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CHAPTER 1
THE NATURE OF THE STUDY

Albert Gallatin (1761-1849) believed that a stable and
gecure money was both an economic necessity and a moral obli=-
gation of the monetary authority., He would have 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 Ctates.

If a purely metellic system was impractical, end there was
to be paper money, Gallatin insisted that it must be payable
in specie upon demend. A national benk, in addition to
gerving as a fiscal agent for the federal government, also
would cheek the note issues of state benks and enforce con-
vertibility.

On the issue of "free banking,"” Gallatin made the wise
obgervation 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 burden of a
depreciated and insecure currency fell most heavily on

ereditors and low income groups. Gellatin understood the



dangers in long-temm 1ending’by benks whose obligations
were payable on demand, Furthermore, he saw that the
popular demand for long-term benk 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 an undeveloped country with great investment
opportunities; but his evaluation of the role of a national
bank was aheed of his times. Especially advanced was his
belief that & central bank not only should curtail infla-
tions but, in certain cases, éhauld 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 weskness of Gallatin's monetary theories
was that, elthough he saw that deposits could arise eas a
result of bank loens, he falled to recognize that this proe-
ess was & means to the creation of money by the banking sys-
tem as @ 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 paper money was reasonably well justified
by experience, but it demonstrated inadequate appreciation
of the possibilities for improving the performence of the



economy with the aid of an intelligently menaged inconvertible
money. Despite such shortcomings, CGellatin'’s 1deas on money
and banking were among the soundest treatments of the subject
in the first half of the nineteenth century, and in several
noteble instences anticipated later developments.

Gallatin was pre-eminently a prectical man, Late in
life, he sald that his writings were chiefly concerned with
pressing problems of his day, although one could find in
them a few substantial and general views.l His economie
theories are to be learned not only from his essays on
currency and banking, and other topies of political economy,
but also from his activities as Secretary of the Tresasury,
as advocate of a national bank, and as bank president.

The present study has as its Justification not only the
fact that Gallatin wrote on matters of monetary poliey which
are frequently highly interesting today, but also that he
was & man of great abllity and vest achievements in many,
diverse fields. To illuminete his thinking on money end
banking should contribute to & fuller understanding of the

men. He was a tutor at Harverd, land speculator, legislator,

1Pne actual passage follows: "A l'exception prés des

recherches sur les Indiens, tous mes éerits ne sont que des
ouvrages de elrconstance dans lesquels on peut trouver
quelques vues saines et générales. . . ." Albert Gallatin,
letter to Slmonde de Sismondl of June 10, 1842, gggwggégiggg
of Albe atin, ed. Henry Adems (Phiiadelphiaz

ppincott & Co., 1879), II, 598, This source will hence=
forth be referred to as Viritings. ;
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public sdministrator, flnancier, key American negotiator at
the Treaty of Ghent, diplomat, bank president, ethnologist,
political economist, and elder statesmen., He was a Jeffer-
sonisn Republican, demoerat, libertarian, moralist, and
intolleotual.l
Some appreciation of Gallatin's eminence and ability
can be obtained from the comments of Henry Adams and Leonard
White. Adams, discussing the decline in CGellatin's useful=-
ness as Secretary of the Treasury after the defeat of the
Gallatine-supported bill to renew the First Bank of the United
States, summarizes Gellatin's role:
To Mr, Medison the loss would of course be

extremely embarraessing; for ten years Gellatin had

taken from the President's shoulders the main bur-

den of internal administration and a lerge part of

the responsibilities of foreign relations; his im-
mense knowledge, his long practical experience, his

lAt the present time, the most userul biography of
Gallatin is thet by Henry Adams, The 3 rt Gall

(New York: Peter Smith, 1943, reprint of the work orig y
published in 1879 by J. B. Lippincott). Less useful 1n that
by John Austin Stevene, Alber atin ("American Statesmen
Series"; Boston: Houghton b 898). For briefer, less
professionsal studies, see Henry Cabot Lodge, "Albert Galletin,"
The §% g;%gtigg%% Review, VII (September, 1879). 250-66; and

