's admini
strations and until 1813 in Madison's.

O

''Leonard White, The Jeffersonians: A Study in Admini
strative History. 1801-1629 (New York; The Macalliaa Co..
1951), p. 133.

Ibid.. p. 136, References omitted.



iGoncmists are also free with their praise of Gellatia#

A writer on public finance says, "Qivea such a record of

Qallatin's fiscal achievements, perhaps many would echo

Professor 1. A, Seligman*s opinion that, as a technical

financier, Gallatin was even abler than Hfimilton,**^

finally, two opinions may be inentioned with regard to

Gallatin*a importance in the first half of the nineteenth

century In matters of monetary theory and policy# One is

by a contemporary, the other by a recent monetary writer#

Willlaia Beech Lawrence, the contemporary, asserted that

Gel latin *8 1831 essay, ̂ ^Considerations on the Currency and
2

Banking System of the United States," was not only highly

Influential in the United States, but also was frequently

cited in the House of Consaons, and was accepted by "the

statesmen and bankers of Europe, as the highest authority

on currency extant#"^ Benjamin Franklin Brooks, in his

^Chien Tseng Mai, 'Hbe Fiscal Policies of Albert
Gallatin {New Yorki Coliambia University, 1930}, p# 148#
Mai * s re f e r enc e is to Sell groan* a "Lectures on the Indus
trial and Fiscal History of the United States," given at
Colvuabia University#

^Writings. Ill, 231-364. Hereafter, this essay will
be referred to as "Considerations on the Currency#"

®rwilliam Beach Lawrenc^ . "The Public Distress,"
Aaerican Quarterly Review> XY (June, 1834), 530. This
unsigned article is identified as Lawrence*s by Joseph
Dorfman. The Economic Mind in American Civilization. 1606-
1865 (H4wTorki%e Viking iiressr 1946). II, TCSj also
p. xi, n. 14. Dorfman offers an unsympathetic view of
Lawrence#



exhaustive study of monetary literature before 1860, states

that.Erick Bollmsna, William Gouge, Condy Raguet, and James

Cox were the ablest writers on currency in the Onited States,

with Gallatin "of equal or aetirly equal ability"; and that

the most cited Americans were Gallatin, Hamilton, Gouge,

Benjamin Franklin and William Crawford, "with Gallatin rela

tively far in the lead."^ Xt is Interesting that the reason

Brooks is not willing to rate Gallatin any higher in ability

as a monetary writer is his criticism of Gallatin*s use of

the quantity theory of money—a criticism which the present
Z

writer believes to be unwarranted.

^Benjamin Franklin Brooks, "A History of Monetary
Theory in the United States Before 1860" (Unpublished Ph. D.
dissertation. University of Chicago, 1939), p. 9.

Still another opinion, that of Mai, is more difficiilt
to aipport, in the opinion of the present writer. Mai statess
"And it is remarkable that, after so many years of hard
banking experience, the United States, finally though not
knowingly, adopted the fundamental points of Gallatin*s
banking policy when it established the federal Reserve
System in 1913." Mai, op. oit.. p. 147. Althou^ Aaerlcaa
banking legislation has adopted certain measures which, in
essence, Gallatin anticipated, the above seems an over
statement.

^See below, pp. 283-86,



CHAPTER II

BIOGRAPHICAL SKETCH

A partial account of the career and social philosophy

of Albert Oallatin will serve as an introduction to his

monetary theories and policies#

The Genevan Period; 1761-1780

Gallatin was bom in the city-state of Geneva, into

one of the moat distinguished families# He received a

classical education, and developed strong republican end

democratic ideas# He became Imbued with a strong aversion

to debt, whether private or public# Raymond Walters, Jr.,

after pointing out that one of John Calvin's gifts to Geneva

was its peculiar moral climate, adds:

\then he was a very old man, Albert Gallatin
described this phenomenon in a letter to a friend#
"During the sixteenth and t^e greater part of the
seventeenth century the Genevese were the counter
part of the Puritans of the Old and the Pilgrims

^Ihere not otherwise Indicated, the biographical
material in tte following account was drawn principally
from Adams, op. cit#. passim#



of New England." ... By time Gallatin was
growing up in Geneva this Puritanism was somevdiat
relaxed but the traditions lingered on.-'-

One of the manifestations of this moral climate was a severe

attitude toward debt#

There must be a payment In good faith and without
exception, of all the public engagements. The
influence of his Genevan education was apparent
in his whole public course on this subject, as
well as in the religious care with which he has
always, in his private affairs, abhorred any form
of debt. . •

Gallatin here developed the idea that a public debt tended

to Increase inequality in the distribution of income| and

if the debt becomes pemanent," the payment of interest,

however just, becomes a peimanent tax on industry in favor

of idleness."® Gallatin approved of the Genevan law ¥diich

provided for the disqualification from holding public office

of children of a bankrupt person, "so long as any of their

father*6 debts were left unpaid."'^ By creating confidence

^Haymond Walters, Jr., "Gentleman from Geneva: Albert
Gallatin: Jeffersonian Democrat," The New-York Historical
society Quarterly. IXm {July, 1952), S91-9E. Walters is
at present engaged in (what it is hoped will be) the
definitive biography of Gallatin.

William Beach Lawrencej, "Political Portraits with
Pen and Pencil—Albert Gallatin," 0P« cit.. p. 647.

^Ibid.

^Xbid. p. 648.



in the credit of the IndiTidual, this was supposed also to

enhance the public credit, since ''public and private credit

are intimately connected*"^

ihiother aspect of the Genevan period in Gallatin's life

that should he mentioned was the close friendship between

the Qallatin family and that of Jac<|aes Neckar* Necker was

a Genevan, tv^enty-nine years older than Gallatin, who v/as

Comptroller General for Louis XTI. It is perhaps no

accident that Gallatin's career closely pai^ileled that of

Necker, in view of their comnon background and the fact that

Necker was among those whose discussions Gallatin rexaea^ered

from his childhoods Necker's financial policies emphasized

the same things as Gallatin's; sound finance, executive

responsibility, and eliminatl<Mi of debt and privilege.^

Also, Necker vigorously attacked the use of government paper

3
money and of bank notes*

"^Gallatin, "Suggestions on the Banks and Currency of the
Several United States, in Reference Principally to the
Suspension of Specie Payments," Wrltln^i^s. Ill, 408. Here
after, this essay will be referred to as "Suggestions on the
Banks."

Charles Gomel, Les Causes Flaencieres de la Revolution
Pran^alae; Les Minlsthres de Tursot et de Necker (Parist
Libraire Gulllaumin et Cie, 1892}, pp. 490-95, suamarized,
and pp. £34-333, passim.

^Ibid.. p. 496.
For additional biographical material on t^e Genevan

period in Gallatin's career, see Adams, op* cit.. pp. 1-24.



From ̂ aigratloa to Miexica to llectlon to the Hom
of Representatives; 1780-1795

In 1780, at ttie age of nineteen, Gallatia emigrated

to tlie United States, in part, at least, in rebellion against

aristocracy and privilege in Geneva. His first few years in

the United States were not noteworthy except, possibly, f<xr

land porchaaes which he mads on the Y/estern frontier. As a

speculation these eventually proved to be a failure. But

Gallatin, for much of his life, established residence in

western Pennsylvania. If the following interpretation is

at all correct, Gallatin*8 d«aocratic inclinaticms were

strengthened by his experiences and residence on the frontierJ

If it may be presumed that Alexander Hamilton learned
some of his aristocratic fedemlism in the financial
circles of Hew York, why is it not equally reasonable
to suppose that Gallatin acquired his passion for
democracy not only from the attenuated tradition of
Geneva and the emotional sermons of Rousseau, but
also from his contacts with backwoods America, the
best school of th^ all?^

Gallatin»s democratic principles cannot be attributed

entirely, or even largely, to his experiences on the

frontier# But the above application of Frederick lackson

Turner*s frontier thesis is lent some credence by the

follovdng excerpt, pertaining to ccaaditiona in western

%enry M, Datcr, "Albert Gallatin, I^d Speculator,"
Mississippi Valley Historical Review. HVI (lune, 1939),
38. Dater interpreta Gallatin as a disciple of Rousseau,
especially in his seeicins contentment in the wilderness.



Pennsylvania, from a Gallatia letter to his wife: "An

equal distribution of property bas rendered every individual

independent, and there is amongst ua true and real equality,"^

An interesting application of his belief in democracy was his

suggestion for a referendum to the people of Pennsylvania

of an amendment to th© state constitution*

In 1789, Qallatin was elected to the Pennsylvania House

of Representatives, where he developed a growing reputation

as an Anti-Federalist and as an expert on financial matters.

Also, he worked for improvemimit of roads and rivers, and

for a better system of public education. Qallatin himself

described his role in the Pennsylvania House of

l^presentativea (note his Genevan financial ccaiscience):

I acquired an extraordinary influence in that
body,—the more remarkable, as I was always in a
party minority. I was indebted for it to my great
industry and to the facility with which I could
understand and carry on the current business. The
laboring oar was left almost exclusively to me.
In the session of 1791-1792 I was put on thirty-five
committees, prepared aH their reports, and drew all
their bills. • • •

The report of the Committee of Ways and Means of
the session 1790-1791 (presented by Gumey, chairman)
was entirely prepared by me, known to bo so, and laid
the foundation of my reputation. « • • The principles
assumed, and -vdiich were carried into effect, were the
immediate reimbursement and extinction of the State

^Adams, OP* clt.. p. 147, letter of April £2, 1795.
2
Letter to Alexander Lallas, March 30, 1805, in

George Mifflin Dallas, Life and Iritiaga of Alexander James
Dallas (Philadelphia: j. B. Lippincott & Co., 1871), p. 116.



paper Bioney> 1*11© iiaiaediat© payment In specie of all
tlie current expenses or warrants on the treasury
(the postponement and uncertainty of fdiich had giren
rise to shameful and corrupt speculations), and
provision for discharging without defalcation every
debt and ongagejaent previously recognized by the
State# In conformity with this the State paid
to its creditors the difference bet\'^een the nominal
amount of the State debt assumed by the United
States and the rate at which it was funded by the
Act of Congress*

The proceeds of the public lands, together v/ith
the arrears, were the fund idaich not only discharged
all the public debts but left a large surplus. The
apprehension that this would be squandered by the
Legislature was the principal inducement for
chartering the Bank of Pennsylvania with a capital
of tw millions of dollars, of which the State
subscribed one-half. This and similar subsequent
investments enabled Pennsylvania to defray out of
the dividends all the expenses of government
without any direct tax during the forty ensuing
years, and till the adoption of the system of
internal improvement, which required new resources.

It was my constant assiduity to business and
the assistance derived from it by many members
which enabled the Republican party in the Legislature,
then a minority on a Joint ballot, to elect me,
and no other but m® of that party. Senator of the
United StateS.I

Gallatln was one of the eponsors of the bill to

charter the Bank of Pennsylvania. The sponsors intended

that this bank would enjoy a ralation^ip to the state

government akin to that existing between the Bank of the

United States and the federal govemmmt. Ihe Anti-

Federalists inserted two provisions intended to meet

Adams, OP. cit.« pp. 84-86. Biographer loha Austin
Stevens twice quotes, at great length, the above and more
of the same quotation; Albert Gallatln. op. cit.. pp# 46-47
and 183-04.



certain economic grievance One provision required the

bank to lend to the state funds "which would enable the

latter to establish a loan office in each county—loan

offices which were to eccommodate the fermers, who had long

declared that the only two banks in Pennsylvania, the Bank

of Horth America and that of the United States, were of no

use because they did not extend mortgages on rural property.

The other provision permitted the Bank of North America to

subscribe to stock of the new Bank of Pennsylvania only on

the condition that it wouM give up its o-m charter. This

was a sop to the concerted campaign by the Anti-Federalists

against the Bank of North America, from "«^lch the members

of the Federalist party were the chief beneficiaries. The

eastern Federalists, led by Robert Hare, objected to the Bank

of Pennsylvania on the grounds that the state should use the

existing banking facilities. With two banks already

operating in the state, Hare argued, Pennsylvania had no

need for another. According to Raymond Walters, Jr.,

Gallatin replied that it would lower the di^iity
of the state to have to continue to do business with
a private institution such as the Bank of North
America. He recalled the "humiliating teras" imposed
by that bank when the state negotiated a loan two
years earlier. The Bank of North America had demon
strated at that time, he added, that it was un-vdlllng
to trust the state government as far as it would an
individual. Further, Gallatin flatly denied Hare's
claim that the state already possessed ample baling
facilities. As things now stood, he said, because
of their "want of capital" banks gave fair discounts
at soim times and none at all at others. Even the



friends of the Banlc of North America recognized
this, for they were seeking an increase in the
capital of their institution. A third bank was
desirable because it would increase the banking
capital within the state.^

"The Bank of Pennsylvania was chartered and proved to be

highly successful, in spite of the fact that the loan

offices were of little use to the farmers, and that the

Bank of North America, of course, did not exercise its

option of relinquishing its charter in favor of stock in

the new bank.

Gallatin had only a brief stay in the Senate of the

United States, from Beoember, 1793 to February, 1794. At

the end of this period, the Senate, in a strictly partisan

vote, rejected his right to a seat on grounds that he had

not been a citizen of the United States for the required

Z
nine years.

He went back to Pennsylvania, played the role of a

compromiser in the ihiakey Hebellion, and then was returned

in 1794 to the Congress of the United States, this time in

^Raymond Walters, Jr., "The Making of a Financier:
Albert Gallatin in the Pennsylvania Assembly," "^e
Pennsylvania Magazine of History and Biography. LXX
(July, 1946), £65,

^Debates of January 10, 1794, Annals of Congress
{Washington: Gales and Seaton, 1849-55), 3rd Cong., Senate
Proceedings, IV, 28-29; debates resumed January 13, 1794,
ibid., p. 29. and intemittently between February 10-28,
iWI. ibid., pp. 42-62, passim.



tlie House of BepresentatlTee. H© served in th.© House

until he became Secretary of the Treasury under Jefferson,

in tJhe year 1801.^

In the Congress, GaXIatin aligned himself with such

Republicans as James liadison, James Monroe, John Roidolph,

William B. Giles, and Nathaniel Macon. Ho led the

Republicans on the follovdng major topics of debate: the

respcaasibility of the executive to the Congress, together

with reduction of administration discretion}^ th© protection

^For further biographical material on th© fifteen year
period in Gallatin's life froia his arrival in th© United
States until his talcing a seat in the House of Represen
tatives of the United States, see Masas, op« cit».
pp. 24-154.

^Gallatin, speech of January 8, 1794, Annals of Congress,
Srd Cong., IV, pp. 26-27; here Gallatin pres®nted a motion,
later carried, calling upon the Secretary of Treasury to fur
nish detailed information with regard to the application of
Congressional appropriations and to th© current status of
the federal debt. Speech of January 31, 1797, Annals of
Congress. 4th Cong., 2d sess., VI, 2039-40; here Gallatin
pleaded for a favorite idea of his, that of "specific appro
priations."

Finally, reference is made to his most important
speech during his entire membership in Congress, that of
March 1, 1798, Annals of Congress. 5th Cong, 2d seas., VIII,
1118-43. Gallatin spoke at length on th© separation of
powers and the principle of checks and balances, against th©
transference of legislative power to th© executive, on the
fact that th© monetary powers were vested in Congress, on
th© "ruinous burden" iaposed by increasing government ex
penditures, and on other topics covering almost the entirety
of his political creed.



of the individual against arbitrary official action the

necessity for rigid econoiaizing, especially by strict

limitation of military end naval expendituresj® and the

preference for property taxes to an indirect tax on salt

3
or other excises*

k series of other seeches concerned the relationship

of the federal Government to the first Bank of the United

States, principally in connection vith the public debt.

Hamilton was popularly, although not quite accurately,

reported as having said that "a public debt is a public

blessing,** by way of Justifying the funding and continued

^•Hie following speeches on the bill concerning "Allen
Enemies," ibid.. May £2, 1798, pp. 1788-89, 1792} May 23,
1798, pp. 1795-96; June 19, 1798, pp. 1973-82, 1996-97;
Juno 21, 1798, pp. 2002 , 2026-28. Kie speech on the bill
concerning "Seditious Practices," ibid.. June 16, 1798,
pp. 1954-57. The following speeches on the subject of
"Punishmmt of Crime," ibid.. July 5, 1798, pp. 2107-11;
July 9, 1798, pp. 2136-37; July 10, 1798, pp. 2156-64.

^Speech of April 1, 1796, Atmals of Congress. 4th Cong.,
1st seas,, V, 846-49; end numerous other speeches on the same
topic in the 4th, 5th, and 6th Congresses.

^Ibid*. speech of Jeaauary 13, 1797, pp. 1862-63;
January 16, 1797, pp. 1891-95; January 31, 1797, pp.
£033-34; February 14, 1797, pp. 2157-59; February 16, 1797,
pp. 2172-75; md February 24, 1797, pp. 2273-76, 2278-79.
Gallatin favored stamp taxes, including a revenue tax on
bank notes, on the grounds that these would not hit the
poor the hardest, his speech of June 27, 1797, Annals
of Congress. 5th Ccmg., 1st seas., VII, 395-96 , 399;
June 28, 1797, pp. 402, 407; June 29, 1797, pp. 422-23,
427-29.



Increase of tlie faderal debt, wiiile building up a strong

central government.^ Gallatin, a decent rail at, replied
tMt "a public debt is a public curse'*} however, he quickly

added that this was not to attack the Bank of the United

States, to which he felt the United States was obligated
fi

for accoiamodations it had eitcmded. On another occasion

he discussed the entire topic of funding of the debt due to

the First Bank. Gallatin favored both assumption and

funding, but advocated a mode of paying the public debt la

four or five years instead of over twenty-three years (as

in Hamiltcn'a acheias)} i* e., he favored paying instead of

"perpetuating" the debt. Gallatin pointed out that the Bank

believed that it had extended the aaximum possible advances

to tte govemmsnt, and wished to contract them if possible,

always with the understanding "that they would continue their

loans to a certain amount, and not withdraw abruptly and
3

unexpectedly the assistance they had heretofore given."

Gallatin made his support of the Bank of the United

States more explicit, thotigh rather incidental, in his 1796

^Fritz Hedllch, Essays in .Amricaa Fconoimlo History;
Eric Bollman and Studies in ranking (New York; G. E. -iteckert,
1944), pp. 177-79.

Speech of April 4, 1796, ̂
1st 88ss., V, 856.

^Speech of April 12, 1796, A
1st sass., V, 933-34, and 921-36,

^esa. 4th Cong.,

4th Ocmg.g

iiAa—



p«iaphletj A Sketch of ttte glnances of the United gtates*'*'

la this essay» la additloa to favoring the national bank,

he supported a direct tax on property, a balanced budget,

and public land sales, while opposing excise taxes and a

continued public debt. In 1800 end 1801, Qellatln had

published Ylews of the Public Debt. Receipts & Expenditures
2

of the United State^. eulmlaatiag a running fl^t of

several years duration^ over the coiaplex issue of the extent

of the true Increase In the national debt under the

federalist Administrations* Hamilton contended that It had

decreased #1,100,000, while Qallatln argued that It had

actually Increased #7,BOO,000*

As Secretary of the Treasury, Gallatln continued both

In print and In practice his attack on the public debt of

'^e Onlted States and on large-scale government expenditures,

particularly In the military and naval establlshisents, and

on those taxes that he considered to be discriminatory*

Tlrtually all of his annual reports to the Congress froa

1801 to 1809, and particularly a special report to the

Congress submitted In the year 180B, emphasized the necessity

J-Writlngs. Ill, 73-168.

^(Bd ed.j PhiladelphiaJ Mathew Carey, 1801)
3
Oallatta speech of June 1, 1796, Annals of

4th Cong., lat sess., V, 1506-14.



for eeonomizing on public expenditures and at the saiae tiiai

for a revenue sufficient to reduce the public debt.^
Gallatin also insisted on the principle that the public debt

could not be reduced merely by laalcing appropriaticms to a

linking Fund, but rather only by en excess of revenues over

expenditures,^ Gelletln*8 constant battle for reduction of

expenditures, for limitation of the army and navy, and for

direct taxes while minimizing excises is set forth in detail

by Chien Tseng Mai,^ end need not be discussed here. The

following from an 1809 letter to Jefferson, however, is too

revealing to be omittedJ

Gallatin, letter to the Honorable John Randolph, Jr.,
Chaiimian of the Committee on Ways and ^^feans, March 31, 1802,
American State Paperst Docuji^ata of the Congress of ̂the
United States (Washington; Gales and Seaton, 1852-34),
Finance I, 746-49. Gallatin's annual reports appear in
their entirety in the American State Papers. Ibid.,
Finance I and II, end thev also appear in Reports of the
Secretary of the Treasury of the United States, on the State
of Finances {WashingtontBlair & Rives, 1837), These two
reprints differ only in minor matters of typography, use
of abbreviations, etc. However, the American State Papers
contain special reports on many topics as well as tiie annual
reports of the Secretary on the state of the finances.

^"Annual Report of the Commissioners of the Sinking Fund,**
for each of the years 1801-1813, transmitting Gallatin*s
report to the coomissioners, American State Papers. Finance
I and II. Of, Gallatin *s report of June 20, 1809,
"Powers of the Commissioners of the Sinking Fund,** ibid..
II, 369-73.

^Op. cit.. pp. 59-69 (on public expenditures), 73-95
(on public revenues, including war finance), and 43-58,
142-45 (on national debt).



The reduction of the public debt was certainly
the principal object in bringing sne into office,
and our success in that respect has been due both
t© the joint and continued efforts of the several
branches of aovemaent end to the prosperous
situation of the country. I ata sensible that the
work cannot progress under adverse circumstances.
If the Itaited States shall be forced into a state
of actual war, all the resources of the country
Mist be called forth to make it efficient, and
new loans will undoubtedly be wanted. But whilst
peace is preserved, the revenue will, at all events,
be sufficient to pay the interest and to defray
necessary expenses. I do not ask that in the
present situation of our foreign relatims the
debt be reduced, but only that it shall not be
Increased so long as we are not at war. I do not
pretend to step out of my own sphere and to control
the internal jaanageamt of the other Departments.
But it i^eiis to me that as Secretary of the Treasury
I may ask that, -sdiilst peace continues, the aggregate
of the expenditures of those Departments be kept
within bounds such as will preserve the equilibrium
between the national revenue and eipanditure without
recurrence to loans. I cannot, my dear sir, consent
to act the part of a mere financier, to become a
contriver of taxes, a dealer of loans, a seeker of
resources for the purpose of supporting useless
baubles, of increasing the number of idle and
dissipated members of the coiamunity, of fattening
contractors, pursers, and agents, and 6f introducing
in all its ramifications that system of patronage,
corruption, and rottenness which you so justly
execrate.^

Note especially Oellatin*s antipathy to what he considered

to be unnecessary and unproductive governmental expenditures,

and especially to profiteering on government contracts.

In all this Gallatin was a thorough-going leffersonian.

He was also leffersonian in his insistence on protection of

^Gallatin letter of Hovember 8, 1809,
465-66.



contracts and the defense of property rights. Although

men like Jefferson, Madison, and Oalletin did not manipulate

property rights for the benefit of a particular class, as

the Hamiltonians may have done, they were, nevertheless,

sufficiently imbued with the philosophy of John Locke to

defend the sanctity of property and of contract. As Irving

Brant shows in his biography of James Madison, Madison was

a staunch defender of property rights;^ the entire Virginia

delegation to the Constitutional Convention were "a unit** on

"devotion to government founded on the people, and a belief

8
in the need to chedc state assaults on property rights."

In fact, with two or three exceptions "the whole convention

desired to protect property rights • • . and to strike down

state laws designed to wipe out debt or isipair financiel

contracts."^ Or, as Joseph Dorfman puts it, "Solid citizen

that he was, Jefferson believed in the iiajportance of a sound

public credit, the sanctity of contracts, and of course the

right of property."^ Gallatin did not take exception to

^James Madison (Indianapolis: The Bobbs-Merrill Co.,
1948-50), III, 44.

%bid.. p. 23.

^Ibid.. p. 61. It should be carefully noted that Brant
shov#s that although Madison did not want property rights
violated, neither did he want coacentration and abuse of
power through ownership of property.

%orfman, , I, 434.



tills attitude on contracts and properties#^ iUid on the

matter of the scope of govemaiBnt activities, Gallatin was

very much like other Jeffersonians# For example, ho wrote

in 18325 '*No legislation is better than . . • bad, and, on
g

most subjects connected with eccaioiay, than any legislation#"

This is not much different than Gallatin was writing in 1807:

"Qoveramental prohibitions do always more mischief than had

been calculated; and it is not without much hesitation that

a state^an should hazard to regulate the concerns of

individuals as if he could do it better than themselves."®

This last was in connection with Gallatin*a objection to a

permanent «Babargo# Nevertheless, in practice, Gallatin,

like the other Jeffersonians, frequently modified his strict

laissez*faire pronouncements, most of all, in the case of

the enforcement of the embargo and non«>intercourse acts of

the second Jefferson administration# Gallatin, faced with

the monumental task of enforcing the imhergo against the

wishes of the greater part of the comercial community,

came to the conclusion that either he would have to have

^DLawronoa3» "Political Portraits with Pen and Pencil-*
Albert Gallatin," op. cit*. p. 647; Gallatin, letter to
Nathaniel Macon, April S3, 1816, Vvritings. I, 697; letter
to John A, Dix, March 30, 1842, ibid., ll. 589.

^Letter to J. Horsley Palmer, May 1, 1833, Writings.
II, 462.

®Letter to Jefferson, Deceiiher 18, 1807, ibid.. I, 568#



more power of enforcemmt or the whole system should be

abandoned,^ Aim), he asserted that judicial review of the

actioas of customa collectors was raaking enforoemest of

the law all the more difficult* Such complaints were

symptomatic of Ckallatin's "doctrinal disorder" as ho and

Jeffersm tried to enforce the embargo acts* Their

libertarianism was severely abused, and they suffered keenly

2
from the knowledge of that fact*

Gallatin, however, was not typical of the Jeffersonians

in certain other respects# He gave his support to internal

improvements, not begrudgingly but willingly* Leonard White,

in lauding Gallatin *s state paper on internal improvements,

points out that Ghallatin was not worried about their consti

tutionality* White concludes:

It was the first great plan for the physical
development of the country, as Hamilton's report on
loanufacturers was the first plan for its economic
development* It was bold, shrewd, faraeeing, and
thoroughly national in its scope and design* It
was, moreover, practical, end easily within the
technical and financial resources of the time, had
those resources not been drained by war with Great
Britain. Its major outlines remained valid until,
just as the Hepublican period came to a close, they
were rendered in large part out of date by the
invention of the stem railroad *3

^December, 1809, Reports of the Secretary of the
Treasury of the United States on the State of the Finances.
I, 402•

2"Leonard Vthite, 0£j

^Ibid*. pp, 476-77,

„•» JP* 461*



In this stats paper^ sntitled "Boads and Canals," Gellatia

noted the productivity of the proposed east-west, north-

south netviorl!: of roads and canals, and argued that the plan

was of such scope that the federal govornaent had to under

take it.^

Gal latin's report on manufacturers is important in that

it indicates another directim in which he Y/as trying to

urge his party. This was an industry study, submitted in

the year 1810, of the growth of American manufacturers.

In it, Gallatln emphasized that capital had grom greatly

in some twenty years in the United States, but still progress

in manufacturing was is^eded by a relative shortage of

capital. He asserted, however, that the absence of "internal

restrictions and monopoly" and of oppressive taxes was the

pidneipal cause of the growth and prosperity of the United

States,2

\^1ien tlw opportunity to acquire the Louisiana Territory

presented itself to the Jefferson Administration, in 1803,

Gallatin to<^ the view that the acquisition was at that time

constitutional, whereas Jefferson, Madison, and the Attorney-

General all believed that a constitutional amendment was

^April 4, 1808, American State Papers. Miscellaneous I,
?S4-021, including supporting papers.

^April 17, 1810, "Partial Report on the Subject of
American &ianufactures," ibid.. Finance II, 430; for the
entipe report, pp. 425-39.

ijin.l .



necessary to legalize tlie act. In the course of events,

Gallatin's view became the accepted principle of the party

and the grounds on i^ich the territory was acquired.^

ilgain on the matter of the constitutionality of the

Bank of the United States, as well as on the advisability

and utility of banks in general, Gallatin and Jefferson

stood on opposite sides. Jefferson's view follows:

We are undone, my dear Sir, if this banking
mania be not suppressed. • • * Ihe war, had it
proceeded, would have upset our government; and
a new one, whenever tried, will do it. And so
it must bo while our money, the nerve of war,
is much or little, real or imaginary, as our
bitterest enemies chose to make it. Put down
the banks, and if this country could not be
carried through the longest war against her
moat powerful enemy, without ever knowing the
want of a dollar, without dependence on the
traitorous classes of her citizens, without
bearing hard on the resources of the people,
or loading the public with an indefinite debt,
X know nothing of my countrymen,^

Jefferson strongly opposed a national bank, chiefly on the

grounds of fear for the safety of any government "which is

under the vassalage of any self-constituted authorities. • * ."

^Mams, OP. oit.. pp. 319-21.

^Jefferson letter to Gallatin, October 16, 1815, The
Writings of Thomas Jefferson (Washington: Thomas Jefferson
Memorial Association, 1903), XIV, 356.

^Jefferson letter to Gallatin, December 13, 1803,
The Works of Thomas Jefferson, ed. Paul L, Pord (Federal ed.;
Hew iork: (i. Putnam's Sons, 1905), X, 57.



Th« lm«diat« occasion for this latter vsias a proposed New

Orleans branch of the Bank of the United States*

Gallatin replied with a positive statoaent of the

advantasee of a national bank*^ He concluded by taking a

viewpoint precisely opposite to Jefferson*st

Against this there are none but political
objections, and those will lose much of their
force when the little injury they can do us
and the dependence in which they are on
government are duly estimated. They may vote
as they please and take their own papers, but
they are formidable only as individuals and as
merchants, and not as bankers. Whenever they
shall appear to be really dangerous, they are
completely in our power and may be cruised,^

Gallatin elaborated upon the usefulness of the Bank

to the government in a series of special reports to the

Congress in 1809-1611 on the renewal of the charter of

the first Bank.® In the first of these reports, Gallatin

mentioned the advantage to the United States of acquiring

loans from the National Bank, a point which he had been

making for many yeaxrs.^ Gallatin also made a point of the

^Letter to Jefferson, December 13, 1803, Writings. ]
171* See below, p. 237.

^Ibid.

%arch 2, 1809, American State Papers. Finance II,
351-53; January 30, 1811. ibid., p. 481.

A

In a speech in the House on Janimry 26, 1797, in
opposition to an increase in the compensation of public
officers, Gallatin pointed out that the First Bank had
carried the United States when the govemaient was unable
to pay part of its indebtedness to the Bank on request:



income derived by tbe United States from dividends on bank

stock held by the CloverniQsnt.^ In four other reports,

Gallatin replied to Congressional inquiries regarding details

of the relations between the Treasury and the Bank* la

spite of Gellatin*s active support of the First Bank, the

Congress did not renew the charter. The Bank expired in

1811, fmd the Secretary of the Treasury had to place the

federal deposits in various state banks.®

^als of Congress. 4th Cong, 2d sess., VI, 1992, 1996-98,
In a report of March 1, 1802, submitted to the Honorable
Joseph H# Kicholson, Chairiaan of the Coiamittes of Investi
gation (of the State of the Treasury Department) on the
"Application of Public Money," Gallatin mentioned advances
from the Bank of the United States to the Government to
meet expenses, where appropriations were not forthcoming
imtil later, American State Papers. Finance I, 755-57,
This entire report, pp. 756-821, illustrates how Gallatin
as Secretary adhered rigidly to the principle of respon
sibility to the Congress on the part of administrative and
executive officials upon which he had insisted as a Con
gressman. Cf. above, p. 16*

^Eeported in each of Gallatin *s "Annual Reports on the
State of the Finances," ibid.. Finance I and II, and
especially the report on "IHiblic Debt," of March 31, 1802,
submitted to the Honorable John Randolph, Jr. Chairman
of the Committee of Ways end Means, ibid.:, I, 746-49.

^Report of December 3, 1806, "Public Depositea in
Banks," American State Papers. Finance II, 216-18. Report
of April 3, 1610, "Bank of "STe United States," ibid.. pp.
417-18. Report of January 9, 1811, "Bank of the United
States," ibid.. pp. 460-63. Report of January 23, 1811,
"Bank of the United States," ̂ bid.> pp. 468-70.

®Gallatln, report of January 8, 1812, "Public Deposites
in Banks," ibid., pp. 516-17.



Furthiar discussion of Gallatin*s position on the

constitutionality of a national bank, his detailed plans

for recharter of both the First and the Second Bank, and

additional information on his concept of the role of a

national bank, especially as a controlling factor over

the state banking system, is included in Chapter VIII, below.

Gallatin*a support of a national bank was atypical of

the Jeffersonians. Also, in his positive support of internal

improvements and of manufacturing, and in his departures

from a strict construction of the Constitution, Gallatin was

more like the Mew lepublicans than the Old.^ If it is true

that in certain respects the Republicans, by the end of

Madison's administrations, had "out-Federalized Federalism,**^

then, in several respects, Gellatin had led them there.

However, Gallatin differed from the Hew Republicans-

Henry Clay, ̂ ohn C, Calhoun, lohn Quincy Adams, William H,

Crawford, et al.—in that he did not favor a strong army

and naval establishment, "a foreign policy that looks toward

the further acquisition of territory,**^ or the protective

^The terms "Mew** and "Old Republicans" are I.eonard
White's; OP. cit., pp. 13-14.

^Richard Hofstadter, The American Political Tradition
and the Men Vtio Made It (New York: Alfred A, Knopf, 1948),
P e 4: X •

®Whlte, OP. cit., p. 14.



tariff* la tha last twenty years of his life, Gellatla was

not associated with any political party*^

By way of conclusion on Gallatin^s political and

economic philosophy, it may be stated that he was an Old

Bepubliean, yet not essentially an agrarian; that is, hs

differed trm. Jefferson chiefly in that he saw eeonomio

progress through growing application of capital to both

coiameroe and manufacturing, and that he did not regret

this prospect*® Contrast Gallatin^s position with that

aspect of Jefferson's philosophy which is emphasized by

Yemon L* Parrington:

i'o a mind imbued with such conceptions the appeal
of the Physiocratic theory of social econoiaics would
be irresistible* The ground was prepared for the
sowing of the seeds of the liberal French thou^t*
With its emphasis laid upon agriculture, its doctrine

Produit net, its principle of laissez»falre.
and its social conoem, the Physiocratic theory
accorded exactly with his familiar experience, and
it must have seemed to Jefferson that it was little
other than a deduction from the open facts of
American life* • • . The sharp struggle between
Jefferson and Hamilton must be reckoned, in part
at least, a conflict between the rival principles
of t^uesnay and Mam Smith, between an agrarian and
a capitalistic economy* Much as Jefferson feared

On Qallatin's nonpartisanahip, and his bemoaning the
tendency to settle national issues ca the basis of party
spirit, see the appendix, "War lipenses," to his pamphlet,
The Oregon Question (Hew York: Bartlett & Welford, 1846),
pp. 74-75. The entire pamphlet pleads for moderation and
peace in the territorial dispute with England*

2Bray Hammond, "Banking in the larly l.estj Monopoly,
Prohibition* and Laissez-faire." Journal of Sconomic Hiatoi
YIXI (May, 1948), 4.



th0 embitlons of an aristocracy, he feared quite ae
much the creation of a proletariat# , * . A free
yeomanry he regarded as the backbone of every great
people, the producers of the real wealth, the guard
ians of manly independence; and the nuaber of factory
workers measured for him the extent of social disease*
It is this Physiocratic conception that explains his
bitter hostility to protective tariffs, national
banks, funding manipulations, the machinery of credit,
and all the agencies of capitalism which Heeailton was
idcillfully erecting in America.

Oallatin, on the other hand, like his counterpart in France,

2
Jacques Necker, was not a Physiocrat.

The Jeffersonians claimed that the Hamiltonians used

the central government to build up the positioa of a

special privileged class. It should not be inferred from

Galletln's advocacy of the growth of capital, however,

that he similarly wanted to promote a privileged class.

On the contrary, Qallatln was strongly and consistently

opposed to privilege, especially those privileges acquired

by virtue of governmental action* The remainder of this

section is intended to prove that point. Qallatln departed

%ain Currents In American Thought (New Torkj Harcourt,
Brace & Co., 1927j, 1, 346-47.

B
Gellatia*s position on capital accumulation Is developed

further below, pp. 197-E05.

3
The Jeffersonlan indictment of the Federalists*

financial measures is effectively summed up by Charles
Beard's presentation of the argument of John Taylor; Beard,
The Econonilc Origins of Jeffersonian Democracy (New York;
The Macmillan Co., 1915), p. BOS.



from QenoTa because he disliked the prevalence there of

aristocratic privilege# la his fiscal policies he vrarked

for the principle of executive responsibility, and specific

appropriation by Congreea from which the Secretary of the

Treasury could not depart to accosiplli^ his ends# One of

CSalletin*8 objections to the public debt was that the

payment of interest charges on it required taxing the

industrious members of the community in favor of the "idle#*

He favored taxes on slaves, land, and houses, and a mild

revenue tariff, in preference to internal excise duties,

especially those on salt and distilled spirits, each of

which he believed to be unequal end oppressive on tbe poorer

segiaents of the eoaammity.^

As Secretary of the Treasury, his policy for the

disposal of the public lands was in all respects to minimize

the activities of the speculators and to encourage purchase

by the poor and by actual settlers#^ He strenuously opposed

profiteering on goveraaeat contra eta, Cta political patronagej

Gallatin was for a nonpartisan public service; he would

have submitted the following meiaorandum with regard to

^Mai, .#, pp# 73-76#

%<etter of January 2, 1604, to Honorable Joseph H»
Nicholson, Chairman of the Committee on Sal© of Public
tends, American State Papers, Public Lands I, 183, See
also Mai. Qp. cit#, pp. 96-106.



appointments in tbs Treasury Department had he not been

discouraged by JelTerson:

The lew haying given to the collectors the
appointment of a number of inferior officers
subject to my approbation, there is on that
subject, on which we must act in concert, but
one sentiment that I wish to communicate; it is,
that the door of office be no longer shut against
any man merely on account of his political opinions,
but that whether he shall differ or not from those
avowed either by you or by myself, integrity and
capacity suitable to the station be the only
qualifications that shall direct our choice*^

Similarly, Jefferson had urged Gallatin to use his

position as Secretary of the Treasury to promote support for

the Republican Party, as shown in the following letters to

Gellatin:

It is certainly for the public good to keep all the
banks coa5)etitors for our favors by a judicious
distribution of them, and thus to engage ths
individuals who belong to them in the support of
the reformed order of things, or at least in an
acquiescence under it»2

As to the patronage of the Republican Bank at
Providence, I am decidely in favor of making all
the banks Republican, by sharing deposits among
them in proportion to the dispositions they show;
if the law now forbids it, we should not permit
another session of Congress to pass without
amending it. It is material to the safety of

^Enclosure with letter to Jefferson of July 25, 1801,
Writings. I, 28-29. For further infcsrmation with regard to
Gallatin's position on political patronage, see the excel
lent article by Jay C. Heinlein, "Albert Gallatin: A Pioneer
in Public Administration." The William and Marv Quarterly.
Third Series, VII (January, 1950), 65-66.

%he Wor]^ of Thomas Jefferson. IX, 395-96, letter of
October 7, 1602,



Republicanism to detach the mercantile interests
from its enemies and incorporate them into the
body of its friends. A merchant is naturally
a Republican, and can be otherwise only from a
vitiated state of things.^

dallatin rejected these suggestions, however,^ thus

indicating again that he would not use a position of power

to promote the interests of any group, and that he did not

want finance and politics mixed. As Jefferson wrote to

William Wirt, **! often pressCedjhim COallatinl to divide

the public deposits among all the respectable banks • • •

3
but his repugnance to it prevented my persisting."

Opposition to privilege is also demonstrated by the

fact that Gallatin was not an uncritical advocate of a

national bank. He frequently suggested restrictions on

its behavior and modifications of its charter designed to

make it an instrument for promoting the social welfare.

^Ibid.. X, 15-16, letter of July 12, 1803.

'See Adams, 1^., p. 309.

Op. cit.. XI, 200, letter of May 3, 1611. Charles
Beard seized upon the two letters from Jefferson to Gallatin,
above, in support of the thesis that, despite the Jeffer-
sonian opposition to the use by the Federalists of the
central government to promote their financial ends,
"Jefferson and his advisors deliberately adopted a policy
of manipulating the government funds in such a way as to
build up local Republican moneyed machines in order to
resist the force of the Federalist interests and provide
competitors that would give the Republicans the power in
the economie world which they so earnestly desired." Beard,
OP. cit.. p. 446. But Beard missed the essential point:
that, in this matter, Gallatin did not act on the basis
of his chief's suggestions.



Wot example, he would have modified the charter of the

First Banlc ia the direction of increased ownership hy

citizens of the United states, provision for the payment

of Interest on public deposits over three million dollars

in the Bank, requirements that the Bank stand ready to

lend to the United States up to a specified amount, and

provision that both states and federal government appoint

a "few** of its directors.^ And he would have chartered a

new national bank in 1841 with the following, among other,

provisions} that its capital be 11^x1 ted, since the danger

of abuse ^^is increased in proportion to the magnitude of

the capital"} that the quantity and quality of its loans be

regulated} that it sustain other banks and "lessen the

commercial distress" in critical times} that it be

rigorously and regilarly inspected by federal officials;

and that it "have a truly national character, and not

degenerate into a local institution,"^

Again, Gallatin opposed privilege in his attitude on

protective tariffs. Generally speaking, Gallatin supported

a revenue tariff, but opposed protection, quite as "an

•^Heport of March E, 1809, "Bank of the United States,"
.can State Papers. Finance II, 352-52,
2"Suggestions on the Banks," op, cit.. pp. 454-56,



early disciple of Adam mi^t have beea expected

to do« His argument was based essentially on the law of

comparative advantages, tbe effect of a protective tariff

being to misallooate resources (Qellatin even recognized

that this assumed full employment).® More important, for

immediate purposes, is Gallatin*s argument that protection

was not only injurious to the country as a whole, but that

it enriched one seeticai at the expense of mother} only the

protected manufacturers gained; all others lost, and this

was unjust. He rebutted the argument that the farmer bene

fited frcsa a tariff, and denied that free trade pulled

down domestic wages, since wages were regulated by "supply

and demand and the state of society."® That Gal latin

acknowledged the validity only of the "infant industries"

argument is relevant to the thesis that he, unlike Jefferson,

saw the United States as progressing through the growth of

manufactures; yet Gallatin denied that a protective tariff

^[William Beach Lawrence], "Political Portraits with
Pen and Pencil—Albert Gallatin," op. oit.. p. figs.

®Myaorii^ of the Co:amittee Appointed by tim Free Trad<
Convention {Hew Yorki milimm A. ^ P |
Gallatin was chairman of the ooiamittee, and wrote the
Memorial. The plea was not for free trade, but only for
lower tariffs.

, pp. d—10.



was an important eaus® of industidal growth. Mor® important

were the gro^vth of capital and the mterprise of the

i^ericen people, unobstructed by govermriental restrictions^

taxes or monopoly.^

To conclude the argument that Gallatin did not want

to promote a privileged class of capitalists, Gal latin *8

attitude tovmrd labor diould be mentioned. Unlike Jefferson,

Oalletin did not fear the growth of an urban proletariat;

in fact, he was quite sympathetic tovfard the eoiiBaon laborer.

In 1846, as part of a strong ar^iment against war, Gallatin

said!

In this, and othar large cities, for every
thousand merchants, or men of capital who may
be injured or thrown out of business Cby ,
there are ten thousand men. living on wages,
whose employment depends directly or indirectly
on the coaiEerce of those cities. The number
of comon laborers is proportionately leas in
the purely agricultural districts. But it is
evident that in both, a considerable number
must be throvm out of employment either by the
destruction of commerce, or in consequence of
the lessened value and quantity of the agri»
cultural products. And it seems impossible that
this sh(»Ald take place without affecting the
rate of wages, than which a more afflicting
evil could not fall on the comauaity. There
is no man of pure and elevated feelings who does

nbld.. p. 41; letter of March 19, 1816, to T. R. Gold,
Writings. I, 690; "Partial Report on the Subject of American
Manufactures," Axaerican State Papers. II, 430. In a latter
of March 25, 1846, to J. R. Ingersoll, Gallatin further dis
cussed tariffs, favoring specific over ad valorem duties.
Writings. II, 628-35.



not ardently MAah, that meana could be devised to
aaeliorate the state of society in that respect,
80 as that those v^o lire by aianual labor should
receive a more just portion of the profits, which
are now very unegually divided between them and
their employers.!

In the Diplomatic Service; iei5"18S7

(Sallatin left active contxol of the Treasury Department

in 161S, in order to serve abroad as a Minister of the United

States. From 1813 to 1827, with only short interruptions,

he perfoimied diplomatic functions in the countries of Russia,

The Netherlands, France, and England, the chief of these

being as key American negotiator at the Treaty of Gftient.

This period is relevant to the present topic principally

because of his acute observation of various foreign monetary

systems and experiences.

Gellatin^s brief stint in Russia in 1813 served to

give him the basis for his later description of the HussiSA

monetary system end of exchange rates of the ruble In

1817, Callatin implemented his theories on freer trade.

^"War Expenses," appendix to The Oregon Question,
p. 72. Underlining added.

For additional biographical material on the period
in his life from 1795 to the end of his Secretary of the
Treasuryship in 1813, see Adams, op. cit.. pp. 146-492.

^Letter to Alexander Dallas of Septeiaber 25, 1815,
Writings. I, 654-57.



iKtm he and William Eustis negotiated a commercial treaty

with The Hetherlands#^ In 1818, with Richard Rush, Qellatin

negotiated a oonTention with the British on commercial end

boundary problems#^ Gall a tin's despatches from France in

1819 and 1820 conmiented extensively on commfircial relations

between France and tda,e United States. Gallatin objected to

discriiainatory duties of the United States on French

products; but Miere France discriminated, Qellatin recom

mended amending the Constitution in order to tax certain

exports to France, by way of retaliation. His general

principle, however, was to work for lower duties.® Many

more such despatches lai^t be cited, but the above will

suffice to show this aspect of Qallatin's diplomacy abroad*

Of cmsiderable importance was the influence of the

French and British mcaietary eaperiences on Qallatin's later

United States, State Department, Dlploaatle Despatches.
The He rl and a. VI (October 30, 1815-August SO, 1819),
unnumbered despatch of September 22, 1817; File Microcopy 42,
Roll 7 (Washington: The National Archives, 1943). See also
the Gallatin end Eustis despatch of September 7, 1017, ibid *;
and Gallatin's letter to luatis of October 9, 1817, ibid.

^United States, State Department, Dlnlofflatlc Despatches.
Groat Britain. IXIIX (November 10, 1817-a-une 18, 1819),
unnumbered despatch of October 20, 1818; File Microcopy 30,
Roll 19 (Wasiiington: The National Archives, 1942).