C am Bea wrencoja "Political Portraita with Pan and
Pencil~-Albert Gﬂllatin he ; g ;

*25g§£€§$9~3§%I2! zJune, A4 TR 2200 gl
note at G n contributed personally to the writing of

parts of the latter blographical sketech, Both Lawrence's
authorship of this unsigned article, and Gellatin's partici=-
petion by uwaking suggestions end corrections, are indicated
on the original manuscript, described by Weyne Andrews, "A
Supplementary Calendar of The Gellstin Papers" (New York:
The New=-York Historical Soelety, 1951), p. 65.




tact, his fertility of resource, his patience, his

courage, his unselfishness, his personal attachment,
his retentive memory, even his reticence, were each
and all impossible to replaca.l

Leonard White incorporates his appraisal of Gellatin in
a comparison with smother great Secretary of the Treasury,
' Alexander Hamilton.

Gallatin, like his first predecessor, had the
qualities of a great administrator. PEoth men had a
national point of view and could work without the
limitetions of stete loyaslties thet influenced most
of their contemporaries. Both men had & taste and
capacity fgr planning, and 2 skill in administrative
invention.

White then shows that Gallatin wes "endowed with exceptional
energy and drive," and became a leader of the Rapublicans‘
end & financial expert because of his capacity for work end
his consequent commend of fects.” White concludeg by citing
two of Cellatin's contemporaries:

John Quiney Adams declared thet Cellatin hed "in his
character one of the most extraordinary combinations
of stubbornness and flexibility that I ever met in a
men." Pennsylvania Senator Jonathen Roberts wrote
that he was "truly a great man, in quickness, versa=-
tility, & clearness, & profundity of conception.”
Vihile Gallstin's reputation reste on his eminence as
a financier, he deserves also to be remembered as
one of the great American administrators.

Ysdems, op. oit., p. 432, Cf, ibid., p. 491, Gallatin
was Secretary of the Treasury throughout Jefferson's admini-
strations and untlil 1813 in Msdison's.

%Ibid., p. 136, Refersnces omitted.



Economists are also free with their praise of Gellatin.
A writer on public finance says, "Given such a record of
Gallatin's fiscal achievements, perhaps meny would echo
Professor E. R. A, Seligman's opinion that, as a technical
financier, Gallaetin was even abler than Hemilton "+

Finally, two opinions may be mentioned with regard to
Gellatin's importeance 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.
William Beach Lawrence, the contemporary, easserted that
Gellatin's 1831 essay, "Considerations on the Currency and
Banking System of the United States,“a was not only highly
influential in the United Stetes, but also was frequently
cited in the House of Commons, and was accepted by "the
stetesunen and bankers of Burope, as the highest authority
on currency extant ."® Ben jamin Frenklin Brooks, in his

1chian Tseng Mal, The } o1t
(New York: Columbia | Y, 18 s De 148.
a reference is to Seligman's "Loeturea on the Indus-
trial and Figscal History of the United States,” given at
Columbia University.

®yritings, III, 251-364, Hereafter, this essay will
be referred to as "Considerstions on the Currency.”

3 [William Beach Lawrenc@] "The Public Distress,”

éggfg g% anft§;l§ Rfv;gw Jnna, 1834), 530, This
unsigned article is dentitisd as anrance;a by Joaeph
‘.: LJ 5.4 C ,, 'f

y < 1 4 E S x ] .
De xi, n. 14, Dortman ofrera an unaympathetic v w of
Lawrence.




exhsustive study of monetery literature before 1860, states
that Erick Bollmenn, Williem Couge, Condy Reguet, and James
Cox were the ablest writers on currvency in the United States,
with Gallatin "of equal or nearly equal ability"; and that
the most cited Americens were Gallatin, Hamilton, Gouge,
Benjamin Franklin and Williem Crawford, "with Gallatin rela=-
tively far in the lead."l It is interesting that the reason
Brooks is not willing to rate Gallatin any higher in ability
as & monetary writer is his criticism of Gallatin's use of
the guantity theory of money--a criticism which the present

writer believes to be unwarranted.z

Theory in the United States Before 1860" (Unpublished Ph. D.
dissertation, University of Chicago, 1939), p. 9.

$t11l another opinion, that of Mal, is more difficult
to support, in the opinion of the present writer. Mal states:
"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 Gellatin's
benking policy when it established the Federal Reserve
System in 1913." Mai, op. eit., p. 147, Although fmericen
banking leglslation has adopted certain measures which, in
essence, Gallatin anticipated, the above seems an over=-
statenent.

laonjamin Franklin Brooks, "A Hiaterf of lonetary

25ee below, pp. 283-86.



CHAPTER II
BIOGRAPHICAL SKETCH

A partial account of the career and social philosophy
of Albert Gallatin will serve as an introduction to his

monetary theories and polieiel.l
e Pe -1780

Galletin was born in the city-state of Geneva, into
one of the most distinguished femilies. He received a
classical educetion, and developed strong republican end
democratic ideas, He became imbued with a strong aversion
to debt, whether private or public, Raymond Welters, Jr.,
after pointing out that one of John Celvin's gifts to Geneva
was its peculiar moral climaste, adds:
When he was & very old man, Albert Gallatin
deseribed this phenomenon in a letter to a friend:
"During the sixteenth end the greater part of the

geventeenth century the Genevese were the counter-
part of the Puritans of the 0ld and the Pilgrims

lynere not otherwise indicated, the biographical
material in the following account was drawn principally

from Adams, op. cit., passim.



of New Englend.” . + » By the time Gallatin was

growing up in Geneva this Puritanism wag somewha t

relexed but the traditions lingered on.
One of the menifestations 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 sub ject, as

well as in the religious care with which he has

always, in his_private affairs, abhorred any form

of debts « «
Gallatin here developed the idea that a public debt tended
to increase inequality in the distribution of income; and
if the debt becomes permanent,” the payment of interest,
however just, becomes e permenent tex on industry in favor
of idlanesa."3 Gallatin approved of the Genevan law which
provided for the disqualification from holding publie office
of children of a bankrupt person, "so long &as any of their

father's debts were left unpaid."4 By ereating confidence

lRaymond Welters, Jr., "Gentlemen from Geneva: Albert
Gallatin: Jeffersonian Democrat,” The New=-York Higtorical
Society Cuarterly, XXXVI, (July, 1952), 291-92. Wal
at present engeged in (what it is hoped will be) the
definitive blography of Gallatin.

2lwilliam Beach Lawrencel], "Political Portraits with
Pen and Pencil--Albert CGalletin," op., cit., p. 647.

SIbid.
4_1_2;&. Pe 648,
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in the eredit of the individual, this was supposed also to
enhance the public credit, since "publie and private credit
are intimately connected."t

Another aspect of the Ceneven period in Gallaetin's life
that should be mentioned was the close friendship between
the CGallatin family and that of Jacques Necker. Necker was
@ Geneven, twenty-nine years older than Gallatin, who was
Comptroller Generel for Louls XVI. I¢% is perhaps no
accident that Gallatin's career closely paralleled that of
Necker, in view of their common background and the fact that
Necker was among those whose discussiong Gallatin remembered
from his e¢hildhood. Necker's financisal policies emphasized
the same things as Gallatin's: sound finence, executive
responsibility, end elimination of debt and privilese.z
Also, Necker vigorously attacked the use of government paper

money and of bank no’cos.3

1Ga11atin, "Suggestions on the Banks and Currency of the
Several United States, in Reference Prineipelly to the

Suspension of Specle Paymants » gﬁ&g;ggg III, 408, Here~-
atter,“thia essay will be referred to as suggestiona on the
Banks.