®Onited States, State Department, Dinlomatic Despatches.
France. XIX (lune 4, 1819-July 31, 1820), despatch 149,
July 5, 1820; File Uicrocopy 34, Roll 22 (Washington: The
National Archives, 1942).



thinking. In 1829, he wrote to S. D. Xngham, then

Secretary of the Treasury, a description of the aionetary

system of France, with its biiaetallism, issuance of paper

money only by th» Bank of France, "and none of a denomi

nation leas than 500 francs."^ Gallatin argued for

comparable monetary provisions in the United States,

because he was very favorably impressed by the operation

of tie French system. As Henry Adams says, "Mr. Gallatin

had, during his resid^ce in France, become prepossessed

in its favor."® In a letter to Nicholas Biddle in 1830,

Gallatin expressed his opinion that even skillfully admini

stered banks could meet only "ordinary commercial fluctu

ations," and that, lacking very large specie reserves,

severe crises were their downfall. A case in point was the

suspension of specie payments by the Bank of England in

1797.

On the other hand, the exaxi^le of France, under
the united pressure of a double invasion, a failure
of crops, large indemnities to foreign countries,—
a vast portion of which was paid by the exportation
of specie,—an unsettled government, and wild stock

•^Decanber 31, 1829, 'Writings. II, 416. For a concise
discussion of the French monetary system, see Charles Rist,
History of Monetary and Credit Theory from John Law to the
Present Day (London: George Allen & Unwin. Ltd.. 1940).
pp. 229-38.

^Qp. cit., p. 637.



apoculations. Is dooisive to prove with what facility
a crisis is met with an abundant circulating laatallio
currency#^

Gallatin noted that h© and Alexander Baring were witnesses

to these events, and that they came to ths same conclusions*

Gel latin vma in Mgland during part of the "Period of

the Hestriction" of specie paysbsnts of bank notes, which

lasted from 1797 to 1821, Until 1019, but not thereafter,

Gallatin carefully read the literature on the controversy

betv/een the bullionlsts—who opposed the Restriction and

the policy of the Government—and the anti-bullionists—

who thought that restriction of specie payments was at times

necessary and «dio, in general, were supporters of the

Government* Gallatin's sTmpathies were all with the

bullionlsts* In an important 1831 essay, he cited Thomas

Tooke, who in turn quoted Baring's testimony of 1819 before

the Lords' Committee on the Resumption of Cash Payments*

Gallatin, ), IX, 433*

'^"It is so long since my mind was made up en the subject,
that I have not lately collected any facts* The evidence
reported by the cozmaittees of both Houses of Parliament
previous to the resuming of specie payments In Great Britain
is the last document of any iu^ortance which I read with
attention*" Gallatin letter to Robert Walsh, Jr*, April 27,
1830, VvtI tings. II, 427*

^Took© was an exponent of the banking school, which
succeeded to the theories of the anti-bullioniate; howevar,
on policy matters, the banking school was quite closely in
agreement with the bullionlsts. See Lloyd Mints, A History



§allatln, fookOf eaid Baring were all in agreement that in

franca, a nation *iiioh had sufficient sped®, a bank that

had oTsr-extended by issuing too much paper relative t©

its specie reserves could still replenish its coffers

merely by shifting to a moia conservative lending policy}

whereas in countriea lacking enough specie, additions would

have to come from abroad, and over-extension was more apt

to be fatal*^ In short, G&llatin*s experimces In France

and England increased his conviction that a strong specie

base and convertibility of paper notes into specie were

vital to the succeaa of any iX)n0tary system.^

After 1328, Crallatin occupied himself with research,

writing, and service as a bank president. He wrote on

of Banking Theory in Great Britain &ad the United gtutea
(Chicago: Univsrsity of Chicago Press, 1945} p. 100, See
also h. Tic tor Morgan, The Theory and Practice of Central
BaaklnR. 1797-1915 (Cambridge, England: The University
^ress, lyds') ppV "121-22ff •

1
■^•Gallatin, "Considerations on the Currency and Banking

System of the United States," Writings. Ill, 299-300.
2
"^IQT further biographical material on the period during

tihich Gallatin served as a diplomat abroad, see Mams,
OP. cit.. pp. 493-634. See also James Gallatin, The Dairy
of dfames Gelletln. Secretary to Albert Gallatin. a Great
JPoace Maker. 1813-1827/ed. Count Gallatin (How York;
Charles Scribner's Sons, 1920).



currency cmd banking, on Indian vocabularies, and in

opposition to war over Texas and Oregon.

In 18B2, Qallatin bad turned down tbe opportunity

to become President of the Second Bank of the United States;

but in 1829, he accepted the presidency of the small

National Bank of New York. The promoters of this bank

had secured a charter from the State of Hew York but had

been unable to dispose of the stock} hence they had applied

to John Jacob Astor for assistance, Astor, a close friend

of Gallatin, offered to purchase the aTemaining stock on the

condition that Gallatin should be the bank president. It

was on ttese terms that Gallatin became head of the National

(afterwards the Gallatin} Bank, capitalized at only seven

hundred fifty thousand dollars, "Mr, Gallatin drew from it

the very modest compensation of |2,000 a year, that being

the sum which he considered necessary, in addition to his

own incoiae, to enable him to Hve in New York,"^

In December, 1830, Gallatin contributed an article

entitled "Banks and Currency" to the American Quarterly

Review.^ which was e2q>anded with statistical material and

Adams, L* * P • 643,

%III (December, 1830), 441-528. This periodical was
edited by Robert Walsh, Jr., and printed by Carey and Lea
of Philadelphia, The article, like all appearing in Walah*a
Review, was unsigned, but can be identified as Gallatin»s
by correspondence in V¥ritings. II, 425-27, 429-31, 441,
443-44, 447, See also below, p, 44, n. 1,



modified by several verbal transpositioiis into bis popular

essay of ie31> ^^Considerations on the Currency and Banking

Systea of the United States.'*^ This is a detailed treat

ment of the theory of money and of banks, but also a policy

proposal: the renewal, with modifications, of the charter

of the Second Bank of the United States, for the principal

purpose of controlling the currency# This essay will be

referred to extensively below# It should be mentioned that

Robert Walsh, a pro-Biaik man, asked Gellatin to write the

essay for Walshes Review: that CJallatin corresponded with

Nicholas Biddie, President of the Second Bank, drawing

statistical material from him, during the writing of this

essayj and that Gallatin's article was printed at the

expense ©f the Bank, to assist in Biddle*s effort to get

the charter renewed before its expiration in 1836.2 However,

it should also be pointed out that Gallatin not only turned

down Biddle*s offer to r«aunerate Gallatin for his contri

bution, as indicated in the following letter to Biddle, but

^Ibid«, III, 231-364# Hereafter this essay will be
referred to as "Considerations on the Currency." An initial
note to this article, entitled "Advertisement," identifies
it as first prepared for the American Quarterly Review of
December, 1830.

^WriUiyss. II, 429-40, 443-44. Cf. R. C. H. Catterall,
pie Second Bank of'the United States (Chicago: University of
Chicago Press, 1903i, p. 200.



also refused the ordinary pay of contributors to the

periodical

Tours of the 8th instant la receiyed# X would
not in ordinary cases feel the slightest reluctance
to receiTe coiapensation for my labor* This would
indeed be convenient at this time, as I must with-
dratf to the country unless I can make some addition
to my income. But the article on banks and currency
makes an exception. On this I had made up my mind
from the beginning. I did not write, and would
not have written, and do not wish it to be supposed
that I have written, for the Bank of the United
States; and I necessarily must accordingly decline
any compensation. So far as I am concerned, I
did write, on Mr. Walsh's invitation, on a subject
of great importance, and em quite satisfied
provided the bank will at its exp®Qse print and
publish my corrected copy. I am confident that
a moment's reflection will satisfy you that my
decisicn is correct as respects myself, public
utility, or the bank itself. Under existing
circumstances, he who happens to have drawn
conclusions favorable to the renewal of the charter
must have no persraial interest for having come to
that result, if he wishes to produce any effect.^

It is also relevant that Galletin, unlike sorae of

those who were supporting the Becond Bank in the early

1830*s,® had long and consistently favored a national bank,
or a bank performing certain of the functions of a central

bank* It was indicated above that Qallatin sponsored the

^Gallatin letter to Walsh, February 6, 1831, Writings.
II, 447*

%bid.. pp. 443-44.

g., see Joseph Dorfman, op. clt.. II, 606, On loans
by the Bank to Congrasomen, see Walter B* Smith, leonomic
Aspects of the Second Bank of the United States (Cambridgej
Harvard University Press, 1952), p. 249.



Bank of Pennsylmaia, to serve witliin the state in a capacity

akin to that of the First Bank, nationally,^ His speeches

in the Ccaigress, in 1796 and 1797, although directly ccm-

cerned with federal indebtedness and only indirectly with

the role of the Bank of the Ifeited States, nevertheless

showed a certain sympathy toward that institution,^ His

•♦Sketch of the Finances of the Baited States'* saw clearly

the objeetiona to the First Bank, as raised by its enemies,

and recognized that the power of the Bank might be abused,

yet argued that the Bank had had several beneficial effects,

chiefly its assistance in the fiscal affairs of the federal

government,^ As Secretary of the Treasury, Gallatin
vigorously supported the Bank from at least 1803 until its

demise.^ And every time thereafter that he expressed himself
on the issue, right up to the period under review, he favored

a bank that would act as a fiscal agent for the government

and a re@ilator of the currency. These pro-bank positions

assumed before he became Secretary of the Treasury do not

%p. 13-15,
^See above, pp. 18, 27-28.
^Writings. Ill, 135-36,
^See above, pp. 27-28,



seem to support Theodore J. Grayson*s assertion that, before

1801, Gallatin was no better than ^Indifferent" to a national

bank.^

Although Gallatin preferred to argue the question of

a national bank on the economic factors involTed, and although

he had, in a nalTe moment in 1803, said that "against this

2there are none but political objections," nsTertheless, the

^daole issue of a national bank had, by this time, become

"intricately interA'oven with the all-pervading political

issues of State sovereignty, constitutional Interpretation,

scope of judicial authority," and measures for the relief

of debtors in times of contraction.® The Bank expired in

^Leaders and Periods of Aaerican Finance (New York:
Wiley & Sons, 1932), p. 110, Nor is the interpretation
by Arthur M, Schlesinger, Jr., very apt, when he wrote
with regard to the era of the Second Bank, , . conser
vative leffersonians, led by Madison and Gallatin, had come
to accept Ha'ailton*s Bank as necessary • • The A«a of
^'ackson (Boston: Little, Brown, & Co., 1945), p. 76. To
suggest that Gallatin belatedly and reluctantly came to
accept a national bank, and to couple Madiscm and Gallatin
as to their views on a Bank of the United States is highly
misleading. See Brant, op. cit.. Ill, 328-33 for Madison's
views on the First Bonk at the time of its chartering;
Adams, op♦ cit.. pp. 427-28, for Madiacai's passive role
during Gallatin*8 efforts to achieve recharter in 1811;
and Stevens, op. cit.. p. 296, for the least tolerant view
of Madison's behavior in 1611.

^See above, p. 27,
3Sister M. Grace Madeleine, Monetary and Rnnving Theories

of Jacksonian Democracy (Philadelphia: The Dolphin Press,
194v), p» 34•



Andrew Jack son*s attack on privilege, allegedly exemplified

toy this "hydra of comxption."^

Because Gallatin, in later years, was not optimistio

that the hank issue could be disassociated from political

interests, and beceoxse he was shocked by the irrespon

sibility of the directors of the Second Bank after, say,

163d, Qallatin said in 1841 that the cause of a national

bank "is really not worth dying for."^ Although his views

"respecting the constitutional powers of Congress, the great

utility of a national bank as the fiscal agent of govemm^t,

and the aid which may be derived from it to regulate the

general currency of the country," were the same as there

tofore, he did not believe that under the circumstances a

national bank was as important as its latest advocates

thought; and the "catastrophe" of the Second Bank showed

that the great power of such an institution, if not properly

safeguarded against, was apt to be abused*^

For an excellent account from the econojaic standpoint,
and a balanced over-all treatment of the Bank War, see
Walter B, Saith, op. oit.. pp. 147-78, 233-54. For a
politically-oriented account, see Arthur M, Schlesinger, Jr.,
op. clt.. pp. 74-114, especially pp. 88-102.

£
Letter to John M, Botts, June 14, 1841. Wrltinis;s.

IX, 552,

^"Suggestions on the Banks," op. oit.. pp. 449-50,
His "Suggestions," then, included a discussion of the
restrictions which should be in^)osed on any new national
bank which might overcoiae "the obstacles of conflicting
opinions and Interests." Ibid.. pp. 453-56.



Th© suspension of specie payments by Aasricaa banks

in X827, partial reffuiaption in 1838, and final resumption

in 1841, were the occasions for Gallatin's most noteworthy

role as a New York banker* Because of a drain of specie to

England, and to other sections of the United States conse

quent upon the distribution of the Treasury surplus, th»

New York banks, G&llatin*s included, suspended specie

payments on their demand obligations, in May, 1837*^ Banks

in the rest of the country followed* Gallatin, having made

every effort to prevent the suspension, now did everything

he could to bring about resumption* New York State law

provided that a suspending bank that did not resume within

one year had to forfeit its charter. This provision

Gallatin used as a basis for persuading the other banks of

Mew York City to Join with him in urging rapid resumption*^

As a result of a general meeting in August of the

officers of the several city banks, letters were sent to

other banks in the country, stating the case for iiamediate

^Sea the section on "Causes and Incidents of ths Bank
Suspensions," in Gallatin*8 "aiggestions on the Banks,"
ibid*, pp. 383-406.

©

"^Gallatin's letter to Jonathan Goodhue, at Albany,
April 5, 1838, indicated that the threat of withdrawal of
bank charters was used, as far as Gallatin was concerned,
as a lever to secure resumption; avoidance of loss to
depositors and noteholders, end accomodation of the
business community, were superior objectives* V^ritings.
II, 537.



resumpticMi, and urging cooperation toward that end with the

Hew York banks. Chief resistance formed around the Bank of

the United States, of Philadelphia, now with a Pennsylvania

charter. Gallatin wrote of this bank as follows;

•  • • its loans and profits, under a wise and
cautious administration, should have been reduced
to the amount corresponding with the actual means.

Instead of pursuing that course, a bold
attempt was made, as soon as the mis pension of
May, 1827, had taken place, to take advantage
of that state of things for coimaencing a system, of
operations foreign to the ordinaiT^ and legitimate
transactions of any bank.^

The Bank of the United States made reckless loans to its

directors, vho speculated in cotton, and to others. These

actions brought it to a state of virtual failure in 1839,

and to total, ignominious collapse in 1841.

The New Yoik banks sponsored a bank convantion in

October, 1837, with Gallatin leading the drive for an early

^"Suggestions on the Banks," op. cit». pp. 402-3. See
also, "Documents Respecting the Resuiaption of Specie Payments
in the Year 1838," appendix to ibid.. pp. 462-86; for papers
conceming the defections of the Philadelphia ba^s,
pp. 464-66 and 480-84; for 1837 and 1838 "Reports of the
Committee," headed by Gallatin, "appointed by the Convention
in New York to sectire resumptim generally," pp. 471-80,

^See Grace Madeleine, op. clt.. pp. 96-111; and, for
a laore extended account, Walter B« Emith, op. cit..
pp. 180-230, Both are very temperate, objective accounts
of a subject which has seldom received nonpartisan treat
ment, pro or con.



resumption of specie payments. He based his case largely

on moral and legal grounds.^ Oallatin recommended assis*

tance from the State of Hew Yorlc only to the extent of its
©

lending its credit and moral assistance. When ths Hew

York banks received auppcart only from banks in the South

and Horthwest, and could agree with no one on a date for

general resuaptlon, the conventicm adjourned. The bank

li 'or a view of Oallatin*s public and behind-the-scenes
efforts to force resuiaption, see the following: letter to
Willis Hall, Chairman of the Coaaaittee on Banks of the Hew
York Legislature, February 20, 1838, Writings. II, 520-22;
letter to Hall, March 3, 1838, ibid.. pp. 524-25; letter
to A. C. I'lagg, Comptroller, March 6, 1838, ibid.. pp. 526-
26; letters to William L. Marcy, Governor, March 20 and 27,
1838, ibid.. pp. 526-30; letters to Hall, March 28 and
April 3, 1835, ibid.. pp. 531-35; letter to Jonathan Goodhue,
State Legislator, April 5, 1838, ibid.. pp. 535-37; letter
to Marcy, April 9, 1838, ibid.. p. 538; letter to Samuel B.
Ruggles, State Legislator, April 9, 1838, ibid.. p. 539;
and letter to E. C. Howard, Member of Congress, li4y 7, 1838,
ibid«. pp. 539-40. Additional letters of the same sort are
in the unpublished residue of The Oallatin Collection.
Wayne Andrews, "A Calender of The Albert Oallatin Collection**
(Hew York: The Hew-York Historical Society, 1950), pp. 323-26.

2of the references in the previous footnote, the
February 20 and ths Mardi 28 letters to Hall, and the letters
to Marcy. Goodhue, and Buggies, recojamiended that tlB State
of Hew York assist only by authorizing a loan of State stock
to strengthaa certain banks, and by indicating the deter
mination to have forfeited the charters of banks that failed
to resume within the year. These things were done. The
March 2 letter to Kali, and the letters to Flagg and Ho'ward
ar©iad that the Specie Circular and the sub--creasury plan
made resumption by the Western banks more difficult, and
that legislation permitting free banking or the use of post-
notes (i. e*, payable not on demand but at a future date)
would only make the ta^ harder.



heads met again in April, 1638* Eyen then, banks outside

Ifew York could not be persuaded to resume when the Kew

York banks remmed in May, 1838*^ Many banks in other

sections of the country followed later in the year, but

abortively; suspension was widespread again in 1839* IThs

second wave of suspensions, according to Gal latin, was

"caused, exclusively in all but some of the South-V^stem

States, by the inconceivable and unparalleled miaaaanagement

of the United States Bank of Pennsylvania."^ Resumption

was not generally successful until 1841.

Ivaluating the early resuii)tlon by the Hew YoSc banks,

Walter B. asith says:

The policy was resolute: it undoubtedly contributed
to the subsequent growth in importance of Hew York
as a financial center. Resuif^tion cemented the ties
between London and New York, a matter of importance.
Both bankers and merchants gained because of ths
tight rein which the Mew York banks placed on credit.
New York merchants collected bills due them ̂ ilo

^In a letter to J. Abbot, Jr., October 14, 1841,
Oallatin claimed that "the resumption was effected with
great ease, and without being attmded with any of the
fatal consequences which had been predicted." ^ritings.
II, 559.

For additional material on the activities of the New
York banks in 1837 and 1838, see Fritz Hedllch, History
of Americen Business Leaders: A .Series of Htudlea. II.
Part IX, The Molding of Atprican banking; Men aM Ideas
(New York: Hafner Publishing Co., 1951), 258-65. Redlich
interprets these evaits as an early phase in a trend toward
increasing cooperation araong American banks.

^Writings. II, 559.



tlieir Piilladelphia competitors continued to ©ecu*
mulate additional accounts receivable -eifeich turned
out to be of Questionable value.i

Heslgning bis banlc presidency in 1839, Qallatin devoted

bimsalf to research and writing. His "Suggestions on the

Banks" appeared in 1641.^ This improved upon Gallatln*s

banking theories, in certain respoots* but generally is less

comprehensive and analytical than his "Considerations on the

Currency," Kio 1641 essay is oriented around the suspension

and resumption of specie payments, and proposed remedies

for the banking system, especially to insure convertibility

of bank notes*

Qallatin lived out his years in Hew York City. An

1845 social register, entitled "Wealth and Biography of the

Viealthy Citizens of Hew York City," listed Qallatin as being

worth one hundred fifty thousand dollars and his two sons,

one hundred thousand dollars each.^ ait the principal

achievement of Qallatin *s life was not the amassing of

wealth, but rather service to his adopted country,^

^Qp. cit.. p. 205,

^Op. Pit., pp. 365-488.

^Seprinted in Henry W, Lanier, A Century of BftnVtng
New York. 1822-1922 (Hew York: 'Kie Qilliss Press, 1922)7
CP. 163],

%or further biographical material on Qallatin after
the period of diplomacy abroad, see Adaius. op, cit,.
pp. 635-78.



GH&raR in

A BIMITALLIC STANDAiO)

Followiiig th® roeoasaendation of AXoxaader Hamilton,

til® Ifeited States adopted a bimetallle standard in 1792,

A bimetallic standard is one in which the monetary unit

of the country—in the United States, the dollar—is

legally defined as being either a certain number of grains

of gold or a certain nuadier of grains of silyer. Holders

of the precious metals have the alternatives of turning

them in for currency in unlimited quantities, or of selling

them for their bullion uses,

Albert Gallatin favored a bimetallic standard. He con

tended that it would enlarge the si>eoie base, and thereby

increase the stability of the standard of value, Oallatin

wrote to Secretary of the Treasury S, D, Ingham: "There Is,

indeed, no peimanent standard of value in nature; but, as

applied to periods of twenty or thirty years, within which

time ell ordinary contracts are executed, gold and silver are,

for that purpose, far preferable to any other commodity, , ,

^Letter of December 31, 1829, Writings. II, 417, The
letter is reprinted as an appendix i^o i.ngnam*s Report t© the



Note thet Gallatla was ooacamed with the problata of iBone«

tary stability for the execution of long-term contracts.

By long-term he meant those which expire within two or

three decades.

MMiy writers assert that it is not sufficient for it

to be merely legally permissible for both metals to circu

late as a medium of exchange, or for either or both to be

freely coined. These writers say that it is further neces

sary that the following equilibrating condition be satisfied?

When an appreciable quantity of either metal, for example,

gold, moTes out of circulation because it is undervalued at

the mint, its market value falls. V^hen the market value

equals the mint value, gold ceases to flow out of circu

lation.^

As these writers demonstrate, the condition that both

metals must circulate was not satisfied in the United States.

Senate, S^ate Doouments. Blst Cong., 1st sess., II. No. 135,
3^-38. Cf. "Consider at ions on the Currency,** op. ext.. pp.
305-6, 311.

following references are to writers who (1) assert
that the criteria for the successful operation of bimetallism
is that both metals circulate concurrently; and (2) describe
the coiipensatory action which, in theory, was supposed to
accor/5)lish this objective? A. E. Feavearyear, The Pound
Sterling (London? Oxford University Press, 1932), p. 19;
TTTawrmce Laughlin, The His tea* y of BimetaHlsm in the
United States {4th ed«; New York: D, Appleton & Co., 1898),
pp. 4-5, 13-15, 51; Karl H. Niebyl, Studies in the Classic^
Theory of Money (New York? Coliimbia University Press, 1945),
p. 7-12.



The definition of the monetary unit in terms of tiro metals

of unequal yalue necessarily requires the establishment of

some ratio between th®a» In the United States in 1792, this

mint ratio was 15*1, nhich undesrralued gold* fhat is,

holders of gold bullion found that their gold was worth more

on the free market than at the mint* As a consequence, less

and less gold was coined, wi^ the amount falling to nothing

in 1816 and 1817. Saall amounts of half- and quarter-eagles

were coined intermittently between 1818 and 1834.^ There

fore, these writers conclude that the attempt to remedy the

prevailing "scarcity of specie" in the United States, by the
©

establishment of a bimetallic standard, was unsuccessful*

To oonaemn bimetallism as a failure, however, for the

sole reason that both metals did not circulate in the sams

country at the seme time, is inadequate* The assumption

^Gold coins struck at the mint in 1814 were 15,454
pieces; in 1815, 635 pieces, end in 1816-17, 22. 8°^^ coins
were struck* United States, Treasuiy Department, "A state
ment of Coins struck at the Mint of the United States," for
the years 1814, 1815, and 1816, Correspondence of the Mint
at Philadelphle. I (November 2, 1795-Deceniber S9, 1817 j, 432,
452, 479, and 504, respectively; File Microcopy 64, No. 1
(Washington: The National Archives, 1943).

For gold coinage between 1817 and 1834, see Illustrated
History of the United States Mint (Philadelphia; George G,
Evans, ed. and pub., 1888), pp. 81-83. Cf. Davis H. Dewey,
Financial History of the United States (8th ed.; New York:
Long^aans, Green & Co., 1922), p. £11.

2
Laughlin, op. clt.. pp. 14, 23, 51, 57, 68; Niebyl,

OP. cit.. pp. 12-13. Nor did both gold and silver circulate
after revision of the mint ratio in 1834. See below, p* 64r55i



bsklnd th® argonjsnt; of th® writers would make this tho

criterion of the success of bimetallism Is that the sped®

base would be large only It both metals clrculet®. If only

one metal Is circulating, bowerer, It is at least possible

that it v/ould provide as mucb specie as if both metals wre

circulating simultaneously. iSuoh might be the case if, of

two countries on bimetallism, one oTertralued gold and the

other oTcrTaluad silver, so that both countries had more

specie than they would have been able to ecammand if they

were both on the same monoiimtallic standard. At any rate,

it is sufficient for present purposes to indicate that the

criterion that both metals must circulate is deficient.^

Since Gallatin thought that bimetallism would enlarge

the specie base, it is legitimate to ask what was happening

to the monetary supplies of gold and silver in the United

States. The fact that gold was driven out of circulation

before 18134 has been established. Curiously enough, silver

dollars of the United States also were leaving the country.

Ihiring Gallatin*8 period as Secretary of the Treasury,

the American silver dollar was slightly under the weight of

Spanish silver dollars, which came from the Spanish-American

colonies. Nevertheless, the American dollars were accepted

^or other criteria for the success of bimetallism,
below, pp. 61, 65-66.



at par with the Spanish dollars in the West Indies, because

they were shiny and new whereas the Spanish coins were dull*

Money-brokers in the United States, more economically-minded

than the natives of the West Indies, shipped American dollars

to the West Indies, and exchanged them for heavier Spanish

eoins. The money-brokers then ii^orted the Spanish coins,

melted them down, and sent the silver to the United States

Mint, from vMch it merged as an increased number of Ameri

can dollars* The arbitragers could then repeat tha process*

Laughlin myai

This process kept the Mint busy, but without the
effect of filling the circulation with our own
coins* The Biint, therefore, was a useless expense
to the nation, but a source of profit to the money-
brokers. The coinage of dollar pieces was conse
quently suspended in 1805 by the President, and
none were coined until 1836.^

Even after President Jefferson's action, the same arbitrage

was carried out with pairs of silver half-dollars, each of

which contained half the silver that was in the old dollar.

With gold undervalued and driven out of circulation, and

American silver coins flowing to the West Indies, the United

Laughlin, op* cit*. p. S3. Cf. Hiebyl, op* cit.. p. 12;
DeViTey, op, cit«« p. 211; United States, Treasury Department,
Correspondence of the Mint at Philadelphia, pp. 312-13, 329,
and passim.

It is a moot question why the supply of Spanish silver
dollars did not dry up and bring this process to a halt, by
foreign holders of silver bullion shipping it to the United
States for minting, rather than having it liiade into Spanish
coins.



States was largely dependent i^on the continued clroulatioaa

of foreign coins.^

Gallatin, when a member of the United States House of

Representatives^ favored the continued circulation of these

foreign coins in order to meet the pressing needs.^ In 1605,

he wrote to Jefferson to the effect that Congress had, in the

last year, neglected to renew the temporary laws by which

foreign gold or silver was permitted to continue to circulate

as legal tender.

It followed that foreign gold ceased on 1st May
last to be a legal tender. At that time nine-tenths
of the circulating specie, or of that in the vaults
of the several banks, consisted of such gold. . . .
It must be observed that the omission of Congress,
which was accidental, has done as yet no inJuryj
for, as there was no other specie, everyone by
tacit consent has received and paid It as if It
had been a legal tender.^

Congress soon restored legal tender status to foreign coins.

Even with foreign coins substituted for Amsrican coins,

however, it appears that the specie base for the currency

By 1830, the Mint had coined #34,000,000 of silver
coins, of which only f14,000,000 had stayed in the United
States. In 1831, of #11,000,000 In specie in the vaults of
the Bank of the United States, only #2,000,000 was in United
States* coin. Laughlin, op. cit.. pp. 54-55; H, Gordon Hayes,
"Bimetallism Before and After 1834." Americseti Iconomio Review*
iXIII (December, 1933), 678. ' *

^Gallatin speech of Deceni>er 13, 1797. Annals of Conaresa.
5th Cong., 2d sess., VII, 718, 722-23. Cf. his speech of
Deceiaber 14, 1797, ibid.* pp. 732-34.

^Gallatin, J, I, 255-56.



waa not enlarged a a the blmetalllsts hoped. IHill-weight

Spanish coins tended to be diTerted from the currency to

the arbitrage process. Clipped and worn Spanish coins were

the ones in circulation. The legislation that gare foreign

coins legal tender status also specified the official rating

of those coins. The Spanish coins were legally Talued at a

premium oyer the -American dollar, as, indeed, they should

hare been when fhll-weight. (Jallatin's periodic assays of

foreign coins, ho^rever, revealed the fact that the circu

lating Spanish coins were underweight.^ In his reports of

1608 and thereafter, he recommended revaluing foreign coins,

especially the Danish, to equal their assayed value. In

1810, for example, he pointed out that rating the Spanish

specie higher than its intrinsic worth tended

to invite its importation and increased circulation,
and to drive out of circulation the other species.
Every bank, if called on to pay its notes in specie,
will, in that case, pay with that species of coin;
and the whole paper circulating medium must, after
a while, be depreciated in the same proportion.
The only guard against the abuse, and consequent

^Report submitted to the President of the Senate,
January 16, 1808, American State Papers. Finance II, Sd5-66.
It was followed by similar reports on "Assays on Foreign
Coins," usually submitted in Dece£i>er of each year.

In tuin, Gallatin was extre)nfily insistent that United
States coins, as turned out by the Mint, should be full
weight. See letters from the Director of the Mint to
Gallatin, of Deceaher S4, 1807 and June S9, 1809, United
States, Treasury Department, Correspondence of the Mint
at Philadelphia, pp. 344-46, 3^9-61.

I'S? "



depreciation of bank paper, is a strict adberence
to the principle, that payment aiay at any time, be
demanded in specie, rated at its intrinsic value.^

This, of ooursor is a statement of Gresham*s Law.

Gallatin looked to France for an example of the suc

cessful operation of bimetallism.^ He calculated that the

relative value of gold to silver bullion, according to the

French mint ratio, was nearly 15.69-1. Gallatin then added

that the consequences for France were as followst

Each metal is brought to the mint in greater or
less quantities respectively, according to the
fluctuations in their relative market value. But
what proves that this ratio does not essentially
differ from the true average mj^irket relative value
is, that the mint has been abundantly supplied
with both for the last twenty-five years, the
coinage of France being far greater than that of
any other country. I hardly need observe that it
is due to the almost total emulsion of paper as
currency.'^

In his "Con si da ration 8 on the Currency," Gallatin made

other calculations of the market rate between gold and silver.

^Gallatin, letter on "Currency of Foreign Coins," to
the Honorable Josiah Quincy, December 17, 1810, Merlcnn
State Papers. Finance II, 457. By way of illustrating
Gallatin*3 extremely moral position on matters of money
and debt, it may be added that Gallatin suggested in this
letter that holders of Spanish coins, who would be hurt
by the proposed revised rating of those coins, might be
reiiabursed for their loss by the govemasnt.

^Qn the operation of bimetallism in France, see, e. g.,
Joseph French Johnson, Mcoev and Currency (Boston: Ginn &
Co., 1921), pp. 224-27.

^Gallatin, letter to S. D, Ingham, Decerrher 31, 1829,
Writings. II, 416. The last santence is a non seouitur.



for ©xafl5)le. In England diirlng the iroaediately preceding

years. He concluded that the mint ratio in the United

States should have been between 15.50-1 and 15.69-1,^

instead of 15-1.

In 1830, Gell.atln offered the discovery of extensive

deposits of gold, extending from Virginia to Alabama, as

another reason for ohangins the mint ratio. By increasing

the price of gold, it again would circulate, and thus "afford

to those eii!5>loyed la collecting that natural product a certain

and the highest home merhet of which it is susceptible.**^

It might be well, at this point, to introduce Gallatin*s

mention of the *'upper gold point," After showing that 14.56

in gold coin of the United States contained, when the United

States was on the 15-1 ratio, a quantity of pure gold equal

to that contained in the English sovereign, Gallatin added

the following: "Allowing 1 par cent, for charges and trans

portation, our gold coins may commence to be exported to

Mgland as soon as the exchange rises to #4.51 per pound

^•'Considerations on the Currency," on. clt«. pp. 303-4;
letter to Ingtiaa, Writings. XX, 421. Specifically, GaUatln
recommended redefining the dollar so as to contain 259.5
grains of pure gold as corapared to the previous 270 grains.
He would have left the silver dollar as it was. This would
have helped bilng gold into circulaticm, but would not have
stopped any remaining tendency to export shiny silver coins
to the West Indies for heavier Spanish coins.

^(Sellatin, "Considerations on the Currency," on. cit..
p. 310.



sterXlzig; viiich rate corresponds with • • * 3 per cent,

below the true par, calculating this at the ratio of near

15«6 to 1, or f4»75 per pound sterling#"^ He then went

on to show that, except for the year of the eiabargo, the

exchange on London from 1795 to 1821 never rose to #4.62

per pound sterling. "This is the reasm why our gold coins,

though underrated, were not eaported till the year 1821,

when the exchange rose from #4*60 to |4.98 per pound

sterling."® Thus it was, according to Gallatin, that gold

was exported during the years 1821 to 1830 due to "unfa»

vorable" exchanges, with few short exceptions. His analysis

was quite sound.

During the late 1820»8 and early 1830*a, tl» idea of re

valuing the mint ratio so that silver wcaald no longer be over

valued was very popular. It had supporters among both Jaoh-

sonians and non-Jacksonians. In addition to Gallatin, Condy

Raguet, Thomas Hart Ben ton and William H. Crawford might be

mentioned. There was considerable disagreement, however, as

to the appropriate ratio. Qallatin and others opposed the

effort of the pro-gold forces, led by "old Bullion" Benton,

^Ibid.. p. 304.

®Ibld.; see also pp. 269-71. Cf♦
"Laughlln, op. cit.. pp. 28-29.

li 418.



to raise the value of gold to Id-l.^ William Gouge, for

example, Joined Gallatin in his opposition to the proposed

16-1 retic, not because Gouge wished both metals to circu

late, but rather because he frankly preferred a silver
2

system. Whatever the motives for opposing the 16-1 ratio,

the arguments were unavailing against those of the idmini-

stration forces, such as expressed by the Washington Globe.

According to Dorfman, the Globe declared that, since the

break of Latin imerica from Spain and with the proposed

16-1 ratio, nearly all Latin American i^ld would come to

the United States as the *'natiiral and best market,*' end

spread into the West, so that:

In a few months "every substantial citizen
will have a long silken purse, of fine open net
work through the interstices of which the yellow
gold will ahin® and glisten." Every substantial
man and his family will travel upon gold, "fhe
satellites of the bask alone, to show their
servile subjectim to their leige monarch, will
repine at the loss of paper.3

5?he coinage Act of 1834 BMSde the mint ratio 16-1. This

Act was slightly maended in 1837, when the proportion of

alloys to pure metals in all coins of the %ited States was

changed such that the mint ratio became 15.98-1. Gold was

^On Benton*s position, see Schlesinger,
pp. 126-27.

%)orfman, Ob. eit.. II, 609-10.
^IMd. Reference omitted.



overvaiued, reaultiae ia a aiovaaeat of sllTer out of, and

goXd lato, eirculatloat sinoo tha mazkat ratio was about
1

Ivan if a mint ratio wbicb was la aeoord wltb the

1834 market ratio had bean ehosea, however, It would soon

have been out of accord with the changing market ratio•

World gold discoveries ia the 1840'a iaade that metal rela*

tively cheaper still*^ Hone©, la 1841, Gallatin was again

advocating a change la the mint ratio to conform to the

laaifcet ratio, to correct the overv&luutioa of gold.^

To conclude, Gellatin wanted a bixaetallic monetary

standard, despite recognized difficulties caused by fluc

tuation in the relative values of the two metals, on the

grounds that biiaatalliaBi offered the possibility of a larger

specie base, with greater stability of the monetary standard

consequent upon that* His reasons follow;

1* I'luctuations in the values of the precious metals

were said to be less than changes in values of other com

modities*

2# Bimetallism offered greater protection against

"^haughlin, 00* clt*. p* 68, Note how closely the ratio
accepted by Laughlin, who has done the definitive work on
the history of bimetallism in the United States, corresponds
to that calculated by Gallatin*

^Ibid,» pp, 68, 288* This trend was again decisively
reversed after the 1860*3.

'Suggestions on the Banks," , pp. 426-27,



certain changes in the relatiye values of the two metals*

Gallatin assumed for purposes of illustrating this second

point a country on a silver standard, with the value of

silver alcme rising* Debtors would have to pay in rela

tively dear money, that is, "to pay a greater value than

according to the original contract*" Assuming, on the

other hand, the same rise in the price of silver in a

country on a bixaetallic standard, Gallatin showed that

debtors would pay in gold, "in perfect conformity vlth the

original contract," without baing penalized by the changed

value of one of the monetary metals*^

3* Biaietalli«i offered greater protection against the

export of specie. Again asstnaing a rise in the value of

silver relative to other coaBaoditiea, with silver the sole

legal tender, "it will ba exported, and diminish in a most

inconvenient way the whole amount of specie, a diminution

vdiich in that case cannot be remedied by resorting to the

other metal which is not a legal tender."®

It Should be noted that the remedy of "resorting to the

other metal" would not be invoiced until it was no longer

undervalued at ths mint. Assume a bia»talllc standard, in

^Gallatin, "Considerations on the Currency." od. cit,
p. 306. That "preserving a permment standard of valua^
was crucial to his thinking, see ibid.. p. 308, See also
Writings. II, 428,

®ivritings. II, 423.



mdiich. tbo mint ratio is set at 15.5-i, whereas the laarket

ratio is 15.7-1* Gold is undervalued at the mint; hence

is driven out of eiroulation. Assuiae the valtM of silver

rises until it takes only 15.3 units of silver to get one

of gold on the coiMiercial aaiket. Holders of silver would

then sell on the marlceti while holders of gold would now

go to the ralnt. H^ereas under a silver system, the volume

of specie currency would have been reduced, under bimetal

lism gold tends to replace silver. Iven if, in practice,

the relative prices of gold and silver do not behave in

this way, bimetallism has piovided "stand-by" protection

against such contingencies. Note that the protection against

loss of specie does not become effective until the market

ratio reaches the mint ratio. If the latter were chosen

highly unrealistieally, say, 15-1 in the above example, then

the value of silver would have to fall further, and greater

export of specie risked, before gold tended to flow into

circulation as a replacement.

Bierefore, the 15.6 ratio suggested by Gallatin would

have served this function of affording stand-by protection

much better than did the actual 15-1 ratio in the United

States. Moreover, the more realistic ratio would have been

more likely to bring in gold.

leplying to the objection that with two metals "the

fluctuation in their relative price increases the uncertainty



of ti&e standard,*• Oallatin ar©i«d that this was only tru®

to a slight extent, and again cited the case of France,

where, with nearly correct mint ratios of silver to gold,

both metals were coined and circulated for several decades

up to the time he was writing, **and by always giving the

same regular price for each, government has to a certain

degree prevented any great fall in the price of either#"^

Gallatin*s reasoning with regard to the stabilizing

effects of bimetallism wae quite sound. The mint ratio

that he proposed, in 1^9 and 1630, would have greatly

enhanced the possibility of both gold and silver circulating.

He underestimated, however, the difficulties in getting

the American Congress to adjust the legal ratio to a changing

market ratio. Also, he failed to give sufficient considera

tion to the occasional uneoonomic behavior (such as that of

the West Indiana ni^o overvalued shiny American coins) which

prevented the size of the specie stock from increasing as it

otherwise might have*

If a monometallic systcea was desired, Gallatin had e

sligiit preference for the use of silver, on two grounds:

(1) the supply of it in the United States was greater than

that of gold, and (2) it required a "greater premium on

^"Considerations on the Currency," op. cit.. p. 307.



the exchanges'* before it could be exported#^ His reasoning

was consistent: if one metal were to be chosen, it should

be that which would hare provided the larger specie base.

Gallatin, like jaost writers of his time, discussed the

value of gold and silver in terms of demand and supply,

lliea he said that the demand for gold and silver arose out

of their use in the arts,^ he was merely saying what William

Gouge and others were also saying; and when Gallatin added

that the demand for gold and silver arose also out of their

use as money,^ this was no different from that which Irick

BolLmann was also stating.^ Gallatin, however, went on to

_ ^ 424. Cf, Gallatin *s letter to J. Horsley
Palmer, May 1, 1823, ibid.. 464. Gallatin acknowledged that,
"at present, whenever the relative value of gold is greatly
increased in the rest of Europe, the demand for it presses
with great inconvenience on England. Silver being our stan
dard, we are immediately affected by a contrary state of
things and whenever there happens to be an extraordinary de
mand for that metal." Ibid. In a letter to Alexander I.
Dallas, Septenher 25, 1815, discussing the circulating
medium of Russia, Writings. I, 656, ho argued that silver
was the best common denominator between various foreign
currencies.

Gallatin did not eaplaln his point that silver required
a "greater premium on the exchanges" before it would be
exported.

^Gallatin, "Considerations on the Currency." oo. cit..
pp. 242-43. ' ■ ■■

^Ibid.. pp. 307-8.

^Jor the views of Gouge and Bollmann as to the factors
pp^^378-f/^® demand for gold and silver, see Brooks, op. cit.



add aoTeral rather penetrating conuoants. One of the factors

oontrilHitlng to the stability of the value of the precious

ffl©tals was the fact that the demand for them, he believed,

could Increase only gradually# He said that this was due

to the fact that demand for the precious metals was "always

proportionate to the wealth and prosperity of the civilized

world#"^ Unlike the demand for corn, for example, which he
thought was based largely on the quantity needed, the demand

for gold and silver was for a certain value# Grallatin*s

succeeding discussion amounts to saying, in modem parlance,

that the demand for com was Income inelastic whereas the

demand for the precious metals was Income elastic# Gallatin

did not distinguish clearly, however, between the concepts

of income and wealth# The relevant quotation follows!

Ihe demand for an increased value of plate, jewels,
and other articles manufactured, in whole or in
part, of gold or silver, with the exception, perhaps,
of a few articles in general use amongst all classes,
will everywhere be nearly in proportion to the
wealth of each country respectively. And what is
nearly correct as regards the demand for manufao*
tures of gold and silver, is strictly true as
applied to the demand for tho^ metals for currency#

Uallatin then suggested that the non**monetary demand

for the precious jaetals did not increase appreciably with

^GaUatin, "Considerations on the Currency,'
p # SdS #

^Ibid# , p. 243#



decreaaes ia prlc®, that la, the demand was price inelaatio.'''

Gellatin sinmied up this point by saying that there was some

proportion •*of the ayerage Yalue of the various objects pur

chased** within a given time, say a year, which was needed

in the form of money.^ In other words, the demand for money,

including gold and silver in its mcmetary uses, was a func

tion **of the average value of the various objects pirchaaed**

over a period of time and of the level of wealth of the

community. These ideas bear a striking resemblance to some

of those of the great eeonomist, Alfred Marshall, as in the

following example8$

A country's demand is not for a certain amount
of metallic (or other) currencyj but for an aioount
of currency which has a certain purchasing power.

•  Her stock of gold at any time tends to be equal to
the amount, which (at that value) equals the pur
chasing power that the people care to keep in the
form of gold either ia their own custody or in
their banks; together with the aniDunt that ttxe
industrial arts of the country will absorb at that
value.^

let us suppose that the inhabitants of a country. • •
find it just worth their while to keep by them on
the average ready purchasing power to the extent of
a tenth part of their annual income, together with a
fiftieth part of their property . .

♦ p p«

Ibid.. p. 244.

19S3). p. 39.
(London! Macmillan & Co.,

Ibid.. p. 44. Oallatin's treatment of the demand for
money will be dealt with in the discussion of the quantity
theory of money, below, pp. 275-80.



TumlRg now to supply as it acts upon price, most

writers of tbe tims said that scarcity of ®5ld and silver

was the principal reason for their being more valuable than

other metals# On account of their durability and small

annual output relative to the size of the existing stocks

of gold and silver, the supply was fairly constant (in the

short run). Therefore, many writers at that time were

saying that changes in value came about chiefly through

changes in demand, although it is true that many commented

upon the decrease in the value of the precious metals that

followed the influx of these metals from America into Europe.

Some writers adopted a pure cost of production theory

of the value of the precious raetals, but others, including

Oallatin, ^id that coat of production was only a single,

though important, determinant of their value.^ Gallatin

thought that the discovery of America had brought the value

of the precious metals down to one-quarter of their previous

value relative to other commodities. "This great revolution

was due to a simultaneous vast increase of the supply and

corresponding reduction in cost of production of the metals."®

Ihis was said to be due to the size and accessibility of the

new silver beds, and consequently to the greater quantity

^"Considerations on the Currency," pp.
Brooks, op. cit.. pp. 378-79.

%btd.

, PP# £38 ff. ;



of or® which coul'i be dug out with ao laore labor* ""ilie ease

■m.a said to be true of gold. 13ie depreciatioa ia the value

of gold, he thought, had beea 3-1, and of silver, 4-1, so

that the relative mlue of gold to silver, once 11-1 or 12-1,

was at the time he was writing between 15-1 and 16-1.^
Oallatin added that *'the relative value of gold to silver

does not depend on any supposed similarity or connection

between the fm metals, but is the result of thoir respec

tive prim cost, which detemines the value of e&oh ia
g

relation to that of all other commodities." Presumably

Gallatia was here suggesting that, in the short run, the

value of the precious metals fluctuated about the cost of

production, because he previously has stated that, over a

long period, demand factors also influence the value of the

metals.

Gallatin estimated the amount of gold and silver in

Surope and torica in 1830 at #4,100,000,000, of idiich one-

quarter he thought to bo gold, therefore, to produce

another revolution in the value of specie comparable to

that bitJught about after the discovery of America,

^Ibid.« p. 239. Laurence Laughlin, A New Erpoaitioi
of Money, Credit and Prices (Chicago: The University of
Chicago Press, 1931) I, 96-97, rou^ly confirms Gallatin*a
view as to the relative degrees of depreciation of gold
and silver, for the period 1500 to 1800.

^"Considerations on the Currency," ,*, p. 239*



"aines must be discovered vMcb ia thirty or forty years

should produco, ia addition to the supply required by the

increasing demand^ thirteen or fourteen thousand millions

of dollars, or three times the quantity now existing; and

this increased supply must be accompanied with a corre

sponding reduction in the cost of production."^ Since he

doubted this possibility, he therefore doubted any revolu

tionary change in the relative value of the precious metals.