agharlos Gemal, o8 Causes Finencisres de ls -fio

and pp. 284-333, passim,

9Ibid., p. 496,
For additional blographicel material on the Gemeven
period 1n Gelletin's career, see Adams, op, cit., pp. 1-24.
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In 1780, at the age of nineteen, Galletin emigrated
to the United States, in part, at least, in rebellion againat
aristooracy and privilege in Geneve, Hls first few years in
the United States were not noteworthy except, possibly, for
land purchases which he made on the western frontier. A4As a
speculation these eventually proved to be a fallure. But
Gallatin, for much of his life, established residence in
western Pennsylvanis. If the following interpretation is
at ell correct, Gallatin's democratic inclinetions were
atrenéﬁhensd by his experiences and residence on the frontler:
If it may be presumed that Alexander Hamilton learned
gsome of his aristocratic federalism in the flnanecial
circles of New York, why is it not equally ressonable
to suppose that Galiatin acquired his passion for
democracy not only from the attenuasted tradition of
Geneva and the emotional sermons of Rousseau, but
also from his contaects w&th backwoods America, the
best school of them all?
Gallatin's democratic principles csmnot be attributed
entirely, or even largely, to his experiences on the
frontier. But the above application of Frederick Jackson
Turner's frontier thesis is lent some credence by the

following excerpt, pertaining tc conditions in westemrn

lHenry M. Dater, "Albert Gallatin, Land Speculator”
sissippl Ve storical Review, iXVI (June, 1939),
TPI allatin as a dlsciple of ﬁouasoau,
especially in bis sesking contentment in the wildernsss.
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Pennsylvenia, from a Gallatin letter to his wife: "An

equal distribution of property has rendered every individual

independent, and there is amongst us true and real equality.”l

An interesting application of his belief in democracy was his
suggestion for a referendum to the people of Pennsylvenia
of an amendment to the State constitution.®

In 1789, Gellatin was elected to the Pennsylvanias House
of Representatives, where he developed a growing reputation
as an Anti-Federalist and as an expert on financial matters.
Also, he worked for improvement of roeds snd rivers, and
for a better system of public education, Gallatin himself
described his role in the Pennsylvania House of
Representetives (note his Genevan financial conscience):

I acquired an extraordinary influence in that
body,»-the more remarkable, as I was always in a
minority. I was lndebtea for it to my great
ndustxy and to the facility with which I could
understand end 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 all their reports, and drew all
their billse « « «

The report of the Committee of Ways and Means of
the session 1790-1791 (presented by Gurney, chalrman)
was entirely prepared by me, known to be so, and laid
the foundation of my reputation. « « « The principles
assumed, and which were carried into effect, were the
1mmadiate reimbursement and extinction of the State

1pdems, op. eit., p. 147, letter of April 22, 1795,

ZLetter to Alexander J, Dallas, March 50, 1805, in
George Mifflin Dallas, Life and Wrdt 3 ander James
Dallas (Philadelphia: J, Bs L 2 ,0., B71), p. 116.
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paper money, the immediate payment in specie of all
the current expenses or warrants on the treasury
(the postponement and uncertainty of which had given
rise to shameful and corrupt speculations), and
provision for discharging without defalcation every
debt and engagement previously recognized by the
State., In conformity with this the State paid

to its creditors the difference between the nominal
emount of the State debt assumed by the United
States and the rate at which it was funded by the
Act of Congreas.

The proceeds of the public lands, together with
the errears, were the fund which not only discharged
all the pubiie debts but left a large surplus. The
apprehengion that this would be squandered by the
Legisleture was the principal inducement for
chartering the Bank of Pennsylvenia with a capital
of two millions of dollars, of which the State
subscribed one-~half. Thils and similar subsequent
investments enebled Pennsylvania to defray out of
the dividends all the expenses of govermment
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 perty in the Legislature,
then a minority on a joint ballot, to elect me,
end no other bﬁt me of that perty, Senator of the
‘United States.

‘Gallatin was one of the sponsors of the bill teo
charter the Bsnk of Pennsylvania., The sponsors intended
that this bank would enjoy a relationghip to the state
governnment akin to that existing between the Bank of the
United States and the federal government. The Anti-

Federalists inserted two provisions intended to meet

lAdama, ops ¢ibe, PP 84-86. Biographer John Austin

Stevens twice guotes, at great lemgth, the above and more

of the same guotation; Albert Gallatin, op. e¢it., pp. 45-47
and 183-84.
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certein economie grievances. One provision required the
bank to lend to the stete funds which would enable the
latter to establish & loan office in esch county--loen
offices which were to accommcdate the fermers, who had long
declared that the only two banks in Pennsylvanis, the Bank
of North America end thet 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
subseribe to stock of the new Bank of Pennsylvenia only on
the condition that 1t would give up its own cherter, This
was & gop te the concerted ceampaign by the Anti-Federalists
against the Bank of North Americas, from which the members
of the Federalist perty were the chief beneficiaries. The
eastern Federalists, led by Robert Hare, objected to the Benk
of Pennsylvanis on the grounds that the stete should use the
existing benking faecilities. With two banks already
operating in the state, Hare argued, Pennsylvanie had no
need for another., According to Raymond Walters, Jr.,
Galletin replied that it would lower the dignity

of the stete to have te continue to do business with

a private institution such as the Bank of North

America, He recalled the "humilisting terms" imposed

by thet bank when the state negotiated a loen two

years earlier., The Bank of North America had demon=

strated at that time, he added, that it was unwilling

to trust the state government as far as it would an

individual, Further, Gallatin flatly denied Hare's

claim thet the state already possessed ample banking

facilities. As things now stood, he sald, because

of their "want of cepital™ banks gave fair discounts
at some times and none at all at others. ZEven the
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friends of the Bank of North America recognized
this, for they were seeking an increese in the
capital of their institution. A third bank was
de?irable because it woul% increase the banking
cepital within the state.
The Bank of Pennsylvania was chartered snd proved to be
highly successful, in spite of the fact that the loan
offices were of little use to the farmers, end that the
Benk 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 December, 1793 to February, 1794. A%
the end of this period, the Senate, in a strictly partisan
vote, rejected his right to a seaﬁ on grounds that he had
not been a citizen of the United States for the required
nine yeara.z

He went back to Pennsylvanle, played the role of a
compromiser in the Whiskey Rebellion, end then was returned

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

lﬁaymond Walters, Jr., "The Making of a Finencier:
Albert Galletin in the Pennsylvania Assembly,” E%&X
ansylvenia Megezine of History and Biography,

2Debates of Jenuary 10, 1794, Annalg og Cogggegg
(Washington: Geles and Seaton, 1849-55), 3 ;ong., oenate
Proceedings, IV, 28-29; debates resumed Jenuary 13, 1794,
%%%%., pe 29, and intermittently between February 10-28,

, ibid., pp. 42-62, passim.
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the House of Representatives. He served in the House
until he became Secretary of the Treasury under Jefferson,

in the year 1801.%
Ag a Jefferso 3 795-1813

In the Congress, Gallatin aligned himself with such
Republicens as James Madison, James Monroe, John Rendolph,
Williem B, Giles, and Nathaniel Macon. He led the
Republicans on the following major topics of debate: the
responsibility of the executive to the Congress, together
with reduction of administration discretion;a the protection

1For further biographical material on the fifteen year
period in Gallatin's life from his arrivel in the United
States until his taking a seat in the House of Represen-
tatives of the United States, see Adams, 9p. ecit.,
PP L} 24"154 L]

gaallatin. speech of Januery 8, 1794, Annals of (ongress,
3rd Cong., IV, pp. 26~27; here Gellatin presented a motion,
later carried, calling upon the Secretery of Treasury to fure
nish detailed information with regard to the epplication of
Congressional appropriations and to the current status of
the federal debt. Speech of January 31, 1797, Annals

e¢ss, 4th Cong., 24 sess., VI, 2039-40; here Ge
pleaded for a favorite idea of his, that of "specific appro=-
priations.”