The expense of extracting silver from the ore, he asserted,

was small relative to the cost of mining, so that no techno

logical change in the extraction process would make !au<^

difference, large changes in labor costs would make a dif

ference, but he thought that these changed quite slowly.

^hile expecting progressive discoveries of new gold and sil

ver mines, he thought that the increasing annual supply

would be matched by the increasing annual demand attributable

to the rising state of wealth of society. All ia ell,

Oallatin thought that precious metals would change in value

only gradually, thus making them the best monetary standard.

H© was proved wrong by the world wide leap in output of gold

end silver after the year 1850.

As much new gold (#3,174 million) was poured forth
in twenty-five years (1851-75) as had been produced
in all the previous three hundred and fifty-seven

^Ibid.. p. 241.



years since th& discovery of Aoaerlca (#3,158
million}* * * • ]^or:aous as was this new up
heaval, It was • » . only the hegirmlng.^

Thus, Galletin discussed fairly extensively the factors

acting upon the value of the precious aetals and hence

influencing the value of the currency in a country, and he

made laborious studies to determine precisely the relative

market values of gold and silver* He suggested some of the

conditions under which the specie base would be ccmsistently

larger with a bimetallic standard than with a taonomatallio

standard* la the final analysis, however, his chief conceia

was not whether a bimetallic system was much preferable to

a ifflonoffletalllc one, but rather that either was vastly supe

rior to an inconvertible paper system. This position he

summed up in his letter to Ingham, as follows: "As the

defect of our currency consists in our wretched paper system

the contemplated regulation [revision of the mint ratio to

relating to gold may not be very i^ortantj but its

effect, though not great, cannot be but beneficial*''^ His

great aversion to an inconvertible paper standard will be

discussed in the next chapter*

ixposltion of Mc
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CHAPTER XV

INCONYSSTIBLI PAPER STST5MS

GgiJ.latin*8 Pogltloa

Oallatln was strongly opposed to the issue of ineoa-

vertible paper moaey. His role in the att^pts to resume

specie payment by banks, in 1837 end 1838, has been des

cribed above The violence of his feelings against a

state of suspension of specie payments must now be shown.

The following letter to Jefferson, written after the end

of the Ihr of 1812, summarizes his position:

On the lamentable state to which the banks
have reduced the circulating medium of the country
there ought to be but one opinion. Yet I fear
with you that there will be no legislative effec
tual interference. ... Specie, for which there
is no use but for ©aportation, is hoarded up or
exported. The ntiabor of borroi^rers and of pretended
lenders, e<iually interested in continuing and
extending the present system at the expense of the
comiaunity, daily increases. ... 1 have no patience
on that subject. The war has been successfully and
honorably terminatedj a debt of no more than 80
millions incurred, which, as we had paid more than
40 during your Mministratioa and until the war
began, makes that debt only 40 millions or 50 per
cent, more then it was in March, 1801; . ♦ , our

^Pp. 49-53.



population increased in the same, and our resources
in a much greater proportion; our revenue greater
than ever; and yet we are guilty of a continued
breach of faith towards our creditors, our soldiers,
our seamen, our civil officers; public credit, here
tofore supported simply by common honesty, declining
at home and abroad; private credit placed on a still
more uncertain basis; the value of property and the
nature of every person's engagaments equally uncer
tain; a baseless currency varying every fifty miles
and fluctuating everyv^iere,—all this done, or at
least continued, contrary to coiiimon sense and to
common integrity, not only without necessity or law,
but in the face of positive lav!?s and of the provisions
of the Constitution itself. Yet a majority of the
Republican papers already leans to that system. The
seat of government is the worst focus of the evil,
there not being less than 14 banks already orgmized
In the District of Columbia, end some more preparing.
The langtiage of several of the bank directors is
similar to that of Peter to his brothers in the Tale
of the Tub, They insist that their bread (God grant
it was even bread!) is good, substantial mutton,
that their rags are true solid silver; and some of ,
them do already damn to all eternity every unbeliever.

Great antipathy to an Inconvertible paper system is

perhaps the most constantly recurring theme throu^iout

Gellatin's monetary writings. In 1796, Galletin discussed

the issuance of paper money by the Continental Congress

during the Revoluticaiary War, which issue he said was for

one of two purposes? discharging contracts, or purchasing

supplies. If for the latter, the continental paper could

not get more than it was wortti, "But whenever it was issued

in order to pay debts contracted before, and had depreciated

^Gallatin, letter to Jefferson, November 27, 1815,
Lngs, I, 667-68. '



in Its value from the time when the contract entered

into, the difference was lost by the creditor and gained

by the Union. Among the creditors hurt were officers and

soldiers of the array and navy. In their case, "the several

States, on the recomiaendation of the Ctmgress, made up the

difference to the officers and soldiers according to a certain

scale of depreciation."2 ju such inatcmcea the taxpayer ul»

tiraately bore the loss from which the Union gained; but in

any event, the debtor nation gained idiile the others—creditors

or taxpayers—lost due to the badly managed paper. This

inequity, Gallatin believed, could be Justified only by the

great necessity of the case.^

During the suspension of specie payaients from 1314 to

1817, Gallatin wrote: "Although I have nothing to do with

it, the continued suspension of specie payments, which I

consider as a continued unnecessary violaticm of the publi©

faith, occupies ay thou^ts more then my other subject. I

feel as a passenger in a storm, vexed that I cannot assist,

^Gallatin, "Sketch of the Finances of the United States,"
>. cit., p. 122.

%bid.

^Ibid.. p. 1E3. Cf. "Considerations on the Currency,"
)« cit.. pp. 330-39.

^Letter to Monroe, December 26, 1815, Wj U I, 677.



In a similar state of mind, Qellatin bemoaned the continued

suspension during the year 1816, on the grounds that it did

harm by depreciating the currency, "in other words, by

raising a tax on the coioaunity for the benefit of the banks

and borrowers, and, what is more, by ia^airing the sanctity

of contracts*"^ Paying public creditors in a depreciated

currency, "instead of the gold and silver promised to them,"

was a violaticai of faithj it had driven public stocks below

8S per cent, and impaired public confidence. Gallatin re->

ferred to the "strong sense of justice" on which his argument

rested.^

In 1830, Gallatin still had not changed his mind as to

the magnitude of the evil of the suspension of specie payments

from 1814 to 181?, nor of the great undesirability of any

inconvertible paper system.^ In 1641, Gallatin was writing
that suspension was "the great and natural disease" of the

state banking system, that payment of obligations in specie

^Letter to Nathaniel Macon, April 23, 1816, U

%bid.. p. 698. See also, ibid.. p. 707,

^"Considerations on the Currency," op. cit.. pp. 236,
258-59.

^Letter to M. T. Hunter, July 12, 1841, Writings. II,
554; cf. "Siiggeations on the Benks," op. cit.. p, 381#



tsbe and moat saoned duty" of eomereiaX bioikSy^

and that the general public, and ^anally even legislatures,

had gpom indifferent to the suspension* "It would be pain

ful to pursue the subjeot any farther, and to advert to the

recklessness, gross neglect, inconceivable misoiaaageiBent,

amounting to a breach of trust, to the disgraceful and

heretofore unheard-of frauds ilileh have occasionally occurred,

or to that t-diich is perhaps still worse, the apathy or lenity

with tdiich those enormities are viewed*"^

^"Suggestions on the Banks," op. cit*. p. 462. Gallstin
argued that coamercial banks have two duties: (1) to stand
ready at all times to pay their notes and deposits in specie,
"so as to preserve the constitutional standard of value";
(2) to ©stand loans for productive purposes. "But the first
duty is positive and absolute; they are bound, in the first
instance, to fulfil their engagements; it is ttie express
condition on vdilch the banks v/ere per:^tted to issue paper;
they have no right tdiatever to issue a depreciated currency.
The second duty is discretionary, and subordinate to the
first; it can be exercised rightfully only so far as can
be done without running the risk of placing themsalves in a
situation that would put it out of their power to Itilfil
their engagements," Ibid., pp. 379-80. Gallatin raised
the question whether, in view of the above, the two duties
should not be separated; but in 1841 he no longer oared to
argue this point, saying that was impractical for the United
States, Cf, below, pp. 136-37, 139.

%bld.. p. 384. Henry W, Lanier describes banking
practices of those times, as follows: "Chie gets an
illuminating glimpse of some of the financial practices
of those days in Defoe's record that some of these insti
tutions 'were every few weeks or months stopping specie
payments or closing for a period; then, with their agents,
buying up their bills for 25 or 50 cents on a dollar, while
others stopped entirely, defrauding thousands of poor
mechanics and others. Op. cit., p. 52.



Ilost goveiraaeaat officieds in respoaaible positions,

and writers on currency, such as Haguet, Gouge, and

Charles Francis Mams, were in agreement with GalXatln on

the evils of an inconvertible system# By far the most

frequently mentioned advantage of a mixed currency of specie

and paper, according to Brooks, was its relative stability

of value.^ In contrast to the baaeficial limitations on

the Issuance of a convertible currency, the great ease of

increasing the issue of inconvertible paper and the lack

of limitatims on it were emphasized by many writers, from

Alexander Hamilton to Charles Francis Mams. Also, numerous

writers, among them President Tyler, pointed out that an

inconvertible systm was unsafe and insecure in view of the

losses to the holders of depreciated and defaulted paper

notes. Finally, the relative unifomity of a mixed currency

and the non-uniformity of the value of an inconvertible

paper one were emphasized by Secretary of the Treasury Dallas,

Presidents Madison, Van Buren and Tyler, Lawrence, Benton,

and others. These writers usually mentioned that this non-

uniformity was peculiar to the United States on account of
O

its multiple bank note system.

^Brooks, OP. clt.. pp. 166-70,

'On all the above, see ibid.. pp. 166-70.



£

Aa IncoaTertibla paper system, however, had niuaerous

advocates in the colonial period, and one outstanding pro

ponent during Gtellatin*s public career, Erick Bollmann.

Brooks says that many of the advocates ©f a paper currency

during the colonial period believed that it would increase

the capital of the nation, an argument based on a confusion

of money and wealth. Bollmann*s argument, however, was more

sophisticated. Freely acknowledging that a depreciating

inconvertible currency was a great evil, he nevertheless

argued that a managed inconvertible currency coxild be so

operated as to afford great stability.^ Whereas Gellatin

emphasized the gradualness of the increases in the output

of specie, with the major exception of the large increases

after the discovery and exploitation of the Americas, Bollman

pointed out that the supply of specie was subject to numerous,

often capricious, external and internal influences and hence

was beyond the control of any government. Brooks mentions

ioaiscellaneous other arguments put forward by the advocates of

a paper currency system, but none reached the acumen of

Bollmann*8.^

^/Bollmann]], "A letter to Alexander Baring, Esq., on
the present state of the Currency of Great Britain." American
Beylew of History and Politics. II (October, 1811), 274, 288-89.
This 18 identified as Bollmann*s by Mints, op. clt.. p. 297,
and Fritz Hedllch, Essays in American Econoitiic History: Eric
Bollmann and StudiesEEHsasa

^Brooks,



la aplt© of wliat many of the writers on currency won*

saying, howeyer, the rigid insistence on the payment of

paper notes in specie upon demand was anathema in many

sections of the country. The opposition to specie payments

on paper currency was based essentially on the fact that

state banks were in the difficult position of having lia

bilities payable on donand, while the bulk of their assets

with which they were supposed to meet these liabilities had

distant maturities and little marketability. Banks on the

Atlantic seaboard furnished, for the most part, short-term

mercantile creditj but in the inland towns and smaller cities

there mre different credit needs, frequently long-term, for

farmers, mechanics, speculators, and, during the period of

internal Improvements, local governments.^ This combinatlcai

^Guy S. Callender describes the compelling urges to
expand the commercial banking system in the west, Tl) to
finance internal iiaproveaaenta, (2) to enable the states to
profit by their ownership of bank stock, and (3) in the
southwest states especially, to furnish long-term agricul
tural credit. "The Early Transportation and Banking Snter-
prlsos of the States in Relation to the Growth of Corpora
tions," Quarterly Journal of Economica. XVII (November, 1902),
158-62. According to Gallatin, the reason the Southwest
needed more agricultural credit than the Northwest was that
slavery required greater capital. Whereas the northern
farmer advanced at most twelve months* wages to his labor,
the southern planter advanced the price of the slave himself,
"which amounts perhaps to 5 or 6 times the net product of
his annual labor." Consequently, banking credit to agri
culture was greater in the Southwest, and "much more fetal."
"Suggestions on the Banks," op« clt., p. 388.

It would be a raistake to infer that agrarians always
favored cheap monsy. for evidence that the contrary was



ia American coOTiercial banking of ahort-teim and long-term

credit led to the "fatal hybridization of function" referred

to by Bray Haimaondj "consisting on the one hand in the

issuance of evidences of liability which constituted the

country's /aaans of monetary exchange and which the banks

were expected to redeem on d®aand, and on the other hand in

the provision I simultaneously and by the same token, of

capital for fixed investment in farms, mills, opera houses,

and what not."^

Qallatin observed the prevalence of lending on the basis

of real secuilty and the extension of more or leas permanent

accommodation8, end argued that this was an unsound departure

from "the true banking principle," being an important factor

forcing banks to default on their demand obligations,^ He

wisely recognized the cause of the trouble as a lack of

real saving that could be lent out on a long-term basis.

often true in the three decades before the Civil War, see
Bray Hammcaid, "Banking in ths Early West: Monopoly, Prohi
bition, and Laissez-Faire," op, cit,. pp, 2-6, 8-12, 18-23;
Thomas P, Abemethy, "The Early Development of Coimaerce and
Banking in Tennessee," Mississippi Vallev Historical Review.
XIV (December, 1927), 323, 325. —

^"Long end Short Term Credit in Early American Banking,"
Quarterly Journal of Economics. XUX (November, 1934), 93-94,
Fritz Redlich finds both the element of long-term credit, and
its combination with note issue accotupanying short—term credit,
as being rooted in mercantilist thought; Redlich. Sasavs in
Merican EconoMc History; Eric Bollmann and Studies in
Banking, pp^108—18,

^"Considerations on the Currency," , p, 279#



whereas contemporary opinion confused this with a simple

lack of money, hence clamored for more banks. As Gallatin

pointed out, "Ifiihere, as in the United States, the currency

itself rests on credit, and the same institutions ̂ ich

issue that currency are those from which eccommodations are

expected, want of credit is most liable to be mistaken for

a want of currency."^

Elsewhere, Gallatin anticipated Bray Harmaond'a conclusicm

of a century later, that the function of long-term lending

should have been divorced from banks wMoh also issued mone

tary notes payable on deraand. But Haimond in 1934 emphasized

the pressing need in the 1830»a for specialized agencies

which might have furnished such eredit, whereas Gallatin,

writing at the time, relegated i^eh lending to private bankers

who would, presumably, not lend anything but their own capital

or funds actually deposited with them. Gallatin preferred to

emphasize the need for a movement toward "hard money," or at

least strictly regulated convertible ciurrsncy.®

Gallatin noted that the banks of his day were what the

borrowers made thso; hence the bank which extended the desired

Ibid., p. 268. Underlining added.

%emmond, "Long and Short Term Credit in Early Mericaa
Baking," OP. cit.. pp. 93-95. Gallatin, "Suggestions on
the Banks," opTcit.. p. 376: Writings. II, 442.

On the fact that the private bankers of the 1830*a and



accoiamodations, whathar long or short term, was popularly

supported when it did not pay In specie upon daaand. Yet

he was deeply resentful of thia.^ Popular opinion In sup

port of such banks sometiiaes was manifested in violent formsi

Brooks gives ths following example t

Yhe Louisville Courier for January 30, 1855, for
example, reported that the citizens of Versailles,
Kaatucky, had denounced and hung in effigy Barclay,
a banker from Lexington, for presenting the notes
of the Versailles bank for redemption. These
indignant people, ths article said, "promised to
make summary work with Barclay, or his clerk, if
either ever again molested the vault of their bank,"®

1840*s did not, for the most pert, create credit, but merely
lent their own capital or acted "as bTOkers, or middlemen,
with other people's money," see Bray Hammond, "Banking in the
Early Westi Monopoly, Prohibition, and Laissez Fairs,"
PP« P* fiedlich. History of -Aaerican Business Leaders?
A Series of Studies. II, Psart II. The Molding of American
Banking: Men and Ideas. 63-66, 73. For a description of
private banking in this era, see Henrietta M, Larson, Jay
Cooke. Private Banker {Cambridges Harvard University Press,
1936), pp. 48-63.

^"Banks, though money-lenders, are in fact governed
rather by the borrowers than by the lenders"; "Suggestions
on the Banks," op. cit.. p. 381. In the same year he wrote
A, C. Flagg, with regard to the times in which ths New York
bfuika were paying in specie when other banks were not: "The
fact to which I call your attention is that whilst the banks
in other States, which have persisted in a continued viola
tion of their engagements, have been and continue to be
specially favored, those of this city have been more vehe
mently attacked and appear to be more unpopular than any
where else. ... teking the country at large, those banks
have been treated with most indulgence which least deserved

ift'rltings. II, 569. Gallatin neglected to mention the
considerable anti-bank sentiment in the West. See above,
p. 83, n. 1. *

brooks, op. cit.. pp. 221-22.



Uher® were many waya in which banks evaded redemption

even vdien their notes were nominally ccsiTertible: they

might make their notes payable at some place other than

where their home office was located; banks might require

borrowers to agree not to present borrowed notes for

redemption within a certain time; and "saddle*bag banks"

might carry their notes about the country in order to put

them into circulation at a great distance from the place of

redemption, possibly so remote that it was "inhabited only
1

by a den of wildcats."

As a result of obaenring such practices, many writers,

including Gallatin, made suggestions designed to maintain

real convertibility# Gallatin offered the following altar-

native remedies; the revocation of the charter of benks not

redeeming their notes upon demand, the application of a

national bankruptcy law to «iOh offending banks, or the levy

of a tax or interest payment against notes not redeemed upon

demand*^

^Qn these and other methods of evading redemption, see
Davis R. Dewey, Stote Bsoking Before the Civil War. Senate
Documents, Ho# 581, 61st Cong*, Ed sess# (1910), pp, 100-7#
See also William H# Dillistin's excellent study of Bank Hoti
Reporters and Counterfeit Detectcars. 18B6-1866 (Hew York!
Aiaerican Huiaisaatic Society, 1949), pp# 59-6S#

On these points, see, respectively, above, p, 49;
"Suggestions on the Banks," op. cit.. pp# 456-61 (when sus
pending banks pay in a depreciated paper, they are not paying
in money the equivalent to tint which, according to the



Gallatia's arguiaents la oppositioa to aa iacoavertible

paper ourreaoy were, esseatially, three ia number. These

were, (1) that it is immoral} (2) that it involyes lack of

uniformity among various baak notes, with resulting problems

of constitutionality} (3) that it involves excessive issue.

1. The morality issue was raisetl in two different ways?

inccaivertibility brought an unjust redistributicjo of inc^e,

and, more than that, it was inherently Immoral and disgraceful.

Gallatin pointed out that, when ccaatracts are paid off in

depreciated paper m<mey, those persons who are net creditors,

or creditors at home and debtors abroad, are hurt relatively.

Creditors of the gOTernment (for axaraple, veterans of the

Eevolutionary War) who were paid in depreciated Continental

paper money were thereby discriminated against.^

Constitution, is the tmly legal tender ia payment of debts,
Gallatin argued, so he advocated a law applied uniformly
amcmg all states declaring this to be an act of bankruptcy)}
"Consideraticm on the Currency," op. olt.. p. 318, and
Writings. II, 449. Some states adopted a penalty tax, and
the charter of the Second Bank contained a pz^vlsioii for
interest of 12 per cent a year on all its bank notes upon
vhich payment was refused. See "Suggestions on the Banks."
0P« elt.. pp. 417-18, 433. '

.  above, pp. 76-77. Dewey quotes another writer,
* to the effect that "*the sailors, on returning fromtheir cruise, being paid off in bundles of this worthless

money, had suits of clothes made of it, and with charac
teristic llght-heartedness turned their loss into a frollo
by parading throu^ the streets in decayed finery which In
its betitor days had passed for thousands of dollars.*"

Financial History of the United States, p. 41.



Hlbiethdr it is l^e insult of soTsnuaKoit or pxiTato banlc issus»

depreciatod iaconvertlbls papsr nwaiey "is a violatioa of

ezistiag con tracts y roadora all aubsoqiieat engageniBats linear'*

tain, dostroya oonfidaaca, and impairs prirate and public

credit."^ A debased coinage or a depreciated currency makes
"the Ignorant and the weak dupes of the shrewd and the waxy*"®

Furttwrmore, ttrnt depreciation of the currency is unjust

to consumers iidio must pay hl#er prices. > "The loss falls

hearlly and most unjustly on those who liws on wages, which

do not adranoe with the enhanced prices of articles of con--

sumption, but Which, m the contrary, generally fall during

a period of universal derangement."^

In view of Qallatin's intensely ethical attitude. It Is

readily seen how deeply he must have felt aucih injustioe.

^"Considerations on the Currency," op. elt.. p. 379,
®Qallatin, letter to Robert Potter, December 3, 1830,

WljynM, II, 44S. '
The use of paper money that was at a discount relative

to specie sometimes reacted against creditors even in periods
of declining prices. Creditors lost vtien their "purchasing
power" profit was more than offset by tieir "monigr" loss, as
described by Thomas Senior Berry: "Payments of debts to
broken banks mm coiamonly made in their own notes, which
could be bought in the market at a heavy discount. A sub-*
atantial number of debtors profited in this my during a
period of major price decline, because the obligations of
their creditors depreciated more rapidly than commodities
or real estate." Westeyi Prtces Before 1861: A Study of
the Cincinnati Market (Cambridge: Har^rd University Press,
1943), p. 404i see also p. 396* It should not be inferred
that creditors were always "the ignorant and the weak," and
debtors, "the shrewd and the wary."

^Gallatin, "Suggestions on the Banks." op. cit*. p. 383.



Mbreoveri Geilatin balleved tbat pajment in apecio, per ai^.

was a moral and legal obligation, apart from any effects on

prices or die til but ion of income# "Ind spend act of every

temporary party consideration, there are questions of right

end wrong, of what is just or unjust, which must be settled

on that principle alone* Such is the question of the cur

rency."^

Brief comments are in order with regard to Gallatin»s

position on the moral aspects of inccnvertible paper.

Present-day value judgments may accord with Qallatin's dis

like of discriittiaation against public and private creditors,

irage-eamers, and consumers. Pew people today, howeTOr,

iiK>uld agree with his insistence that specie payments, for

their own sake, are a basic ethical obligation. Times have

changed, and so have our values. The prevalence of managed,

fiat mcmey today has left us, not with the belief that

governments have a duty to pay in (apeoie on their paper notes,

but rather that they furnish a aafe and reasonably stable

money*

^Oallatin, mUngs. II, 442, Cf* "Suggestions on the
Banks," op, cit*. pp* 412-13,. in which he condsmas the con
tinued suspension of specie payments by Philadelphia banks,
and the sanctioning of it by the State of Pennsylvania, even
though they had succeeded in keeping their demand liabilities
at a discount compared with specie of less than 5 per cant.
He called it "immoral."



Tkua, me mast appeal to Gallatio^s CNsaevaa edueatloa

aad his early political career to laaderstaad his attitude

toward debts aad obligatims* This was discussed ia Chapter

II, abore* Ctellatin took a more puristic attitude thaa did

most of his contemporaries. Possibly It was true that, as

Lanier says, when bankruptcy occurred "to a reputable man,

he not only felt his honor deeply involved, but it was a

matter of deep concern in his comaunitgr, Yet this sense

of honor did not eactend ctften to the obligations of imper

sonal banking cozporations. As Callatln himself said, there

was too little "moral responsibility" m the part of direc

tors of Joint stock companies, who did not feel disgraced

if the banking company failed, as they would have if they

had failed in their own Inisinesses.^

2* With regard to ncm-uniformity, Gallatln said of the

period 1814 to 1817 that "w» had fifty and more species of

local currencies, varying In value in different States or

districts of the country, and from time to time in the same

district. "^5 The situation was not much better in the sus

pension of 1837 to 1841. He also might have added, as did

p. 63.

iLanler, sSjl. cit». p. 199.

^"Suggestions on the Banks,"

3"War Expenses," appendix to

, P« 380,



that evan during the period of nominal eonverti*

bility, different state banks notes were discounted at

varying degrees, since real redeiaption was frequently

evaded.^

IJhe extent to which state bank notes depreciated tended

to vary directly with the distance between the place in

which they were circulating and the place of supposed

redemption, as illustrated in the following account of the

experiences of a French traveler with notes of a Georgia

bank, in 1615;

It seems the little man had arrived from Cuba,
with about eight thousand dollars in gold, which
by way of security he lodged in one of the banks
of Savannah•-•When he c®ae to demand his money,
he was told that they did not pay specie, and he
must therefore take bank notes or notiiing. Being
an entire stranger, and ignorant of the deprecia
tion of paper money, arising from the refusal to
pay specie, and from the erection of such an
infinite number of petty banks in every obscure
village without capital or character, he took the
worthless rags and began his Journey northward.
Svery step he proceeded his money grew worse end
worse, and he was now travelling on to Boston
with the full conviction that by the time ho got
there he should b® a beggar.^

Ij
114-15.

Haguet is quoted in Walter B. ̂ ith,

From The Historyofthe Little Frenchman and His BsnV
Sates (Philadelphia, 1815), quoted in Mllistin. od. cit..
pp. 3-4. On the extent of non-uniformity, see ibid., pp.

op* cit.. pp. 358-64, 389-404 , 443-46.
See Gallatin*s coioaents, above, pp. 76-77. For several
other interesting accounts of the problems which the multi
plicity of non-uniforta and insecure bank notes raised for
business men, bankers, and money handlers of all kinds during
the state bank note era, see Dillistin. op, cit.. dp. 55-57.
74-75, »



After the colonial period, non-unifortaity teas probably

worst during the suspension of specie payments accompanying

the War of 1812, As coiapared with the value of specie,

bank paper was at par in Hew England, ii^ere specie paymnts

were mintained, but at a discount of 7 per cent at

Charleston and Hew York, 15 per cent at Philadelphia, and

£0 or 25 per cent at Baltimore and Washington, '^wlth every

other possible variation in other places • , Oallatln

contrasted the chaos of the American currency with the

situation in Siigland during the Period of the Restriction

of specie payments, in which

All the country bankers were compelled to pay
their own notes, if not in specie at least in
notes of the Bank of England. These notes were,
as a standard of value, substituted for gold;
and if the currency of the country was depre
ciated and fluctuating in value from time to
time, it was at the same time uniform throughout
the country.®

Applying the fact of non-unlforraity of the inconvertible

paper in the United States, Cellatin argued that it was

unconstitutional:

Independent of all the other clauses in the
Constitution which relate to that subject, it
is specially provided, 1st, that all duties,
imposts, and excises shall be uniform throughout

^"Considerations on the Currency," op. cit.. pp. 331-32,
2-Ibid.. p. 331. Gallatin uses this as a powerful argu

ment in support of a national bank as a regulator of the
currency. Cf, "Suggestions on the Banks," op. cit.. p. 382.
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the United States; Bd, that representative [sicl
end direct taxes shall be apportioned among the
several States according to their respective
numbers, to be determined by the xule therein
specified; and that no eeg;)itation or other direct
tax shall be laid, unless in proportion to the
enumaratiohf Both these provisions were violated
n^ilst the suspension of specie payments continued*
It is clear that after the quota of the direct tax
of each State has been determined according to tl»
rule prescribed by the Constitution, it was sub
stantially changed by being collected in currencies
differing in value in the several States. It is
not leas clear that the clause which prescribes a
uniformity of duties, imposts, and excises was
equally violated by collecting every description
of indirect duties and taxes in currencies of
different value.*

As a matter of fact, according to Dewey, the problems raised

for the freaaury by these currency disorders were great,

even thou^ the unconstitutionality argument was not accepted.

TikB direct loss to the government from poor or
worthless banh-notes received during the four
years, 1814-1817, amounted to over 15,000,000.
The monetary derangement was so acute that the
treasury department was obliged to keep four
accounts with its depositories in four standards
of value: cash or local currency; treasury notes
bearing interest; treasury notes not bearing
interest; and special deposits.^

In t|M following argument, Qallatin referred to the

Constitutional prohibition <m the states of making anything

but gold and silver iagaX tender;

^Ibid*. p. 232.

"Conaiderations on the Currfflacy," op. cit.



The Constitution of the United States, without
absolutely excluding eTsry other circulating
medium, has ia^peratively rendered the precious
metals the only standard of value. The sub-
stitution of a peper for a gold or silver cur
rency is therefore adraissable only on the
express condition that it shall always be equal
in value to the legal cola of which it is the
representative; and that equality cannot be
maintain©^ unless the paper be at all times
convertible, on demand, into such coin at its
nominal value. Any deviation from that principle
is unjust in itself,aad an evasion of the consti
tutional provision,'^

It should be noted that all of Gallatin's arguiMnts

regarding a uniform currency, except the last-mentioned one

of unconatitutionality, would still not preclude an irre

deemable paper currency, provided that it was everywhere

uniform, A currency of uniform value might be achieved by

several methods, among them redemption in central banJc

notes or government paper money, even though the latter

were fiat mcaiey,^ Thus, it would seem that Gallatin haa
defined a once-pressing problem, and has proposed a scheme

to solve it; but that he has not yet successfully attacked

another possible solution, that of an inconvertible, but

managed and universal, paper money. His argument that such

a currency was unconstitutional made little impression. His

1
"Suggestions on the Banks," op. clt., p, 379,

^[irick Bollmann], "Outlines of a Plan for the Regulation
of the Circulating Medium of the United States." Araerican Re
view of History and Politics. Ill (April, 1812J, Ssd-iV, 'ais
essay is identified as Bollmaan's in tb© sources cited above,
p. 82, n. 1. *



attack on Inconvertible paper rested more strongly on the

moral argument, already diBcussod, and the claim of ezCQselv#

issue, which will now be considered.

3. Gallatia showed how the volume of note issues by

state banks increased greatly during the suspensicxn of 1814

to 1817. With the dissolution of the Pirst Bank of the

United States, the number of state banks increased from

eighty-eight on January 1, 1811, to two hundred and eight

on January 1, 181S. Without the restraining influence of

the First Bank, note issues by these hanks increased **muoh

beyond" what was necessary to prevent "conaaercial distress"

by taking up the accommodations previously extended by the

First Bank. Omitting deposits, for which data were frag

mentary, note Issues doubled during the seme period.^

^ecie payments cmi the increased note issue became impossible,

especially in view of three other factors which Qellatin

listed as being at works (a) Specie drained away to pay

for imports, when exports fell off greatly because of the

war blockade, (b) Specie was unequally distributed within

the country. Since the war was unpopular in New England,

and' because "circulating capital" was small in the southern

and western states, the principal burden of the loans which

largely financed the war fell on individuals and banks in

^"Considerations on the Currency," , pp. 285-86.



the middle states* This drained specie from them toward

whatever pieces the government spent the proceeds of the

loans» ©specially to How Inglend. (c) foreign stoclcholdeps

©f the First Bank vdthdrew their capital frcma this country

upon the dia»olutl<m of that institution, further asgra-

vating the loss of specie*^ In view of the fact that the

war ended within six mont^is after the suspension began,

Grailatin believed that the Bank of the United States, had

it been continued, ooold have prevented the suspension* It

might have done so by limiting the issues of the banks,

through the device of frequent presentation of their notes

for imiyiQent in specie*^

Within the first fifteen months after the suspension,

bank notes in circulation increased by almost 50 per cent,

while total specie in the greatly incroaBod ninaber of banks

rose only from seventaoa to nineteen aillions. Oallatla

wrote ill 1830, with regard to the almost seventy million

dollars of notes in circulation in ISldt

llbid*. pp* S8B-85* Qallatin reported that about
$35,000,000 of the total of 141,000,000 advanced to tho
United States during the war of 1812, vms loaned by persons
and banks in the cities of Hew York, Philadelphia, Baltimore,
and Washingtcaai* The reasons Gallatin assigns for the sus
pension are the same as those advanced by Dewey, in a briefer
discussion* Flnaicial History of the United States, pp. 144-45<
Cf* Walter B» ^ailth and Arthur H* Col®. ̂ 'luctuations in -Americai!
Business. 1700-1860 (Cambridge♦ Harvard University ^ress,

^"Considerations on tho Currency," ^*, p« S87«



It is equal to the present amount of the
currency; and as the Increase of wealth during
the last fourteen years has at least been in
the sains proportion as that of the population,
the amount which could have been wanted at that
time may be estimated at about forty-six millions,
including both paper and specie.^

Next, Gallatin mentioned the test by which it could be

determined whether there had been an excessive issue of

paper money. He asserted that a premium on specie was proof

of overissue,

^e wisest govemuwnt, with the purest views,
never has any other means of ascertaining
whether the amount of a paper money is too
limited or excessive than the price of the
precious metals in such paper, because these
metals are, of all others, the commodity least
liable to variations in its value,^

In other words, tbe appropriate amount of money is that which

can be sustained at par with, for example, gold. This, of

course, is guaranteed when the monetary unit is defined as

so much gold,® and redemption or conversion of currency into

^Ibid,. p. S86. Since the amount of bank-note money
in circulation in 1830 is here taken as a referent, it is
relevant to inquire as to the state of prices and of busi
ness activity in that year, i^th and Cole indicate that
an index of wholesale coimaodlty prices was at the low
point in a cycle of slight amplitude, but that an index of
the volume of trade was at a taoderately high level; this
was a period of relative stability, especially as compared
to the years 1834-1843; op. cit.. pp. 60-61, 73, For the
construction and limitations of these indices, see ibid..
pp. 59-60, 70-72,

"Considerations on the Currency," op. cit.. p. 259.

®I. e., the government will pay a specified number of
dollars for an ounce of gold.
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specio Xs posalbXa* Heace, said Qallatln, it waa beat to

biavo a laatallie standard in tbe first place.

After roundly expressing a good leffersonian, laissez-

faire doubt that gOYemments could ever isanage properly a

currency, he added;

But supposing govemiaent to be endowed wl th such
skills as to be able always to adjust the proper
amount of currency,—an amount which, if this is
metallic, adjusts itself, and which, by banks
properly conducted, may be tolerably well regu
lated,—there Ib still an ingredient inherent to
paper not convertible on demand in specie which
no human skill can control. This is public opinion
with respect to future contingencies, and therefore
purely conjectural."*-

In discussing the value of inconvertible paper money,
Gallatin made much of the necessity for public confidence,
especially confidence in its ultimate redeisption. This

depended a great deal on the discretion and skill of the

issuing authority, whether government or bank, and Gallatin
saw no hope of either showing the necessary restraint. Banks

will overissue if not checked by the necessity of paying
specie on demand, since they profit by the accompanying

large numbers of discounts. And governments are to be

trusted even less, "experimce having but too well proved

the natural dlspositioa of every government which ever did

issue paper to resort, whenever pressed by its exigencies.

^Xbid.. p. 260.



to that resoureo» without regard to amount or cansaquonces***^

The beliof that governments could not be trusted to Issue

paper luoney with restraint was widely and strongly held

among Gallatla*# contemporaries* Lawrence and Charles

Iraneis Adams made particularly strong statements to this

effect,^

ATter studying a number of case histories, Gallatin

suggested that there might be under- or overissue without

Immediately affecting commodity pricesi that the degree of

depreciation does not depend solely on excess issue{ and

that the size or even existence of the premium on gold is

unpredictable and may depend on fortunes of war* He con

cluded: "It is believed that no doubt can remain that a

paper currency liable to fluctuations lilce those, end origi

nating in causes that baffle all calculation, never can, by

any skill whatever, be made a stable standard of value,

^Ibid. Of., ibid., p. 338} Writings. II, 428, 440,
442, 511^2.

^Brooks, op * d. t,. pp. 183-84*

3«Conslderations on the Currency," op. cit.. p. 263.
In the ozlginal version of this essay, in the December, 1830,
Amerioen Quarterly Review, this quotation (p. 470) was
followed immediately bv"^ discussion of the effects of
an external drain of specie on purely metallic, convertible,
end inconvertible systems. In the 1831 edition, "Considera
tions on the Currency," the latter discussion does not appear
until twelve pages later. Over-all, however, the identical
textual matter is included in both versions; merely the
arrangement is <^aaged. This is the major difference, apart
from the expanded statistical material, between the tvm
appearances of this essay.



The belief that the currency should vary precisely as

would a purely specie currency, and that there should be no

discretionary departure from such manner of variation, was

typical after 1821 of the Currency School in England,

successors to the pro«>bullionists of the Period of the

Restriction* In addition to the test of a premium on specie,

the Currency School oa5>hasized a rise in the exchange rates

as evidence of excessive Issue* Gallatin laantioned the

latter only briefly, and in other respects either did not

discuss the identical problems that they did, or departed

in practice from their theories.^ In the United States,

James Cox and Daniel Raymond were, according to Brooks, the

laost ccMisiatent exponents of Currency School ideas, and

Crawford also cited a premium on specie as evidence of over

issue, Finally, snong those refuting, on quantity theory

grounds, the notion that an inconvertible paper money was a

direct means of creating capital, were Raymond, Mams,

Haguet, end Gouge

^See below, pp. 145-52* On the Currency vs* Banking
School controversy, see Lloyd mnts, op* clt*. pp, 75-77.
Cf* S* Victor Morgan, op* clt*. p. 141 for summary, and
pp. 121-41, generally* Currency School writers apparently
believed that parity with specie was the equivalent of the
volume of paper varying in a direct end constant propoirtion
with specie. These ere not necessarily equivalents, however.

^Brooks, op* cit*. pp* 239-40, 182.



)mparison wa

The id«afi of Albert Gallatin with regard to overissue

of inconvertible paper money have been set forth, and com

pared briefly to those of acme of his contemporaries. It

has been shown that his case rested largely on the belief

that the appropriate amount of money for a society was that

which would be furnished under a purely metallic system, or,

at least, that idiich could be kept at per with specie*

Tying the money supply to specie, iwawever, makes the rate

at which the system furnished new money depmd on accidental

circumstances, as pointed out by Bollmann, in 1811, as well

as by recent writers.^

Bollmann ar^nid that ccmvertibility into gold or silver,

so that parity of paper with metallic money was maintained,

prevcaited neither rising nor falling prices, with attendant

evils* If the business community was demanding more credit,

he pointed out, end not demanding gold or silver, the quan

tity of bank money could increase greatly without jeopardizing

specie payments and without paper money exchanging at a dis

count# Whether or not this was desirable depended upon a

criterion other than parity with specie* The criterion

g*» Bennis H, Robertson, "Theories of Beaiking Policy,"
Essays in ivioaetery Theory (London: Staples Press, 1940), pp*
51-52. On Bolimann, see above, p.^ BE.



that Bollmana auggastod for the proper amount of money wee

that quantity "omTenlent" to the eocmoay without dlsxiip-

tlTe prloe changes*^

On the other hand, according to Bollmann, If the demand

for gold and allTer Increased, for any one of a number of

possible reasons, then banks would find It much more diffi

cult to maintain convertibility* Qold would tend to sell at

a premium In terms of paper money, aM It would be said tlmt

the money was "overissued." Bollmann disagreed that there

was excessive Issue In such a case; the only real change vms

In the demand for gold, not In the amotmt of money convenient

to the economy without disruptive prloe changes. 7et the

Currency School principle would dictate that the mcmey supply

be contracted, even If that meant "distress" to business.

It would be better, Bollmann thought, to relinquish oonver-

tiblllty, as England did In 1797.

From these considerations It seems to follow, that
a currency, entirely imoonnected with the precious
metals, peculiar to the country In ^Ich It ^ould
be establl^ed, and confinable within cert£dn limits,
would be an Important Improvement in political
economy.2

%ollmann], "A letter to Alexander Baring, Esq. on the
present state of the Currency of Great Britain," op. clt..
pp. 259-63, £74, 289.

^ollmanhl, Ibid.. p. 274. On price stability as a goal
of monetary policy, see Robertson, Essays In Monetary Theory,
pp. 56-57i Board of Goyemora of the Federal Reserve
System, "Objectives of Monetary Policy," Federal Reserve
Bulletin, XIIII (September, 1937), 827-28. On other goals



BolXmansi also eritlelzM tfaa assumption of tlie propo-

n^ts of a a^tallio atandai^ that a changa in doxaastlc pricas

would bring about international moyeaeats of gold or silver

such aa would restore the forTaer price level, Oellatin

apparently believed that a metallic standard would afford

stability by such a process. Specifically, "the orthodox

theory of the gold standard" assumes that a temporary rise

in prices, for exa:Bqple, will decrease coriiiaodity exports reXa*

tive to imports, and cause an outflow of gold. In turn,

according to the theory, prices would fall until they were in

equilibrium with the new level of output. The temporary rise

in prices would have been correctedj there would be internal

stability.^

Bollmann argued, in rebuttal, that foreign coriimerce did

not depend on s "nominal cheapness" but rather m "intrinsle

cheapness." Even if prices of export goods were to rise, if

their labor cost abroad were still comparatively neater.

for monetary policy, and criticism of the gold standard,
see Bobertson, Essays in Monetary Theory, pp. 51-52, and
Kenneth Boulding, Economics of Peace (New Torks

^  in I «l Ml • I « • Ml !■ IPrentice-Hall, IncV, u 308.

%. L. Puzlay, A Criticue of the Ctold standard (Londoni
George Allen & Urwin, Ltd., 1933), pp. 16-18; Ragnar Nurkse,
International Currency Experience (League of Nations, 1944;
reprint, New York: United Nations, 1947), pp. 56-67.



tiiey would continue to be exported* . Compare BollBtann's

ideas to tbe modem analysis wbich sbows that, if a country's

demand for imports v/are highly unresponsive to dbanges ia

price, and especially if foreign demand for the country's

exports were also "inelastic," then a rise in domestic

prices relative to foreign would tend toward a more, not
o

less, favorable balance of trade.

To recommend the adoption of inconvertible or fiat

ittonoy requires considerable confidence in the strength,

discretion, and knowledge of the monetary authority. Boll»

mann may have had greater confldmce in the governments of

his time then was warranted* nevertheless, Bollmann recog*

nized shortcomings in a rigid adherence to a metallic stan*

dard which Gellatin, writing twenty to thirty years later,

did not 009* Md Bollmann anticipated the needs of the

future far bettor than did Gallatin. The gold standard has

been discarded because of its failure to provide sufficient

stability of prices and incomes, and to permit management

^ollmann], "A letter to Alexander Baring, Esq. on the
present state of the Currency of Great Britain." on. cit..
pp. £85-88.

%urkse, op. cit.. p. 119; Howard S. Ellis, "The Dollar
Shortage in Theory and fact," Canadian Journal of Economica
and Political Science. XZY (August, 1948), pp. 358-72.

Nurkse also shows that, even if the rise in domestic
prices brought about an unfavorable balance of trade, gold
might not flow out, as the theory requires; op. cit.. pp.
15, 98-102, Neither Gellatin nor Bollmann consider this
possibility.



of the eurrenoy toward the ImproYeiaeat of the performeaoe of

the eeonoay*^ Gallatia attributed a certain generality to

Bom of his own views; and the principle that he would have

Insisted was most universal was the advisability of a lastallic

standard.^ Hmce, it is fair to say that Gallatia offered

an inadequate monetary prescription for the future. How well

did inconvertible paper systems worlc in Ajaerica? Brief in

quiry will be made into the colonial experierices with the

issue of inconvertible paper Kioney, and the evaluation of

these experiences by certain orthodox gold standard theorists.

Many critics of inconvertible paper money, Gallatin in

cluded, pointed to the alleged disastrous experiences with

such systems during Ihe colonial period. They described the

real abuses of fiat monies in Massachusetts, Rhode Island,

and certain other colonies, and the extreme depreciation of

the Contin«ital currency of the Revolutionary War; they men

tioned the use of paper money in the remaining colonies; then

they concluded that the entire history of inconvertible paper

^R. G. Hawtrey, The Gold Standard in Theory and Practice
(4th ©d.; I..ondon: Loagciano, Cfreen 4; Co., 1939), pV
H, Robertson, Money (New XorlcJ Pitaaan Publishing Corp., 1948),
pp. 140-44, 178-79; Ragaar Norkse, cp, cit.. pp. 68-88.

%Qe above, p. 3; Gallatin, Writintfs. II, 426-27; ibid.,
pp. 46C-61.



money la -America has been a dlsnml record of overissue*^

For tbe issues in those colonies, such as Connecticut and

PennsylYania, inhere the results mere not so drastic a

depreciation of the currency nor disruption of business

(if any), these critics admitted that the issues retained a

good reputation and may have been reasonably well managed*

But their conclusion was nerertheless the sames the issues

must hare been bad, because there was a premium on gold**
p

the paper had undesirably depreciated. The question was

rarely Brea asked whether or not this made any difference in

the performance of the economy, whether price and income

^Francis A, Walker, T^oney (New Tork; Henry Holt & Co.,
1878), pp. 305*35. William 0. Skimner, A History of -American
Currency (Hew York: Henry Holt & Co., 1874), pp. 14-49, For
Gallatin*s yiews, see the references in p. 100, n. 1, aboye.

talker, op. oit.. pp. 309-16, Joseph French Johnson,
op. cit.. pp. 291-92, 313, concludes that it is practically
impossible to manage properly a fiat money, notwithstanding
his evidence that Bank of England notes during the Restriction
were "apparently" liked better than gold and that "nobody ever
questioned their value or their prospects." His reason? The
notes depreciated relative to gold, and prices rose. Thomas
Tooke and the Banking School disputed this latter contentitm
when first advanced by the Bullionists; Mints, op. clt..
pp. 42 ff. Morgan disputes the quantity theory idea that
changes in the money supply caused this price rise, arguing
that all the mjor changes were associated with non-monetary
factorsj Morgan, op. cit.. pp. 46*47. Oallatln thought that
the inflationary effects of the Bank of England's policies
were "slow and progressive," but that a 20 per cent depre
ciation in i^glish bank paper during a three month period
from "the last entrance of Bonaparte in Paris • • • till its
capitulation to the allies" had not had "any material effect'
on the prices of English manufactures." Letter to Dallas,
September 25, 1815, Writiaga. I, 655.



stability was or was not fostered* To condemn inconvertible

paper because it falls in value relative to gold is to

attempt to prove cme's case for a gold standard by assuming

tbe truth of that ixbich one is trying to prove,^

At least one modern advocate of managed currency a/ho

Investigated these colonial currencies, and who was careful

to inquire into the effoct of the fiat money on prices and

incomes, has concluded l^at the results were not always bad*

Richard A* Lester foimd, first, that in several important

Instances the issue of Inoonvertihle paper was subsequent,

rather than prior, to the drain of specie from the colonies*

That is, the drain of specie made convertibility impossible,

rather than that overissue raised prices and thereby drove

out the precious metals*^

Second, Lester dem^strates that the issues of the New

Sngland colonies may have been inflationary and contributed

to an export of gold and silver, but in the iniddle colonies

paper was used in depressions in an effort to revive domestic

trade and to stop falling prices* 'fhe results were generally

^Cf« [Bollmaim], "A letter to Alexander Baring, Esq., cm
the present state of the Ciirrency of Great Britain." OD. cit..
p. 258, '

^Qallatin*s own analysis showed that this was largely
true of the suspension of specie payments during the War of
1812. See above, pp. 96-97; Smith and Cole. oo. cit..