Finally, reference is mede to his most important
speech during his entire membership in Congress, that of
March 1, 1798, Annels of Congress, S5th Cong. 24 sess., VIII,
1118-4%, Gelletin spoke at length on the separation of
powers and the principle of checks and balances against the
transference of leglslative power to the exacutive, on the
fact that the monetary powers were vested in Congress, on
the "rulnous burden" imposed by increasing government ex-
penditures, and on other topics covering almost the entirety
of his political creed.
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of the individuel against arbitrary official action;l the
necessity for rigid economizing, especially by strict
limitation of military snd naval ezmenditurea;a and the
preference for property taxes to an indirect tax on salt
or other excisas.s
A gseries of other speeches concerned the relationship
of the Federal Government to the First Bank of the United
States, prineipally in cannaétien with the public debt.
Hamilton was populerly, although not quite accurately,
reported as having seid that "a public.dgbt is a publie

blessing,” by way of Justifying the funding and continued

e following speeches on the bill concerning "Allen
Enemies,™ ibid., May 22, 1798, pp. 1788-89, 1792; May 23,
1798, pp. 793~96, June 19, 1798, pp. 1973~83, 1996-9?'
June 21, 1798, pp. 2002, 2026-28. The speech on the bill
concexnins "Seditious Practicaa, ibid., June 16, 1798,
pPe 1954~57, The rollcwtng speeches on the suhjoct of
"Punishment of Crime," «y July 5, 1798, pp. 2107-11;
July 9, 1798, pp. 2136-37; July 10, 1798, pp. 2156-64.

£speech of April 1, 1796, Annal ongress, 4th Cong.,
lst sess., V, 846+-49; and nume rou 8 ather spaechea on the same
topic in the 4th, 5th, and 6th Congresses.

3Ib ibid., speech of Jenuary 13, 1797, pp. 1862-63:
Januery 16, 1797, pp. 1891-95; Jenuary 31, 1797, pPp.
2033-34; February 14, 1797, pp. 2157-59; ?obruary 16, 1797,
DP. 2172-75; ed February 24, 1797, pp. 2273-76, 2278-79.
Gallatin ravored stamp taxes, including a revenue tax on
bank notes, on the grounds that the se would not hit the
poor the hardest. ©See hls speech of June 27, 1797, Annels

wgress, 5th Cong,, lst sess., VIL, 395-86, 399;

1707, pp. 402, 407; June 29, 1797, pp. 4aa~zs
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inereasse of the federal debt, while building up a sirong

eentral gOVernment.l

Gallatin, a decentralist, replied

that "a public debt is a publie 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

for accommodations it had sxtended.® On another occasion

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

the First Benk, CGellatin fevored both essumption and

funding, but edvocated a mode of paying the public debt in

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

in Hamilton's scheme); i. e., he favored paying instead of

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

believed that it had extended the maximum possible advances

to the government, and wished to contrect them if possible,

always with the understanding "that they would continue their

loans to a certain amount, and not withdraw sbruptly and

unexpe ctedly the assistance they had heretofore given."a
Galletin made his support of the Bank of the United

States more explielt, though rather inecldental, in his 1796

Zapeech of April 4, 1796,
lst sess., V, 856.

Jspeech of April 12, 1796, W 4th Cong.,
lat sess., V, 933-34, and 921-36, Sim,




In this essay, in addition to favoring the national bank,

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

and public land seles, while opposing exclise taxes and a

continued public debt. In 1800 and 1801, Gallatin had
Public

several years duration® over the complex issue of the extent
of the true incresse in the national debt under the
Federalist Administrations., Hamilton contended that it had
decreased $1,100,000, while Gallatin ergued that it had
actually increased $7,200,000,

As Secretary of the Treesury, Gallatin continued both
in print and in prectice his attack on the public debt of
the United States and on large-scale government expenditures,
particularly in the military end naval establishments, and
on those taxes that he considered to be discriminatory.
Virtually all of his esnnual reports to the Congress from
1801 to 1809, and particulerly a special report to the
Congress submitted in the year 1802, emphasized the necessity

lyritings, I1I, 73-168.
(24 ed.; Philadelphia: Mathew Carey, 1801).

Gallatin speech of Juna i, 1798,
4th Cong., lst sess., V, 1 1
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for economizing on public expenditures and at the same time
for a revenue sufficient to reduce the public dobt.l
Gallatin also insisted on the principle that the public debt
could not be reduced merely by meking eppropriations to a
Sinking Fund, but rather only by &n excess of revenues over
expendituros.z Gelletin's constant battle for reduction of
expenditures, for limitation of the army and navy, and for
direct texes while minimizing excises is set forth in detail
by Chien Tseng "m’.ai,s snd need not be discussed here, The
following from en 1809 letter to Jefferson, however, is too

revealing to be omitted:

lGallatin, letter to the Honoreble John Rendolph, Jr.,
Chalrman 01’ tha Committu on ?mys and aﬁeans, Mareh 31, 1802,
3 : L E <3 . e Cong i

;ed_Gtate Washington ¢ felos and Seaton, B2
nance 46-49, Gallat.in'a annual mparts appear
irety in the Americe ate Pap

P
of abbraviauona, etec. However, tha A€ apers
contain special reports on meny topics as we as "'*s ammal
reports of the Secretary on the state of the finances.

Zwpnnual Report of the Commissioners of the Sinking Fund,"
for each of the years 1801-1813, transmitting Gallatin'
report to the eemisaionara, Amer ican Pspersg, Finance
I end II. Cf, Gallatin's report of J ) :
“"Powers of the Commissioners of the Sinking B’und, ibid.,
II, 369-73.

302 cit., pp. 59-69 (on public expenditures), 73-95
(an public revenues, including war finance), and 45-58.
142~45 (on national debt).
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The reduction of the public debt was certainly
the principal object in bringing me into office,
end our success in that respect hes been due both
to the joint end continued efforts of the several
branches of government end to the prosperous
situetion of the country. I aa sensible that the
work cennot progress under adverse circumstances.
If the United States shall be forced into a state
of sctual wer, all the resources of the country
must be called forth to meke it efficient, and
new loesng will undoubtedly be wanted. But whilst
peace 1s 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 situetion of our foreign relations the
debt be reduced, but only that it shall not be
increased so long 28 we are not at wer. 1 do not
pretend to step out of my own sphere and to control
the internal mansgement of the other Lepartments.
But it seems to me that as Secretary of the Treasury
I may ask that, whilst peace continues, the aggregate
of the expenditures of those Departments be kept
within bounds such as will preserve the eguilibrium
between the national revenue end expenditure without
recurrence to loans. I cannot, ny dear sir, consent
to act the part of a mere financier, to become a
contriver of taxes, a dealer of loans, a seeker of
regsources for the purpose of supporting useless
baubles, of increasing the number of idle end
dissipeted members of the community, of fattening
contractors, pursers, and agents, and of introducing
in 8ll its ramifications that system of patronage,
corruptiog, and rottenness which you so Justly
execrate,

Note especially Gallatin's entipathy to what he considered
to be unnecessary and unproductive governmentsl expenditures,
and especlally to profiteering on government contracts,

In all this Gelletin was a thorough-going Jeffersonien.

He was also Jeffersonian in his insistence on protection of

lgallatin letter of November 8, 1809, ritings, I,
465“'6&' ]
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contracts and the defense of property rights. Although

men like Jefferson, Madison, and Gelletin did not menipulate
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 comtract, As Irving
Brant shows in his biography of Jemes Madison, Madison was

a staunch defender of property rights;l the entire Virginia
delegation to the Constitutionel Convention were "ea unit"™ on
"devotion to government founded on the people, and a belief
in the need to check state assaults on property righta;“a
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 impeir financlal
contracts."> Or, as Joseph Dorfman puts it, "Solid ﬁitizan
that he was, Jefferson believed in the lmportance of a sound
public credit, the sanctity of contrascts, and of course the

right of praporty."‘ Gallatin did not take exception to

13 i (Indisnepolis: The Bobbs~Merrill Co.,
1948~ 3 ® 44.