28. '



salutazy, and prices were more stable as a consequence of
1

tb® use of fiat money#

Since GalXatin used tb® period of suspension of q;>eoie

payments in the United States, from 1814 to 1817, to illus-

trate the worst evils of inconvertible paper, that period

will be examined below In order to make scMe tentative com*

ments on whether or not inconvertibility was associated with

unstable economic conditions, and, if so, the extent to which

it was causal#

Smith end Cole, in the definitive work on kisiness

cycles of this period, argue that "the impxases that dis

turbed the business of America came from abroad; and that

fluctuations in foreign demand and supply are attributable

directly to the state of war and polities. Ihiring the

War of 1818 (hostilities lasted from the middle of 1818 to

the first quarter of 1815), conmiodity prices rom greatly,

with those of imported goods rising the more rapidly, as

might be expected# Suspension of specie payments may have

had some tendency to raise prices, but, "generally speaking

there was a fair degree of correlation between prices oa

this side of the Atlantic and those in England# • • • the

ress

^Richard A# Lester, Monetary Experiments. Earlv Amerio
rrlnceton! Rrinoeton Univer

pp# 56 ff.

>, p# 3X«



activities of banks were no more than contributing factors."^

The principal effect of the aispension was to create price

differentials between Hew England, which did not suspend

specie payments, and the middle and southern states, which

did. Bank notss were unreliable end of widely varying

value, as has been shown

High prices meant only spotty prosperity during the war.

Hewly-created miaufecturing industries, the product of war

deiaand and the absence of foreign competition, gave Hew

feglend a measure of prosperity despite the temporary ruin

of the shipping industry. Producers of cotton and flour in

the South and West were at a considerable disadvantage, "nae

higher prices of imported goods as compared to i^st domestic

goods were not conducive to general prosperity.® Itiereas

wholesale prices had begun rising in the last before the out*

break of the war, the upswing did not begin in the West until

late 1812. 23ie price rise in the West was no less precipi

tous, however: an index of agricultural prices was fS per

cent greater in 1814 than in 1811, specie payments were not

^Xbid., p. 32.
2
Above, pp. 91*93. Once again, this evil can be attri

buted as readily to the absence of convertibility into the
uniform notes of a national bank as to absence of converti
bility into specie.

®Stoith eoid Cole, op. cit.. pjv 19, 148.

^Berry, op. cit.. pp. 96, 372,



suspended In the Ohio Valley until 1815» one year later than

in the £&st« In general, interruptions in trade idiich

figured so strongly in fluctuations on the eastern seaboard

had lauoh less effect in the interior.

With the end of the war, the advantages to New l^gland

manufacturing were lost. Europe at peace was a strong com

petitor. Prices fell rapidly, unejaployment rose, and manu

facturing suffered hard times for seme years to ccmie. But

the rest of the economy, both in Hew England and elsewhere,

recovered, and enjoyed years of moderate prosperity from

1816 to 1818, There was again a foreign mricet for American

agricultural products, and prices of domestic goods were

above prices of iiaports. American dipping recovered from

its low war-time state* The major effect of the general

resumption of specie payments in 1817, according to ii^th

and Cole, was the disappearance of any price divergences

between the various Atlantic ports, except those explained

by differences in transportation costs. "The Atlantic sea-

coast was once more a unified aarhet for staple products."^

Despite complaints, in 1617, that there was considerable

distress caused by the contraction of bank loans in antici

pation of resumption, Bsdth and Cole conclude that "business

was not very seriously embarrassed at this time, however, for

^amith and Cole, .*> P* 20,*



foreign deioand for Merlcan produce was strong. Seauaption

of specie pajrmeats in February 1817 was accompanied by no

esibarrassing outflow of precious metals."^

Oallatin did not discuss tbe state of business during

tbe ^spensioEf but devoted considerable effort to measuring

the extent of the contraction of demand liabilities necessary

to resume specie payments. He made a point not menti(^ed by

Smith and Cole, vdiose indices largely reflect conditions in

eastern cities: resumption was hardest on western benhs and

their patrons, because of the pressure on unusually large

debts of cash drains to the east. These debts had been a

product of "an excited spirit of enterprise."^ Gallatin's

contemporary view agreoa with aaith and Cole's modem

analysis, that the speculative eapmsion of 1818 was enhanced

by too liberal credit, and was followed by a severe depression,

including financial crisis, from late 1818 to 1820, Gallatin,

however, did not mention the fall in export prices as a major

cause of the contraction by the banks, a factor which &aith

3
and Cole emphasize

^Ibid.. p. 29*
2
Gallatin, "Considemtions on the Currency." on, cit..

pp. 290-91 ,

'^aaith and Cole, on. cit.. pp. 20-21, 29, For a brief
description of business fluctuations from 1813 to 1818,
based not on business statistics but on the business litera
ture of the period, see Willard L. and Hildegarde E. Thorp,
Business Annals (New York: National Bureau of Sconorftic



To concludo the discussion of economic activity during

this periodt it appears that the suspension of ̂ ecie pay

ments was caused hy exogenous factors, and played no more

than a contributory role in busdness fluctuations from 1814

to 1817. Gallatin overemphasized the monetary forces at

work. It is true, however, that the absence of a national

bank between 1812 and 1810 precluded any responsible central

banking, and contributed to the overly-rapid increase in

numbers of banks end in bank money. Qallatin was very much
1

aware of that fact* He placed too much faith in the re*#

sumption of specie payments, in view of the failure of

resumption to prevent a sharp inflation in 1817 and 1818.

Excessive bank credit stimulated speculation in ecmmon stocks

and public lands The new Bank of ̂ e United States

facilitated rather than restrained this process*

Research, 1920), pp. 17-18. The picture presented by the
Thorps differs from the above in that it emphasizes more
the prevalent them® of business annals of the period, that
is, depression in msny branches of manufacturing.

For a detailed study of prices end business activity
in the Ohio valley during the period 1812 to 1823, see
Berry, op. cit.. pp. 371-405.

^Sfflith and Cole, op. cit.* p. 28J Gallatin, "Confildera-
tiona on the Currency." op. cit*. p. 287.

SSmith and Cole, op. cit.. pp. 22, 40, 53. Gallatin was
not in the United States in 1817-18, and in his writings did
not Gojment on the role of the Bank during this period. It
is probable that he would have been highly critical.



Belther tl^e metallic standard nor tlie policies of tlie

Haticmal Bank prerented or moderated tlie depression of 1816

to 18£0« Yet it raaalns tme tiiat* whereas an unregulated

metallic standard offers no opportunity for fighting

oontractions and inflationary expansions, a central bank,

especially one that is unhampered by rigid ties to a metalli®

standard, at least has the opportunity to adopt a monetary

policy designed to offset undesired deflations and infla

tions.^ That it may fail to do so, through ignorance, lack
of will or foresight, or conflicting objectives, has also

been proven true.^ The Bank of the Qnited States eventually

justified aallatin»8 support by its performance during the

next twelve or fourteen years, but the metallic standard

proved to be a handicap in tlmee ef future crises.®

^For an excellent dlscussicm of the possibilities, and
yet limitations, of monetary measures, see laiUam J". Fellner^
Monetary Policies and Full Employment (Sd ed.; Berkeleys
University of California Press, 1947), pp. 174-209.

P
On the early mistakes and failures of the Second Bank,

see Walter B. aaith, op. dt.. pp. 99-116, 123-24.

®See below, pp. 248-50, 256-36*



CHAP®H V

THE NATURE AND SUPPLY OF MONEY

Hiatever coauaodity or species of paper may, by
law or general consent, be uniTersally received in
any country in exchange of every other commodity
and in payment of all debts, is the circulating
medium or currency of such country, or, in other
words, its common standard of the value of all
comaoditiea whatever, and that which regulates the i
performance of all contracts not specially excepted,

Gfillatin thus introduced a discussion of the nature and

functions of money. The quotation cites two basic functions

of money: (1) medium of exchange, and (2) standard of value.

It mentions general acceptability as a requisite for any com

modity which is to serve as mcmey, and suggests that this

general acceptability may be the product of general consent

of the society or of legislation by the state. By giving

money physical embodiment as a thing vtiich could be spent and

received, Oellatin adopted a sounder position than that taken

more recently by the ^'idealistic nominalists,'* a school of

German writers of the early twentieth oen^ry. To this group,

p, 237.
Gellatin, "Considerations on the Currency," op. cit..



money was merely an abstract concept* Hence, they were

unable to talk about scarcity or plenty of a thing serving

as money* Qellatin, on the other hand, in adopting a more

orthodox description of oioney, was in a position to attri-

bute the value of money to its relative scarcity*

At the opposite extreme from the position of the

idealistic nominalists is the view of certain writers who

hold to the commodity theory of mcmey* To the commodity

theorists, money is merely one cosmodity a^aong many, dis~

tinguished only by its wide acceptance as a medium of ex

change* By describing money as something more than a widely

accepted medium of exchange, in that it was also distinctive

as a unit of value, C^llatin avoided the extr^e position of

a few commodity school adherents.^ Thus Oallatin could pro
bably be classified as a "materialistic nominalist," whose

ideas agree with those of a great many modern writers, such

as Dennis H, Robertson. Hobertscm says I "Money then is

anything which is widely acceptable in discharge of obliga

tions J but a thing will not as a rule be widely acceptable

for this purpose unless it is expressed as a multiple of sme

unit vMch is regarded as a measure or standard of the value

On these schools, see Howard S* Ellis, German Monetary
Theory. 1905-1933 (Cambridge: Harvard University FressV 1937).
PP* 104-5* ' ̂



of things in general,"^

The eoramodity theorist®, in the first half of the nine

teenth century, held that the yalue of Bietallic money was

determined by the value of the Intllion out of lidiioh the money

was made, while the value of paper money, when used, was ex

plained by its prospects for redemption. Some extrene com

modity theorists, such as George Bancroft, Daniel Raymond,

and i^asa Walker, refused to call bank notes "money,"

Whereas the commodity theorists emphasized tliui necessity of

money haidng intrinsic value, or being exchangeable into

bullicm with intrinsic value, the larger group of Gallatin*8

contemporaries ar^ed that intrinsic value was merely desir

able. In this group wers William Gouge, John McYickar, Henry

Tethake, Ferris Pell, and others. Finally, a aiaa11 group

argued that intrinsic value was not, or not necessarily,

desirablej Eriok Bollmann was an eaponent of this point of

view, ̂

Qellatin, at times, made statements typical of a com

modity theorist. For exffliple, he stated that "paper, having

no Intrinsic value, must, however used as currency, be

always estimated in reference to those precious metals."3

^Dennis H, Robertson, Money, n. 4
"materialistic nominalist" is Ellis's.

p. 4. The phrase

i», pp. 16-18. See above, pp. 8S, 102-5.

U II, 417,



He sometimee asserted that the value of an inconvertible

paper laoney depended upon the prospect for its redeagption

in bullion*^ Thus, when Gallatin was preoccupied with a

discussion of a purely specie currency, he csi&e close to

adopting that branch of the commodity theory called "metal-

lism«" Metallists eii^hasize that money circulates only

because of tha utility of the money-stuff, as distinguished

from the argument that money circulates because it is gen

erally acceptable, or because it is legal tender.

As opposed to the comiaodity theoiy, with its offshoot,

metalliam, the noiainalist theory of money says that money is

a claim or ticket, the purchasing power of which depends on

the quantity of tickets in exist^ce. As Howai^ Ellis sug

gests, the "natural predilection" of norainalists is toward

the quantity theory of prices and a monetary theory of busi-

ness cycles. t^en Oallatin was preoccupied with a discussion

of inconvertible paper money, he tended to adopt the nomi

nalist theory of mcmey. In the following, Gallatin combines

the two ideas several times in one passage:

Where gold and silver are the only currency, any great
and permanent increase in the quantity of those metals
used as currency (the aggregate value of the objects
annually paid for in curr^icy remaining the same) must
be due to a corresponding reduction in the coat of

^"Considerations on the Currency," pp.

%llis, OP. cit.. pp. 4-6.

, p. 260.



production of gold and silver; which cost, leaving to
the owners of mines a greater or less rsnt according
to their fertility, detemines the value of those metals
as compared with that of all other comaodities. Where
a paper has been substituted to a metallic currency, any
similar considerable increase in its amount must cause
a corres]^ending depreciation in its value, if the aggre
gate TOlue of the objects, annually paid for in currency,
remains the same* • « • But vshenever the precious metals
used as currency exceed in any country the value wanted
to effect the necessary payments, . . * [the excess]
will accordingly be either converted into manufactured
articles of those metals, or be exported to other
countries. If. on the contrary, the currency should
consist of an irredeemable paper, having only an arti
ficial and local value, and none whatever either in
other countries or for any other purpose, it is evident
that ffljy excess in the nominal value of such currency,
beyond the actual value sufficient to make the necessary
payments, must cause a corresponding depreciation in
that nominal value."'-

23ie commodity theory and the nominalist theory, hero

combined by Q€U.latin, give contradictory explanations of the

value of money. The value of a specie currency, the former

says, is intrinsic; specie, in addition to the "proper

amount," instead of driving up prices, is withdrawn from

circulation. On the other hand, the value of a paper money,

according to the nominalist view, consists in its purchasing

power; additional units of paper money tend to raise prices.^

^Gallatin, "Considerations on the Currency," op. cit..
pp. 245—46. Brooks says that the idea of a "proper amount
of money," additional amounts being redundant, was associated
with the commodity theory. Brooks, op. cit.. p. 330.

2Brooks says that a number of writers were sirailarly
inconsistent, for exae^le, Raymond, Lawrence, and Crawford.
For a discussion of the comparative ideas of nominalists and
the commodity theorists, see Ellis, op. cit.. pp. 4-6.



Gallatin never developed a single theory of the value of

money. When he discussed the specie system, he argued that

comparison of the Intrinsic value of the money-stuff with

the intrinsic value of particular comiflodities established

price ratios* But when he discussed an inconvertible paper

systam, he argued that the price ratios were established by

a comparison of the amount of goods to be bought and sold

with the number of units of mcHiey being exchanged. An out

standing example occurs in a discussion of John Law's system,

in which Gallatin argued that the doubling of the irredeemable

paper currency had caused a doubling of the price level.^

Even in his treatment of irredeemable paper, Gallatin

was not consistently nominalist or commodity theorist. It

has been indicated above that Gallatin, at one time, stated

that the value of inconvertible paper depended upon its future

prospects of redemption. But it was also indicated that

Gallatin, on another occasion, cited historical experience as

proving that there was no consistent explanation of the value

of irredeemable paper money.® And on still other occasions,
as in the discussion of John Law's system, he was definitely

of the opinion that excessive issues tended to depreciate the

paper money relative to the value of commodities. One final

^Gallatin, "Considerations on the Currency," op. cit..
pp. 257-58. Cf., ibid., pp. 243-45. ^ '

®See above, pp. 99-100.



contradictions until a certain point ms reached, Gallatin

believed, the supply of irredeemable paper money could ia«

crease without tending to increase prices; but after that

point, additional money became excessive and tended to depre^

ciate*

Gellatin never discussed the reasons why there should

be one type of bSavior up to a certain point, and another

after that point, except to say that every society demanded

only "a certain amount of aoney" depending upon its wealth,

population, confidence in govexMabent, etc. It; is clear

that he believed that additions to the money supply over

some proper amount tended to increase prlcas; but it is not

clear whether he believed that decreases In the money supply

below the proper amount would decrease prices. Is not the

quantity theory always applicable? M. Keynes, in 1935,

answered "no" to this question. Be also supplied the reasons

for different price behavior before and after a certain point,

which Qallatin, as well as virtually all other writers pre

ceding Beynes* omitted. According to ICeynes, increased

spending of money tends to raise incomes and employment, with

out raising prices generally, until full employment is reached.

After resources are fully ssaployed, further increases in the

"Consideraticsis on the Currency,"

"Ibid.. pp. £46-48.

I PP* 245—461



moaey supply, whan spent, aaeraly tend to push up prices.

I^ls will be true as long as the technological relations

between input (of fully employed resources) and output remain

the eame#^

To conclude, Gfallatin was principally worried about ths

problem of excessive issues of p^er money. This reflected

nominalist tendencies. Even ̂ en he recognized that the de

mand for aamey might not be constant, he always was insistent

that the causal sequence ran from changes in the rate of

spending money to changes in the price level, end not vice

versa. This is a modified version of the quantity theory,

far removed from the commodity theory. Further evidence

that, in the final analysis, Gel la tin leaned towards

nominalism, is fact that he argued that law as well as

general consent gave rise to money.

Ihe functions served by money, according to Oallatin,

including the two basic ones mentioned above, were as

follows s

1. Money serves as a medium of exchange. As a "substi

tute" for an inconvenient barter system, "it enables every

individual to dispose at all times, sad with facility, of

^John Maynard Keynea, The General Theory of Emplnymfti
Interest and Money (Mew York: Harcourt, Brace & C^, 1935
pp. 289-91. »



the whole surplus of the products of his Industry, and to

purchase with the proceeds any of the products of the indus-

1
try of others vhidt he may want.**

2. Money serwes as a standard of value. Gellatin was

one of the many writers vho emphasized that money performs

the useful fimction of a common denominator in terms of

vihich the value of all coiMOdities can be measured.®

3. Money serves as a standard for fulfillment of con

tracts. Althou^ this can be treated as merely one aspect

of the function of a stfindard of value, Oallatin attached

so much importance to it that he made a separate point of

it. He referred to money as "that which regulates the per

formance of all contracts not specially excepted," and as

"the standard that regulates the payment of debts and the

performance of contracts."® fo most writers, this function

was implicit in their discussion of money as a standard of

value, but a few spoke of money serving as a standard of

"Considerations on the Currency," op. cit.. p. £40.
Most writers of Oallatin*8 period discussed this function
of money, drawing analogies to oil vhlch lubricates a
mechanical system, to vheels or canals or roads which facili
tate transportation, etc# Brooks, op. cit.. p. 34. Comments
in the following sections on the functions of money, accord
ing to Oallatin *s contemporaries, are drawn from Brooks.
ibid., pp. 34-51.

"Considerations on the Currency,"

®Ibid.

,., pp. 237-38.



deferred paymwat end a storehouse of value. Gallatin too,

made passing statements which might b® interpreted to H©an

that money served as a means of storing up value

4« Money facilitates production snd aids in the division

of labor, Miilo many ivriters indicated that division of

labor necessitates the use of iaoney, only a few were able to

recognize that tlie reverse was also true. Gallatin wrote,

on the one hand, that "with respect to the state of society,

the want and demand for currency increase in proportion to

the density of the population, the consequent multlplieaticai

and grov^th of towns, and the division of labor." But, on

the other hand, money "promotes the division of labor, and

vivifies the industry of the whole country."^ Others who

made similar statements were Ferris Poll and William Gouge.

It is interesting to note the parallel between Gallatin's

statesafflit tiiat money facilitates producticn and aids the

division of labor, and a recent statement by Dennis Robertson,

Having said that the first great achievement of money is that

it generalizes purchasing power, Robertson states!

The second great achievement of money is that it
enables man as producer to concentrate his attention
on his ovffi job, and so to add more effectively to the
general flow of goods end services which constitute the
real income of society. ... The specialisation and
division of labour on which our economic structure is

^Ibid.. p. B51.

^Ibid.. pp. 246-47,



fomded would be impossible it ©Tery man had to spend
a large part of his time and enerjsies in bartering hl«
produets for the materials of his industry and the
goods tiiioh he requires for his own consuapldon,^

Brooks mentions that, among the atscellaneous other

fimctiona of money cited by yarlou® writers# there were

some ¥h© looked upon money as a direct creation of capital#

This group included Alexander Hamilton, Olirer Wolcott,

William Crawford, and Daniel Hayiaond. Although Oallatin did

not elaborate upon what he meant when he said that money

"rivifies the industry of the whole country," these writers

were quite clear In their statements to the effect that an

abundance of money not only stimule ted business but also

meant more capital and lower Intwpeat rates* High interest

rates, in fact, were eoasidered a proof of the scarcity of

money# fhe most nalre statements regarding the creation of

real wealth throu^ the printing of sioney were made in the

colonial period. Sie minority of writers in the post*colo<»

nlal i^iriod, who stated that paper money was capital, ware

usually enthusiastic edrocates of banks. They considered

only the excess of bank paper money over the cash held fey

feaaks to fee a creatdon of capital# this group indexed

Haaiitoa, Alexander Johnson, Stephen Simpsea# and l^omas

Cooper.^

^Bobertsc®, Money» pp. §#.7,

^Brooks, OP# Pit#, pp# 40-42,



Fost-eoloalal wrltars mho refuted sucli notions used

the quantity tlieory, arguing tMt increasing the auaber of

units cdrculatiag as mcmey laerely decreased the ralu® of

eaeh unit, Soia© tiiouglit tfeat the decrease in ralu© of

each unit was strictly proportionate to the numher of addi*

tionai units« €fallatin suggested that the writers who com

plained ahout a scarcity of mmj were really cojiplaiaing

about a scarcity of capital#^

Mien discussing the desirable attributes of the thing

that serres as money, QaHatin, as may be erpeeted, eapM-

siaed permaa€^ce or stability ef ralue. Having mentioned

that money serves as th® standard of vfjlue of commodities

am for the performance of contracts, he added that it was

"therefore of primary importance that the oomodity or

substitute which may be selected for that purpose slmiid

fee of a value as permanent as practicafel#,"^ inolher desir-

afele attribute of ■the th.lag serving as money x^aa that it

should

the saiao in every part of the same country; and it
is also highly deaiiable that the same eiroulatdng
medium should be coi^m to all countries connected
by conerce* Oold and silver ase the only sub-
st^mces Which have been, and contlfiue to be, the

^Qal^tin, fritinm, I, 597; "Considerations m the
Currency," pp, pp, £53-58; Brooks, O0> cit,. p, i£,

^Gallatia, "Considerations on the Currency." op, eit.
p• £37♦



itniversaX currency of civilized nations* • • • lliey
have also been found superior to any othor substance
in that permanency of value which is the moat neces
sary attribute of a circulating medium, in its
character of the standard that regulates the payment
of debts and the performance of contracts*^

Other writers mentioned, in addition to stability of

value, many of the attributes of gold and silver as tradi

tionally stated in money and banking textbooks; namely,

portability, divisibility, durability, homogeneity, and

cognizability* Qallatin, however, merely mentioned dura

bility, and the is$>ortanGe which he attached to that attri*

bute of the money-stuff was that it meant continued large

stocks, to which annual additions were small* That is,

durability was said to be a factor enhancing permanence of

value,®

Qallatin carefully considered what things should be

counted in the money supply. He did not carry his "hard

money" views so far as to deny that bank notes were money*

la fact, he argued that bank deposits (subject to transfer

by check, and payable on demand) were the equivalent of

money* In 1809, he made a very explicit statement that

deposits arose both from the deposit of money "for safe-

%ld., pp* 237-38.

®Ibid., p. 251. Brook s. i,*» PP* 20—34.



Steeping, ** aai from loaas# AltamatiTaly, It® ia41®6t«dl,

the proeeeds of the loans al^t he tahen in hasik notes*

But both the deposit credits in the hank hooks end the

notes "constitute the oirculatiag laedium suhstitaated hy

the hanking opemtions to aoneyj for payronts from ̂ e

indiridual to aaother are «d0 equally hy drafts on the

hank or hy delivery of hank notes."^

In 1830 end 1831* Oallatln stated* without qualification*

that deposits were to he counted as an important |»rt of the

money supply,^ Hotes held hy on# hank ©n other hanks formed

no part of the circulation, howver, and ought to he deducted

in calculations of the total money supply* for the saiae

zeason* "Inasmuch as the balances due to other hanks are

included in the deposits* the balances due hy such other

hanks also ought to he deducted from that item * ♦

Here is Qellatdn*s statement of the money supply as

of January 1, 18^ j

^Gallatin's report to the Senate of March B, 1809, "Bank
of the United States," ̂ erican State Papers. Finance II*
3§1* Mote the idea of hank notes and deposits being
"substitutes" for money* In 1809, Qallatin held to vestiges
of the comodity theory of amey.

^"Considerations ©a the Currency," op, cit*, pp. 266-67,
261 •

^Ihid* * p* 281* 13® elimination of Inter-bank liabili
ties from calculations of the money supply is standard proce
dure today; see Idward S, Shaw, Money. InccMs* and Monetary
Policy (Chicago? Hi chard D. Irwin, Ine*, 1930), p. 37.



Gross amoimt of notes isaied | 62,500,000
Silver coins ...• • « • • 10.000.OOP
Usual mode of computing f 72,500,000
Md If deposits are included • • • • • • 55.500.000

1128,000,000
But If the hanfc-aotes of other banks
on hand are deducted, the notes in
circulation vfill be 53,500,000

Silver 10.000.000

ind if deposits are Included
V tJ ̂  \f I \/\J V

55.500.000

.19,000,000

liiich last appears to us the most correct mode of
computation*^

In 1841, Gallatin not only repeated that laoney included

demand deposits, but added that the bxilk of coiaaercial pay»

ments in cities was accomplished by "the transfer of credits

accumulated for that purpose." Of all payments in commercial

transactions, "by far" the greater part was effected by

foreign and domestic bills of exchange; in all large trans-*

actions, "even not of a coaiaercial nature, such as the pur

chase of land," transfers of credits instead of bank notes

were the means of settlement; and in the cities these trans

fers took the form of checks against demand deposits.

Deposits were, said Oallatin, a great benefit as a substitute

for currency, and were far more convenient than specie. He

believed that in New York City, the turnover of twelve million

dollars of deposits, "together with one or two millions of

notes of large deaominatlon which pass daily from bank to bank

^"Considerations on the Currency," ^., p. 2981



aad make ao part of tke general elrculatioa, are sufficient

to effect aaaaally payments amounting to about twelT® bm-
1

4red millioast" ifote tbe attempt to calculate tbe velocity

of circulation of certain kinds of money in tbe city.

Begarding demand deposits, only a »all part arose

tbrougb tbe payment of specie, Ckallatin said. "l!bey gener-

ally consist of transfers of credit from banks, cr arise from

a not® owned by tiim party and diacouated in his favor.**®

Demand deposits differed from bank notes, however, in that

they were not received, as beak notes wesv>, "as a full pay

ment of a debt." Also, If checks against dem»d deposits

were not honored by the bank, the drawer was still respon*

Bible, "fhe bank-note is tak^ in payment solely from the

general confidence reposed in the bank? the check, from the

special confidence placed in the drawer."® This is a good

stateiesnt of the relationship between demand deposits subject

to cheek, and other kinds of money. Ali^ough (kdlatln de

scribed deposits arising out of the expansion of loans, by

and large he failed to recognise tlmt such deposits were a

means to the creation of money by banks. Chapter ?I con

siders further GW.latin»s treatment of mch loan deposits.

^Gallatin, "Suggestions on the Banks." on. cit.. on.
272-73. Cf. Writings. II, §53.

®"Suggestion8 on the Banks," op. cit.. p. 372.

®Ibid.. p. 373.



E. /. •

In consldorlng instruments of debt to count as

part of tha money supply, in addition to bank notes and

deposits, Gal latin refused to include bills of exchange,

proxaiasory notes, and bonds. Although he called a bill of

exchange a substitute for money, he thou^d^t it clearly

distinguishable from a bank note, ""nie essential distinction

is, that the bills of exchange are only a promise to pay in

currency, and that the failure of th» drawers, drawees, and

endorsers does not in the slightest degree affect the value

of the currency itself, or impair that permanent standard of

value by which the performance of all contracts is regulated."^

Certain drafts of the Second Bank of the United States,

however, wre a different case. The various branches of the

Bank were issuing drafts upon the parent bank, to overcome

a requirement which strictly limited the issue of bank notes

by the Second Bank. The requirement was that only notes

could be issued that were personally signed by the president

and the cashier of the parent bank. Because of the physical

limitations of those officers, this unduly limited the issues

of the Second Bank, which had been unsuccessful in its peti

tions to the Congress to have this requirement removed.

Hence, the Bank of the United States resorted to the device

''•Oallatin, "Considerations on the Currency."
p, 265.



P-.

Of bran oil drafts. These were sold at a premium of about

1/2 of 1 per ceat#^ Oallatla recognized the branch drafts

as money, despite his refusal to classify as issoney other

bills of exchange, on the reasonable grounds that the branch

drafts circulated in comi^ vdth other bank notest

Those bills are of the same character, depend on the
same security, and in case of failure would share the
saHffi fate with bank-notes. Though not usually included
in the amount of the circulation of the bank, we cannot
but consider the aveimge ffiaouat in actual circulation
as making part of the currency of the country. 2

finally, with regard to bills of exchange, Oallatin said

that, although those issued by non*banks were not to be con

sidered as money, they lessened the amount of currency which

would otherwise be required. In other words, extensive use

of certain credit instruments vhieh were net money neverthe

less lowered the demand for money for transactions purposes.®

In 1610, in a letter to the Chairman of the Comittee

of Ways eaad Means of the House of Hepreseatatives, Oallatin

proposed the issuance, la moderate amounts, of Treasury notes,

bearing interest, mA maturing in one year. Them were to

be reooivable in payments for public lands Oallatin

^Walter B* Smith, t PP* 62, H6.

®Gallatin, "Considerations on the Currency," op. cit..
pp. 265-66. ' *

®Ibid.. p. 265.

^Oallatin, Writings. I, 467-66. The fuggestlen was
repeated la 1812. IbidvT p. 514.



©xprosBfdl til® belief that sucb Treaeury notes irould, "^to a

certain degree," become a part of the circulating medlutt,

teMng tbe place of bank notes* for this reason, bowsTer,

the issue Jiust be moderate, and limited to the amount that

could bo kept at par*

Treas\xry notes ware acceptable to Gallatin, althou^ a

government paper currency was not, because there was a defi

nite plan for redeeming the former* If var required new

methods of gOTemment finance, he much preferred Treasury

notes to government paper mssiey.^ He objjeoted even to

convertible government paper, on the ground that it was too

new an experiment. In 1841, he declared that, with rare

exceptions, no gpvemmeat had "ever attempted to issue on
i

its own responsibility a paper currency redeemable on demand."*

The Congress authorized, In ISIE, an issue of five

million dollars of Treasury notes. Initially, these were

well received, end exchanged at par.^ They were used as means

of payment la certain transactions, and they m&y have enabled

holders to reduce the size of their average cash balances.

If the Treasury notes served in this fashion, as "near money,"

then they tended to reduce the demand for money*

^Letter to Monroe, October 26, 1614, ibid*, p* 648*

tings. II, 574# Convertible government paper money
differed from Treasury Notes in that it was non-interest-
bearing and had no fixed maturity.

^Stevens, >* t p. 210.



However, tlie volxme of Treasury notes was increased

after 1813. Md with falling revenues relative to war-

swollen expenditures, the notes were not paid when due, in

1814. They rapidly fell below par. Gallatin^s reaedy was

to increase taxes and to reduce the aiooimt of Treasury notes

in circulation, by funding thea at their market price.^
This was not done, and in 1815 and 1815 both the currency

and government finances were in daiaos.^ Taxes were paid

everywhere in the cheapest local currency, usually the

inconvertible bank notes of that locality. But if the latter

were near par, then taxes were paid with the depreciated

Treasury notes. In later ysars, Gallatin reflected on these

notes i

They never can become a general currency, on account
of their varying value, so Icng as they bear an
interest and axs mde payable at some future day.
In order to give them that tharacter, they should
assume that of bank notes, bearing no interest and
payable on demand. It does not require the gift of
prophecy to be able to assert that, as the wants
of governix^nt increased, such notes would degenerate
into paper money to the utter ruin of the public
credit.®

As a matter of fact, the omditions suggested by Galla

tin for preventing Treasury notes from becoming part of the

I X, 597.

pp. 144-4

^Gallatin, Sxponsea," appendix to T1
iion. p. 54.



ourreaoy wex© vialet®d» aad succesaive lasuea duriag the

Of 1812 "progressed*' toimrd incoavertlble paper money*

Although the first four series vfere payable in one year,

the last had no fijced maturity date* Successiire issues

gradually lowered the Minimum denomination from one hxandred

dollars to three dollars* The earlier issues had all been

interest bearing, but in later aeries, the small denominations

were non-inter© at beaiing*^

Gallatin insisted that the issuance of money was tho

pi^rogatire solely of -^e federal goTemmeat* He mad® much

of the constitutional provision that no state shall coin

money, emit bills of credit, mshe anything but ̂ Id and

silver coins legal tender, or pass laws impairing contracts*

This provision vested in Congress the exclusive power to

coin money, and to regulate its value as well as that of

foreigpi coins* Therefore, Qellatin argued, the Constitution

required control of the eurreaey by tha federal government,

in order to assure uniformity and prevent overissue of paper

money* He noted that the debasing of coins by the issuing

authority had long been frowned on, and that orerlsaued,

ifor these and other characteristics of the Treasury
notes, see Bewey, yiaanolal History of the United States,
p* 137*



IxiGOiiY&rtlbXo paper money did tlie same tJalng. GoTemments

have a positive duty to guard against this.^

In the constitutional prohibition against issue of

bills of credit by the states, Gallatin fo\md an argument

for the prohibition of note issue by state banhs. "I wotild,

indeed, be inclined . . • to insist that the teim 'bills of

credit,' in the Constitution, embraces every species of

paper currency, and therefore precludes the issuing of bank

notes under State authority*"^ The Supreme Court of the

United States, six years after C^llatin wrote the above,

came to the opposite conclusion, in the case of Briscoe

vs. Bank of the Coamonwealth of Kentucky, Despite the fact

that the bank was owned and controlled by the state, the

Court ruled that the notes of this bank were not "issued by

the state on the faith of the state," hence were not bills

of credit subject to the constitutional prohibitit^. Justice

Story's vigorous dissent, however, agreed with Gallatin's

view, 3

^Gallatin, "Considerations on the Currency," op. cit,.
pp. 319-201 "alggestions cai the Banks," op. cit.. pp. 429,
431.

^Gallatin, letter to G. C. ?erplanck. May 22, 1831,
Writings. II, 428.

3ll Peters, 237 (1837)j for Story's dissent, pp. 328-50,
For a discussion of the case, see A, Bartcxi Hepburn, History
of Coinage and Currency in the United States, end the Peren-

ontest for Sound Money (Hew York:



It already has been tbat GaXlatixi opposed the use

of gOTenaimeat paper money.^ He also advocated the aboiltlcm

of bank paper money. He argued that notes of state banks

were unoonstltutiemal, and that they were unsafe» non-uniform,

and typically Issued to excess.^ Thus, Gallatln*s Ideal was

a currency consisting only of specie. He referred to himself

as "an ultra-bullionlst."®

Qallatin*a arguments in favor of a purely specie currency

supported it as against both cmvertlble and Inconvertible

paper. His views on the latter were discussed at length In

the previous chapter. It will suffice to add here that Galla-

tin believed that, even with the best of Intentions on. the

part of the Issuer, there was m. "Irresistible tendency" for

paper money to degenerate Into irredeemable and depreciated

currency, "and the latoentable effects this produces, not as

a mere matter of dollars and cents, but on the moral feeling

1903) pp. 130-31. For a description of the Bank of the
Commonwealth of Kentucky as a "huge paper money machine"
created to relieve debtors In Kentucky, see Grace Madeleine,
OP. clt.. pp. 32-34.

^See above, pp. 98-100.

^Writings. II, 428, 442-43. For a statement that paper
currancles are unsafe In addition to their other faults, see
ibid.. pp. 416-17.

%bld.. p. 512.



and liablta of tba whole oonsaunlty, ere sueh that I em quite

convinced that it ie far preferable to do without it."^

Gallatin also favored a purely matallic currency over a

mixed currency of coin and convertible paper. In addition to

his basic prejudice against all debt instruments, of ipdiich

paper money was an example, he pointed out that drains of

specie from the mimetary system were more deflationary under

a convertible psiper astern than under a purely ^ecie system.

It is equally clear that extraordinary drains of specie,
occasionally inconvenient when the currency Is purely
or principally metallic, may be fatal to one vhich
ocmsists of bank-notes convertible at will into specie.
Supposing the currency of a country to consist of one
hundred millions, a drain of twenty millions from
abroad v^ould produce great inconvenience, but not
beyond timt of contracting the metallic currency to
that extent, until commerce had aipplied the deficiency.
But, if consisting of bank-notes, sustained by twenty
millions of specie in the vaults at banks, the basis
being withdrawn, the whole fabric is at once over-
throvm, and specie payments must be aispemied.S

The above statement by Qellatin was based on the premise that

banks kept only a partial specie reserve against their out

standing notes* That reserves were, in fact, fractional was

frequently Indicated In the data used by Gallatin on the

balance sheets of banks.^

^Letter to Jonathan Roberts of June 3, 1841, quoted in
QP* dLt«. p. 664.

^Gallatin. "Considerations on the Currency." op. cit..
pp. S75-76.

SOallatin^s repoi't to the Senate, iferoh 2, 1809, "Bank
of the United States," .AmBriean State Papers. Finaace II,
357-59: "Suggestions on the Banks." op. cit>. p. 487.



Hot only did a convertible syateia with partial reserves

eccentuat# contractions, according to GaJJUatin, but it also

permitted ai^ encovraged "overtrading*' in the upswing of a

business cycle* A purely specie monetary system would not,

ho believed, similarly aggravate business cycles.^

In order to bilng elK)ut a specie currency, Oellatin

would have levied a prohibitive stamp tex on the notes of

state banks* Such a tax, he argied, was necessary to carry

out the constitutional provLsdons vesting in Congress exclu

sive control ever the monetary system of the United States,

end, more particularly, those provisions vhich implied the

necessity for a uniibrm oirrenoy*® It should be noted that

the National Banking Act of 1863, thirty-two ysars later,

was intended to remedy two principal defects of the state

banking system which Gallatin had observed: (1) ths lack

of uniformity in the currency, and (2) the tendency to

excessive issue of bank notes* Also, the federal law of

1865 provided for a 10 per cent annual tax on state bank

notes, much as recommended earlier by Gallatln. The tax

effectively forced state bank notes out of cdrculation*®

^Qaliatin, "Suggestions on the Banks," op* dt..
p* 385; "Considerations on the Currency," op* cit»,
pp. £7£-73, See below, pp* 143-44.

^Gellatin, "Ccaasid®rations on the Currency," op*
pp. 323-24* See above, pp. 93-95.

^Dewey, Financial History of the United States,
pp, 320-28.



ProhibitIva tax on state bank note Issues, proposed

by Gallatin and enacted into law more than three decades

later, should be distinguished f roa another proposal of

Gallatin*s» This second proposal was that the federal govexh'

ment should levy a reveaue tax on the interest income derived

as a conseqpience of the issuance of state bank notes,^ That
s

is, borrowers often took the proceeds of a new loan in the

paper notes of the bank, and on such loans the bank profited

by drawing interest* Gallatin here apparently neglected the

fact that borrowers could, alternatively, have the proceeds

of the loan deposited to their account in the banks* It

seems altogether likely that| had a revenue tax been levied

on Income derived from the issuance of bank notes, it would

have encouraged greatly the use of demand deposits in place

of notes. In other words, since demand deposits ware in

the process of replacing bank notes anyway,^ it is probable
that even a small tax would actually have been prohibitory,

or at least would have retarded greatly the use of these

bank notes*

In this second proposal, Gallatin was merely advocating

that the society as a whole share in the profits derived from

Gkallatin, "Considerations on the Currency*" op. cit*.
p, 337.

2
See Board of Governors of the Federal Keserve System,

Banking Studies (Washington, 1941), pp. 13, 417.



the process of leoiding and issuing bank notes* His justifi-

eaticm was that banks issued notes only at the sufferance of

the state, that laoney issue was a social function, and, there

fore, that it vma only just that the society participate in

the profits derived froia such issue. More specifically, Oalla*

tin believed that the gain attributable to paper money was a

result of substitwting a cheap for an expensive means of pay

ment, that is, substituting paper for specie,^ He thought

that the banks should not be the sole beneficiary of this

economy. Hence, he proposed the above-men ticaaed revenue tax.

It should be pointed out that ell the above arguments for the

society to share in the gains of substituting a c&eap for an

expensive means of payment would apply equally to loan de

posits.^ fhat being the ease, the above-mentioned difficulty

with Oallatin's proposed tax would have been avoided if the

revenue tax were applied to interest inccme on loan deposits

as well as on loan-created bank notes. There would have been

little tendency for even a small tax to be pz'ohibitory had it

been applied to both.

Writing to Micholas Biddle in 1830, Gellatin proposed

the revenue tax, and suggested that it offered at least one

^See below, pp. 207-9.

As, indeed, Gallatin tacitly acknowledged, in "Consid
erations on the Currency," op. clt.. p. 254. Cf. "aiggestions
on the Banks," op« cit.. pp. 372-73.



advantage to tbe Bank of the Unitod States* That ia. It

wouXd forestall the anti-Bank arguzoent vtilch asserted that

the government had a right and ought to issue paper mone^,

in order to derive the "profit** itseif

Harry 1* Miller points cut that, although several

writers advocated a revenue tax cm note iss^, Gallatia vaa

the only one *4io reocmclled the fcllovdng ideas? (1) interest

must be paid to banks for the use of their currency; but {2}

sociBl advantage of paper money is that it CRibstitutes a

cheap for an expensive means of payment# The other writers

merely advocated the tax on note issues on the grounds that

it would mko for more conservative banking.^ Oallatin how

ever, saw that the banks derivad all the gain, except for

the convenience of the dreulating paper, unless they paid

a tex in return for the privilege of note issus*

Although the advocates cf a purely specie currency were

probably in the minority during Oallatin's lifetime, never

theless there were a number of prominent aapporters of hard

money. Jefferson, Jackson, Banton, and Oouge were perhaps

^Oalletln, I, II, 436-37.

%atTy E. Miller, Banking Theories in the Ohited States
Before 1860 {Cambridge: Harvard UniversTTy irresa, 1927),
P# 46*



the laoBt; jaoftewortliy#^ The Loco-Focos {Squal Rights Party)

were staimch edTocates osf hard money.^

With the possible ©zception of CJallatla, CSougo had the

mxmt penetrating criticisms of a paper system# Banks were

inclined to overissue their notes, he asserted. The paper

cinrrenoy expanded end speculation took place before the

necessity of making redemptions out of e limited amount of

specie oceurred. Periods of speculative inflation were fol-

lowed by panic, aispenaion of specie payments, and eontractioa.

Hot only Oouge, but all writers stating the case for a purcely

specie currency, emphasised the greater stability at valiut

that would characterize such a momtary system.®

Gallatin wanted to avoid the sudden expanalms and con«»

tractions of the money supply, chcraoteil stlc of the state

bank note system. He thought that reedily-available bank

money excited business activity end facilitated cver-repld

economic growth, only to be followed by pohies. H«aioei

^See above, pp. 2e, 63-64; St. George L. Sloussat,
"Some Phases of Tennessee Politics in the Jackson Period,"
^ertcan Hlstorleal Review. XT? (October, 1908), 60-61;
Brooks, op. cit.. pp. 101-46i Sehlesinger, op. cit«.
pp. 115-22; Grace Madeleine, op. cit., pp. 115-16.

^iedllch, Essays in American Sconomto History: Eric
Bollmean and Studies in Banking, pp. : Grace MadelftiTta,
op. clt«. p. 115.

®Scjale singer,
pp. 105*7, 114-2S.

,*» PP* 119-22; Brooks,



Qallatln p]^ferrdd a specie system that wixld afford greater

security and stability#^

The demand m the part of hard money people, lihe

Jefferson and Jackson, for a purely specie currency, has

been characterized by Bray Hammcmd as ''hopelessly Spartan

and primitive for a rising deaocracy having a rich continent

to exploit,"® In 1834, Gallatin tacitly acknowledged that

the total exclusion of paper money would have been too

"Spartan" for the United States* He authored a report that

stated that the condition necessary for the adoption of a

metallic currency in the United States was that there should

be enough specie to make the money supply equal to that vdiieh

it was under the mixed currency systwBi*^

1"! am myself an ultra-bullionist, and prefer security
to rapid growth, I would wish, though the progress of the
country should be slower, that the use of paper would be
confined to transactions between dealers and dealers, and
that it did not take the place of currency proper. But
this does not accord with the extraordinary and irresistible
energy of this nation, Hothing more is, I think, practicable
than a proper regulation of the system, both as to the amount
of issues and as to the persons or bodies by whom it shall be
issued," Gallatin, letter to Frederick Beasley, September 3,
1836, Viritlnga. II, 512, Cf, Gallatin *8 letter to Michel
Chevalier, September 14, 1841, Writings. II, 556-37.

®"Long and Short Term Credit in Early American Banking,"
op* cit,. p. 93,

30nion Committee of New York, "Report of the Union Commit"
tee appointed by the meeting of the signers of the memorial to
congress, held on the 11th day of February, 1834, at the Mer
chants' Exchange, in the city of New York," Niles* Weekly



Hecogaizingf then, that a purely specie currency was

Impractical for the United States, Gallatin recommended a

series of proposals designed to in^rore the operaticsi of

the mixed currency system.

;at ioi currency School

As has been shown, Gallatin belieyed that paper money

generally t<nided to bo overissued. Iven in depression years,

when popular opinion thought that there was "a scarcity of

money," ho sometimes was saying that the paper money was

depreciated and issued excessively. For example, 1834 was

a year of financial stringency end mild depression. Yet the

report of the Union Coisaittee, headed by Gallatin, inquiring

into the causes of the contraction of that year, concluded

by arguing that some banks, at least, were overissuing and

that restrictions on their lending and note-issue activity

were required.^ The theory was that the money supply was

being expanded too much as compared to tbs specie base.

Register. ILYl (March 29, 1834), 78. Gallatin was the chair
man of the Union Coimaittee and chief author of the report.
The report, after acknowledging that there was not enough
specie to replace the paper element in the currency, continued
by advocating control and restriction of the volume of paper
currency.

^See below, pp. 194-96, 215-16, 2E0-26, 248-50.

%nion Committee, op. cit.. pp. 79-80. For a description
of tbe business contraction of 1834, see Saith and Cole.

p. 61.



It oliould be recalled that Qallatia bad many affinities witk

tbe Currency School. He agreed, in general, that the proper

amount of money depended on tbe specie stocK, eaid that a

gOTemment could not properly manage the money supply,^

In practice, bowerer, Qellatin departed from the Currency

Sdhool principle in several important instances. The following

are cases in which there was a drain of specie out of the mone

tary system, of such a nature that the Curr«acy School prin

ciple, had it been applied, would have contracted bank loans

and discounts. In these instances, however, Cfellatin thought

that the banks should operate so as to offset the incipient

contractions,

1. In his "Considerations on the Currency," aallatin

described the business depression in &gland in 1793, in

which banks were failing and credit contracting. Coimionly—

accepted banking principles dictated further effort on ths

part of the Bank of England to increase its liquidity and

curtail its outstanding obligations. Oallatin pointed to

the fact that the British Qovernment stopped the panic, in

spite of banking theory, by offering to lend exchequer bills

to "solvant dealers." He would have preferred, however,

that the Bank of ]^gland rather than the governmant had

undertaken this r^aedy. If the Bank of England, OaUatla

^See above, pp. 98-101<

j'.-r, -IK .■



said, liad been "more sparing of its resources during tbs

preceding period of prosperity and incautious enterprise,"

it could have lent its credit to solvent businesses when

the "revulsion" took place. Thus, Gallatln would have had

the Bank of ]^gland increase its discounts and issues of

paper currency in the face of a financial contraction.^

S. Gallatln approved of the action of the imerican

state banks after 1811, when they took up the coiataereial

paper that the First Bank of the United States dropped upon

its loss of charter. Here, Gslletin approved some fifteen

million dollars of additional bank lending, in order to

prevent the great business distress which otherwise might

have occurx^d, even though it meant that the state bmks

had to extend greatly their loans, relative to their specie

reserve. Gallatln also showed, however, that the state

beiUcs did not stop with the above-mentioned increased lending.

In fact, the number of banks, together with their circulation

increased to an unhealthy degree. This was a factor contri

buting to the suspension of specie payments from 1814 to 1817.^

"Considerations on the Currency,"

'ibid., pp. 284-85.
pp. 273-74.

3Gallatln gave the following estimates^ On lanuary 1,
1811, the Bank of the United States and 88 state banks, had
128,100,000 notes in circulation, against #15,400,000 specie
reserve. On January 1, 1815, the nuitber of banks had in
creased to 208} these had #45,500,000 notes in circulation,
against $17,000,000 specie. On January 1, 1816, the nunher



3* la X@34« the Union Coramittee, with Oallatin chairman,

put pressure upon the Banh of the United States to increase

its accos^odations to banhs and businesses* The report of

the ooiamittee attempted to proTs that both the parent office

of the Bank of the United States, in Philadelphia, and its

branch in New Toric City had not been as liberal in their

aoeosnu^dations as they sii^t hare been, eTon in Tiew of

their loss of ispecie reserTO* The report indicated that

the Hew York City banks, far from curtailing loans and dis^

counts, had increased their accoimaodatlons by |5,000,000 in

order to relieTs the "financial stringency* ** The specie in

these banks amounted to $l,d5fi,000, while the sum of their

demand liabilities was $13,500,000, "This proportion is

known from experience to be sufficient in ordinary times,

and will prore so now, so long as the amount of public de-

posites shall not be materially diminished."^ In short, to

aXleTiate commercial distress, Gallatin*8 committee adTOcated

of banks had increased to 246; these had 189,800,000 notes
in circulation, against $19,000,000 specie* On the latter
date the specie was rery unerenly dlYided, so much so that
banks in the Hew England states had, on the aye rage, a ratio
of specie reserye to notes in circulation of 154 per cent;
banks of Pennsylyania, Maryland, and the District of Columbia,
21.7 per cent; and banks in all other states, 22,6 per cent.
Ibid.. p. 286. Cf, Berry, op. clt.. pp. 365-67. Data on
deposits were inadequate at that early date.

Gallatin's data are used by Dewey, Financial History of
the United States, pp. 127, 154, and by Mints, op. cit..

^Union Committee, » P» ''U*



"bliat the baiiks should extead discounts to the maxia»m of

their ability, as lon^ as they could sustain specie payments#"

4. During his efforts to secure resumption of apeeie

payments in March, 1838, Gallatin stated his belief that the

Hew Tork banks would hare no difficulty sustaining specie

payments ̂  "at the same time continuing to banking

facilities to the cosmunlty at least equal to the present

amount of their loans and ^seounts, snd freely though dls*

creetly issuing l^eir circulation#"® Here, too, (Sallatin

assorted that the banks should aceoMMidate the coaaaunity

as HRich as possible, as long as they paid in speeie their

demand obligations. He recommended to Ctovemor Marcy of

Hew York that ̂ e state lend its credit to the resuming

banks, not m much with a Tiew to the safety of the banks.

^■fhe entire report by the Unicm Committee examined the
effects, direct and Indirect, of the withdrawal of federal
deposits from the Bank of the United States, tho causes of
the depression of 1833-34, ead possible ramedies# The re
port criticized President Jackscaa's removal of the public
deposits from the Bank of the United States, on the grounds
that it helped to cause the contraction. Cf. Gallatin,
"Suggestions on the Banks," on. cit.. p. 391. for e pro-
(Tackscmian accoxant of the reawai of the government deposits,
and the "vindictive" contraction by the Second Bank, see
Schlasinger, op. cit.. pp. 97-113. Another view which is
critical of the Bank of the United States in this matter
is that of Catterall, op. cit«. pp. 329, 343# Grace Made
leine, op# cit». pp. 114-io, distributes the blame for the
contraction on both Jacksm and the Bank# Walter B# Saith,
op. cit.. pp. 149-30, 160-07, 237, explains the actions of
both the Bank ^d the President, rather than places blame-
and shows the effects of their actions.

®Gellatin, I, II, 326-29,



but rs-ther in order that they ??ould not have to eurtail

their discounta.^

Hext to be examined is the limited extent to vhieh

Sallatin used his position as Secretary of the Treasury

to alleviate depressions# In 1802, Gallatin raised vdth

Jefferson the problem of how to help the Bank of Pennsyl

vania, which was experienciag a regular drain of specie to

the Bank of the United States on account of government fis

cal operations# Gallatin and Jefferson decided to give con-

eidei'able help to the Bank of Pennsylvania, by increasing

federal deposits with that institution#^

In 1804, Gallatin strongly inrged Jefferson to seek a

reduction of govemE^atal expenses, on the grounds that

these expenditures were one of the causes of a larg^ export

of specie# At the same time, no specie was entering the

United States from the British or ̂ anish-Ameriean eolonies#

Hence, the reserves of the First Bank were falling# **Under

those circumstances, it is highly desirable to leave as

large deposits with the bank as tba public service will

^Ibid## pp# 528-29, Bee above, p* 51#

Gallatin, WriMngs, I, SOj Jefferson, The Writings oi
Thomas Jefferson. 17, 439# See Esther Rogoff Taus. Centra]
Banking Eimctions of the United States Treasury. 1789-1941
New York: Columbia University Press, 1943), p, 23.



permit. If we press tliom Mrd, t&ey imst durtail their

discomta suddenly to an extent equally injurious to oom-

meroe and our revenue.

A final instonoe of consideration given by the ©xecu-

tive to moving government deposits between banks, in order

to enhance the reserve position of needy ones, began when

President Madison wrote Oallatin in 1810. In view of the

fact that measures taken by the First Bank to wind up its

affairs, pending dissolution, were likely to bear hard on

certain other banks, Madi^n inquired whether some remedy

could not be fOimd. He suggested transferring some of the

public money from its present vault to those of state banks*

Madison believed that this would enable thf» to discount for

persons ̂ ose accommodations were curtailed elsewhere. Gella-

tin was only moderately receptive to this idea, but acknow*

1 edged that some relief could be afforded.

It is extremely difficult to make, at this
moment, any general alteration in the deposits of
public money; for as wa grow poorer we are, on the
contrary, obliged to concentrate what is left by

^Oallatin, Writings. I, 191. The largest drain of
apecie, according to Oolletin, was attributable to the
payment in Great Britain ctf installments on the public
debt. Since Gallatin, above all, would insist on meeting
faithfully this obligation, it is not clear from this lettei*
how he hoped that a reduction of federal expenditures woiold
decrease the drain of specie out of the country. Internal
expenditures would merely redistribute funds within the Bnited
States. But the point Ihet is relevant to the present argu
ment remains, th.at is, Oallatin would alleviate distress
attributable to drains of reserve from the banking system.



drawing from tii® other hanks, suoh as the Manhattan,
&c«, and by the end of the jear we will probably be
reduced so low as to make the deposits of no impor
tance to any bank# I belieTe also that the lessening
of discounts by the Bank of the United States has not
produced the effect you apprehend, as it is but tri
fling, and is far exceeded by the new discounts made
by the new banks created since spring in New York,
Baltimore, &c. But there is a general diminution of
specie; and there may be partial inconyeniences to
State banks resulting from that source# If instead
of a general obseriration the place or places whence
the complaint has arisen are made known to me, a
temporary r^aedy may peihaps be administered. I
have already been applied to by the Bank of Columbia,
where the evil arose from Davidscm's harshness and
littleness, and have acted upon it.i

Note that, in each of these cases in ̂ ich Qallatin gave

consideration to manipulating public deposits In banks, the

purpose was merely to offset the depressing effects of cer

tain government policies#

Moreover, Gallatin was extremely fearful, in general,

of the central government miai sing its powers. In an 1830

letter, after stating his distrust of note Issue by state

banks, Gallatin said:

But I am equally adverse to any issues of pa|«r money
by goveimment, and still more so to its converting
the Treasury into a banking, trading company. This
I think the very worst plan, in every view of the
subject, that could be devised# • • #2

XMadison^s letter to Gallatin appears in Gallatin*®
Writings. I, 481. Gallatin*s reply appears in ibid,,
pp. 4aJi-83#

^Letter to Robert Potter, December 3, 1830, Writlngi
11, 442•



SimiXarXy, ha objdctod t»o a pitjpoaaX by tbo Saeratapy

of th® Treaaupy, in X842» for tb® gOTepmaaab to lasuo p&peT

money, daaX la biXXs of excbaa®9,^ aad boXd its own fUads

for 8afe«-keepiag« His opposition to govemraent paper money

baa been diaeussed, above

On exchange deaXings, SaXXatin objected etrenuouaXy to

tbe government buying and seXXing biXXs with any purpose in

mind otber tban mereXy transmitting gpvemmeat fbnda as mces*

sary to make its payamnts# For oae tbing, be beXieved it to

be unconstitutionaX for tbe government to become "a trading

company," For anotber, it was "undi@iified" for tbe govern*

ment to compote witb individuaXs in any commerclaX pursuit.

But more oompeXXing tban eitber of these arguments against

tbe government doaXing unneoescariXy In exebeage was the

danger of miaaanagement and corruption.® (laXXetin tbaigbt

that tbe suspicion of favoritism was difficult to avoid.^

^-better to Caleb Cuabing, January 7, X84.2, Wi
XXI 572*80. ***

Spp, 99-XOO.

SCraXXatin, Vi: II, 576*77,

^Thus, Jackson's withdrawal of tbe public deposits from
tbe Bank of tbe '^ited States, in X833, and their transfer to
selected state banks, was accompanied by accusations of fa
voritism toward "pet banks." Demy, FinaaclaX History of

^nit ed St a t e f. pp. 209-X0. Modem studies of the event,
however, give no evidence to substantiate tbe accusations:
e, g., Grace Madeleine, op. cit.. pp. 56-68. Walter B. Saitb,
op. cit.. pp. 184-85, and SchXesinger, op« cit«. p. 98, do



Rates of exchange should be regulated, he said, by "the

natural laws of trade," and la these the Treasury should

not deliberately Interfere* The neoessary treaamisslea of

public funds to places mhere they are used for Isaaedlate

payments will haTo an effect on the equilibrium lerel of

exchange rates on domestic bills, "but this has been and

must always be done by the Treasury, without regard to the

effect It may produce."^

Thus, Crallatln opposwd the plan to hare the federal

goTeraiaeat issue Its own paper, and to deal In bills of

exchange* He also opposed the proposal to have tl^ gOTem-

ment hold Its onm funds for sefe*'kBeplng« His antagonism to

the sub-treasury, as an alternative to the government placing

its deposits in banks, was of long standing, and was based on

three groundsi First, "the capital of the bank is a better

security than the bonds of any private person; and the banks

are answerable for contingent losses, such as fire or robbery.

not even mention the problem of protecting the public Interest
against favoritism* Gallatln cjuestloned son's wisdom in
this, and other matters concerning banking, but not his
integrity* See "Suggestions on the Currency," op* cit*,
PP» 390—S3*

Cf* Gallatln*s rejection of Jefferson*s proposal to use
the dispositi<Mi of the federal deports to promote Bepubli-
cani£Ha; above, pp» 33-34*

^Gallatln, Writings. II, S77. Rote that Gallatln
recognized that Treasury transactions did have an effect
on the private sector of the economy, even though he rejected,
in the above passage, any thought of doing scxaething about
it*



fop a public offieop cannot bo aiBde reaponsiblo*"^

Th&t the banks wuld provide the greater security, Gallati®

thought, was true only as long as they laaiiitaiaed specie

payiaeats.

Second, tke plan m>uld not restore a sound ctirrency,

because it made no pioviaion for control over the issues of

the state banks. The sub-treasury, or Independent Treasury,

enacted by Congress in IB40, was necessary only because of

the fact that the Bank of the United States had been destroy

ed. It would not have been necessary for the Treasury to

protect itself against defaulting banks if the Bank of the

United States had been retained to preserve general specie

payiaents and a uniform curr€uacy.^

Third, the public funds accumulated in the Independent

Treasury were unproductive. The evil consisted in taking

"active capital" from tdie people because of a federal surplus

of income over outgo, and allowing it to lie idle. The

remedy consisted in reducing federal revenues as long as

they exceeded expenditures.® Note that the last statement

X"aiggestions on the Banks," op. clt.. p. 447; report on
the "Bank of the United States," January 30. 1811. American
State Papers. Finance II, 481. By "private person, in the
above .^ote, Gallatin meant any gDvemmental official y&o
would collect and hold the public funds.

Suggestions on the Banks," op. cit., p. 449; letter
to M. T. Hunter, July 12, 1841, Writings. II, 553.

^"Suggestions on the Banks," op. cit.. p. 449; cf.
Gallatin*s annual report of 1807, Reports of the Secretaj



Indicatos that the haaio evil, to Gallatln, was not gk) sfiioh

the Ihdependeiit Treasury as an imbalaiuse between federal

receipts end expenditures*

To ocmclude* Oallatin acted in a less deflationsury manner

than his "ultra-bullionist" theories muld have indicated* In

practice, he departed considerably from the Currency School

principles. He by no aeans thought of systematically manag

ing the currency, but he gave some consideration to elementary

"centi^l banking" policies desigaed to counteract business

contractions*^ In the case of expansions, there was no diffi

culty reconciling his bullionim with his desire to avoid in

flation and deflation* The principle of restricting the money

Bupply to that which could he mjistained at par with specie and.

of the Treasury on tito State of the finances. I, 359* On the
effects of the distribution of the Treasury surplus, in 1035,
see Reginald C* McGrane, The Panic of 1837 (Chicago:
University of Chicago Press, 1924), pp* 91-94* For a
discussion of the Independent Treasury and its effects
on the banking system, see Grace Madeleine, on. cit.. on.
114-36*

^Mints says that neither Qallatin nor his contemporaries
"thought in terms of a central bank as a monetary agency
which might deliberately manage the currency in accordance
with some stipulated goal*" Mints, op* cit*. p. 152.

Taus shows that the Treasury performed certain central
banking functions between 1791 and 1846, "Some secretaries
of the Treasury seemed conscious of the fact that the
Treasury Department because of its unique position as the
largest disburser and receiver of funds would be able
intentionally and unintentionally to affect the reserves of
commercial banks." Taus, op. cit*. p, 48. To her, the very
essence of central banking Is "the coordination of the money
and banking system with other economic activities so that
economic stability is promoted." Ibid.. p* 4«



the policy of daapening iafiationary upaidags of business

activity coincided. An autaaatically functioning specie

standard accomplished both aims*

In contractions, however, the desire to restrict the

money supply to that which could be converted at all times

into scarce specie and the desire to minimize governmental

interference in the economy conflicted with the desire to

alleviate economic distress. Gallatin was reluctant to have

govem^nt attea^t discretionary management of the cur

rency. In a few instances, as Secretary of the Treasury, he

undertook merely to neutralize certain undesired effects of

government fiscal operations.

Qallatin much preferied that strong and responsible

private banks undertake coapensatory monetary policies, as

in the above-mentioned cases regarding the Bank of &gland,

the Bank of the United States, and the Hew York banks. Such

a proposal was a logical outgrowth of his Jeffersonianiam.

The report of hie Union Committee stated that it was not for

profit "but for the public good that banks are instituted,"

Even though they were tespted to increase their discounts in

order to eam 9 and 1/2 per cent returns on their capital,

as some banks had done, they should restrain themselves to a

reasonable 6 per c«it return. They would not then overextend



their issues and endanger specie payments.^ And in time of

©ontraotiong the banks ahcjuld alleviate business distress

in so far as compatible with the continued payment in specie

of their obligations. The latter qualification was all-

important to Gall at in. In oomaentlng upon the fact that

banks outside of New York were forced to suspend specie pay

ments again in 1839, after having temporarily rssumed in

1838, Gailatin said that the difficulty was that they had

failed to reduce their discounts during the two years from
t

the time they first suspended to an amount compatible with

their specie reserves. Had they done so gradually, they

could have minimized the inconvenience to the business com

munity. As it was.

The continued suspension of specie payaients and cir
culation of a depreciated currency are the general
evil end the true injury to the community at large.
The reduction in the amount of discounts Is a partial
evil ̂ icb falls precisely on those who ought to bear
it, since it was the excess of the loans which was
the cause of the suspension.^

The Bank of the United States, although a private insti

tution, wms in several respects a service agency to the gov-

iOnlon Committee, op. cit.. p. 79. Cf. Edward S. Shew,
vho says, "Private commercial banks are recipients of a
public trust. ..." Op. cit.. p. 86.

^Gailatin, letter to J. Abbot, Jr., October 14, 1841,
Writings. II, 558. Cf, ibid., p. 581} above, p. 80, n. 1.
The belief that the reduction of discoimts fell on those vho
ought to bear it may have been based on his idea that the
loan policies of banks were what the borrowers made them.
See above, p. 86.



arnment, aafl was ahargod with responsibilities over the

monetary syatam. It was a central baak,^ It was not,

thsrefore, illo^oal to expect that the Bank of the Ihiited

States should adopt a countercyclical monetary policy, and

Gallatin deserres credit for recognizing this. But it was

sxpecting too much of the state banks. It is an lanfOrtuaate

fact that such priyats institutions, operated for profit,

would not hare been following their own best interests had

they failed to expand in times of rieing profits and prices,

or failed to ccmtract in times of falling prices and profits,^

Gallatin^s tTeffersonien "solution** to the problem of monetary

policy, when the central bank was weak or non*existent, was

totally inadequats.

Bray Hammond, "Public Poll or and National Banks,"
review of Arthur M, Schlesinger. ̂ r.'s. The Age of Jaekaon.

^ounial of Economic History, VI (May, 1'946T, 80; Hammond,
Jackson, Biddle, and the Bank of the United States,"
Journal of Econoaiie History. VII (May, 1947), 1-2.

^Cf, Gborge L, Bach, Federal Reserve Pollev-M«v-4Tifff a
gtudy in Government leonUc Pniic7For
Alfred A, Knopf, 1950), pp. 41-42.



CHAPTER n

COIMBRCIAL BAHKINO

yunctlons of Baakg: Nature of Their Assets
and Liabilitlea

The funotions of banEs, Gallatin lahowed, include dis

counting, receiving deposits, and issuing bank notes. In

more detail, American banks "discount negotiable paper,

purchase and sell domestic aid occasionally foreign bills

of exchange, receive deposits, or open cash credits to

individuals, and issue bank notes, always, nominally at

least, payable on demand in specie. . • . Banking in America

always implies the right and the practice of issuing paper

money as a substitute for a specie currency."^

The essential difference between banking and coauaercial

enterprises, according to Gallatin, was that merchants rely

"for the fulfilment of their engagements on their resources,

and not on the forbearance of their creditors," iirfaile banks

^Gallatin, "iSuggestions on the Banks," on* ctt.. p. 369,
Cf. letter to Leonard Maison, December 20, 1836. ViritinKs-
II, 515; "Considerations on the Currency," op. cit*. p. 79.



rely not only ecn their resources, "but also on the proba

bility that their creditors will not require payments of

their demands, Gellatin added, typically, that the pro

bability of the creditors demanding payment was greatly

increased in proportim to the excessive issues of the banks,

Since the "primary duty of banks is to maintain specie pay*

ments,"^ Gallatin believed it incumbent upon banks to keep

their issues of notes moderate in amount, in order to give

confidmce to their creditors and to maintain specie pay

ments at all times. Logically, Gallatin should have added

that banks should also keep their deposits moderate for the

same reason, but he did not always include deposits when he

discussed limitations on bank liabilities,^ The insistence

on the necessity of maintaining specie payment on demand

obligations is a recurrent theme throughout Gallatin*8 mone

tary writings.

As early as 1809, Gallatin described the principal

assets and liabilities of commercial banks. Bank "property"

^"Conaiderations on the Currency," op. cit.. p. 298,

%ew York Bank Presidents to Michael Hoffman, Chairman
of the Committee of Ways and Means of the New York Assembly.
February, 1842, Gallatin, Writings. II, 581,

%n his 1831 essay he was more likely to neglect de
posits, (e, g,, "Considerations on the Currency." op. cit..
p. 299), whereas ̂  his 1841 essay he generally included
aeposlts in his discussion (e, g,, "aiggestions on the Banks,"
op. cit., pp, 378-80). *



eoQsists of "debts outstanding," specie, and the "building

necessary for the institution." Bank Uabilities are those

to stockholdere, In the form of capital ̂ id undivided profits,

to govemiaait, and to individuals. The latter two are evi

denced by deposits end notes.^ In ths sanie discussion,
/

Qallatin noted that banks were operated for profits, and that

these profits were derived largely from lending at interest.

Large dividaids to the stockholders, he thou^t, were indica

tive of a low ratio of specie to liabilities. ITierefore,

moderate dividends indicated safe and conservative banking.^

for exai^le, since the dividends of the Bank of the United

States had been averaging only 8 3/8 per cent a year, he

thought it "proves '^at the Bank has not. In ®ny considerable

degree, used the public deposites for the purpose of extending

its discounts."®

Gallatln developed further the nature of the assets and

liabilities of banks, in his "Considerations on the Currency."
As he put it, "a portion of the capital is sometimes vested

in public stocks," but this was not obligatory, frequently

r, ^Uallatin, Heport of March S, 1809 on "Bank of the
w5 ^rican State Paoera. Finance II, 351. Bydebts outstanding" he meant "loans tTnd discounts."

2
l^s unqualified conclusion is made saaewhat

plausible by the fact that usury laws limited the rates that
^ principal latjthod loft to bmks

profits was to stretch their loans and
their liabilities relative to their specie.

®Ibid.



all the assets of AEoerlcaoi banks took the form of loans and

discounts to IndiTiduala and businesses; in this respect the

^ericaa banks differed essentially from the Bsnk of England*

**The capital of this institution, being loaned to government,

and not depending on the solidity of the paper discounted,

affords a stable guarantee to the holders of notes and to

the depositors."^ Gal latin saw one difficulty with proposed

legislation in New York requiring banks to invest certain

portions of their funds in govarmaent securities. There

was not enough capital in the United States, he thou^t, to

, tie up much of it in government securities. With so many

loanable funds already in mortgages, the proposed requirement

would force banks to curtail too much their accommodations to

business. If it were not for that difficulty, he believed,

the result of tiw proposal would be to inspire confidence in

banks that they otherwise lacked.^

In atteiipting to show that the creditors of the Bank of

Mgland were better protected than the creditors of American

banks, Qellatin reasoned as follows:

The bank can loan to individuals, or advance to
government (beyond its capital as above mentioned),

_ ^Qallatin, "Considerations on the Currency." on. cit..
p. 279. Note that this is strictly true only if these loans
to government are a true "secondary reserve," that is, they

highly liquid wltljout loss of face value, while drawing
xQ vdHTd Sibo

^Ibid.. p. 319.



nothing but the difference betv?een the aggregate
of its notes in circulation, and of the credits in
account current on its books, and the amount of
specie in its Taults. But the ioaerican bmks lend
to individuals not only that difference, but also i
the *4iole amount of their capital, with the excep
tion only of such portion as they may find it
convenient but are not obliged to vest in public
stocks. It follows that the security of the holders
of notes, and of the depositors generally, rests
exclusively on the solidity of the paper they have
discounted.^

This quotation requires some explanation and c(»aaments.

It might seem that the capital of the Bank of England

was in part "tied up," whereas that of the American banks

was not. This was not so, according to Oellatin, because

the American banks frequently extended accommodation loans,

which wars renewed continually, and loans based on real

property. "This departure from what has been generally

deemed the true banking principle must, it is believed, be

ascribed to the original disposition of the capital."®

In analyzing 6allatin*a comments on the greater restric

tions on Bank of England lending than on lending by American

banks, it must be noted first that, unless the loans to

government replace loans to individuals, then the fact that

the capital of a bank was Invested in government securities

wcHild not necessarily give greater protection to creditors.

^"Consideration s on the Currency," ibid., p. 279.
PIbid. Accommodation loans were those secured by paper

other than short term commercial paper or mortgages.



In fact, if th® loans to government tooic the form of deriva*

tive deposits,^ the ratio of specie reserve to demand liabi

lities would be decreased. It is reasonably clear from the

context, however, that Qallatin had in mind loans to govenx*

ment replacing loans to individuals.

The quotation comparing lending by th© Baak of England

with lending by American banks is somewhat aaiJiguoua in that

it may seem that Crallatin was implying some kind of a aaantl-

tatlve limitation on Bank of England lending, as well as a

qualitative limitation in so far as part of its loans had t©

be mad© to goveramsat. Furtheriaore, Gellatia said that the

real difficulty with American banking was that state banks

extended "permanent accoiraodations" rather than short-term

oommercial paper, implying that there would be no problem of

the quantity of note issues if only they were Issued ©a the

basis of genuine coaaercial paper,^ He failed to point out

that the restriction of loans to those based on govermt^nt

securities and coiaaercial paper will not prevent expansion

of the money supply,^

•^Deposits steiisaing not from the in-payment of cash or
the transfer of credits from other bsake but rather from the
extension of new loans,

^Ibid.
a

This shortcoming of Gallatln*s views was shared by many
British md American monetary writers of his day. Mints,

pp. 26-38 , 48-50, 129-36, 156-59, 166.



As a matter of fact, Gallatln has stated m&Tely a

truism in the quotation compailag the Bank of England vdth

American banks. For purposes of analysis, he assumed that

ell bank assets consist of specie, loans to indiyiduals,

end loans to govemmmt, and that all bank liabilities con

sist of notes, demand deposits, and capital, fhus he omitted

those balance sheet items that were of minor iiisportance. In

the case of the Bank of England, he showed that the amount

of loans to government equals the capital. Then, specie

plus loans to individuals must equal notes plus demand de

posits, since the total assets must equal the total claims

against the assets, Gallatin merely said the sane thing in

a different form when he stated that the Bank of England

could lend to individuals "nothing but the difference be

tween the aggregate of its notes in circulation" and demand

deposits, on the one hand, and its specie, on the other,

fhis is 80 by definition, end no special significance for

credit expansion should be attached to the statement.

The following illustrations will show that the "require

ment" that the private loans of banks be limited to the

difference between their demand liabilities and their specie

is no limit at all on the quantity of such loans, or of the

resultant demand liabilities. In each of the following

abbreviated balance sheets, all entries ere hypothetical.

Assets are placed on the left-hand side of the balance sheet.

@E>'"



aad llabiHties on the right. As in Gallatin's discussion,

some accounts are omitted on the grounds that they are not

of strategic i:iportance. In Figures 1 and 2, loans to

govemsKnt just equal the capital. In Figure E, it is

assumed that the banlc exteiided additional accommodations

either by Issuing notes or by increasing demnd deposits.

In the case of the American banks. Figures 3 and 4, it is

assuii^d that none of the loans is to gOTernmont,

Specie
Loans to
goTemment

Loans to
indiYiduals

of Eng: md. Balance Sheet

Motes plus
demand de
posits $200

Capital 100

i^eoie
Loans to

government
Loans to

individuals

#100 Motes plus
demand de

posits
Capital

The Bank of Ingland in both Figures 1 and 2 meets the

"requirement** that nothing is lent to individuals except the

difference between demand liabilities and specie; yet the

Bank in Figure 2 has greatly extended its discounts. Its

specie on hand to meet demand liabilities is only one-ninth

of those liabilities; that is, its **reserve ratio" is 11,1



per cent* This ratio should be oontrasted to the 50 per

cent reserve ratio of the Bank depicted in Figure 1.

Specie
Loans to
individuals

aericaxi Bank. Balanc<

#100 Notes plus
demand de«

200 posits
Capital

^30^

#200
100

Isoo

Specie
Loans to

individuals

irican Lance

Notes plus
detoand de
posits

Capital ICQ

STooo

The American Bank, in both Figures 3 end 4, falls by

one hundred dollars to keep its loans to individuals down

to the difference between dojoand liabilities and specie.

But In Figure 3, it has a 50 per cent reserve ratio, whereas

in Figure 4, it has a ratio of only 11.1 per cent. Moreover,

this does not take into account the probability of a drain

of reserves to other banks as checks are written against the

newly«oreated deposits.

To sum up, it is true that the Bank of Eagliaid not only

had Immediate recourse to specie, but presumably could con

vert quickly its seeondury reserve Into cash. The American

banks were dependent upon maturing discounts for extra cash.

They were in an even less liquid and secure position when



their assets wre loag-tena.^ It would be a mistake to

assume, howeyer, that the secondary reserre requirement,

or, for that matter, the limitation of loans to short-term,

"self-liquidating" commercial paper, would limit the quan

tity of money in circulation* Figures £ and 4 are examples

to the contrary* Yet CJallatin sometimes seojwd to overlook

that fact, especially in these passages from "Considerations

on tte Currency*"

One has to look elsewhere in Qallatin*s writings to find

indications that he did not believe that limitations on the

quality of bank loans (for example, loans only to govemment

or on cc»amercial paper) were sufficient to pie vent signifi

cant increases in the money supply* On November 17, 1831,

in a letter to H. M. Sherman, Gellatin showed greater insist

into the process of credit expansion than in "Considerations

on tl» Currency," He was discussing a plan whereby tie State

of Connecticut would permit banks to issue notes to an amount

no greater "than they shall have secured by a deposit of mort

gages or public securities of certain descriptions*"^ He

argued that the provision would secure the note-holders against

ultimate loss, provided that the land mortgaged was worth more

than the amount of the mortgage, and that the public securities

^See above, pp* 83-85

^Gallatin, Writings. :, II, 448^49*



were valued sufficiently below tJse market price to cover

any loss attributable to a fall in tbelr price* There were

other difficulties, however, with the proposal. If there

were two million dollars of Ccamecticut bank notes In circu

lation, then in order to place en equal amount of their funds

in mortgages or public securities, the banks would have to

do one of two thingss decrease their ordinary loans drasti

cally, to the detriment of the bi^iness coamxmity, or increase

the aggregate of their loans by two aillion dollars. The

latter sum "may be more in proportion to their capital than

would consist with good management, * • Here, then,

Gallatin recogiized a factor that he did not Gontei!i>late in

much of his **Considerati«aia on the Currency," the creation

of loan deposits to finance such assets. Thus, although the

proposal might protect the note-holders against ultimate

loss, it would protect "neither ttem nor the public at large

against a suspension of specie payaaenta and the consequent

temporary depreciation of the notes."®

As a result of such reasaaing, Gallatin in his later

writings departed greatly from the "Banking School" principle.

This theory asserts that a sufficient limitation on the

lending activities of banks was that they discount only

^Ibid,. p. 448*

®Ibid.. pp. 448-49.

a.'# ■



ahort-term, coamjercial paper. Qallatia advocated legislaticai

limiting the loans to stated proportions of the capital of

baaks.^ As Brooks shows, soias of the Aiaerican writer® who
wanted bank notes to arise solely in the process of discount^

ing ahort-teim, business paper believed that such notes could
not long be issued in excess of "the needs of business." My
temporary overissue of notes would be returned quickly to
the banks, hence the currency would be both safe and protected

against overissue. Bancroft. Baguet, and Charles Francis
Adams held to this view, generally characteristic of the

Banking School in England.^

In the United States, many writers attacked the eoimep-
cial-loan, Banking Sdiool theory, but Gouge was among the
few who saw that "by discounting business p^er as much bank
paper might be set afloat as by discounting aceossaodation
notes. The ame lot of goods might be sold to a dozen per-
sons and each might give a note, and each of these twelve

notes might be discounted at a bank."^ Gallatin nowhere

•See below, pp. EEO-22.

Brooks, op.
11, 46«47. 86-^ , pp. 225-30; Mints,

pp. 9-

p  QP* clt.. p. S33. £^ee also Figures2 and 4, above, pp. I67^:^6a: For further cHHM^
theory, see Bollmann, op. cit.. pp. 268-74*

Robertson, E.aare In '



made aa clear a criticism as Gouge's.

l)6maM deposits in coamsrcial banks could be converted

at any time into bank notes, and they commonly performed the

majority of payments in commercial transactions. Accordingly,

Gellatln reoogiis&ed demand deposits as money In order to

analyze the role of demand deposits, Gallatin discussed the

history of banks of deposit. He first described the bank of

Hamburg, whi<di was essentially a warehouse for deposits of

silver. Credits ware issued for deposits, and these credits

could then be transferred from person to person. The credits

were merely warehouse leeeipts for the silver; hence the bank

created no new money by note issues. Nor did the bank of

Hamburg extend discounts and thereby increase deposits. It

was purely a bank of deposit.

Hext, Gallatin showed that the Bank of Amsterdam developed

on the basis of partial, instead of 100 per cent, specie re

serves. The Bank of Amsterdam, finding that it had a certain

minimum amount of specie in its vaults at all times, decided

to lend part of the idle specie. Again, payments were ef

fected by transfers of credits, and these credits, Gallatin

insisted, were like bank notes in every respect. "The bank

notes and the deposits rest precisely on the same basiss for

^See above, pp. 127-29.



iiamediatd pajfiBfint on the amount of i^eole in the vaults; for

ultimate security on the solidity of the debtoi-s of the

hanks.

In discussing the creation of a system of partial re

serves, Gallatin thought In terms of specie being withdravsa

frcm the vaults of the bmks, as loans were extended, the

total amount of money {now including deposits) staying the

same. He further thought that the specie released by this

lending process then would be productively used.^ The fact

that Gallatin conceived of a system of partial reserves as

originating from, the withdrawal of specie was probably one

reason for his failure to understand the creation of money

through the extension of loans that result in derivative

deposits. As the following quotation shows, he was quite

explicit in his belief that new mcaiey had not been created:

In this case, the amount of credit on the books of
the bank would remain the same as if that sum in silver
had not been withdrawn from its vaults; and all the
payments effected by the transfers of those credits
would c(mtinue to be made precisely as theretofore.
The aaiovint of those credits v^ould therefore continue
to be, in every respect, the currency of Hamburg,
differing from what it was formerly only in being
sustained by a less eaount in specie, and depending
for Its ultimate security on the solidity of those
to whom the silver withdrawn from the vaults had been
loaned.^

^"Considerations on the Currency,"

^See below, pp. 207-9.

^"Considerations on the Currency,"

I*, p. 267.

j,., p. 267.



In 1836, Gallatin oloarly reco^lzed that daposlta ml^t

arise throui^ the extension of loans,'*' nhereaa in Marhh,

1831, he specifically stated that banks can afford relief

in tiiasfs of depression by lending their credit to "solvent

dealers," "which cannot be done without enlerging their

issues#"^

AssuTviiag with Gallatin, for the moment, that the bank

loans occur without extending derivative deposits, and

without printing new paper money, it is not true oven then

that the money supply is unaffected. In the balance sheets

for "A Coimercial Bank" and "All Ifon "Banks," in Figures 5

and 6, it is assumed that non-banks deposit specie in the

bank. The mraaey supply then consists of the ®aount of the

^ecie llOO Deposits

Deposits in
banks llOO Capital

^Letter to Leonard liaison, December EO, 1836, Writings.
II, 516. See also his 1041 "Suggestions on the Banks," pp.
372, 420-81, Even here, hov/ever, Gallatin did not see the
full iraplication of the creation of loan deposits for the
money supply. See below pp. 177-79. Of. Redlich, Hiatorv of
^erican Business Leaders; A Series of Studies. II, Part I,
The ilolding of American Banking: Men and Ideas. 236, n, 101.

^"Considerations on the Curi^ncy,"
Cf. above, pp. 127-28,

p. 274.



demand deposits, counted eli2ier as a liability of tim bank

or as an asset of the non-banks. There is no money circu

lating from hand to hand, so the money supply equals llOO.

In figures 7 and 8, it is assumed that the bank grants

loans to the extent of #80 to non-banks, which loans are

7.—A

Specie
Loans

Deposits

tee Sheet

1100

fig. 8«—All Hon-Banks. Balance Sheet

Deposits in Debt
banks #100 Capital

Specie 80

withdrawn in specie from the banks. Thus an addiUonal sum

of #80 is put into circulation. It should be recalled that

this is the way in which Gallatin described the origin of

partial reserve banking. The money supply has not remained

at #100, however, as Qallatin apparently thought. It now

consists of #100 of deposits plus #80 of spscio outside of

banks. Qallatin treated this not as an increase in the money

supply but as a release of specie for export—the least pro

bable eventuality.^

^See below, pp. 208-14.



Gallatln's llioite^ uiu3Qrstaii<3JL3iig ot tlie nature of loan

deposits was typical of his tirae. Many writers, inoludiag

Gallatin, knew that bank discounts could be taken either in

the fcr m of deposit a or of bank notes. Ukewise, many of

the® mist have known that, in the larger cities, the volume

of demand deposits began to exceed the aaount of bmk notes

in circulation in the 1830*a.^ When it came to recozraenda-

tions for mcmetary reform, however, most of these writers

ignored bank deposits. Gallatin argued that depositors

acquired their status voluntarily, and were well-infoimad

with regard to their baik. Holders of notes, on the other

hand, did not have as much discretion, and were frequently
the less well-inibnaed members of the community. Therefore,
Gallatin thou^it, regulation was raore necessary for notes
than deposits.^

As a general rule, most iimerioan and English writers
prior to the middle of the nineteenth century either failed
to recognize that new money could he created by loan deposits,
or else minimized the importance of this fact. Alexander

^See above, pp. 129-30, 140.

Baak3^"^op^^St "Suggestions on the
deposito^frl^rtSje cia o^thSr In^te^^stf .
holders could not; see Brooks, od. cit.. n. iar. ®"'

State BSfking Before the Ci^/iar,"
219. f^olitical science, Proceedingfa. I (1910-11),



Hfimlltoa aad Ericlc Bollaaaa were among tJie few exceptions t©

tiiie geserai misn^ Aitliough Thomas ̂ opiin had described

accurately, in 1626, the pioeess ©f es^an^on of tfc© money

Shpply by the banking ^etea on the basis of o new primary

deposit,^ most monetary writers in the nineteenth century
had little understanding of the process*

As a first approach to an explanation, assume that the

increase in loans, in ^figures 2 and 4, above, took the form

of increased demand deposits. If that were the end of the

matter, then the banks in questdcm each would have increased

the money supply by |700. as ccKaimred to the situations in

figures 1 and 3« It is quite likely, however, that the

recipients of the loans soon will write checks e#iinst tielr

deposits. To the extent that these cheeks transfer credits

to other banks, it will be a drain upm the reserve of the

banks that have extended their loans so improvidently. Con-

sequently, no single bank in a system of many banks can extend
new loan deposits of mtich «»re than the amount of any new

-  ;?• Stf..-- PP- 145-46, E62-9Si Mints, op. clt..
SSdeSni' og:

in.! 583crlbed in Mints, op. olt.. pp.Chester A, Phillips formulated algebraically

m rnTJilm (Hew York^
®Pp. 167-.68.



primary deposits tliat they Might receive#^ Other banks In

the system, howeTer, as recipients of new primary deposits,

are now In a position to extend new loan deposits, even

though they previously were "loaied up."

!i?he process of loan expansion is described, for example,
by the Board of Governors of tl» Federal Reserve System,

Assume a unlfom reserve requirement of 15 per cent against

demand deposits of all bmks. Assume also that there is no

drain of funds to hand-to-hend currency; that all banks, upon

receiving new deposits, keep only 15 per cent of them la

additional reserves and lend out the remaining 85 per cent;

and, finally, that some one bcaik receives new deposits of

llOO, The banking system as a whole will then do vshat no

single bank could have done safely, and that is to

the total of deposits to 6,66^ times the original deposit

of #100, Stated as a series of transactions, the process is

shown in Figure 9*

Gal la tin occasionally made decided errors through his

failure to recognize that banks create the money with which

they buy assets. He was especially prone to make such mis

takes before 1830, as in an 1816 letter to Nathaniel Macon,®

4-1, 4- tlie bank was previously "loaned up."
of reserves to d

liabilities, which it permits itself,

^Oae hundred divided by fifteen,
3
Writings. I, 697,

demand



Fig* 9*"*»!rh® l&iltiplyiug Capacity of Money in Banlc • • •
Transact! CQ 3.

Transaction

Total for

Additional
transact! cms

Grand Total

Amount...

deposited
Amount.•.
lent

1 $100,00 I 85,00
2 85.00 72.25
3 72.25 61 * 41
4 61.41 52.20
9 51.20 44,37

6 44.37 37.71
7 37.71 32.05
8 32.05 27.24
9 27.24 23.15
10 23.15 19.68

11 19.68 16.73
12 16.73 14.22
13 14.22 12,09
14 12,09 10.28
15 10,28 8.74

16 8.74 7.43
17 7,43 6.32
18 6,32 5.37
19 5,37 4.56
20 4.56 3.88

20 #640.80 $544.68

25.86 21,98

$666.66 $566.66

I 15.00
12.75
10

9

6.66
5.66
4.81

4.09
3.47

2.95
2.51
2.13
1.81

1.54

1.31
1.11
.95
.81

.68

# 96.12

3.88

^100.00

^Board of Governors of the Federal Reserve System. The
Federal Reserve Svateai: Its Pnmniafta w.
.on, i»47?, p# 18^ isrrors la aaaitioa appearing in the right-
hand column of the original have been corrected.



Tbo pi'lncjLpaX CQiiOGi*ns of t>ti6 Xo'ttoi? woxo wX'^ii & '*T6duii<lazioy

of the currency,** es&€ with the saXe of gorermaeiit bonds to

the banks. Xfe stated that, la the event of the saXe to

banks of United States securities, banks that were in an

insecure position couXd reaeXX the securities, ajr^ thereby
bolster their reserves relative to their liabilities. He

conceived of this as a boon to the econtway, in that it would

raise reserve ratios and not add to the money supply. He

preferred it to an alternative ajsthod of enlarging ths pro-

porticm of specie reserve to monetary liabilities of banks,
that is, the curtailment of discounts to the distress of

business.

The process as described, however, would permit an in-

flationaiy expansion of the money supply, undesired and unfore
seen by Qallatin, provided that the banks purchased the securi
ties by giving new deposits (or issuing bank notes). If the
banks that originally purchased the government securities re
sold them to other banks, then the tendency would be to enlarge
the money supply and lower, not raise, the proportion of specie
reserve to mmetary liabilities.^ In fact, the only way la

the JreToa"
^eaaury wrote checha against its new deposits. These other
tne securities, then had those reserves re #>hAr>te-e.

seiJerfoJ tferves for the banking system would have stayed the same;



which th® fial® of gO'Vefnxasat securities to the banking system

would not defeat the purpoeea Gallatln had In mind would b®

for the bank to resell the securities to Individuals, who

would pay for thera by transferring deposits from other banksj

and, In addltlem, for the banks which ^Ined new reseirres,

as the Treasury wrote checks against Its new deposits, to

refrain from extending new loans. Only If ti^se conditions

wore met would no new amey have been created by the sale of

government securities. Oallatln's analysis In this parti

cular was seriously deficient.

Gallatln dlstln^ilshed clearly the principal functions

of banks: discounting, Issuing notes, and accepting deposits.

Ifot all of his conte3i5>orarles, however, were able to see that

the function of Issuing notes was separable from the functions

of discounting and accepting deposits. In ths eyes of many

proponents of herd money, banking was synonyiaous with note

Issue. Therefore, they believed, la order to abolish, state

total mcnetary liabilities would have Increased by th®
amount of tho government securities.

The exact effects would depend cm whether there was a
drain from deposits to hand-to-hand currency, whether there
^re originally reserves In excess of the ialalmum bankers
wished to keep, and whether the banks expanded their discounts
upon receiving new reserves, Cmislderatloa of possible
effects on Income and output has been omitted.



bank notes, legislatures would have to prohibit all banking.^

ConsequentOy, legislation in several of the states of the

upper Mississippi Valley in the 1840's abolished comiaercial

banking altog^ther.^ Qallatin noted this tendency to iden*
tify banking with note issue, but showed that, historically

speaking, banks had seldom had the privilege of note issue*

We have, from the general practice in the United States.
ooix'tr&.ct#6d til© ix©blt of considering th© issuing of ©
paper cupency as an essential attribute of banking,
ihe opinion is erroneous. Banks and bankers had been in

currency was issued byany private individuals or associations. . , , The right
of issuing either a metaUic or a paper currency has
always been considered on the Continent of Europe as
m attribute of sovereignity, and it has but very rarely
been delegated even to corporate bodies. ... The busi
ness of exchmge and banking has for centuries been
carried on ttooughout the whole European Continent, and

important seat of eomaierce of Great Britain,
by capitalists vho issued no paper currency.3

Qallatin went on to add that

Rainess consists not in making cur-
V  w dealing in existing currency and in credit

expressed, bankers are money- '
Ihey borrow and lend money, discount notes,

buy and sell bills of exdiang©. They are, in all thos®
respects, necessary intermediaries in every comiaercial
counuiry • *

^Miller, -•» Brooks, OP. cit.. p. 134.

Monopoly, ProU-nitlon, end Laissez-yalrs," op. elt.■ p. 2, and pasaLi.
3 i^onard liaison, December 20, 1836,

^Xbid.. p* 513*



Tlius, Oallatin concluded, euoh banking operations, when

separated from the privilege of issuing notes, shcjuld be

uni^stricted by government and open to anybody with the

necessary capitalt But the privilege of note issue should

be drastically restricted, or, if possible, prohibited to

all but the Bank of the United States*^

Oallatin urged that banking functions, other than note

issue,

be left as free and open to every person or association
of per®3ns as any other branch of eoasaerce whatever,
but not that it should be placed on a better or dif
ferent footing. There is no reason why persons or
associations of persons should not be permitted to
apply their capital and credit as freely to the dealing
in promissory notes and biUs of exchange as to the pur
chase and sale of merchandise, of land, or of any com
modity whatever. Nor is there my reason why any special
provision should be made in favor of that particular
branch,

The key to Oallatin*8 argu?aont is that free competition should

prevail in money-dealings, but not in money-creating. H«

acknowledged that "great capitalists will ever have an in

fluence on th3 money market," and asserted that "no other

i|M*» PP* 51S-16J letter to Robert Vialsh, Jr..
Fitter,Lecea^er 2, 1836, IbM., p. 442 j letter to J, Horsley Pal

mer, Hay 1, 1833, ibid., pp. 461-62; letter to A, C, Flagg,
December 21, 1841, ibid., p. 564.

K„-f. Oanatin desired a purely metallic currency,but he admitted this was impracticable; letter to Frederick
Beasley, quoted above, p. 144, n. 1.

Leonard Mai son, December 20, 1836,
ftritln^s. II, 519. ' '



remedy can be found than in the freest competition#'*^ Al

though he belieTed that capital was not dangerously concen

trated, in his time, he suggested that state legislatures

might limit the extent to which capitalists could form volun

tary associations, so as to prevent a monopoly of the money

aarlcet. But the greater problem in the United States was the

great disproportion bett^een the demand for capital and the

supply,** so that ** concent ration of small capitals for the

purpose of banking" was useful, and should not be prohibited#^

Because he believed that the business of money-dealing

should be left free, Uellatin opposed the Restraining Act of

the State of New Toik, which preceded the free Banking Law

of 1838.2 The New Tork Restraining Act, passed in its ear
liest form in 1804, was copied widely in the early I830*s
by many other states* These acts were intended to protect

the mmopoly of the chartered banks by prohibiting persons

and non-chartered associations from engaging in various

^Ibid#. p. 516#

^Ibid., p. 517.

PP* 514-20. letter to Frederick Beasley, ibid.,
?• r Horsley Palmer, ibid#, p, 462; letter to
nn ft "Considerations on the Currency,"?P* Hp * FTT ^st^lctions on Private Banking," pp. 350-

tto Union Committee appointed by the meeting
of the signers of the memorial to Congress, held on the 11th

M  exchange. 1„ th. cltr



banking operations* The acts were seldom enforceable, and

were finally swept aside in the attack against prlTilege

and monopoly, exeraplifled by the "free banking" movement.^

The opposition which Gal latin eapressed toward the

Restraining Act, and his esgpousal of free competition in

money-dealing, may be the source of an error made by Fritz

Hedlich* He stated that "Albert Gallatin • . . was a friend

of Free Banking as early as 1834."® But GallaUn was never

a friend of free banking in the sense in which the term was

used before the Civil War. As has been mentioned, banking

was typically associated with note issue, and free banking

was taken to include that privilege. As Gallatin said,

I use the term banking in that sense in which it
is universally understood in ths United States; that
is to say, as implying the permission to issue a
paper currency.

%amiaond, "Free Banks and Corporations: The New York
Free Bank^g Act of 1838," Joumal of Political BeoTiQmir. mv
(April, 1936), 186-94; Banking in the Early West: lilonopoly.
Prohibition, and Laissez-faire," op. cit.. pp. 8-6, 8-18.
Oscar and Mary Handlin point out that the unique characteristic
of chartered corporations, in the early history of the colonies
^d of the United States, was that they were conceived of as
^ agency of government, endowed with public attributes, ex
clusive privileges, and political powers"; hence they were
used, for the most part, in turnpikes and banks, not trading
companies and land speculations. "Origins of the American
®^||»®sOgCorporation," Journal of Economic History, y (jiay,

8Redlich, Essays in American Bconomlc History: Erif.

ffl Studies in Banking, p. 165. He^ilch*a sourceIS f 01 an Impressionable woman who reported,
on the basis of a conversation vdth Gallatin. that ha "wonlii
nave free banking"; Adams, op. cit.. p. 651,



By free banking, in ita genuine sense, I under
stand tbe extension of that perraission to all perstma
or associations of persons, free of all restraints,
but on his or their personal responsibility.i

Far froia being a friend of free banking in this sense,

Oallatia believed, as early as 1804, that *of all acts of

goveraiafint none perhaps was more delicate, none required

greater dlsorstlon saad caution to guard it against improper

speculations, than the granting of a bank charter."^ This

statement is contrary to the philosophy of free banking.

Moreover, Gelatin was consistently and strongly opposed to

the unrestricted grant of the privilege of note issue. He

insisted that the issucuice of notes was not a private right

but a prerogative of the federal government. Fixing the

standard of value, he thought, was as Is^ortant as setting

standards of weights end measures, Consequently, he strongly

disapproved of unrestricted note issue by state banks.®

Much as he opposed "governmental interference" la the

econojiy, Gellatin said, with regard to the issue of paper

money, since "the poor and the Ignorant would be Incapable

of judging between sound imd bad paper, that they would be

exposed to perpetual imposltlms and losses, and that It is

^Letter to A. C. Flegg, December 31, 1841, Wa
563-64. See also above, p, 160. """ U XI,

Letter to Jefferson, April 12, 1804, Writin/gs. I, 184,

"Suggestions on the Banks," op. cit.> pp. 429, 431.



one of the eases in wMeh, for their protection, legislatire

interference is legitimate and necessary#"^ Acknowledging

"that no restrictions should be insjosed on the acts of indi

viduals or associations but such as are necessary to secure

the ri^ts of others or to protect the ̂ ole eotaaiunlty,"

Geiilatia nevertheless argued that restriction on note issue

is "proper aad aeeeasary#"®

OsUatin cited the aujasrous bank failures In England

during an era of free banking before establishment of joint-

stock banking associations. Annually from 18li to 1825,

Gallatln asserted, there had bson a 16 per cent average ratio

of bank failures to the number of chartered banks. This

figure he contrasted to the 2 1/4 per coit of bank failures

in tbe state of !few Tork diiing the same period. He cc^pared

"personally responsible private bankers" with banks chartered

by the legislature, "in ndiich the capital actually paid has

been the guarantee substituted for personal responsibility,

aad which have been regulated by efficient restrictions."

Either system was acceptable to Oallatin, and far preferable

to a plan of unrestricted, free banking.

The asaertions that the coimuziity will be better pro
tected, and individuals of all classes less likely to
be imposed upon, under a system in which there is
neither personal responsibility, nor any assurance of

iOallatin, W: II, 664.

'Suggestions on the Banks," »•» p. 431.



a sufficient and real capital actually paid, nor any
legal reatrictioas that may prevent the dilapidation of
that capital, is a pur© theoretical opinion wholly un-
sustained by experience

The Looo-Fooos and certain other el^ents among the

Jacksonian Boxoocrata were the groups that wanted **sound

money" and, at the same time, wanted to democratize banking

and destroy the privileged "moneyed machines, Oallatin

observed that this opposition to the state banking system was

originally, in many states, as much against paper currency,

"by whomsoever Issued," as against monopolistic privileges

of banks chartered by the legislatures. Then he added the

following caustic but penetrating observation: "The oppo

nents seem to have lost sight of the principal object, and

to have remained satisfied that there should be a dangerous

excess of paper money, provided everybody should be permitted

to issue it."®

^Ibid,. p. 443,

%ammond, "free Banks and Corporations: The New York
Free Banking Act of 1838," op. cit,. pp. 184, 192 ff,j
Redlich, Essays in American Economio History: Eric Bollmani

i» op, cit». pp. 139-66, JTackson, him*
self, according to Redlich, was highly inocnsistent in his
position toward banks other than the Bank of the United
States, At various times, Jackson seems to have (1) argued
for free banking, (2) approved state-chartered monopoly
banking, end (3) opposed all banks. Ibid., pp. 165-66,

^"SuggestiQns on the Banks," op. dt., p. 430. For
documentation of the view, here being attacked by Gallatin,
that free banking would bo non-inflationary, see Brooks,
op, cit,. p. 263. Also, Bray Haaaaond cites the report of



fliera Had bean some asTOrtions by the proponents of free

banking that the principle of free competition required that

no restrictions be placed upon private banking, including

is^ance of notes# Qellatin observed, rightly enou^, that

unrestricted note issue was an '^erroneous application of the

principle of free trade." Free competition in producing any

commodity tends to bring about a reduction in its cost or

an improvement in the quality of the commodity. In money

dealings, the same co^etitlon "procures discounts of

negotiable paper on the cheapest possible terms. But issuing

a paper currency is not dealing in money, but making money.

Competition, Qallatin argued, cannot make a currency cheaper

except in that it makes it "worse than the legal coin of

which it is the representative."^ Ihat is, coiapetltion la

note issue laerely depreciates the currency. With free bank

ing, Gallatin said, "We would then be inundated with insecure

a ooiamittee of the Hew York legislature in support of the
1838 bill to provide free banking in that state. The report
attributed inflation to the existing systera of restricted
charter banking, and argued that free banking would pi^vent
inflation} Hammond ridicules the committee report, pointing
out that one justification for monopoly in banking was that
it kept down the number of banks and minimized inflation.
"Free Banks and Corporations: The Hew York Free Banking
Act of 1838," OP. cit., pp. 194-95.

^•♦Siiggastions on the Banks," op. cit.. p. 431,
%bid.



1

paper." Tliis ia a abre^wd appraisal of coiig?etiti«Mi la

banking.^ QaXy if the power to create money is divorced

from the operations of banks would co^etition in banking

be safe.

Bray Mammomid points out that free banking, despite tbe

arguments of men like Qallatin, beeane deep-rooted In the

American banking system. Hammond speaks of it as an out-

growth of the "destructicai of centralization and untreuomeled

exploitation of the continent under individualiflan and laissez-

faire."^ Free benking spread rapidly after its adoption in

Michigan and Hew York in 1637 and 1838. Haimiond asserts

that free banking, without the priTilsge of note issue but

with the power to create loan deposits, was accepted by the

federal gOTexnment in the national Banking Act of 1863.

Moreorer, "the Federal Beserve banks, the Heconstruction

^Letter to Frederick Beasley, September 3, 1836, Y<ritingi
II, 512. For evidence that Qallatin's prediction proved to
be accurate and that free banking brou^t numerous banking
abuses and failures, see the following: Haoimond, "Banking
in the Early West: Monopoly, i'rohibition, end Laissez-Faire,"
OP. cit.. pp. 6-8, 12-15, 25} Andrew Mcfarland Davis, The
Orlg^ of the Hational Bankin<g Syateaa» Senate Documents,
Ho. 582, 61st C(»ig., 2d seas., (1910}, pp. 13-26: John Jay
Knox, A History of Banking in the United States (Bradford
Rhodes & Co.. 1905). pp. 306-28 and passim. above,
pp. 86-87.

®Cf. Mints, , p. 140.

Hammond, "Free Banks and Coiporations: The New York
Free Banking Act of 1838," op« cit., p. 184.



Finances Corpwatlon, and tJi® FedoraX Doposl'b Xnsurano®

Corporation ar« eTidence tiiat free banking, too firmly vested

to bave ita defects remedied from within, has had to have

them compensated from with ait.

C3allatin»s proposed jralution to the defects of Inerieaa

banking, however, went to tdie heart of the problem. Ho would

have separated the privilege of money creation from the

other functions of money-dealers.^ that he did not include

a prohibition of loan deposits is undeniable, but it is

equally clear that if he had seen the possibilities of credit

expansion through loan deposits, he would have argued for

their prohibition.3 it has been stated above that the private
bankers, in the three decades before the Civil War, extended

discounts cmly out of their own capitali they probably did

not ereate deposits over and above the amount of money already

in their possession.^

1
also, Hammond, "Long and Short Term Credit

in Early Americ^ B^ng,« op. cit. > pp. 95-97; Lauchlin
?! fhe Supply and Control of Money in the VnitmA
States (Cambridge: Harvard University Press, 1934).
pp. 126-28, 131, 142-42, 158. *

^Cf. the modem proponents of "100 per cent reserves":
e. g., Xrvin Fisher, 100^ Money (Hew Yorkt Adelphi Co., 1935).
Currie, op. cit.. pp. 151-52. . ̂

3See the quotation in which Gtellatin expands upon the
principle that "the proper banking business consists not in
m^ing curr^cy, but in dealing in existing currency. » ,
ADOVe, p. 182•

*See above, p. 85, n. 2.



One of Qallatln^s reascsia for distlaguishlag between

notes and deposits, prohlbitlag tbe former only, wan Mentioned

above. Depositors were better Info mod and i»ore wary then

note-holders, hence were able better to protect their own

interests.^ For another reason, if banks were prohibited

from issuing notes, their failures would hurt only depos

itors.

It would derange the beneficial system of transfers
of credit, but would not affect the standard of value,
which, since no paper currency had been put In circu
lation, would, for the community, continue to be legal
coin of the country, and nothing else.^

Gallatin went on to add that the danger of suspension of

specie payments was greater when banks had two kinds of

demand liabilities, notes and deposits, than if they had

only deposits. In the above quotation, Oallatln apparently

overlooked the fact that the deposits in banks served the

puipose of mmeft that the failure IMT the banks would

cause the contraction of that part of the sioney supply

represented by the deposits. Far from not affecting the

"standard of value," prices could very well be collapsing,

business calcnilations upset, and profits falling. The harm

done by such a sequence of events would be as great as in

^See above, p. 176.

^"Suggestions on the Bmks," L*« P* 37d.



the case of the loss of money represented by notes# Again

(3ellatla*s naderstanOing of the role of bank deposits was

deficient#

(hie qualifieaticm should be noted to Gallatin*s recom-

Mendation that the state banks be prohibited from issuing

notes# Vdiile in the process of wad ting his "Considerations

on the Currency," Gtellatin wrote to Nicholas Biddle as

follows:

There is a • • . point on which I do not feel myself
sufficiaitly infomedj it la the real utility of
country banks to the districts in i^ch they are
situated. I have cmly general and wague notions
on that subjeet# That the local currencies they
issue are anomalous and insecure I am satisfied;
but independent of the selfish motives of specu
lators in those institutions, t^ere is a general
feeling even now in their favor, ̂ ich must have
its foundation in some real utility. ... To
distinguish in that case between use and abuse is
important, and to m difficult.^

ihatever information he received from Biddle, he inserted in

his essay an acknowledgement that, in rural districts, the

system of deposits could not exist to the same extent as in

cities, and that "banks soberly and skilfully administered

stiiaulate industry by the facility which their loans afford

to men of enterprise, ai3^ that the ability of those banks to

make those advances would bo much curtailed if altogether

Hotitcr of August 14, 1830, ̂ 111 439#



precluded froxa isauing notes. Although Gallatin said no

more on the subject la this passage, elsewhere he insisted

that if state banks were to be allowed to continue to issue

notes, their powers should be cireumfioribed.^

Oallatin not only opposed the general idea of extending

indiscriminately the right to issue notes, but he also

opposed the Kew York Free Banking Law cm the grounds that

it had seveial serious omissions.^ The law contained no

requirement that capital actually be pidd in, either in

specie or its equiTalent. I^e capital of the free banks

"may be nomlaai or real, eon si sting, at the will of the

parties, of specie, mortgages, or stocks of any description,

of nominal debts, or of nothing at all,"^ For did the Inw

^"Ccmsiderations on the Cia?reacy,"

®See below, pp. E15-29.

i., p. 277.

Sfoj. Oallatin*8 summary of the provisions of this law,
see "Suggestions on the Banks," on. cit.. pp. 433-37.

^Ibid.t p. 437. The consequences of the failure to
require that capital be contributed in specie, or in the
failure to enforce such a requir®aent, ere described in
Bewey, State Banking Before the Civil War, pp. 5-22; Dewey
cites Vviiiiaia Gouge*s illuminating account of the practices
of that era: "The first installment, which we shall suppose
to be $3 on a share, enables the banks to purchase desks
and the counter and to pay for engraving and printing its
notes. It has, then, the necessary apparatus for commencing
its operations, and it has, perhaps, a specie fund in reserve,
of three or four dollars for each share of stock, to ?aeet
contingencies. It then begins to discovaat notes and
circulate paper. As the bank notes will serve the purpose
of trade in the neighborhood, the specie Is sent to distent



lladt the duration of the charters, restrict note issues

relative to capital, or provide for the forfeiture of hank

ing rights one year after a Aispension of specie peysMnts*

In these respects, Gallatln ohjected that the free hanks

were not subject to the eaae restrictions already ̂ plied

to the banks chartered by the legislature. He wanted the

free banks restricted in these laatters just as the other

banks were*^

Hext, Qallatln objected to a proviadon in the law con

cerning the note issues of the free banks. They were re

quired to deposit with the state certain kinds of bonds to

the full exteat of their note issue. Although this regula

tion sight provide ultifflate protection for the note-holders,

Qallatin thought, it did nothing to prevent the iiaaediete

evils of a suspension of specie payoosnts. In fact, the

provision was actually haraful, **inasinuch as it gives an

places to procure coaaaodities. Then comes the time for pay
ing tlte second, third, or fourth installment. The bank makes
a call on the stockholders. Some of them hypothecate their
stock; that is, pledge it to the bank mA with the me ana
obtained from the bank itself pay in their proportion. Others
have obtained the iioaas by discounts of acoomodation notes. •
•  . plus, bank capitals are formed by exchanging one kind of
promises to pay for another kind of promises to pay." Quoted
in Dewey, ibid.. pp. 7-8. Cf. Lanier, op. cit.. p. 196.

^"Suggestions on the Banks," cit,, pp. 434-35.
440-46; Vfrltings. IX, 566-68. ^ ̂ #



unmerited credit to iastitutioas i»diich. do not deserve It,

and inspires a general unfounded confidence cm tiie part of

those who from their situation cannot have the information

necessary to discriminate hetween a good and a doubtful bank

note.

Thus, in 1841, Ga11atin saw certain dangers in the

extension of credit to the states by banks taking up state

securities. He recommended that the free Banking Law be

amended so as to define more precisely the kinds of business

that the banks might lawfully carry on. Among the activities

that he would have prohibited to the banks was dealing in

long-term securities of all kinds.

It is notorious that. Independent of the fraudulent
institutions to vdilch the general law gave rise,
there is hardly one 'sdiich has not been induced,
compelled, or invited to deal more or less in public
stocks, and which has not been injured by it.
Ixamples might be quoted where the law was, contrary
to the intenticm of the Legislature, used for the
sole purpose of creating associations of irresponsible
stock-jpbbers. • • • It appears • • • essential to
prohibit the dealing In stock of any description
on the part of those institutions. I^e example of
a neighboring State has clearly proved the danger,
both to the State and to the benke, of resorting to
them, even for the pui^ose of aipplying temporary
wants, but still more so when the object is to sustain

^"Suggestions on the Banks," op. clt«. p. 441. Cf.
his 1831 discussion of a similar provision in Connecticut,
above, pp. 169-70.



by artificial aeans the credit of the State and the
saarket price of its stocks. 1

Banks and Capital gormation

A principal purpose for ̂ ich many states sought bank

credit was to finance internal improTeiiisnts* Between 1831

and 1841» Gallatin had become disillusioned with this and

other methods of state financing. In some eases, the states

h^ undertaken the public i«©rks taiemselves, pledging their

securities to banks in return for credit. In other in

stances, the states chartered corporations to carry out the

improTements, assisting these corporations by lending the

credit of the state. Foreiga investors, in particular, were

most willing to purchase the public securities.® Real

^Letter to Flagg, December 31, 1841, Writings. II, 566#
Presumably, Gallatin would have relied in 1841 upon a
national bank and private bankers to purchase public
securities, especially those of the federal govemm^t.

In connection with Gallatin*s recommendation that
commercial banks be prevented from becoming •'associatione of
irresponsible stock-jobbers," it should be nobed that the
Banking Act of 1933, almost one hundred years later, provided
for "the prohibition against the receipt of deposits by any
person who is engaged in the business of underwriting,
selling, or distributing securities. . ." Board of Governors
Of the Federal Reserve System, Banking Studies, p. 57.

®Cellender, oP. cit.. pp. llS-14, 153-59; on the stimu
lus afforded by Brittsn capital to bank expansion and public

ao°il^ Tfork! Alfred A. Knopf, 1927),



capital was scarce relative to the demand for it, however,

even with the import of British capital into this country

and increased savings and investmrat within the United

States.^ fhe relative scarcity of capital retarded the

growth of both internal improvem^its and manufacturing,

Gallatln described the situation as follcjwsi "The increase

of our population and the unparalleled spirit of enterprise

Of this nation have always been far in advance of the

accumulation of capital, In the absence of sufficient

capital, then, the states frequently resorted to bank credit

to finance the intemal improvements, Wmsi returns were

long delayed, and the Panic of 1837 struck, several states

defaulted on their debts and ruined both their credit and

that of the other states. The United States were referred

to in Ihgland as a "nation of swindlers," and "those

perfidious United States."®

^Cailender, PP* 13dHk3«

^Letter to Horsley Palmer, May 1. 1833. Britin«s. II-
460, For a comparison v4th the shortage of capital in the
first decade of the century, see Gallatln, "Partial Report on
the subject of American Manufactures," op. oit,. p, 4^j
report on "Roads and Canals," op, cit.. p. 724: and his letter
to Sir Francis Baring & Co., June 6, 1811, in United States,
Treasury Departaaent, "letters to Foreign Bankers, April 28,
1603 to March 20, 1833," ZM Series, Ho, 1 (Microfilm copyj
Washingtoni The National Archives, 1953), p, 175,

®Jenks, op» _ cit.. pp. 86-88, 99-108} Ralph W. Hidy, The
House of Baring in Aneriean Trade and Finance: Enaiiah
erchant Bankers at ambridge; Harvard



One cam Imaglae Gallatin'a reaction. He spoke of the

great error coiaaitted by those states which advanced their

credit for the establishmettt of banks when banking capital

was lacking. Other states, he said, imdertook "premature

and far too ertensive Internal improvements," which, when

they were unpioductive for a long Initial peiiod, ruined the

credit C3f the states,^

The honor and interest of every state require, and
iustlce demands, that its credit diould be restored.
iHjblio and private credit are intimately connected#
That of individuals ia impaired when public faith
is not preserved. A resumption of specie payments
on the pert of banks and of Individuals will at onca
inspire a greater confidence in the stocks of the
states where It may take place,2

Some of the clamor, in the 1820's, for bank credit to

finance internal improvements reflected the naive popular

University Press, 1P49), pp. 303-41, The latter shows that
the Barings tried to persuade ^iglish investora that not
all American states had proven to be poor risks, but with
little immediate success.

For a discussion of internal improvements in the
various states, their financing, and their relation to the
Panic of 1837, iwe McOrane, op, dt,. pp, 9-^, 103-30,

^"Suggestions on the Banks," op. oit«. p, 408, Cf,
letter to filchel Chevalier, i^ptember 14, 1841, Writings^
II, 556-57.

^"Suggestions on the Banks," op. cit., p, 408, Note
how Oallatin took the occasion to argue for resus^ttoa
of specie payments.

'
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notion tJiat banks directly created capital,^ Qallatln,

howsTer, saw clearly that capital accumulation was a slow

process ̂ en a nation had to rely on its ovm resources, and

that to attract capital from abroad required reasonable

security in addition to attractiTe returns. On the latter

point, he wrote t© Willis Hall, chaiman of the Committee on

Banks of the New York legislature:

The power to repeal a charter at the will of the
Legislature should be exercised with the greatest
discretion. You may by legislative enactments divert
capital from one employment to another, end substitute,
to a certain extent, credit for capital, but you cannot
create capital. If you went more capital, it must be
Invited from abroad; and you cannot expect that foreign
capital will be invested in the stock of institutions
that laay be annihilated by the simple fiat of a popular
assembly.®

In 1841, la a shrewd letter to Michel Chevalier, Oallatia

said that there was more energy than prudence in the United

States. In trying to progress too rapidly, he asserted, the

United States actually had been retarded. Some states, not

yet having had sufficient time to accumulate capital, began

^See above, pp. 125-126} Hadlich, Essays in ibnerlean
Econo^e El story t Eric Bollmann and Studies in Banking,
pp.117-18.

^Letter of April S, 1838, Writings. II, 534-35. for
a similar statement of the necessity of protecting domestic
creditors and capitalists, in order to encourage them to
furnish their resources, see Gal3&tia*s letter to John A.
Dix, March 30, 1842, ibid.. pp. 589-90.

for the indirect role that credit may play in capital
formaticm by means of forced savings, see below, pp. 201-4,



public works tm no other resources than credit, whereas they

oould have executed the projects seven or eight years later

without difficulty* As it was, not wanting to iopose any

tax, they borrowed annually the sum necessary both for the

improvemonts and for the always-growing interest m the debt.

Then they tried to reawdy their falling credit by establish

ing banks in exeesa of the needs of the country. The destruc«

tion of their credit standing followsd. But the country

would recover and progress again, Gailatin believed, more

slowly but more surely.^

At the risk of repetition, it should be made elear that

Gailatin did not oppose internal improvements or bellevs

them unproductive, but merely that he feared initiating

them more tepidly than existing stocks of capital would

permit.® There are two or three indications, describsd
below, that Gailatin realized that the monetization of

private or public credit, although it did not create renX

capital directly,3 may have brought about "forced savings,"

^Letter of Septead>er 14, 1641, Yvritinas. II, 556.

Wrltlaaa. II, 670-71; Ib^d.,
pp. 46u-ol. "

^Alexander Hamilton, and others, had argtied tiat a
fraded debt was "a q;>eeie8 of capital," that it extended
the active capital of a country," etc. See his "Report

December, 1791, Reports of tha Secret
of the Treasury of the iJnited States



and thus released rsKJurcas for Investaeat# By foroed

savings is meant "involuntarily" reduced real consui^tion

because of higher prices#^ Moreoysp, Gallatin would have

preferred that other methods be found of financing invest

ment or goverament eapenditures*

In 1816, while bemoaning the evils of the suspension

of specie payments, Qallatin said that it depreciates the

currency, "in other words, , . , [it raises] a tax on the

comaamity for tiie benefit of the banhs end the borrow-
g

era# « « • Fifteen years later, he stated that the paper

Fipancas, I, 97, 98, 99j cf« Redlich, Essays in AiaeriGRti
j^cpnOim^^iiis^iyi Erie Bollmana ^d Studies in Bailing.
PP. 174-891 Bumhaa Putnam Beclcffith. ConteiLorary EnSiah
ffld ^erican Theories conceraing the effect of GormnarGi"'
bending on the supply of physical Cioitel {Los
University of Southern Califomia Press, 1935), pp. 2-6.

other hand, took pains to refute
the idea that the issuance of instruments of debt thereby
added to the reel capital of a nation, as in the following
passage* A public debt does not increase the existing
amount of cultivated lands, of houses, of consumable coaaaod"
ities; it makes not the smallest addition either to the
*malth or to the annual labor of a nation. It does not
appear that it can in any way be m additional national
capital. ... "A £3cetch of the Finances of the United

2£a~Sli'» pp. 145 ff. See also "Considerations
on the Currency i," ,., pp. £54-57.

1
For a careful study of the various forms in which

saving may appear, see Robertson, "Saving end Hoarding,"
Essays in it4onetarv Theory^ pp. 65-8S.

I  697^^^^^ Hathaniel Maoon, April £3, 1816, Writ in gt



vnoa^&y Qt til© Coiiti]ieat©X Congress was necessary to carry us

throu^ the war, "though operating as a raost unequal tax. .

•  Qellatin disliked the extraction of forced saTlngs

from the consii»rs, as a method of financing expansions,

both on the grounds that it was inequitable, and that it

tended to bring about speculatlTe booms followed by inevit*
g

ftble panic and depression#

There is a striking similarity between Gallatin's

ideas on the ©scansion of the money supply es a means oof

financing capitalistic expansion, and a modem view held

by Dennis H, fiobertson* Replying to the argument that the

stream of money demand should be enlarged as long as there

is uaemployamt, Robertson wrote as follows about the capital

equipment engendered in such an expansioai

But we still think that to press on so rapidly with
its fomaation is a mistake, because it sets before
the eocaiomic systera problems in digestion end read«
justiaent \diich it osnnot possibly solve. And we
still think that the process by Vshich you propose
to achieve your ©Ms, namely the unreasonable enrich
ment of the entrepreneur class, is fairly and illuai-
natingly described as the infliction of a system of
forced levies on the rest of the coimaunity, including

"Considerations on the C\irrency," op. clt.. p. 338,
See also ibid.. p. 311, vh.6T@ he states tnat a depreciated
currency "operates as a tax," affecting particularly the
consumer. Of, Paul A, Samuelson, who says, "Inflation is
a mi^ty tax collector." Sconomios {2d ed.: New Ynr-vi
McGraw-Hill Book Co., 1951), p. 163.

O

"Considerations on the Currency," pp. clt.. pp. 272-73,



the working class as a -vtiole, and that sooner or
later their effort to react against tMs system will
play its part in inducing crisis and collapse

Qallatln did not make so explicit a statement of the

concept of forced saying s as did iTeremy Bentham and Thomas

Malthus, in earlier decades In England* Bentham eren used

the phrase "forced frugality#" Also, the concept of

inflation acting like "indirect taxation" had been med

occasionally in England by other writers# Hence, Gallatln

was making brief, but good, use of a concept that was not

entirely norel# The theory languished after the first few

decades of the nineteenth cen'kEcy, and was not reylTed

until the twentieth century#^

To auamarize, Oallatin belisTod in the necessity for

limiting expansion of the money supply. His proposed

restrictions on the quality of bank assets would not have

accomplished the desired quantity control, howevern He saw

that dejEK>slts should be counted as laoaey, but, like most of

his contemporaries, he failed to eee the possibilities of

1

"The Saake and the Worm," Essays in Monetary ̂ eorv.
p. 110# Cf, Robertson's "Theories of Bieaiking Policy,"
ibid,, pp. 43-44, 50-51, 55-57.

%he abore infetriaa ti on with regainl to the early ueee
of the idea of forced savings is derived from Beckwith,
op. clt#. pp. 7-18; £asd F. A, Hayek, "A Hote on the
Development of the Doctrine of 'Forced Saving,'" Quarterly
Journal of Economics, XLVII (Hovember, 1932), 123-33.



multiple expamsioa of deposits by amens of the extensloa

of loans.

On free banking, Gallatin made several penetrating

observations# Competition in money-creatlon» he indieated,

tended merely to depreciate the value of that money# ilny

sympathies that he might have had with the effort to

deBKjcratize the incorporation process were offset by his

dislike of uncontrolled money issue by state banks. If

note issue were divorced from other banking functions,

Gallatin preferred that those remaining functlona be per

formed by private bankers.

Oallatin feared the excessive use of credit by the

states to finance internal improvements. The country was

trying to progress without the troublesome preliminary of

ecoumulating capital. Occasional statements indicate, how

ever, that he was aware of the phenomenon of forced savlngsi

On this point, his ideas were quite modem.

A-nWrii^ ' "
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CHAPTSH Til

COMMEHCIIL BANKIHa, CONTIMJED

;age8

CtofflffleroiaX baxiks offered certain advantages to the

nation, Gallatin thought, in addition to those associated

with the several hank functions previously enumerated• He

stated that hanks fostered "cofflmeroial punotuality," and

that they economized on specie, thereby releasing It for

export#^ These unfamiliar ideas require some explanation#

Credit, at least to a certain extent, was necessary to

commerce, Gallatin thought, and punctual settlement of obli

gations was vital to credit. On a credit system, "Every mer

chant must for the fulfillment of his own engagements depend

principally on the punctual payment of the debts due to hiffl."^

Accordingly, "punctuality in fulfilling engagements" was an

l"Sugg©stions on the Banks,"
"Considerations on the Currency,"
Writings. II, 51S.

, pp. S70-78;
'j* • PP* B53—54j

^"Suggestions on the Banks," op. cit., p. 370. Part of
Irving Fisher's relatively recent theory of business contrac*
tions was built on the fact of credit interdependence. See,
e, g., "The Debt-Deflation Theory of Great Depressions,"
Iconometrlea, I (October, 1933), 341.



absolutely necessary ooouserolal virtue, as well as a desirable

attribute of everyone. Oallatin then suggested that punc

tuality had becoiiw so commonplace that its origin had been

forgotten. Speaking of "coraiaercial punctuality," Gallatin

wrote as follows:

It was indubitably due to the establishaffiat of banks.
At the close of the war of Independence, Philadelphia
was the only place in the United States where commercial
punctuality was general, and that city was indebted
for it to the Bank of North America. Hie same effect
was successively produced, as banks were established,
in Hew York, Boston, Baltimore, and the other coismerclal
cities; and finally almost universally, or wherever
country banking has penetrated.i

Gkillatln explained that the merchant who did not pay

his discounted note would be denied further accommodations

at the banks; "and the protest of a note, either discounted

or placed in the bank for collection, became soon sufficient

to prostrate his credit."^ Banks, then, had fostered the

desirable attribute of punctuality in fulfilling engagements.

Other writers of Oallatin*s time made the same point,^

Banks of issue offered an additional advantage to the

nation, according to Gallatin, and that was the substitution

of a cheap medium of exchange for an expensive one. He

thought that this economy could be calculated nicely, and

^"Suggestions on the Banks," (

^Ibid.. p. 371,

^Miller, op. clt.. pp. 21-22.

Pit., pp. 370-71,



tJiero'by psr^it a ooaparisoa of tho adventaaios of papar aaoaay

wltii Its ooasidarabl® dlsadTaatage®, He reasoned as follows:

If in a country i^ioh wants and does possess a
metallic currency of serenty millions of dollsrs a
paper currency to the ssto amount should b« suh-»
stituted, the seventy millions In gold and silver,
being no longer Whntad for that purpose, will be
exported, and the returns may be converted into a
productive capital, and add an equal amount to the
v«)alth of the country, 1

How, if notes of a vej iinatlon were exoluc

Gallatin estimated that the circulation would consist of

sixty million dollars in notes and ten million dollars in

specie. The banking system, if it were meeting specie pay

ments upon demand, would keep about twenty million dollars in

specie on reserve, judging by experience. The net economy

of specie would then be forty million dollars, *^his, at

the rate of 5 per cent* a year, may be considered as equal

to an additional annual national profit of two millions of

dollars,"^

^"Considerations on the Currency," op, cit.. p, 253,
In "aiggestions on the Backs," Gsllatla aesuji^d a certain
amount of specie for the country "when in a healthy situa
tion," then assumed a substitution of paper for part of
the metal. Op. olt., p, 372.

^"Gonsiderationa on the Currency," op, cit.. p, 253,
Gallatin was explicit both in the above passages and else
where that his conclusions with regard to the utility of
paper money depended upon the assumption of a constant money
supply, and that "the suppression of notes of Inferior de
nomination" was "the most simple and efficient mode" of
assuring that there would not be a net increase in paper
money; letter to Blddl®, August 14, 1830, Writing-. II, 432.



Tli« leaking aystem i^ay© rise to a atlll greater galai^

Gallatin asserted, because of the eoonoiay arising from the

use of deposits# In "Suggestions on the Banks," howeTer,

Gallatin was intent on coisparing the benefits with the dangers

of paper money; hence he eliminated deposits from his calcu

lations. Gallatin never indicated that deposits could be a

means to inflationary expansion of the money supply, too#^

Gallatin acknowledged that such economies were an impor

tant advantage attributable to banks, but he added ims^diately

that it was achieved only at the coat of considerable inse

curity. He offered the following analogy:

Barns are certainly a very expensive implement of
agriculture. The capital expended on those buildings
in the Middle and Northern States is more than the
value of one year*s crop of the farms, and causes
therefore a deduction of more than 5 per cent, on
the annual gross produce of the earth* To dispense
with barns would be a greater annual saving than
that which arises from the substitution of a paper
to a metallic currency. Some favorable seasons
occur when the farmer might thresh his wheat on a
temporary floor exposed to the weather, and dispense
with a barn# Tet, in our olixaate, every prudent
farmer prefers security to a precarious advantage,
and would consider it a most wretched economy not
to incur the expense necessary for that object.
Similar is the economy of that expensive instrument,
the precious metals, if the substituted paper is
insecure.®

^"Suggestions on the Banks," op. cit.. pp# 574-76. Cf.
"Considerations on the Currency," op. pit.. p# 254,

^"Considerations on the Currency," op. cit.. p. 254# See
also "Suggestions on the Banks," op. cit. . pp. 378-79#



To Gallatln, then,th® sonetary problem was to achieve security

in the form of stable and uniform money, and at the same time

realize "the acknowledged and considerable saving" to be de

rived from the release of specie for export.

Mam Smith was one of the first to advance the idea that

an advantage of bank notes was their economizing on specie.

He was Intent on refuting the mercantilistic idea that banks,

by the process of issuing notes, thereby directly created

capital} but ho also was trying to explain the evident fact

that bank loans enabled individual borrowers to add to their

physical capital,^ Smith said, "It is not by augmenting

the capital of the country, but by rendering a greater part

of that capital active and productive than would otherwise

be so, that the most judicious operations of banking can in

crease the industry of the country, Smith's ideas were re

peated by writers in England and America; but the older, mer

cantilist doctrine that banks created capital, without export

of specie and without forced savings, prevailed for a half

^David Hume merely made the former point, that of the
confusion of money end capital by the mercantilists; Beckwith,
op. clt.. pp. 2-5.

^Adam Smith, An Inouiry into the Nature and Causes of
the Wealth of Nations. Edwin Cannan. ed. (Hew York; P.
Putnam's iSons, 1904), p. 303; see also ibid.. pp. 275-79.
Cf, Gallatin, "Suggestions on the Banks," op. cit.. p. 371.



century aiore in Ai^rica,^

Smith's statement of paper money ©conomisBing on specie

is critioized by Charles Rist, on tb© grounds that the bank

notes might not replace specie, but might be additions to

the money supply. Riat adds, with regard to the use of pa

per money or of credit, "it is absurd to msasure its useful

ness by the economy which it permits in the use of the pre

cious metals, since it is impossible to say what quantity

10 abseiof the precious metals

of credit."^ Ri8t*s criticism is less applicable to Galla-

tin*s us® of the idea that paper economizes on specie.

Oallatln not only protected himself by assuming a constant

money supply, but he also added the proposal that he believed

would assure that the money supply would not be increased by

the use of paper. That is, Oallatln's analysis was predicated

upon the assumption that notes of small denoffiination would

be prohibited, and that the remaining largo denomination

notes merely would be substituted for specie. If there is

any difficulty with Gallatin's analysis, it is not that he

neglected the problem of the size of the money supply in

^Beokwith, OP. cit.. p. 6j Brooks, op. oit.. pp. 154-55}
Miller, op. Pit., pp. 41-42, William Gouge, like Gellatin,
thought that the Insecurity of a paper system was not oompen*
sated by its economies, Grace Madaloina, op« cit.. p. 140.

0P« pit., pp. 86-87,



the absence of paper currency, but rather that his assumptloa

with regard to notes of small denoiaination might not be rea

sonable.^ Given Gallatln*s assumption, his oonclusiona follow

logically.

Assuming, however, that the new bank money Is a net

addition to the money supply, rather than a substitute for

part of It, then different conclusions follow. First, there

Is the problem of whether the aaditional money would get

spent, rather than be offset by an increased demand for money

to hold Idle. In view of the fact that the additions to the

supply of bank money arose la the process of discounting busi

ness paper, or otherwise extending loans. In an industrially

undeveloped but rapidly expanding economy. It Is reesonable

to suppose that the new money would get spent, rather than

be 'hsasted" la a move toward Increased liquidity.^

^oond, there Is the problem of whether the additional

spending would draw upon previously unemployed resources,

and, generally speaking, would Increase Incomes and employ

ment without Increasing prices, or father It would merely

draw resources away from previous employments, thereby tending

to raise prices and money Incomes, l^t not real Income, The

^See below, pp. 217-20.

^©okwith, op. cit.« p. 20. Alvla H. Hansen, Monetaj
Theory and Fiscal Policy (New York: McGraw-Hill Book Co.,
1949), pp. 189-70, 173.



tormT is the Eeynesian case, the latter, forced savings,^

The evidence ahowa that unedploymeat was not a major problem,

and that there certainly was not chronic unemployment, during

the period Gallatin was writing. The economy was dominated

by agriculture, in which output and employment tended not to

fall with declining prices or demand, but rather depended

upon exogenous factors, Ivan in the growing industrial sec

tor, expansion and plentiful inveati^nt opportunities \^re

the rule, and not contraction, stagnation, and underemployiaent,^

The remaining question, then, is whether r»w money tended

as a matter of fact, to release specie for export, or whether

it enabled entrepreneurs to bid up the price of scarce re

sources, and increase the output of capital goods at the ex

pense of consumer goods* ^though Gallatin made passing com

ments showing an acquaintance with the forced savings case,®

^See above, pp. 121-2S, 201-3, Jacob Viner cites two
English writers of the 1820*s, T, P, Thompson and Henry Bur
gess, Who argued that the increased supply of money would
result in increased employment in the production of consumers*
goods, thus slowing up the rise in prices. Studies in the
Theory of International Trade (Hew York: Harper Sc. Bros,,
1937), pp. 189-90.

^i^e the references cited, above, pp, 197-98, See also
Gallatin, **00 ns id ©rations on the Currency," op. oit,. pp. 314-
16; Statement of the Arts ̂ d Manufactures of the united States
of America for the Year l^iO (Philadelphia; A. Gornirian. Junr,.
1814), pp." ixxiv, xlix; Hammond, "Banking in the Early West:
Monopoly, Prohibition, and Laissez-Faire," op, oit.. p, 4;
Smith and Cole, op, oit,. p, 31,

®See above, pp, 201-3.



hi0 ©mpliasis was vary auoh on the Mam Smith case, that is,
the econojEy attribntahle to the export of specie.

In fact, Gallatin*s assumptions did not hold, as will

he shown in the following section. Hotes of small denomination

were not prohibited generally in the United States, but oven

in those instances in which they were prohibited, inferior

substitutes tooh their place rather than specie, fhis is

cirouiBStantial evidence that the money supply, even if notes

of small denomination were banned, would not have been the

same as it would have been under a simple specie system.

Since bank notes constituted a net addition to the money

S'^PPly# and the extra money ima spent domestically on fully
employed resources and scarce goods,^ the forced savings

effect was much more important than any release of specie for

export,^

^ letter to J, Horsley Palmer of May 1, less. Galla-
ii"? available capital was most profitably employed domestically, not abroad: "That credit has in tL
^hy instances been far too much extended (particularlv in
the interior) is indubitable; but it is not lass true that
capital was drawn in that direction because it could not
be employed as profitably in any other way; and that more is
still wanted for the sarse purpose is proved by the fact that
there is not enough to discount good short paper at 6 ner
cent I " Ttf—>1.. — -r-T A ̂  y. «. ~ ^ ^II, 450-61,

„  . ̂Beckwith, using twentieth century data, concludes that"a dollar of new bank credit takes the place of only one or
cwo cents in specie. Thus the great source of the new capital
received by borpwers of new bank credit is compulsory social
saving. Op, cit,, p, E6, Beokwlth does not even consider
the Keynesian case.



Hotea of Small Denoffiiaation

The sappresslon of notes of low donofflinatioa wia a

popular idiea before the Civil War, and Gallatin accepted

the usual arguiaents in its favor.^ Basically, Gallatin,

Gouge, Jaolcson, and others believed that notes of small

denomination unduly increased the money supply,^ with resul

tant evils of depreciated currencies, increased danger of

bank runs, and suspension of specie payments# Gallatin was

one of many who indicated that the small notes were received

with less caution than larger ones, that they passed mainly

into the hands of the ''poorest class of the community," and

that losses from bad notes fell mostly on this class.®

Gallatin reoomaiended that notes under ten dollars or, at

least, five dollars, be suppressed by legislation# He cited

^Miller, OP. clt.. pp. 142-45{ Brooks, op. pit., pp.
250-54J Dorfmen, op. cit.. pp. 608-9. There was much disa
greement as to what constituted a small denomination note
for purposes of prohibition; proposals ranged ail the way
from five dollar to one hundred dollar notes, according to
the se source s,

®The co3*ollRry was that notes of large denomination
merely substituted for specie. From this followed Gallatin*i
argument that suppression of small notes would permit a
society to realize the eoonomiea of paper money yet keep the
money supply constant.

®Gallatln, Writings. II, 4S2; "Considerations on the
Currency," op. cit.. pp. 500-2; Union Committee, op» cit*.
p. 79; "Suggestions on the Banks," op. clt.. pp. 42^-2^^.



the prohibitioa of notes under five pounds in England, and

under one hundred francs in France,^ He emphasized that the

supresBion of aiaall notes in France was a cause of the large

proportion of specie in the French currency,®

Before showing aom of the shortcomings of the proposal

to prohibit notes of small denomination, it must be admitted

that losses because of counterfeited and other bad notes were

serious, and that these losses fell heavily on the members of

the community who had to handle paper money, yet who were not

expert in money-dealings,® It is difficult to say whether

the fact that it was legally permissible to issue smll notes

aggravated this evil#

^Se© the references in p# 215, n» S, above# Several of
the states, at one time or another in the first half of the
nineteenth century, restricted notes of small denomination}
Dewey, pp. 63-73,

®Gallatln, Writings, II, 426; "Considerations on the
Currency," op, clt,, p, 301, Information furnished by Rist
suggests that Gallatin did not deal with basic causes, in
so far as he attributed the great use of specie in Ih'ance
to this prohibition. Banking was relatively undeveloped in
France before 1848; notes were not used as credit instruments
but merely as a means of transporting large sums of money;
the Bank of France, the chief Issuer of what notes there
were, redeemed them only in Paris; and most holders of money
were accustomed to keeping large sums of silver in their
coffers and making exchanges with specie. Summarily, Rist
says, "In France the question was one not of restricting but
of extending the use of notes, not of curbing credit but of
developing it, ♦ • Rist, op, oit,, pp, 229-33,

®Dlllistln, op, oit., pp. 13-17, 32-39, 41-58.



Gellatin thought that the suppression of notes of

Inferior denomination would, in some unexplained fashion,

cause specie to flow into circulation in the same amounts

as notes were withdrawn. On on© occv^sioa, he said that this

replacement would talce place "instantaneously,"^ hut for the

most part he envisioned an influx of precious metals from

abroad as a consequence of trade. For example, he cited from

his own experience the fact that the western counties of

Pennsylvania, for more than twenty years after their first

settlement, did not have enough specie for internal trans

actions, He contended that this was attributable to the

laolc of trade and communications with outside markets, "l^e

principle, almost universally true, that each country will

be naturally supplied with the precious metals aooording to

its wants, did not apply to their situation, It should be

noted that, if the suppression of small notes was to bring

an influx of gold and silver, it would have to be through

an effect on prices of a temporary change in the money supply,

and a resultant change in the balance of trade, fhat these

things would not necessarily take place was admitted by Galla-

tin in the case of the western counties of Pennsylvania

^"Considerations on the Currency," op. cit,, p, 301,
Presumably such an imodiata increase would come from doji^stid
hoards and non-monetary uses.

^"Considerations on the Currency," i,,, p, 315#



{although he looked upon this as an exception)^ and was a
key point in Ixick Bollfiann's oriticiflsi of the operation of

a aetallic standard,,^

It is iBuoh ffiore reasonable to say that notes of low

denomination arose because of the shortage of specie than

to argue that there was a shortage of speoie because of the

use of notes of small denomination. Dlllistin shows that a

great variety of small notes, including "shin-plasters" in

amounts less than one dollar, were in quit® general circula

tion during several periods before the Civil War. "They took

the form of tickets, due bills, and promissory notes end were

in many instances the private obligations of merchants, manu

facturers, and others whose business required them to

change*. . . ."2 necessary simply because there

was no subsidiary silver or other coins for small transactions,

The following story is very revealing. It concerns an Snglish

traveler in the tJnited States, in 1819, who had made a half-

dollar purchase in a store in Washington.

I presented a Philadelphia one dollar notet it
would not be taken without a discount of 2 1/2 per
cent. I then tendered a Baltimore bank (note 1, of the
same amount. This Ijcing one hundi'od miles nearer was
accepted. The storekeeper had no change; to remedy
which, he took a pair of soissors and divided the note
between usj I enquired if the half would pass, and

ISee above, pp. 104-5.

%illistin, op. cit.. 1



I, ■' ,v

being answered in the affirmative, took it without
hesitation, knowing the want of specie throughout
the country, and being previously familiarized with
Spanish dollars out into every variety of size. I
now find that demi-notes are a common circulating
medium*1

Finally, cases in which notes of small denomination were

prohibited demonstrate that the actual effect was not the

influx of specie, but rather for the community to seize upon

any inferior substitute which it could find* A Hew York law

of 1835 prohibited notes under five dollars, but its purpose

was defeated as notes from neighboring states flowed into

the circulation of Hew Toik* Consequently, the law was re

pealed in 1838*® Gallatin advocated that the law be re-

enacted, but admitted that all notes under twenty dollars

would have to be prohibited to males the law more "efficient*"®

The Union Committee, in 1834, recommended banning notes of

amounts under five dollars, but admitted that "no incon

siderable portion of this would be soon again supplied by

five dollar notes* In short, when there was a shortage of

United States coins, then foreign coins, counterfeit pieces,

merchants' notes, demi-notes, and a whole host of other expe-

^i^uoted in Dillistin, ibid*, p, 5-6*
%oGrane, op. clt*. pp. 99-100,
^"Suggestions on the Banks," op* olt** p* 426* Cf,

Gallatin*s letter to Biddle, August 14, 1830,
432*

%nion Committee, i,* I P* 79•



aients wer®, of nooessity, If some of these expe

dients had been banned, It seems entirely likely that re

course would have been had to still other media, for example,

demand deposits* Where none of these was adequate, as in

western Pennsylvania, there simply would have been a greater

use of barter, Gallatin*s assumption that specie would flow

in to take the place of prohibited notes was not well founded

on faot,^

further Bestriction on Note Issues

Gallatin strongly reoosaiended two sorts of limitations

on the lending activities of state banks} a restriction of

note issue to two-thirds of the capital of a bank? and a

restriction of the voluioe of loans to twice the amount of the

capital,^ In focusing his attention on the relationships be

tween notes and capital, or loans and capital, Gallatin was

3-Se© above, pp, 59-60, 218-19; for evidence that the
same process took place in Ingland when there was a shortage
of money of small denomination, see Niebyl, op, cit,. p, 14,

^Catterall cai^ to a different conclusion, namely that
prohibition of small notes '^would certainly have brought into
circulation a larger amount of specie," Op, oit«. p, 429,
He assigns no reasons and offers no analysis insupport of
his conclusion.

®"Considerations on the Currency," op, cit.. p, 312;
Writings, II, 449.

^"Considerations on the Currency," op. cit.. p, 312;
Writings. II, 449, 512; "aiggestions on the Banks," op. c:
pp, 420-22, 454.



taking the view typical of tk© 18SG*s and 1840'a. His

recojsEMndationa, however $ were mre rastrlctiva on bank

lending tban most, I.aw0 providing that the circulation of

a Imak should not exceed two and one-half times capital, nor

loans three times capital, were fairly frequant,^ According
to Gallatin, these legal provisions were so lenient as to be

only nominal limitations# He wrote, in 1831, that "amongst

than thwe hundred bank®, either now existing or which

have failed, and of which we have returns, we have not found

a single one the loans of which amounted, so long as specie

payments were in force, to three times, or the issues to

-twice, the amount of their capital,"^

The more lenient provisions, Gallatin thought, had per

mitted banks to extend excessively their loans in search of

profits# Some country banks had paid dividends of 15 per cent,

which Gallatin believed to be Indicative of excessive lending#

"Considered as a whole," he said, "the excessive and fatal

expansions of the years 1836-1837 oould not have taken place

had the maximum been properly regulated#"® Accordingly, in

%affiffiond, "Banking in the larly Wests Monopoly, Prohi
bition, and Inisseg-Fair® op* eit#. p# 17j Dewey, State
Banking Before the Civil tlar. pp# 53-63#

^"Considerations on the Currency," op. clt.. p# 318#
"Suggestions on the Banks," op# clt#. p. 487, Dewey's infor
mation confirms the fact that actual oirculatioa was generally
far less than that permitted in most states; State Banking
Before the Civil War. p« 61#

®"Suggestions on the Banks," » P* 421#



%h& 1830*a, Gallatln adfocat®4 a prohibitioa on loans oter

twloe the capital of a bank* H© drew upon his axperianos

as bank president to conolnde, as folloiss!

I can now say, from actual experience, that this is
amply sufficient, and -will, after defraying expenses,
taxes, and ordinary losses, allo'» of a diiridend of
8 or 9 per cent, a year. The restrictions will tak®
away the temptation of ©xcessiT® credits, and neces
sarily limit the issae of paper and increase the
specie basis.^

By 1841, Gallatln was inclined to be more restrictive;

he advocated in *Saggestiont on the Banks" a one and three-

fifths limitation on loans relative to capital, to apply to

all loans of all banks, with penalties for overissue.^

Applying the one and three-fifths limit on loans relative

to capital, Gallatin gave the example shown in fignre 10,

with slight revisions in fora.^ The bank has extended its

Fig. 10.—An American Bank, Balance
;  (in thoasanda of dollars)-

Specie
Loans

Real estate

I  300
1,600
ICQ

18.000

Circulation and
deposits #1,000
Capital 1.000

t;2.00Q

loans to the maximum permissible. Assuming that capital i

^Gallatin, letter to Frederick Beasley, September 3,
tings. II, S18; "Considerations on the Currency,"

op. pit.i pp. 281I 312,

%p, 420-21,

3lbid.



and real ©stata remain constant Gallatin asserted that any

increase in the circulation and deposits had to accom

panied by an increase in the "specie or available resources

of the banh, Ind the effect of this would be to sti^agthen

instead of weakening the bank; since the ratio of available

resources to liabilities payable on demand would thereby be

increased."^ For eaaaple, a new deposit of specie amounting

to #200,000 would leave the bank in the condition shown in

Figure !!•

Fig# 11#—An Affierioan Bank^ Balance
Sheet {in thousands of dollars)#

Specie
loans
leal estate

^  500 Circulation and
1,600 Deposits |l,200
^  100 Capital 1.000
12.200 $2^200'

®ow, if the bank la (juestloa mm to extend new loans

of #100,000, creating loan deposits of the ssto aaouat, and

if the borrowers rapidly transferred by check the entij^ sum

to third parties having accounts in other banks, then the

situation would be as depicted in figure 12, The ratio of

loans to capital in Figure 12 is 1#7-1, exceeding %h» permis

sible limit of 1,6-1# Tet the bank still has a "reserve ratio"

of specie to demand liabilities of one-third, which seems quite

3-Ibid,# p, 421.



safe by modern standards.^

Fig. 12««"»ibi American Bank, Balance
»et (In thousands of dollara).

Specie
Loans
Heal estate

^  400
1,700
100

Circulation and

Deposits #1,200
Cg^ital 1,000

$2,20*0

Banking in tbs 1640's snd besiking in the mid-twentieth,

century are not coiaparable, however. Bray Hanaaond shows

that the limitations of loans to three times capital and of

notes to twice capital were rarely approached in early

American banking. In 1948, by way of comparison, loans and

investments of American banks were eleven times capital, and

deposit liabilities, thirteen times capital. Hatamond adds,

"There was then more fictitious capital, but not enough to

alter the fact that bankers counted much less upon their

liabilities to the public than they do now." The limitation

of loans relative to capital "was based evidently on the

unsophisticated supposition that bank capital would be paid

^The minimum legal reserve ratios for member bmks of
the Federal Reserve Systam, on April 1, 1953, were 14 per
cent, 20 per cent, and 24 per cent for country banks, re
serve city banks, and central reserve city banks, respec
tively. Board of CJovemors of the Federal Reserve System,
Federal Reserve B^letin. XXXIX (April, 1953), 365.

In a speech ih Congress on June 29, 1797, Gallatin
indicated that a caie-third ratio of specie to liabilities
"was a general rule for regulating the quantity of cash
kept to answer . • • current demands." Annals of Congress,
5th Cong., Ist sess., VII, 412-13.



-V:-*

la specie, and it was iatended to insxire convertibility.**^

(Jeorge !Fucker, in 1829, eriticized Gallatin*s proposed

limitation of loans relative to capital on tbo grounds that

the capital of tho batks typically was not **real,*' and dM

not consist of specie.^

(Sallatin was quite insistent, however, on provisions to

insure that capital wcwld be paid in specie,® and that the

reserves of a bank be **tantaiaount to specie."^ Thus, Galla-

tin approached the idea of a required specie reserve against

liabilities only incidentally to his several discussions of

other limitations on loans or note issue.® Nevertheless, he

was in the vanguard in seeing that, for the puipose of main

taining convertibility, the relation between specie and lia

bilities was strategic.® It was not until after 1830, or

%afflaond, **Bankins in bbs Early Wests Jlonopoly, Prohi
bition, and Laissez-Faire,** op. "6it.. p. 17.

2
Cited by Brooke, op. cit.. p. 240. See above, pp. 194^95.

®'*The restrictions can only be made in reference to the
•capital actually paid la. • • •

Currency," op. cit.. p. 312,Currency,"

"aig

Considerations on the

gestions on the Banks." op. cit.. p. 420. Hammond
would be the first to reco^iize that Gallatin had thus pro
tected himself against the criticism that oegjital was often
not paid in specie.

®"Consideratioa8 on the Currency." op. cit.. pp. 253.
281, 312, 313j "Suggestions on the Benk8T^~Q7r"kt., pp.
421, 455| Union Committee, op. cit.. pp. 73, 77.

A

Hedlich, History of American Business Leaders: A
Series of studies, II. Part II. Molding of Aiperlean Banking;
Men and Ideas, p. 37.



perhaps after the Paulo of 1837, tMt legal specie reserves

mvB ooateaplated la Aiaerica, Tho originel New Tork Free

Banking Act of 1038 required a 12 1/2 per cent reserve

against bank notes, but this clause was r^ealed a jear

later. In 1848, Louiaiana penaaaently adopted a 33 1/3

per cent required specie reserve against all cash llabili-»

ties,^ Grace Madeleine suggests tMt, by about 1840, many

writers acknowledged that a required specie reserve relativo

to liabilities was desirable, but **the practical difficulties

in the way of such cOiii)ulsion appeared to be insurmountable."^

Dewey demonstiates the veil of secrecy which typically was

drawn over all banking operations, and especially the jeal

ousy wlt^ which inf oriQatioa as to the state of the specie

In a bank's vaults was guarded, even against state inspection.®

Oallatin saw clearly the need for bank inspections by

public officials, and for publication of the ccndition of

banks. He approved of a requirement in the banking laws of

New York providing for inspections, at least once eveiy four

months, of the books, specie on hand, general ability to

^Redlich, ibid.. p. Hammond, "Banking in the Early
WestJ Monopoly, Prohlbitimi, and Laissez-Falre," op. cit..
p. 17.

^Grace Madeleine, op. clt., p. 162,

®Dew8y, State Banking Before tha Ci^•11 War, pp. 126-36.



fulflil obligatioas, etc., of ©Tery bank in tbo stato.^

As stated abore, Gailatin approacbed the Idea of a

minimum specie resarTe against demand liabilities only

incideni^lly to discussions of other limitations on bank

lending activities, so that in this respect his attack on

the problem of laaintaining convertibility was only indirect*

The restriction on liabilities to one and three-fifths capi

tal, hovisver, would have limited effectively the espansion

of the money supply by the banking system, as shown below.

Thus, Gallatln was interested principally in maintaining

specie payments, thinking only secondarily of preventing

expansion of the money simply. Paradoxically, however, his

proposal to limit loans to one and three-fifths capital

would have assured convertibility only in so far as capital

was paid and maintained in specie, but the proposal would

have limited eapansion of the money supply more effectively

than do n«>dern reserve requirements.

Assume that the bank in figure 10^ is just meeting a

dual requirement of a 30 per cent specie reserve against

^"Suggestions on the Banks," op. clt.. pp. 417, 419-
20. Cf, "Considerations on the Currency," op. clt.. p.
318; letter to B. M, T. Hunter, July 12, 1841, Vritings.
II, 554.

For Gallatln*8 description and approval of certain
other details of the legal requirements imposed upon New
lork banks as of 1841, see "Suggestions on the Banks,"
OP. cit.. pp. 415-19.

^Above, p. 222.



demand liabilitiea, and of a one and tlireo-fifths limit

on loans relative to capital; the bank is "loaned vip" in

both respects* Hew deposits of ̂ 200,000 are received,

bringing about the situation depicted in Figure 11.^ Now,

the 30 per cent re^rve requiraaent would permit the bank

to extend additional loans by creating derivative deposits,

resulting, perhaps, after the new deposits are drained off

to other banks, in the situation represented by Figure 12*^

The other beaks in the system would receive new primary de

posits, enabling them to extend additional credit to some

multiple of tbe original #200,000 primary deposit in "An

American Bank," after the fashim of the eaqjansion illus

trated in Figure 9.® Gallatin*s proposal, however, would

have prevented euch an expansion, as shown above. Ilie specie

reserve rule permits expansion of the money supply whenever

there is an increase in primary reserves; the loans-tot*

capital rule permits en expansion of the mtmey supply only

^Above, p. 223.
2
Above, p. 224,

®Above, p. 179. The precise aiaount of the eatpansion
would depend on further assumptions with regard to the pro
portion of new primary deposits which the banks saw fit to
use as the basis for additional loans. In Figure 12, it
is assumed that 50 per cent of the new specie is drained
off to other banks; In Figure 9, it is assuraed that 85 per
cent is drained off in each transaction.



in the lesa-likely event of an increase in paid-in bank
T

capital#"^

In addition to the loans-to-capital rule, Ctellatin

proposed, less emphatically, that the note circulation of

banks be limited to a maximum of tvio-thirds the ajaount of

their capital.® In so far as there was any t^dency to

substitute deposits for notes, this requirement would not

have prevented large eapansions of credit by creating loan

deposits. Loans taken in the fcarm of deposits can Jeopar

dise convertibility and eatpand excessively the money supply

Just as readily as can loans taken in the form of bank notes.

for banks which had already extended their note issues greatly,

and were not prone to use deposits, the limit on circulation

to two-thiids of capital would have been restrictive. For

exai^le, calculations from Qallatin's data show that on

January 1, 1830, coxmtry banks in Massachusetts had a iratio

of notes to capital of 38 per cent, far below the two-thirds

rulei but country banks in Hew Toxk had a ratio of 93 per

cent, and in Pennsylvania, of 104 per cent, and would have

Assuming, in both cases, that the banks were previously
"loaned up." Under the same assuaaption, the obverse of the
above statement would be as follows; The specie reserve rule
forces contraction of the money supply whenever there is a
decrease in primry reserves; the loans-to-capltal rule
forces contraction of the money sujmly only in the less-likely
event of a decrease in paid-in bank capital.

Considerations on the Currency,"
14; Writins:s. II, 449.

,• t PP • 312*



bad to contract their circulation in order to m^t Gallatln*#

requirement#^

In 1829, Hew York eaacted legielation designed to pro*

teot the holders of notes of banks chartered in that state#

The Safety Fund Act required the banks to contribute to a

fund which was to be used to redeem the notes of any bank

that failed# Each bank was required to pay to the treasurer

of the state a sum equal to 1/2 of 1 per cent of its capital

stock, the payments being made annually until they totalled

3 per cmt of capital. If the Fund were depleted by future

redemptions of the notes of failed banks, additional pay»

ments could be required# The law contained other proTisions

relating to banks with Hew York charters, but these are not

relevant to the main purpose of the Safety Fund, namely, to

provide security to noteholders by a system aaalogoua to

Biodera deposit insurance. As a consaquence of achieving

^Gallatin, "Considerations on the Currency," op. d.t*.
pp. 313-14. 'The following calculaticsis have been made from
GiiLlatin'a data to show the relative importance to country
banks, of notes, and to city banks, of deposits, in the
states for which information is available; in Massachusetts,
countiy banks had deposits of only 31 per cent of their
notes outstanding, whereas city banks had deposits of 93
per cmt of their notes; in Hew Yoik, country banks had
deposits of 81 per cent of their notes, whereas city banks
had 198 per cent; and in Pennsylvania, the ratios were,
for country banks, 49 per cent, aad for city banks, 138



this xaaia purposa, it was thought that other adventagea

would follow: preveaticaa of runs on banks, and promotion

of greater stability of the monetary system*^

Oalletin was extremely critical of the Safety Fund

System. First, the law made "properly managed" banks respon

sible for the conduct of others "at a great distance, and

over which they have no control,"^ The result was "a pre

mium given to neglect of duty end to mismanagement, at the

expense of the banks which have performed their duty and

been cautiously administered."® Qallatin thought tliat the

Fund would be less objectionable

by applying it to each county, or other distilct of
country prescribed by law, respectively. Thus the
banks would each be made responsible to the extent
of the tax for th& banks only within the same county
or district. They would all thereby be induced to
watch and regulate those in their own vicinity.d

Second, the operation of the Act had a tendency to en

courage excessive issues of paper. Heferring to the proiaise

Robert 1. Chaddock, The Safety Fund Banking System in
Rew York. 1629-1866. Senate iJocuiaents, ko, 581, 61st Cong.,
2d sess. (1910), pp. 259-63. For a' detailed treatment of
the operation of the Fund, see ibid.. pp. 270-367.

2
Gallatin, "Considerations on the Currency," op. clt*.

p « 318•

^"Suggestions on the Banks," op. cit.. p. 423j letter
to A, C. Flagg, December 31, 1841. Writings. U, 568; letter
to John A. Dix, March 30, 1842, WritinRs. II. 591; Union
Committee, op« cit.. p. 79.

^"Suggestions on the Banks," op. cit.. p. 424,



of reaemptlcai of the notes of failecS bank# out of tho Fimd,

Qallatin statedJ

That provision gives a false credit to soiae insti
tutions, v&ich, not enjoying perfect confidence,
would not othervdse be enabled to keep in circu
lation the same amount of notes; and it therefore
has a tendency unnecessarily to increase the amount
of paper maaey.i

Third, banks with the greatest capital had to pay in

the moat to the Fund, city banks paying in about twice as

much as the eomtry banks. By implication, Gellutin was

saying that the banks thiat were in the soundest condition

had to contribute the most. Yet the country banks were the

ones that issued the most notes relatively to their capital.

"This ... does not accord with the principles of a govern

ment founded on the egual ri^ts of all."^

fourth, the fund "provides at best only against ulti

mate loss, and not at all against the danger of a general

suspension."^ These objections by Qallatin to the Safety

fund System reflect his basic antagonisms toward discrimlna*

tion, govemmental interference, inflation of the currency,

and suspension of specie payments. They also reflect tiie

-^Ibid.. p. 42S|
clt.. p. 79.

, II, 591; Union Committee,

^"Considerations on the Currency," op. cit.. p. 318;
see also ibid., pp. 313-14; Chaddock, op, clt.. dp. 238-42.
296-97. . T ,

II **» Banks." op. clt.. p. 423j Vrltlng,



fact) that h® was president of the Hatioaal Bank of Hew

York, because It was the city banks that were undeniably

discriminated against by the law.^

Although there was this uneven incidence of the burden

of the laWj and although it did not prei^nt the numerous

bank failures of 1840 to 184S which were its ultimate un«"

doing^® the Safety Fund System was not a complete failure*
It was partially successful in its airiimum function* in

that holders of the notes of insolvent '^free banks,** not

subject to the fund, suffered worse than holders of the

notes of insolvent banks of the Safety fund System*^ More

important is the fact that, in Bray He^axaond's words, '^the

fund was a significant and influential experiment in banking

control.**^

«  op, cit*. p* 156; Lanier, on. cit..p* «0i. For evidence that the opposition to the Safety
fund Law came mostly from the city banks, see Gallatin.
witing on behalf of the "Oentlamen connected with the

letter to ̂ ohn A. Dii, March 250.1842, ytritlyngg, II, 588-91; Chaddock, op* cit*. pp. 267-70.

^Chaddock, op»

^Ibld*. p. 340,

pp* 309-49.

4
~  . GoTemors of the federal Reserve System.
Banking Studies^ p. 9. Cf. Chaddock* op* cit*. on. 290.
324-^5, 382-88* *
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■rirsT^ aaa aeoona ganAB as Jmbiio inetltutlona

The Bank of tko Halted States, as it operated under

each of its charters, was a ccoitral bank, and it was as

such that (Sail at in treated it»^ He saw the Bank as per*
foiming the principal function of controlling the monej

supply in the cointry. This function is the distinguishing

feature of a central bank,® Among other functions, that
of acting as the fiscal agent of ttw govemmait will be

eH5)hasized, because of its la^ortance in Qallatin's time

and in his mcmetary writings. Although a central bank

may deal with individuals, it "'directs a substantial part

of its dealings through other banks,** and it is concerned

with certain **larger interests** than merely those of its

^Cf, above, pp, 158-59, See also James 0, Wetterau,
**Hew Light on the First Bank of the United States,**

Aspects of the Second Bank of ths United States, pp, 223-
63,

g
A central bank may be a single institution or a

system of regional banks with a national governing body.



ii, * «:»-•'.•
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own stockkolders.^ These **larger interests" would depend
upon the philosophy of the times as to the role of the

govemiieat in the eeonomy, and might very froea en effort

to provide price stability and order in the money markets,

to an effort "to do its share in creating conditions fa

vorable to sustained high employment, stable values, and a
9

rising level of oonaumptim•" Some writers add that,

ideally, the central bank should be the sole bank of issue,

hold the reserves of other bmks, and be the principal
3depository of the gold of the country#

Henry Parker Willis, The Theory and Practice of Cent]
Banking (New York: Harper &. Brothers, 1936), pp, 5-9, 21;
Carrie, op» cit., p» 24; Board of CSovernors of the Federal
Reserve Systaa, The Federal Reserve System—Its Purposeg
and Functions* p. ix.

%oard of Governors of the Federal Reserve System,
ibid#. p, 1. Cf# Taus, on# cit»« pp# 3-4# Gallatin thought
in terms of the more limited objectives of price stability
end maintenance of convertibility.

^enry Thornton, a contemporary of Oallatin, made these
points. Kis thinking was influenced by the British experience
during the Period of the Restriction, in which notes of coun
try banks were inconvertible into gold, but were convertible
into Eaok of England notes. The Bsnk of aagland had become
the principal holder of the gold reserves of the country.
For Thomtott's ideas on central banking, see Rist, op. cit«.
pp. 383-95; Mints, op. cit>. pp. 53-56. Gallatin, on the
other hand, preferred that all banks maintain convertibility
ihto specie, hence, that they hold sufficient specie reserves
in their ov/n vaults to accomplish this purpose. See above,
pp. 76-101.

For opinions of Sngliah bankers in the 1920 *s to the
effect that a central bank should be the sole bank of issue,
and should hold the reserves of the country, see the quota
tions in Taus, op. cit.. pp. 3-4, and Willis, op. cit..



Oallatin, in defending central banlcing by the First

and Second Banks of the United States, felt obliged to

reply to the arginaent that the Banks unconstitutional*

The Jeffersonians and Jacksoniaaa, with few exceptions,

declared that the creation of a national bank was not arumg

the powers delegated to the federal government* They also

feared the erection of a financial power allegedly indepen

dent of the gOTemiBsnt*^

With regard to the First Bank, Oallatin asserted its

constitutionality as a corollary of the fact of its great

utility to the govemasat* Is e^owed that banks were "neces

sary" to tbe governiaent "for the punctual collection of the
O

I'evenue, and the safekeeping end transmission of public

pp* 21-22*
For miscellaneous other aiias and functions of a central

bank, see C. 0. Hardy, Credit Policies of the Federal Reserve
System (?*ashington: Erooklags institute, 1932}, pp. 16-17;
G* L* Bach, Federal Reserve Policy-slaking (New York: Alfred
A* Knopf, 1650). pp. 19-20; Willis, op* cit** pp* 9-£0.

^See, e. g., The Works of Thoaas Jefferson. 1, 56-58;
Beard, op« cit*, pp* 154-59 s Schle singer, op * cit.. pp. 90-
91; and certain of iTuckson massagss to the Congress, in
James D* Richardson, ed., A Compilation of the i^fessa^es and
Papers of the Breaidenta. 1789-1897 (V/aahington: Govamment
Printing Office, 1896-99), II, 462, 576, 581; ibid*. Ill,
302-4*

P

Because customs duties not payable Imedlately
upon receipt of imported goods, the importers had to furnish
"revenue bonds" or "customs bonds" to tlB government pending
payment* Tbe Bank of the United States frecjuently assumed
these bfflads, enabling the govemxaent to collect its revenues



moneys.^ For these purposes, the Benk of the United States

wee the '*most conyenient." contrasted to the state hsnka,

the Bmk of the United States was more useful, and more se

cure by vlrtoie of Its greater capital.^

In 1803 when Gallatln was trying to conrlnce lefferson

of the necessity to the Treasury of a branch in New Orleans

of the Bsnk of the United States, he argued as follows:

The great advantages we derive from banks, end
especially trom. the Bank of the United States, are:

1st, A safe place of deposit for the public moneys,
Bd, The instantaneous transmission of such moneys

frcaa any one part of the continent to another, the bank
giving us immediate credit at New York, if we want it,
for any am we may have at Savannah, or at any other
of their offices, or vice versa,

Sd. The great facility which an increased circu
lation end discounts give to the collection of the
revenue,^

In his reports to the Congress, Gallatln intended to

show that the Bsnk was "necessary and proper" to the execution

immediately, "13ie punctuality of payments introduced by
the banking system, and the facilities afforded by the bank
of the United States to the importers indebted for revenue
bonds, are amcmg the causes which have enabled the United
States to collect with so great facility and with so few
losses, the large revenue derived from the impost." Oalla-
tin, report to Congress on ths "Bank of the United States,"
March 2, 1809, An^rican State Papers* Finance II, 3S2, Cf.
John T, Holdaworth, The first Bank of t^ United States,
Senate Documents, No. 671, dlst Cong,, Sd sess. (1910),
pp# 63-66,

^Gallatln, "Bank of the United States," American State
Papers. Finance II, 352; also, GaUatin*® report to Congress
of January 30, IBll, ibid,. 481,

^Writing,. I, X71.



of fimetlons ddLegiatod by tlie Cosistitution to the federal

goYennBenti heace, that the Bank was constitutloiali To

refute the arguaeht that it was act "necessary* because

state banks could be used as the fiscal agent of the govern

ment, Oallatln added that the "General Government" should

not be "entirely dependent on institutions over ¥dLieh it

has no control whatever*" Unlike the state banks, tho

HatimaX Bank had both a greater interest and a greater

sense of duty "to afford to the Onion every assistance within

1
its power*" Gallatin then referred directly to the issue

of constitutionality* Because the Bank charter had, "for a

number of years, be«ci acted upon, or acquiesced in, as if

constitutional," and because the Bank was "necessazy" for the

legitimate powers of the federal govemm^t, it did not seem

2
to him that the Bank was unconstituticmal*

Xn his "Considerations on the Currency," some twenty

years later, Qallatin gave greater attention to the issue

of constitutionality. He refused to base his argument upon

the clause in the Constitution empowering Congress to "pro

vide for the • • • general welfare of the United States*"

Gallatin v/aa a strict eonstructionist with regard to this

^Gallatin, "Bank of the United States," American State
Papers. Finance II, 332.

^Ibid* , p • -481 *



claus«.^ Hather, he thought that the Bank was "sanctioned

exclusively by that clause nhich gives to Congress power

to make all laws which shall be necessary and proper for

carrying into execution any of the powers vested in the

government of the United States,"2

In a long discussion, GaUatin indicated that, in his

opinion, the "necessary and proper" clause did not mean

"absolutely necessary." Since there are almost always

altematlva means of accomplishing a given purpose, no one

means is "absolutely necessary." 7he question, then, was

whether "some other equally efficient mode" besides his

proposals for a prohibitive stamp tax on state bank notes,^

or a regulatory Bank of the United States, could be found

to carry out the constitutional powers of Congress to regu

late the value of the currency, provide for uniform taxation,

and prevent the impaixm<mt of contracts.

On the other hand, "means proposed for carrying into

effect any special or expressed power vested in Congress

Should he hii^ly useful and li^ortant, having clearly and

bona fide that object in view which is the avowed puxpose,"

and not some disguised motive. The chartering of the Bank

^"Considerations on the Currency," op. cit.. pp. 321-25.

^Ibld.. p. 325.

^i^e© above, p. 139•



of tlie Onlted States, In 1791, was opposed on tl^a grounds

tliat til© real, although hiddoa, motives were "the consoll-

datim of a moneyed aristocracy, and to further the vl©"?®

at that tlmo ascribed to a certain party and to its pre

sumed leader*"^

In 1831, Qallatln did not believe that the Bank of the

United States would further "a mcneyed aristocracy."^ More

over, "Experience • • • has confiriosd the great utility and

importance of a bmk of the United States in its connection

with the Treasury." He recited the advantages to the govern

ment of the Bank, in much the same language as in his 1809

and 1611 reports cm the "Bank of the United States." He

emphasized that the Bmk transmitted gratuitously end "at

a moment*8 warning" govemmmt funds from place to place

within the country.®

Having had experience with state bank notes varying

greatly in value from place to place at any one time, Oalla-

tin now added another argument designed to show the consti-

^"Considerations on the Currency," i., pp. 327-88.
*7

^He reeoimaended certain modifications of the charter
of the Bank, however, designed to assure that the Bank
would further tlm public interest. See below, pp. 260-64.

^"Considerations on the Currency," op. clt.. pp. 328-29.
For an exceptional case, in 1818 and 1819, in which the Bank
limited the places in which it would honor Treasury drafts,
see tie letter trm William H. Crawford to Gallatin, luly 24,
1819, in Gallatin*8 Writings. 11, 112-15.



tutional necessity of a national bank. "Ri® Bank of the

Iftiited Stetes, by presanting for proi^pt redemptloii state

bank notes that casie into its handiSi helpea to assure con-

Tertibility into specie* A unifora currency was thereby

promoted, thus meeting the miniffltim requirement for uniform

taxation in that persons in different parts of the coimtry

wuld pay their taxes in currencies of e^al value relative

to specie.^ Constitutionally, Congress was bound to assure

a uniform currency, and Gailatln thought that this could be

accomplished either by a prohibitive tax cm state banks

notes, in order to bring about a metallic currency, or by a

regulatory national bank* fherefore, Congress had the right

to establish a national bank under both the "necessary and

proper" clause end the requirement that Congress should make

provision for a uniform currency*^

^See above, pp* 93-94.

^The 1819 aipreias Court decision in the case of
McCulloch Ts* The State of Maryland had upheld the constitu
tionality of the Second Bank, in elaborating the doctrine of
implied powers. "Let the end be legitimate," Chief Justice
Marshall had said, "let it be within the scope of the consti
tution, and all means which are appropriate, which are plainly
adapted to that end, which are not prohibited, but consistent
with the letter and spirit of the constitution, are consti
tutional." McCulloch vs. The State of Maryland, 4 Iheaton
421, Marshall cited the public functions served by the Bank
of the United States, and added that the state banks could
not perfors them as well.

In 1824, the Supreme Court reaffirmed its 1819 decision,
making more explicit the fact that the Bank of the United



In th® course of stating the advantages to the govein-

sient, of th® First Bank of the United States, Gallatln re

plied in part to the most telling argument against renewal

of the charter, nscaely, that it dominated by foreigners#

It was true, he acknovdedged, that the high percentage of

foreign stockholders in the Bank necessitated an enaual

remittance abroad of the dividends, with a consequent drain

of resources f rcmi the United States# He turned the tables

on this argument, however, by showing that if the bank were

liquidated the foraignere* proportion of the capital,

17,200,000, would have to bo reiaittod abroad at once#^ Thus,

the renewal of the charter would act "as a foreign loan,

bearing an interest of B 1/2 per eent# a year." In general,

Oallatin believed that any disadvantages of foreign ownership

of part of the stock of the Bazik ware more than offset by the

services the Bank rendered the country*

There were other advantages of the Bank of the United

States to the government* As has been stated, tha Bank made

States was not a "ausre private corporation"; it was created
not principally for profit, but for "public and national
purposes." Osborn vjt. The Bank of the United States, 9
Vdieaton 659-60*

^That this proved to be the case, and was a factor con
tributing to the mispenslon of s^cle payments in 1814, see
above, p* 97.

V

^Gallatln*3 1809 report on the "Bank of the United
States," American State Papers. Finance II, 352* The 8 1/2
per cent a year was the average dividend rate of the Bank*



direct loans to the govemaeat, and assisted the Treasury

to borrow from the public,^ la 1831, Gallatin discussed

the role of the Beak of the (Mited States in assisting war

financing by the govemiaent. With the outbreak of a war,

the governi^nt needs additional funds, requiring the levy

of new taxes*

The utfflost diligence and akiH cannot render such
new taxes productive before twelve or eighteen
months* The estimated amount laist be anticipated,
and advances to that extent * * * may justly be
03i®ected from the Bank of the United States,^

In addition to such direct loans, the Bank would "powerfully

assist" the process of Treasury borrowing in the money market*

The Bank would do so "by affording facilities to the money

lenders," especially by making advances to them to meet in

stallments on the government securities* This would prevent

"glutting the market" with sales of the securities when new

installaenta came due, and would thereby tend to support the

market for the govemment stocks*^

Another advantage of the Bank of the United States to

the fiscal affairs of the governiasnt was the profit derived

by the federal govemment on its ownership of stock in the

Bank. Gallatin presented this argument only in connection

^Above, p. 27. Cf* m I, 228.

""Considerations on the Currency,"

^Ibid*

;*, p. 3d6*



with the i'irst Bank# Aa early as 1796» he pointed out that

the gOTemment owned five thousand ah are a of etock in the

Bank, and that these shares were purchased with the two

million dollars lent by the Bank at 6 per cent interest#

Therefore, the difference between the 6 per cent paid to the

Bank and the 8 l/B per emit average annual dividend was a

source of profit to the government#^

To cmclude the discussion of Gallatin's treatment of

the Bank of the United States as a fiscal agent of the govern«•

aent, it is necessary aeiely to confirm his judgaant as to its

great utility# Both the First and Second Beaks v^re the prin

cipal depositories for government funds, until Fresident Jack

son had the federal deposits removed frcm the Second Bmk

p

in 1833# Both the first and Beomd Banks tz%nsmitted, with

rare exceptions, government funds without cost to the govern

ment. This was a valuable service,^ which the state banks

could not have perfozmed as well#

Sketch of tbe Finances of the United States,"
QP# eit». p# 97. Cf. Holdsvjorth, The First Baak of the
United States, p. 73#

^Walter B. aaith, op. cit#. pp. 160-77, For the extent
of the government deposits in the Bank, see ibid#. pp. 48-51;
Gal latin, report on "Public Beposites in Banks, .^rican
State Papers. Finance II, £16-18; Wetterau, op. cit#. p. 272;
Boldaworth. The First Bemk of the United States^ pp. 53, 58#

^Catterall, ^#, p • 467 •



In fact, both tbe First fuad SecoQd Bmks got th« "lion's

share" of the forei^pi and domestic exchange business for the

cotintry as a whole by virtue of their superior resources,

wide distribution of their funds, end universal recognitim

of drafts on their branches,^ ihereas both the First and

Second Banks transmitted goveznment funds domestically with

out cost to the government, they levied a charge for the

tranaaission of funds for all others; that is, they sold

drafts at a slight premium. The size of the premium varied

with the distance involved* This was the source of consi

derable profit to the Banks,^ and was probably the basis for

the assertion by JTaekson that the Second Bank had failed to

provide a uniform currency,® Ctellatin's extended reply pro

vides as good an answer as any to J^ackscn's argument. Al

though it was true that drafts of the Bank and its branches

were received at par only at the place of issue, Qallatin

showed that this was only because it involved an expense to

transmit funds from one place to another.

%oldsworth, The First Baj^ of tte United States, pp.
54-55; Wetterau, op, cit.. p, ̂'ji'l: Walter B« a^th.' op. cit,,
pp. 42-46; Catterall, op, oit,, pp. 140-63.

%oldaworth, The First Bank of the United States, pp.
54-55; Grace Madeleine, op. cit.. pp. 35-36; Welter B. Steith,
on. cit,. p. 44; Catterall. op. cit.. pp. 141-42,

®Gallatin letter to Biddle, August 14, 1830, Writings.
II, 438; Catterall, op. cit.. pp. 194-95.



Tiie objection is reduced to the simple fact that
individuals who may still hold such notes cannot
always exchange them at par at a place distant from
that where they are payable. • • • ihen this objec
tion is made, what in fact is complained of is,
that the bank will not, or cannot, transfer the
funds of individuals, as well as those of the
public, from place to place gratuitously,—an
operation which has no connection with the uni
formity of currency.^

In 1841 he restated the argument. A new Bank might *'bring

exchange nearer to par,** that is, treuamit funds more

cheaply.

But it is a great error to suppose that it can
afford a gfflaerally uniform ciirrency, or one which
shall at the same time be of the sarae value in all
places. This is to confound exchange and currency,
and to suppose that paper money may not only be a
true representative of gold and silver, but can
perform that which gold and silver cannot accom
pli sh.^

For all practical purpoi^s, the Bank of the United

States furnished a uniform currency, as Catterall says,

because the discount "was always small, and did not affect

the mass of the people, since the smallest denomination of

the hank's paper was receivable at per wherever there was

^'^Considerations on the CTjcrreney," op. cit.. p. 342.
See also "Suggestions on the Banks," op. cit*. p. 452;
Writings, II, 438.

^"Suggestions on the Banks," op. cit., p. 452, As a
matter of fact, some of the obligaticais of the First and
Second Benks were an even better currency than Qellatin
gave them credit for being, since, in the Ohio valley, their
notes "commonly carried a premium over coin because they
could be used for Interre^onal exchange"; Berry, op. cit.,
p. 540.



an office of the bank, and all tbe notes v/ere receivable

at par in payments to the government."^ In the Ifeited

States before the Civil War, internal coiaaamications and

a clearing system for bank obligations were not yet so

well developed ttot funds ordinarily could be transmitted

at so negligible a cast that the bank could bear the ex*

jp0ZlS9«

Ihe soundness of Qallatin*s views that the central bank

was extroiaely useful as a fiscal agmt to the government is

further attested to by the fact that the First Bank esta

blished certain of its branches solaLy because of the desires

of the Secretary of the Treasury, thereby aiding the Tre&miTj

in its fiscal operations.^ Wetterau adds the following

points: The Bank of the United States acted as an agent for

subscriptions to new ̂ vemment loans, and for paying the

salaries of goverament officials# It cooperated with the

Mint in holding government bullion and foreign coins, turning

^Reilph C, H# Catterall, "The Successes and failures of
the First and Second Banks of the United States," Acadeayr
of Political Science, Proceedinga. I (1910-11), BOS; Oallatin,
"Considerations on the Currency, qp. cit#. pp# 341-43. Of,
Catterall, The Second Bank of the United States, pp. 137-40;
Walter B. ̂ th. op. cit*. pp. £56-57. Grace Meleine
points out that "Under freely cocrgpetitive conditiaas toe
rate of preialuia or discount on bills would be settled by
the forces of supply and demand operating at any ^ven time,
the remedy against undue exactions being the alternative of
transmitting specie." Op. cit.. p. 35.

^Wetterau, op. cit*. p. 272; Holdsworth, The First Bank
of the United States, p. 73.



them over to the Mint as necessary. Finally, as pointed,

out above, it aided the Treasury in the collection of
1

customs bonds. Tb© Second Bank served equally well as

a service agency for the govsmment.^

First md Second Brmka As RegtJilators

More in^ortant, if mything, thac service as a fiscal

agent for the government is the task of regilatiag the cur

rency. Both the First and Second Banks of the United States

performed this central banking function by continually pre

senting for redezsption in epeeie the state bank notes that

came into their possession. It thus prevented them from

extending their discounts so far that they hed more notes in

circulation than they were able to redeem in specie upon

demand. Khe result was that bank notes tended toward par

with specie, hence tward uniform value. In addition to

being far safer for the noteholder, the moaey supply was to

some degree prevented from rising unduly. Gallatin described

this re^latory process and emjhaslzed its importance.® He

%etterau, op. cit.. pp. 271-72*

^Catterall, The Second Bank of the United States, pp.
453-77.

^"Considerations aa the Currency," op. cit.. pp. 334,
336; "aiggestlons on the Banks," op. cit.. p. 395. Cf.
Catterall, The Second Bank of the united States, p. 435;



believed that the stability of the cxirrency end **a just

performance of contracts'* depended almost entirely upon

the actions of the Bmk of the United States.^

If the Baidc of the United States was to have more notes

of the state banks to present for rede^^jtion than the state

banks had notes of the National Bank, it required that the

latter maintain a creditor status in relation to the state

banks. That is, it was necessary for the Bank of the Unit^

States to keep its discounts moderate in amount as compared

to ttpse of the state banks in order to remain their creditor.2

Oellatin thought that the actions of the Second Bank had been

"irreproachable" in keeping its issues "extremely moderate

and its treasure considerable" as late as November, 1830,

idien he was writing his essay for Walsh's He view. ̂

In "Considerations on the Currency," Gallatin presented

the imperfect data from which he drew his ccaiolusi<Hi that

the Second Ba^ had restrained the state banks and had not

Hammond, "Jackson, Biddle, and the Bank of the United States,"
op. cit,. pp. 2-3; Holdsworth, The First Bank of the United
States, p. 51.

^QaHatin, letter to Robert Walsh, Jr., April 27, 1820,
Writings. II, 425; "Considerations on the Currency," op, cit..
p. 336.

^"Suggestions on the Banks," op. cit.. p. 395; letter
to Balmer, May 1, 1833, Writing^. II. 461.

^Letter to Palmer, ibid. He cautioned Biddle, however,
against further increases in his circulation relative to
specie; letter of August 14, 1830, Writings. II, 434.



Itself overissued# for all state banks, including those

for i^Gh h© had estiaatea only, circulation was reduced

from #6fi,000,000 to less than |40,000,000 between 1816 and

X8E0. In the same i>eriod, tl^e Bmk of the Uhited States

began operations and issued 14,000,000 of notes# From

18E0 to 1830, Gallatin calculated that ''the whole emount

of the paper currency has during those ten years increased

about forty-five, end that portion vshich is issued by the

State banks only twenty-*two and a half per eent."^

The fact that the Bank of the Ifeiited States had re

stricted the eapmsion of the state banks, while Itself

meeting the increased monetary needs of a nation growing

in weal^ and population, was proved, he thought, by the

frequent ooiiyplaints that the Bank "operates as a screw#**

Helative to capital and specie, however, Gallatin concluded

that the state beaiks had been restrained no more than the

Bank restrained itself j and the dividends of the former

"certainly far exceeded" those of the Bank of the United

States.^ By 1032 or 1833, however, Gallatin believed that

^"Considerations on the Currency," op. cit., p. 334,
%bid#. pp, 335-36. Calculations from Gallatin's data

on reporting banks indicate that, on January 1, 1830 , 281
state banks had a ratio of specie reserves to demand liabili
ties of 16.7 per cent, v/hile the Bank of the ttaited States
had a reserve ratio of 25 per cent. The reserve ratio of
the state banks certainly does not appear to be too conser
vative in view of the record of bank failures. See Appendix



the Banh had lost its power to regulate the currency^

because Its dlscouata ead issues had become excessive.^

There were other reasons why the Bank of the United

States was able to maintain a creditor relationship with

the state banks. The Bank was the collector of all the

revenues of the fed^al @>Ternmeatf much of which came to

the Bank in the notes of state banks. Moreover> by agrse"

ment with the Secretary of the Treasury, the Bank was to

decide what notes it would accept as equivalent to specie

in payments to ths government. These factors, together

with the refusal to receive its own branch paper at par,

helped assure that the Bank of the United States received

» PP* 360-52. TlMsse figures should be accepted
only as approxiiaatiens. Ths data accepted by Smith and
Cole indicate that the total money supply, including de
posits, increased by 44.5 per cent during the 1820's.
Op. cit.« p. 39. Catterall states that the note issues
of tiae state banks were never as large between 1817 and
1830 as they were in 1816. He thought that this was a
wonderful iiiq)rovement, and he cited Gallatin to the effect
that it was attributable almost wholly to the Second Bank.
Catterall, The Second Bank of the United State a. p. 444.

^"Suggestions on the Bmks," op. cit.. p. 394. Catterall
disagrees, pointing out that the state banks as a whole were
in debt to the Bank of the United States "at almost every
moment of its existence," and as late as the year 1834,
CatteraU, The^cond Bank of the United State a. pp. 435,
451. In Gallatin *s defense, it should be pointed out ttet a

i^^^rease in the amount of discounts by the Bank after
1830 might have caused it to lose its ci^editor status with
particular banks, even if not with the state banks as a whole,

to that degree lose its regulatory power. See the data
in Appendix V of Catterall, ibid., pp. 601-3.



more notes ot the state banks than vice versa*'^ Similar

considerations apply to tli© First Bank, which was very

conservatively managed, and kept both its loans aid its

note issues lower than its ten million dollar capital.^

Gallatin bedleved that the Bank of the United States

was instrumental in achieving and maintaining convertibility

of notes into specie. He thou^t that the suspension of

ISld-lBl? would not have occurred if the original Bank of

the United States had been rechartored, that the resuiiption

in 1817 was attributable to the efforts of the new Bmk,

and that the decline sometime before 1836 of the latter as

a socially-responsible central bank was a principal reason

for the large increase in banks and note lastss that contri

buted to the general suspension of 183?.®

^Catterall, ibid.. pp. 434-27.

%oldsworth, The First Bank of
49-51; Wetterau, op. cit.. dp. 271.

the United States, pp,
282-84;

^^Considerations on the Currency," op. cit.. pp. 282-86;
section entitled "Causes and Incidents of the ^aoik Suspen
sions," in "Suggestifflas on the Banks," op. cit.. pp. 385-406,
passim: Adams, op. cit.. pp. 474-75. Dewey agrees that the
rash of state banking after the demise of the First Bank con
tributed to the suspension of specie paymei^s in 1614.
Financial History of the United States, pp. 144-45, There
were other powerful forces contributing to tha suspension,
however, and it is doubtful that the First Bank, had it been
re chartered, could have prevented the general suspension.
The evidence is much stronger that the Second Bsnk, by pledg
ing its financial support to those banks that undertook to
resume specie payments, was instrumental in bringing about
general resumption in 1817. Catterall, The Second Bank of



Th« lEnwledg® that particular banlcs could be restrained

in their not® iaau® by being called upon for fretiaent rede^*

tion in (Sped® of thsir notes led Oallatin to adTocata the

widespread uae of facilities for clearing balancea duo be

tween bani:s. Ho knew that a system for frequent clearings

and collections would facilitat® the banking business in

any given locality, and he saw that adequate provision for

clearings would limit the expanstcm of any one bank to that

^ieh could be sustained by its specie roaervo. More than

that, however, Oallatin apparently believed that adequate

clearing facilities would prevent excessive issues and conse

quent depreciation of the notes of the banking ^stem as a

whole

the Hnited States, pp, 23-36; Hatamond, "Jackson, Bid die and
the Bank of thelmlted States," qp« cit.. pp^ 3-4; Walter B,

oo» eit *. pp, 103-5.
MoGrans argues the. t Jackson "a removal of the public

deposits and destruction of the Second Bank were first in
time and importenca as causes of the spaciilative babble of
1836-37, the suspension of specie payments of 1837, and the
panic of that year. Op, cit,. pp. Pl-92. SiTilth believes
that the operations of the Bank under its state charter after
1836 contributed to the instability, but were not primary
causes. Op, cit,. pp. 255-61, the stimulus to the state
banks by the receipt of federal deposits, sad by other
policies of the government, contributed to the 1836-37
speculation and instability, according to Smith. Ibid.,
pp. 184-85, '

^Gallatin, Note B, "On Scotch Banks," appended to
"Considerations on tho Ci,irreacy." oo, cit.. pp. S48-50»
"Suggestions on the Banks," op. cit.. pp. 424-25, Cf.
Mints, op. cit,. p. 126.



OallatlQ was the first writer in America to suggest

a clearing house for Hew Toik, according to Redlich.^

Gallatin maintained that

a general cash office might be established, in which
each bank should place a sum in specie proportionate
to its capital, which would be carried to its credit
in the books of the office* lach bank would be daily
debited or credited in those books for the balance
of its account with all the other banks* Each bank
mi^t at fjny time draw for specie on the office for
the excess of its credit beyond its quota, and each
bank should be obliged to replenish its quota when
ever it was diminished one-half, or in any other pro-
portioo agreed on*2

Similar arrangements might be made in other districts,

Oallatin suggested, except that in order to obviate the

necessity of establishing the cash office, "the balances

due by the banks in each district mi^t be paid by drafts

on Hew York, or any other place agreed on."® For the country

as a whole, however, Gallatin believed that m adequate

clearing system was is^ractical.

Gallatin saw in such a i^stea much more than convenience

to the banking and business eomaunity. He thought it would

prevent dangerous eapansdons of the money supply* Hote his

comments on the system of clearings end collections in Scot

land:

Redlich, A History of American Bugiueas Leaders: A
Series of Studies* II. Part II. !rhe Molding of American
Banking: fen andXdeas. 47.

^"Sugeestions on the Banks," op* cit*. pp. 4B4-25.
®Ibid* * p. 425.



The great and efficient method of preventing the
ever-issuing of bank-notes end the depreciation of
their value consists in the practice, rigorously
adhered to by all the banks, of exchanging each
other's notes tvdce a week, and paying immediately
the balances. The state of those balances is
looked at by the banks with the utmost Jealousy
and attention: • • • if anything in any degree
wrong were to appear, the banks would instantly
correct it, and force a bank acting Improperly to
alter its mode of conduct. This method is the same
which, tho vdth less rigor and uniformity, is
successfully used by the allied banks of Boston,
and by the Bank of the United States, for preventing
excessive issues of paper.^

QaUatin is correct in saying that ade(|uate clearings

would tend to prevent individual banks from incurring de

mand liabilities in excess of their ability to convert them

into specie. This would tend to prevent depreciation of

notes relative to specie. Moreover, the same banks that

tended to grant excessive credit and issue excessive bank

notes were also the ones that became net debtors in their

relations with other banks.® Therefore, adequate provision

for clearings or redemption certainly would have dampened

inflationary increases in the money supply on the basis of

a given amount of reserves.

As Mints points out, hov/ever, to prevent excessive

issue by individual banks is not necessarily to prevent an

"Considerations on the Cuixency," p. 350, Gallatin
does not discuss further the Safety Fund System of the
Boston and other Massachusetts banks.

®See above, p. 249.



lacreaa® la tl» money aupply.^ If, for oxanpla, tiiaro is

an influx of spoela Into the teankiag system, providing

additional reserves, the banks as a whole could expand by

several times their fractional reserves#^ Even though fre

quent clearings or the necessity for redemption in specie ^

might prevent excessive issue relative to reserves, it may

not have prevented inflaticaiary increases in the money

supply.

Some general conclusions are possible with regard to

the role of the First and Second Banks of the United States

in regulating the laoney supply. In the first half of the

nineteenth century, the United States was expending rapidly,

and, as Haaanond points out, the principal task of the central

bank was to restrain the banking system from contributing to

over-rapid expansion.^ Both the first and Second Bonks per

formed invaluable services to the economy in checking the

loans and note issues of the state banks.^ Ihen fackson and

Mints, OP. cit.> pp. 105-7.

^See above, pp. 177-79.

Hammond, '♦Jackson, Biddle, and tbs Bank of the l&ited
States," op. cit.. pp. 3, 9. Cf. Oallatin's letter to
CheV8liar, September 14, 1841, Writings. II, 55fi.

^VSIetterau, op. cit.. pp. 283-84; Cattarall, "the Suc
cesses and Failures of t^ First and Second Banks of the

The one period during which the Bank did not exercise



Ms supporters destroyed the Second Bank as a publie insti*

tution, they fomented the very stIIs they deplored#^

Although it la true that the general role of the Bank

of the United States as a omitral bank was to check OTer-

rapid expansions, it also consisted, to some extent, of

affording relief by easy credit policies in times of con

traction# Generally speaking, the First Bank and the state

banks cooperated with each other, the Bank of the United

States aiding the other banks when they were distressed#^

Also, the Second Bank on occasion "afforded ease as holder

of the ultimate reserves and lander of last resort#"®

sufficient restraint, ©specially in its ovn discounting,
was from 1817-18# Smith, op. cit#. pp. 104-7, 2S2| Catterall,
The Second Bank of the United States, p. 429#

Hammond, "Jackson, Biddle, and the Bank of the United
States," OP# Pit#, p# 0; Gal latin, "Suggestions on the Banks,"
OP# pp# 390-92#

%oldsworth, Ths First Bank of ths United States, pp.
41, 125# Holdawrth mentions an exception to tMs f^licy of
extending aid to banks when they v/ere pressed: during a period
of "financial stringency" in 1796, the New York branch of the
Bank of tM United States looked to its own interests and put
undue pressure upon the Bank of New York; ibid.. pp. 41-42.
Wetterau says of the First Bank that "It acted to prevent
excessive drains of specie from the United States. It
cooperated with the Treasury in relieving occasional stresses
and strains in the chief money markets"; op. cit.. pp. 272,
273#

®HaBBa(aid, "Jackson, Biddle, and the Bank of the United
States," op# cit., p# 3. See also Walter B. Snith, op. cit#,
p. 253. Again there are exceptions: the Bank may have aggra
vated the depressions of 1819 end 1834 by contracting exces
sively, even though the role of the Bank was a minor one#
S.aith, OP# cit., pp# 118-25, 252.



To 0\iiiamarize, th® two Baaka of the United States were

central banks, and Gallatiu supported them on that account#

He was keenly aware of the central bank function of regula

ting the m<mey mipply# He saw clearly the role of ths Bank

of the United States in chedfcing inflationary expansions.

Since the purposes of restraining the state banks and J^e-

senring specie payiasnte were his overwhelming considerations,

Uallatin's discussions of central banking as it operated in

times of economie contractions were few and far between.

Nevertheless, in several instances he did recommend that

the central bank adopt counter-deflaticaiary policies.^ Md
in 1641 he made the following excellent statement of the

role in contractions of a central bank adequately supplied

with specie:

In that ease the bsmk would be the great i^sservoir
which raight, if epplied properly, supply sudden de
mands, and at critical times sustain the other banks,
protect the local currency, and lessen the coissercial
distress.®

The means of regulating the currency that Gallatin pro

posed and that the Bsusk of tbe United States exercised were

simple and direct. The eential bank, in a creditor relation

ship to the state banks, restreiued them by frequently pre

senting their note® for redeni)tion in «pecie. Control of

^See above, pp. 146-49, 156-57.

^"^ggestions on the Bsnks," p. 455.

^ ̂L



this sort wss moro effloient in s^me respects tbsn that

©lercised by t fee federal EesexTo baafes ia tfee jsid-tweatietfe

ceatury*^

1!fee federal Beserve baaks are ia a debtor relatlonsfelp

to the baaks tfeat are to be controlled, since tfeey bold as

deposit liabilities the reserTes of tfee Jiember banks# Con

trol over tfee laoney supply depwids on the ability of the

oent2%X bank to influence tfea site of the earning assets

of the member banks by aeting upon their reserves# M

effort to contract the aoney supply may bo nullified, however,

if tfes effect of higher legal reserife requirements or of

"open-market" sales of securities is merely to utilize

"excess reserves#" Or, an effort to expand the money supply

may be nullified if the effect of lower reserve requlresnents

or of "open-market" purchases is merely to create or increase

"excess reserves." Moreover, according to Currie, the pre

vailing repugnance of the member banks to indebtedness to

the Federal Reserve banks has made manipulation of the redis

count rate obsolete as a method of control# In short, the

^Cf, Hamond, "Jackson, Biddle, and the Bank of the United
States," on. oit#. p. 2#

^Federal Reserve Baaks are eapowered, within limits, to
extend direct loans to ncn-banks, as did the Bank of the
United States. These direct losas are used sparingly, how
ever, Id win W, Kemmerer, The ABC of the federal Re

(11th ed.s Princet
PP



regulatory powers of the ceatral bank are weakened beeause

80 much Initiative still lies with the commercial beaks in

determining what the size of their reserves and of their

earning assets shall be.^ In many respects, the technique

of central banking of which Gallatin approved was the more

effective. On the other hand, the Bank of the United States

could not prevent expansion of the money supply, even if it

were undesirable fr<xa the standpoint of stability of prices

and incomes, when there was an increase in the specie re

serves of the banking system. For Gallatin*s day, however,

the latter problem was the more remote.

Although Gallatin recognized that the two Banks of the

United states were performing central banking functions, he

thought that they could be made still more responsible. On

several occasions, he recommended various changes in their

charters. These changes were designed to make the Bank more

^Qn the methods and limitations of control over the
money supply under the Federal Reserve System, see Gurrie
0P« cit.. pp. 65-68, 103, 124, 131-33, 136-37, and passim.
Currie is optiiaistic that monetary weapons can be made more
effective, however. See also Board of Governors of the
Federal Reserve System, Federal Reserve Policy. No. 8 of
Postwar Scono.aic Studies CWaahinatoa, 1947). Karl R, Bopp
contends that the "so-called tradition against rediscounting"
has been exaggerated. "Three Decades of Federal Reserve
Policy," ibid., pp. 5-7,



responalbl® aM more efficiaat ia its role as a seBii-public

iastitutioa*

In his 1809 report on the "Bank of the United States,"

Oallatin proposed the foilo^iiag modifications In the charter

if it were to be renewed after 1811, in order "to give to

the institution all the publip utility of which it Is suscep

tible"!^

1. The Bank should pay interest on the public deposits

whenever they exceed three million dollars.

2. The Bank should be required, if called upon, "to

lend to tl30 United States a sum not exceeding three-fifths

of its capital, at a rate of interest not exceeding six per

cent."^

3. The capital stock should be increased from ten million

dollars to thirty million dollars. Of the capital, five

million dollars were to be subscribed by citizens of the

United States; fifteen million by such states as may desire

it, with a branch of the Bank to be established in every such

state; and the remainder by the federal government. Payments

of capital were to be in specie or in securities of the

federal government, and wore spread out over ten installments.

4. The federal governaeit should appoint a "few" of ths

^Imerican State Papers. Finance II, 352.

%bld.. p. 353.



directors, and tb© aubscribing states a "few" of the directors

of the branch in their state#

fh@ social utility ©f these proposals, Gfilletin thought,

would accrue from the interest on government deposits; tJNi>

available loans up to ei^teen lailllon dollars; the gradual

increase in capital, "not laore rapid than may be required by

the progressive state of the country";^ and the fact "that

the Bant: Itself would form an additional bond of coomon

interest and union, amongst the several States#"^

la his "Considerations on the Currency," (Mllatin indi

cated the ways in which the Beak of the United States was

held socially accountableJ

Placed under the ccmtrol of the general government,
relying for its existence on the correctness, prudence,
and skill with which it shall be adjalnistered, per
petually watched and ©ceasiaaally checked by both
the Treasuiy Bepartmeat and rival institutions and
without a monopoly, yet with a eepltal and resources
adequate to the object for which it was established,
the bank . • . affords the strongest security which
can be given with respect to paper not only for its
ultimate solvency, but also for tb» uninterrupted
soundness of its currency#®

Writing to Nicholas Blddle in 1830, CJallatin pointed

out that the opposition to the First Bank had not been so

^Ibid#

^Ibid#

^"Consideratioas on tbe Currency," op, cit., pp. 323-34.
Cf. Gal la tin letter to Palmer, May 1, 1833* Wltlnga. II,
4d2—63#



widespread as it then was to the Second, yet the First Banlc

had been defeated in its effort at recharter, Therefore,

he advised Biddle to coinpromise with his opponents in order

to enhance the possibilities of lecharter. Gallatin made

the following proposals:

1. Tax the interest revenues derived in ths process of

issuing the notes of ths Bank of the United States. Such a

tax would enable the public to participate in the economy

realized by the substitution of paper mcmey for specie.

2. Undertake at par transactions for the general public

in inland drafts and bills of exchange. Admitting that

parity of exchange and a uniform curr^cy were not the same

thing, nevertheless it would be well to propitiate the oppo

sition to the Second Bank by tj^nsmitting gratuitously funds

between branches of the Bank.^

3. Alternatively to the tax on the interest reven\;»8

from notes issues, provide for ths public to share in the

Bank's dividends over a certain rate. The Bank was entitled

to "a reasonable profit" in additioa. to the usual interest

on its capital, but the United States was "justly entitled

to participate in the advantages which the bank derives

from its charter, by being permitted to issue paper and to

"'•Gallatin, letter to Nicholas Biddle, August 14, 1830,
Writings. II, 435-39.



ext^d its operations over tfae whole country.*^

BiddXe refused to coaproraise, however, and the battle

between hiia and Jackson grew increasingly bitter after 18S2.®

It is not inconceivable that the ooi^roaises and charter

modifications that Gellatin suggested might have placated

Jac&son and made the Second Baoak tmi even more socially useful

instrument, if they had been adopted before the height of

the "Bank War," As it was, the Jadcsonians killed the Bank,

and there was no centralized control over the monetery system

of the United States for the next three*q[uarters of a century,'

^Ibid,. p, 437. See also "Considerations on the Cur-
rency."oD. cit., p. 340,

Note the similarity of Gallatin's proposal to that in
the recent Rep^t of the Subcoiamittee on Monetary. Credit.
end Risoal Policies of the Joint Coiimiittee on the Rconoaic
Report, in which it is proposed that a franchisft t.BY ha '
enacted on the net earnings of the Federal Reserve Banks in
excess of dividend requirements, to replace the voluntary
contributions now being made to the Treasury by the Board
of Governors, Senate Documents, No. 129, Slst Cong., 2d
sess, (1950), p, 51,

^Grace Madeleine, op, cit.. pp. 52 ff.j Schlesinger,
OP. cit.» pp. 74-114; Catterall, The Second of the
United States, pp. 195-214 and passim.

%ive years after the expiration of'the charter of the
Second Bank, Oallatin suggested that, if a bank could over
come political interests, a new Bank of the United States
might be chartered subject to the following restrictions:
its capital should be limited to fifteen million dollars;
its earning assets should be restricted to one and one-half
tinKis its capital; it should be forbidden to deal in mer
chandise, real estate, or stodcs; it should be regularly and
rigorously inspected by federal officials; and precautions
should be taken to prevent its degenerating into a local
institution. "Suggestions on the Banks," op. cit.. pp. 453-
56.



Q&llatin saw that the Bank of the United States serred

usefully as a fiscal agent for the governaidnt and as a

regulator of the currency. He laade several proposals de

signed to increase tiie social utility of tie Bunk* His

counsel did not prevail, however; his ideas on the Bank

wore not a decisive influence on the policies pursued by

the nation. Hevertheless, these ideas are significant as

a contributicn to the theoiy of central banking.

'*JWii
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CHAPTER H

MONETARY THEORY

Tha Rate of Interest

13ie rate of intareat, Qallatin asaerted, depended not

on the quantity of laoney in circulation, "but on the propor

tion between the amount or supply of capital efaich may be

loened and the demand for that capital,"^ CSellatin was

using the term "capital" to mean loanable funds. Hence he

was saying that the interaction of the supply of loanable

funds with the demand for loanable funds determined the rate

of interest.^

Gellatin was attenpting to rebut the prevalent notion

that increases in the quantity of money lowered the rate of

interest, and thereby stimulated industry.® In so doing,

he merely was repeating David Hume's theory of the rate of

interest end attach on mercantilist doctrines, of some

^"Considerations on the Currency," , p. 258.

Miller, OP. cit.. p. S7.

3Ibid., pp. 35-38. Alexander Hamilton was one writer
who believed that the rate of interest was a function of the
supply of xaoney.



eighty years before.^ Gallatin*s statements, however, were
ouch sketchier than Hume*s«

Banks tended to lower the rate of interest, aceording

to Gallatin, not by increasing the supply of currency but

by adding to the supply of loanable funds. "Their capital«-

that which they bring into action—and their credit have a

tendency to reduce the rate of interest."^ Gallatin ignored

the troublesome fact that banks increased the supply of

loanable funds by increasing the supply of money. His

analysis applied best to the loans from the capital of pri

vate bankers. In that case, however, it is necessary to

include the supply of new money as a determinant of rate

of interest.

Gallatin Bcntianed elsewhere some factors affecting the

supply of loanable funds in connection with discussions of

governmant bcrrowing. The availability and cost of funds,

he indicated in his "Report on the State of the Finances"

of November, 1811, depended on the degree of confidence in

the government and on "the state of the credit."^ In 184d,

^For a summary and analysis of Hume's interest and quan
tity theories, see Hansen, op. cit.. Appendix A, pp. 215-18.

EGallatin, letter to Leonard Maison, December 20, 1336,
Writings. 11, 515.

^Reports of the Secretary of the Treasury of the United
StateaTon the State of the finances. I. 4^5^



cautioned tJtiat "sian of property are perhaps laore timid

than others," and will not offer their funds to a govern

ment "so long as it is controlled by men whom they consider

as reckless, and as entertaining rather lax opinions respec

ting public credit#"^ Under such oiroumstances, the govern

ment must borrow on much dearer terms than if public confi-

d<mce was unimpaired. Keferrlng to the loan thus obtained,

he said;

llhere vdll always be found bold speculators, who will
advance it at a preiaiina—enhanced by the want of com
petition, and pioportionate to the risks thsy may bo
supposed to incur. Independent of this, it is most
certain that the rate of interest at which loans may
be obtained, will always be Increased in proportion
to their magnitude.^

That is, the "pure" rate of interest is increased by a risk

premium; monopolistic elements in ths supply of loanable

funds tend to red se the rate of interest; md the price of

loanable funds varies directly with the daaand.

On. several other occasions, Qallatin pointed out the

simple feet that increased amounts of public securities put

on the market tended to worsen the terms on which the govern

ment could borrow.® In addition to governmant borrowing, the

^Gallatin, "War Ixpensea," appendix to The Oregon
question, p. 66.

^Ibid.

®Heports of the Secretary of the Treesurv of the Unite<
StatesT on tlie State oi* the finances. 1. 449; letter to
izekiel Bacon, Chairman of the Committee of Ways and Means



deiaaad for loanable funds, as a factor acting upon their

price, depended on "the existing des.and for other objects."^

The combination of tbe se demand and supply factors deter

mined the rate of interest. '^Whatever this may be, the money

wanted by the public must be purchased at its market price.

The only "honest" way is for the govemmant to borrow at the

market rate; any other fiscal "contrivance is nothing but

quackery, if not something worse."®

aallatin*s loanable funds theory of the rate of interest

is the essence of modem interest theory. Present-day refine

ments distinguish, on the demand side, between the desire for

funds for the purpose of increasing one*s liquidity and the

investmient demand for funds for the purchase of real (capital.

The aggregate "supply of loanable funds" may be broken down

into new gross savings (including depreciation) out of current

income, diahoardings, and newly-created money.^ Another

of the House of Hepresentatlves, January 10, 181S, Writings.
I, 512-13; "Suggestions on the Banks," op. cit.. p. 413.

^Reports of the Secretai
States. on_the State of the )
VVritinas. t . 467.

of the Treasury of the Ui

lancea. I, 449. See also

%bid.

^"Suggestions on tbe Bgaks," .* $ P* 413.

See 0. g., Alvin H, Hansen, "Classical, Loanable-Fund,
and Keynesian Interest Theories," Quarterly Journal of Eco
nomics. LXy (August, 1951), 429-32; Hobertiron, %r. Keynes
and the Rate of Interest," Essays in planetary Theory, pp.
1-38.



slgalfleant addition to the th^ry of Interest has been the

recognition that the voXtime of sayings, and probably the

volume of Investment, depend on the level of Income.^ IBiere-
fore, a complex of schedules relating savings and the rate

of interest, and a complex Gf schedules relating investment

and the rate of Interest, for different levels of Income are

necessary to a coE^lete theory of the rate of interest.^

Even though Gallatln*s theory of the rate of Interest

would not be adequate for problems that involve aggregate

savings, Investment, or income, neverthelesa it was quite

serviceable for his purposes* That is, he used the loanable

funds analysis to d^onatrate certain consequences of in

creased government borrowing, and to attack usury laws*

Examples from 1611, ISIS, and 1846 have been given in

vdiich Gallatin warned his colleagues or oontenporaries that

increased governiarat borrowing tended to increase the cost

^In the Keynesian view, savings depend on current income;
in the Robertsonian view, savings depend on the income of an
imediately preceding period, the period being defined in such
a way that there has not been time to spend that inooiae. See
Hobertaon, ibid*, pp. 4-5; Keynea, on. cit.. pp, 77-84, 96-97.
166—73*

Eor a discussion of the determinants of investment, see
Eellner, on. cit*. pp. 21-42, 55-03, 95-97.

^Schedules of liquidity demand and of dishoarding, plus
the money supply are also necessary, as mentioned above*
J, R. Hicks, "Mr. Keynes and the *Clas8ica*i A Suggested
Interpretation." Econometrica. V (April, 1937), 147-59;
Hansen, "Classical, loanable-Jtmd, and keynesian Interest
Theories," on. cit*. pp. 429-22*



or the funds to ttio go-vsrniaent* IspeclaXIy on tbe eve of

the Wax of 1812» ho argued tLeit "la proportion to the amount

wanted for the sexYlco of the yoeX) end to the increase of

stock of tjte pttollc debt at aaarket, the tenas jmist naturally

becaae less favorable."^ for his puipoae of Insisting upon

the difficulties in goromnient borrowing and the consequent

need £(xs: a balanoed federal budget, his sketchy loanable

funds theory of the rat© of interest serred well enough.

When he argued that the govemiasnt should borrow at

whatever teras it couM get on the market, Gallatin also

expressed his feelings against usury laws.

If it becoiues aseesaary to borrow, you must pay for the
money according to its market-price and to the credit
of the borrower. Indeed, in that respect the State
has the advantage of not being trajmelled by its own
absurd usury laws, which may compel the individual
bo pay a dearer price for the loan than he otherwise
would.®

Gallatin did not elaborate upon the above sentences, bulk

it seems clear that he was expressing both his laissez-faire

dislike of interferences with a coiflpetitive market, and also

his reoognitloii that usury laws may defeat their own purposesi

He implied that usury laws forced borrowers and lenders to

evade the law, if the 0i;$ply of loanable funds were so short

^Letter to Izokiel Bacon, January 10, 1812, Writings.
X, 513.

^"Suggestions on the Bsnks." on. cit.. n. 413-
lining added. See also Writing^ 1, 513.



relative to the demand for them that the equilibrium rate of

Interest tended to exceed the legal maximum* ttfhea that

occurred, the cost of borrowed funds was greater than In

the absence of the usury laws, because of the additional

risk Involved In operating beyond the law.^

There were other difficulties with usury laws. Mth

a typical 6 per cent maximum rate of Interest that could be

charged by the banks, the going rate tended to be pushed up

to the maximum and to stay there. Then, If the ^'demand for

capital" fell off, the banks tended to "lay on their oars,"

making no loans, or to "discount doubtful paper" In order to

get the maximum rate. Cm the other hand, If the demand be*

came great, the banks had to "reject good paper, or discount

more than prudence would dictate."^ If Interest rates had

been allowed to rise, the higher price of loanable funds

would have rationed the scarce supply*

Precision may be given to Oallatln'e argument by Figure

13. Line SS Is the positively-sloped supply schedule of

loanable funds at various rates of Interest: DD la the

Miller cites Richard Hlldreth to the effect that only
the banks refrained from evading the umiry laws, for fear of
losing their charters. Op. clt.. p. 184. In addition to
Galletln and Hlldreth, a few other writers attacked usury
laws, but their protests were ineffective and largely un
heeded during Qallatin's lifetime. Ibid.> pp. 182'-86.

^Gallatln, letter to Biddle, August 14, 1830, Writings.
II, 437.



Fig. 13.—Effects of a ® per cent usury law

i'f"£ Q-f

Interest"
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negatlTely-sloped demmd eehedule. fhe mez^cet is cleared

at 5 per cent, OE units of loeaable funds exchanging heads•

It is essusiad that the schedule then falls, that is,

shifts to 1}*S*, and, in accordance with Gellatin's ohser-

Tatioa of actual practice, all loans still take place at

the 6 per cant rate. Now, only OA units are lent, irihereas

at the equilibrium rate,^ OB would have been exchanged.

^BC, as determined by the intersection of the supply
curre with D*D*.

The situation in which funds ocntinue to be lent at
the maximum legal rate even after the fall in demand could
be interpreted as evldmce of a kink in the supply curve
at the 6 per cent rate, so that the 8\Q>ply cirve is KLS.
Each lender refuses to sell below the 6 per cent rate for
tear of spoiling the market.



The mrket is not cteared; the banks "lay on their oars."^

Finally, assume that ths detaand schedule ahifts upvmrd aad

to the right, to D"D", At the luazimua rat® of 6 per cant,

potential bcrrowers of OH exist, but the banks prefer to

extend loans amounting only to OK. Thay "reject good

paper" ajaounting to IH. OF units wojld have bean lent at

the equilibrium ret© of FO, if there had bean no usury Inw.

Or, the other possibility suggested by Gallatin, the banks

shift their supply schedule to the rlg^t (not shown) wxtiX

it intersects D"0" at point J. If SS was based on the

amount of their reserves, among other things, and they have

been induced to increase the supply oaXy because the usury

law has limited the rate at ahich they can lend, then they

ssay nov^ be discounting "more than prud«aoe would dictate."

In conclualon, Oellatia*s antagonista toward usury laws

was thoroughly ecu sis tent with his philosophy of political

economy. Moreover, in so far as he analyzed the effects of

euch laws, his ideas were sound.

Analyses of the relationships between the money supply

and the price level, or between the rate of spending and ths

^Or, alternatively, they "discount doubtful paper";
that is, the units meaaired along the horizontal aads ar
no longer equivalent to those in Fig. 13.



level of ixiooao, are a source of frequent dispute la eco

nomic literature. Certeinly Gkdlatia found it diffioilt to

explain tiwse relationships. In the final analysis, his

ideas contain the rudiments of the modem "cash balance"

approach to the quantity theory, end, for certain problems,

a recognition of the short-run variability of ths rate of

spending of a given amount of money. Genuine contributions

such as these, however, must be sifted from much chaff.

As did many others of his time, Gallatin said that there

was "a certain quantity" of mcaiey needed by the society at

any one timo*^ According to Brooks, the prevailing belief

in the first half of the nineteenth c^tury, as in the colo

nial period, was the idea of "a proper amount of money,"

that each country needed "a certain amotint," or an "adequate

supply," or a "sufficient amount" of money for daily dealings.^

^"Considerations on the Currency," op. cit.. pp. 246-47,
858-59, 299. See also the 179S petition to Congress, drafted
by Gallatin, e:i^r6S6ing the opposition of western Pennsyl-
vanians to the whiskey tax. Adams, qp. cit.. p. 88.

O

Brooks, OP. oit». pp. 228-29. The idea of a more or
less fixed need for certain aaujunt" of money was a corol
lary of the commodity tteory, as Brooks points out. In ths
coxamodlty theory, both laoney and other goods have absolute
values, and prices are detODuined by a coii^erlgon of these
values, litii prices determined, it follows that "a certain
araoiint" of money is needed to effect exchanges of tha gcods.
Ibid.. p. 220* Gallatin occasionally showed vestiges of
the cormnodity theory.



Soffi® of tha difficulties with this concept were dis-

cussod above, in connection with a passage from "Considera

tions on the Currency," in which Gellatin said that additions

to the specie stock bejiond what is needed were teken out of

circulation, whereas additicns of irredeemble p^er money

beyond the proper amount depreciated the value of the money

Without further explanation {and Oallatln provides

none), the concept of "a proper amount" of money combines

poorly with the quantity theory explanation that an increase

in the money supply raises prices# To the quantity theorist,

prices adjust to changes in the quantity of money# Who, then,

is to say what is the proper amount of money?

Gallatln*a statements can be reconciled by use of the

"equation of exchange#" If II represents the average quantity

of money in circulation during a given period, for example,

a year} ? the velocity of circulation of that mcney, or the

number of times per year that the average unit of money is

spent} P the average price level} and T the volume of all

things sold for money during the year} then That

is, the total value of tbs money that changes hands equals
2

the total value of the things purchased with this money#

Now, if M increases and J stays the same, then there must be

^Above, pp. 118-22.

^Irving Fisher, The Purchasing Pow«
Macmillan, 1910), pp. 26-27 and passim.

(New York:



an Increase In the elements on the right-hand side of the

equation. Gallatin's statement that additl<»is to the specie

stock beyond the proper amount are exchanged for manufac

tured goods or for imports might be taken to mean that only

T rlssa.^ On the other hand, his assertion that additions

to the aiacunt of irredeeioable paper causes a corresponding

rise in prices twould be represented by a rise in P alone#

As the following quotation will indicate, Qalletin

seemed to have in iTiind the relationships shown by the equation

of exchange {

It is obvious that the aggregate value of the annual
paymmta made in currency,« which regulates the value
of the currency wanted, must itself principally depend
on the aggregate value of the land, labor, products of
labor, and in short of all the <^jects which are or may
be annually sold or exchanged.® The amount of the
value of the currency wanted, or the demand for currency
in every country, depends, therefore, principally on
its wealth, but is modified in some degree by the state
of society,^

Galletin*s statement, like the equation of exchange, does

not indicate the direction in which cause and effect will

run. They both are truisms. Cto tbe one hand, OaHetin

states that MT. in effect, *'reguletes the value of the cur

rency wanted," '«ihich would seem to make chemges from the

^Cf. above, pp. 121-28.

0., MV, Footnote added.

®X» e., PT. Footnote added.

^"Considerations on the Currency," op. cit.. p. 247.



money side cause cliaages in 3^# Qa the other hand, he also

says that W "must Itself principally depend on the aggre<*

gate value of • • # all the objects which are or may be

annually sold or exchanged,** which woiild seem to msice

changes in ̂  cause changes in MV« So far, a frameworic

for analysis of monetary phenomena has been presented, but

no basis for deteMdning causal r el at im ships.

The daimnd for money, Gallatin indicated, depended on

the wealth and "the state of society."^ By the latter he

meant institutional factors such as the development of com

merce as compared to agriculture, and the presence or absence

of a system of slavery. Ha added that the "want and demand

for currency increase in proportim to the density of the

population, the consequent multiplication and growth of
o

towns, and the division of labor." In other words, these

institutional factors determine the proportion of people's

"engagements" and wealth that they wish to hold command over

In the form of money.

^Ibld.. pp. 244, 247.

^Xbid.. pp. 247, 286; "Sug<^stions on the Bmks,"
OP. clt.. p. 371. Howard S. Ellis has analysed the factors
affecting "income velocity," that is, the turnover of money
in exchange for the current output of goods and services.
Principally these factors are the number of stages in the
productive process, and the "degree of overlapping" between
payments periods and incoa© periods. "Some Fundaraentals in
the Theory of Velocity," Quarterly Journal of Econojalcs.
LII (May, 1938), 431-72.



G€aiatiii*8 analysis aay be illustrated, as follows. If

J is tbe physical vsealth of the society, and ̂  is the fractiosi

of the value of the wealth and of the things currently pur

chased for money that people wish to hold in the fcrm of cur

rency,^ then U - ̂ (T

Since is the proportion of annual payments held, on

the average, in cash, while V is the nuatoer of times per year

that the cash turns over in order to effect those payments,

then ̂  is the reciprocal of V in the equation of exchange

presented above. The followers of Marshall, in their "cash

balance" version of the quantity theory, drop the W, while

reinterpreting ̂  as that proportion of real annual national

income that "people wish to have enough money on hand to

purchase •

Gallatin, of course, did not anticipate all these

developments, but he seems to have stated the relationship

^•^Bvery merchant, every person who enjoys or earns a
certaiii Incoiae, always Keep on hand a certain amount of
currency proportionate to his engagements, to his wealth,
and to his wants." "Suggestions on the Banks," op. cit..
p. 371. Cf, "Considerations on the Currency," op. cit..
pp. 243—dd.

^Cf. above, p. 71, in which Alfred Marshall is quoted
as he relates the demand for m<mey to income and to wealth
or property. See Hansen*s coianentary on Marshall, op. cit.
pp. 2-3.

^Robertson, Money, pp. 180-81. Robertson also recon
ciles the velocity approach with tte cash balance approach.
Ihe Marshallian ̂  is the reciprocal of lllis* "income
velocity."



between Y end First, he pointed out that a dollar,

"passing from hmd to hand, effects in a given time, a year

for instance, a great number of payments," so that the amount

of money needed is much less than the "gross amount of pay

ments made in currency" in that year.^ With regard to that

money supply, he then said, "Its value must always, there

fore, bear a certain proportion to the aggregate value of

the land, labor, and all objects whatever thus paid for with

currency." In other words, Gallatin apparently recognized

the relationship between the more recent cash balance theory

and the equation of exchange, both applying to total trans

actions. Although the (jiantity theoiry of money was "over

whelmingly predominant" among the monetary writers of Galla

tin's day, few refined the theory as did Gallatin, once he

got beyond the idea of "a proper amount" of mc«iey«®

Gallatin sometimes stated the qfiantity theory as in

volving a directly proportional relationship between the

^"Considerations on the Currency,"

%bid.. p. 244.

,., p. 243.

"^Brooks, OP. cit.. pp. 339-56. Bollmann was another
writer, in addition to Gallatin, ¥ho had the rtjidimeats of
the cash balance approach, A few other writers discussed
deteraiinants of velocity or of the demand for money. Ibid..
pp. 345-46, 353-56.

Henry lliomton, in liigland, had views vary sixailer to
Gallatin*8. See U, W, Holtrop, "Theories of the Yelocity
of Circulation of Money in Earlier Economic Literature,"
Economic History, a supplement to the Economic loumal. I
Taanuexy, 1929), 515.



quantity of money and tbe price XdT@l« In these eases, he

was tallcing about large issues of inconvertible paper mcaiey,

and was Implying that V (or and T would stay the same,

80 that the increased money had the sole effect of pushing

up prices,^ Here, then, is not just a truism, but a state
ment of a functional relaticmahip, subject to empirical

verification, and, if established, useful fbr prediction#

Alvin Hansen easerts that the quantity theory is strictly

applicable to **0 country rich in natural resources, but

industrially undeveloped and rapidly expanding#'*^ His data

show that the Marshallian k was remarkably stable over ten

year intervals between 1800 and 1870.^ Under these circum

stances, additions to the mm&f supply are spent at the same

rate as previous dollars were circulating, thereby directly

increasing the money value of consuapticm end investment

expenditurest Moreover, the new mcmey tends to lower interest

rates, thereby further stimulating investment.^

^"Considelotions on the Currency," op# cit.« pp. 249,
256, 257j ibid#. p. £46 is quoted above, p# 119#

2
Monetary Theory and giseal Policy, p. 173. See also

Kiebyl« op. cit». pp. 46-51#

hansen, Monetary meory and fiscal Policy, pp. 3-5.
This k applies to current output of goods, not to all trans
actions. Data are not available for the latter.

^n technical language, the liquidity function is com
pletely Interest inelastic, and the investment function is
more or less interest elastic. Mew money is spent instead



Hanson's analysis of the effect of changes in M on the

rat© of interest throws some more light on Gallatin's

interest theory. In so far as Gallatin argued that changes

in M affected not the interest rate but only P, he was neg*-

lecting the fact that M is one, although only one, of the

deteraiinaatfl of the interest rate. Yet he was correct in

his belief that the net effect of new money was to raise

prices, since the resultant increase in the rat© of spending

on a limited output of goods and services would be infla-*

ticaiary. This assumes full employment, which, by and large,

was the case during Gallatin's lifetime.^

There is little doubt that the conditions necessary for

the quantity theory to be generally .valid accurately describe

the United States of Gallatin's day. Additions to the money

supply by the banking system most certainly were ^ent. The

country was predominantly agricultural, but rich in invest

ment opportunities. Manufacturing and internal comaunlcations

were being developed rapidly. The philosophy of the times

gave maximum scope to the efforts of the enterpriser,^

of going to satisfy a demand for liquidity. Investment in
creases. Income, or price times output, rises. Hanson,
Monetary Theory and Piscal Policy, pp. 169-73.

^Smith and Cole, L* I P* 31.

Gallatin, Memorial of the Committee Appointed by 1
"Free Trade Convention." p. 41i and the referennea
and the discussion above, pp. 197-98, 213, 214 n. 1.



It la uader the;^ clrcuaiatances tkat the quantity theory la

aost applicable*

When he was taking a leas aweeplng view, however, of

the operation of monetary forces, Gallatln asserted that the

demand for money was not constant, in other words, that the

proportion ]£ was subject to fluctuation.^ "X also think,"

(Sellatln stated In 1830, "that the depreciation of a paper

currency does not exclusively depend on, or always corre

spond with, Its excess. . . The extent of depreciation

also depends on the degree of confidence In the Issuing

government. The valiie of the pq?er varies with the assurance

that the gov©mii»nt will show restraint In future Issues,

and soon will redeem the inconvertible paper.®

Certain critlcisais applicable to Oallatin's use of the

quantity theory, and his departure from it in so far as he

said that the velocity of money did not remain constant,

are now in order. Brooks criticizes CSallatin for falling

to understand clearly that the quantity theory applied to

"long run causal relationships betwesa the quantity of money

^"The proportion may vary, according to the rapidity
of the circulation, and to the means used in order to econo
mize the currency. ..." "Considerations cn the Currency."
op. cit.. pp. 245, 246, 252. '

Writings. II, 428.

^"Considerations on the Currency," L*» P* 251—62»



and the price level#" Given sufficient time# the velocity

of money would return to "normal" following a change in the

quantity of money. Gallatin failed to realize this# accord

ing to Brooks# when he stated that changes in the quantity

of money did not result in strictly proportional changes in

its value

Oallatin was not una\»mre that the strictly proportional

relationi^ip between money and prices applied best over

fairly long periods of time. In "Considerations on the

Currency," for example, he indicated that there may be a

considerable time lag before changes in the quantity of

^Brooks, op. cit.. p. 354. For Irving Fisher's asser
tion that the quantity theory involves a long run period,
see The Purchasing Power of Money, pp. 55, 159, 169-74.
For Fisher's discussion of the institutional factors that
tend to make V stable, ibid.. pp. 74-111. Finally, for
his discussion of the transitional effects of changes in V
over shorter periods, for example, the bxisiness cycle, "*
ibid., pp. 55-73.

Brooks, incidentally, attributes to Gallatin an un
signed essay on the "Bank of the United States," in the
Aaierlcan Quarterly Review. IX (March, 1831), 246-82. Brooks,
op« clt.. pp. 349, 354-55. He gives no evidence to support
his contention, however, and he is probably mlstakeai. The
two calendars of tbe Gallatin collection in the New-York
Historical Society give no indication that Gallatin might
have written this essay. Andrews, op« cit. The style and
some of the ideas in the essay are not characteristic of
Gallatin, in the opinion of the present writer. Dorfman
attributes the essay to George Tucker. Borfiijan's conclusion
is based upon evidence in correspondence between Nicholas
Biddle and Tucker, in the Biddie Papers in the Library of
Congress. Dorfiasn, op. cit.. II, 882, and p. xx of the
"Bibliographic NotesV^



money affect price levela#^ QaHatin's other use of the

strict quantity theory was in situations in which increases

in M OTerwhelaed any short-run disturbances of 7, so that

P rose rapidly and in rough proportion to the increase in

M. This, Gallatin asserted, described the inflationary

effects of the issues of irredeemble notes by John Law*s

banJc, in France, from 1716-1720,^

As to Gallatin*s qualifications to the strict quantity

theory, his evidence is convincing that 7 (or might not

be stable dwiag short, cyclical fluctuations of economic

activity.^ It should not be inferred that Oallatin discussed,

•^Op« cit«. p. 259. seme passage argaes that not all
prices will be affected equally by changes in M, See also
Gallatin's letter to A. J, Dallas, September 25, 1815,
Writings. I, 654-55.

^"Considerations on the Currency," op. cit.. pp. 257-
58. Fisher's discussion of Law's scheme coiaes to the same
conclusion. The Purchasing Fewer of Money, pp. 252-53.

^"ConaiderEtions on the Currency," op. cit.. pp. 261-63.
Modern studies of various velocity concepts give a mixed
picture as to the stability, or laclc of stability, of h or 7,
James W. Angell found that an index of the velocity of~money
in all transactions was quite unstable, both cyclically and
secularly, for the period 1919-1934, The Behavior of Money
(New York: McGraw-Hill Book Co., 1936), pp. 112-28. An index
of velocity in transactions involving only currently produced
goods and services, however, was remarkably stable from 1909-
1930. Ibid., pp. 136-44, 153-55. Janes Tobin found that the
"liquidity detimnd for money," as a factor acting upon k,
varied yearly from 1919-45, especially vdth changing interest
rates, "Monetary Velocity and Monetary Policy—A Rejoinder,"
Review of Iconoiaics and Statistics. M' X (November, 1948),
314—17.



except by InfersBce, loag-run aad short-run concepts. Tbys

contention Is simply that, first, Gallatln stated that there

was a certain gaaeral relatlcaiahlp between increases In the

quantity of money and eyeatual Increases In pricesj aad,

second, he recognized that there may be tea^orary situations

in which the demand for money varied so that changes in the

supply of money did not cause immediate and proportional

changes in prices. Brooks*a criticism would not seem to be

entirely wari^ated.

Keyneaiaas levy another sort of criticlsBa at the quantity

theory.^ Walter S. Salant, for exaa^le, argues that the con

cept of ̂  or V is a catch-all that falls to identify the basic

forces at work. It is necessary to break down the aggregate

figure into its active coa^onents, according to this viaw.^

Despite his departure in some cases from the version of
the quantity theory that restricts its use to a strictly pro
portional relationship between M and P, Gallatln still be
lieved that changes in money flws were active, act passive.
The belief that changes in imaney flows can cause changes in
incomes is the essence of the quantity theory approach,
broadly conceived, Cf. William J. Fellner, "Imployraent
Theory and Business Cycles," Howard S, lllis, ed,. A Survey
of Contgaporary Econoaica (Philadelphia: The Blakiston Co.,
1949), pp. 51-5B, aobertaon. Money, pp. 117-19,

'^Salant, "The Demand for Mmey and the Concept of Income
Velocity," Journal of Politicsd Economy XLIX (June, 1941),
395-421, See also Henry M, Oliver, Jr., "A Note on Velocity,"
Review of Bconoiaics and Statistics. HXL (May, 1949), 153-54,



As msntlcaied above, CSallatln acknowledged that the demand

for money was variable in the short r\m, and that it required

further Investigation. His conclusion was that the value of

mcney depoided not only cm its quantity but also oax confidence

in the discretion end good int^t of the government to redeem

inconvertible paper*^ Althou^ there were doubtless other

factors involved besides confidence in the issuer, neverthe

less it is true that Gallatin pressed the analysis beyond

the aggregate, in trying to analyze the factors iimaediately

affecting the value of money.

For other problems, Oallatin was content to deal with

the aggregate rather than to break it dcwn into its compo

nents. As far as price levels were concerned, he was in

terested primarily in the protection of the creditor as a

party to long term contracts. He sou^t price stability

over periods of twenty to thirty years.^ For such problems,

and for a country with plentiful investment opportunities,

the quantity theory is an appropriate and useful tool.

It is fitting to conclude the present study with the

above section on Oallatin's treatment of the quantity theory

^See above, p. 99..

^Oallatin, letter to Ingham, December 31, 1629,
•ngs. II, 417.



of money. His discussion of "the proper amount" of money,

like his shifts between the nominalist theory wwd the com

modity theory, demonstrates certain inconsistencies in his

theories of money. His neglect of demand deposits in a

discussion of the relationships between the money supply

and the price level reflects his failure to see the si^iifi-

of derivative deposits.

On the other hand, Gellatin's rudimentary cash balance

version of the quantity theory, qualified by the recognition

that there may be short-run fluctuations in the demand for

money, serves as an example of ideas that anticipated later

developments in theory end policy. He saw the incompati

bility of long-term lending with short-term liabilities of

banks. He advocated the prohibition of note issue as a

function of state banks. He made passing references to the

doctrine of forced savings, Finally, most important of

several other contributions, Qallatin reco®iized the need

for control of the mcney supply by a responsible central

authority. He emphasized the useful functions that a cen

tral bank could perform.

The quantity theory also provides a final link in the

chain of Gallatin^s arguments for "sound money" and "sound

finance." His attitude toward obligations and indebtedness

of all kinds was intensely moralistic and legalistic. He

deplored the insecurity of the system in which the money



aupply was doalnated by the volatile demand liabilities of

state banks, especially since losses arising from depre

ciation and default fell laost heavily on the poorer mentjers

Of the coimunity* He argued and acted strenuously against

inconvertible paper money. In addition, however, his belief

that increases in the quantity of a paper money not tied to

specie caused increases in prices and thereby discriminated

against creditors offended his basic principles.

Avoidance of debt, elimination of privilege and unfair

gain, and maintenance of slow but sure economic progress

were fundamental to his thinking, and were intimately con

nected. "Sound money" was crucial to them all. Oallatin

wDuld have understood perfectly the following words of a

recent Premier of fraace, Aatoine Pinay: "Money reflects

the image of the country. The first duty of a government

is, therefore, to defend the currency, for by defending the

currency it defends everything."^

^Quoted by Mchael A. Heilperin, "The Pinay Phenomenon,"
5ne» (August, 19SS}, p. 80.
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