2£2£Q°0 Pe 23.

51b;g., ps 61. It should be carefully noted that Brant
shows that although Madison did not want property rights
violeted, neither did he want concentration and abuse of
power through ownership of property.

4porfmen, op. cit., I, 434,
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this attitude on contracts and propertiea.1 And on the
matter of the scope of government ectivities, Gallatin was
very much like other Jeffersoniens. For exauple, he wrote
in 183%: "No legislation is better than . . « bad, and, on
most subjects connected with economy, than any leglslatlon.“z
This is not much different than Gsllatin was writing in 1807:
"Governmental prohibitions do always more mischief then had
been calculated; and it is not without much hesitation that

a statesman should hazard to regulate the concerns of
individuals as if he could do it better than themselves,"®
This last was in connectlion with Gallatin's objection to a
permenent embergo. Nevertheless, in practice, Gellatin,

like the other Jeffersoniens, frequently modified his striect
laissez~falre pronouncements, most of all, in the case of

the enforcement of the embargoe and non-intercourse acts of
the second Jefferson administration. Gellsatin, faced with
the monumental tesk of enforecing the embsargo sgainst the
wishes of the greater part of the commercial community,

came %o the conclusion that elther he would have to have

lELawraneaJ& "Political Portraits with Pen and Pencil--
Albert Gallatin," op. cit., ps 647; Callatin, letter to
Nathaniel Macon, Apr S, lale,igiéégaf%, I, 697; letter

‘50 JOh.n AQ DiI, M&l‘bh aO’ lw' 3 L ] ’ 5890
- zgetter to J. Horsley Palmer, Mey 1, 1833, Writings,
] 46 -

SLetter to Jefferson, December 18, 1807, ibid., I, 368.
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more power of enforcement or the whole system should be
abandoned .t Also, he asserted that judicial review of the
actions of customs collectors wag mnaking enforcement of
the law all the more difficult, Sueh complaints were
symptomatic of Gellatin's "doctrinal disorder"™ as he and
Jefferson tried to enforce the embargo acts. Thelir

libertarienism was severely abused, and they suffered keenly

from the knowledge of that faet.z

Gaellatin, however, was not typicel of the Jeffersonians
in certain other respects. IHe gave his support to internal
improvements, not begrudgingly but willingly. Leonard White,
in lauding Gallatin's state paper on internal improvements,
points out that Gellatin was.not worried about thelir consti-
tutionality. White concludes:

It was the first great plan for the physical
development of the country, as Hamilton's report on
manufacturers was the first plen for its economie
development. It was bold, shrewd, farseeing, end
thoroughly national in its scope and design. It
was, moreover, practical, end easily within the
technicel and financial resources of the time, had
those resources not been drained by war with CGreat
Britain., Its major outlines remained velid until,
Just as the Republican period came to & close, they
were rendered in large part out of date by the
invention of the steam railroad.® ;

lpecember, %809,}
2Leonard White, ope. cit., p. 461,
SIbid., pp. 476-77.
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In this state peper, entitled "Roads and Cenals,"™ Gellatin
noted the productivity of the proposed eest-west, north-
gsouth network of roads and cenals, and argued that the plan
was of such scope that the federal government had to unders
take 1t.1

Gallatin's report on manufecturers is importent in that
it indicates another direction in which he wes trying to
urge his perty. This was an industry study, submitted in
the year 1810, of the growth of Americen manufacturers.
In it, Gallatin emphsgized that caplital had grown greatly
in some twenty years in the United States, but still progress
in menufecturing was impeded by a relative shortage of
cepitel, He agserted, however, that the absence of "internal
restrictions and monopoly"™ end of oppressive taxes was the
principal casuse of the growth and prosperity of the United
States,®

When the opportunity to acquire the Loulsiena Territory
presented itself to the Jefferson Adminigtration, in 1803,
Gallatin took the view that the acquisition was at that time
constitutional, whereas Jefferson, Madison, snd the Attorney=-

General all believed that a constitutional amendment was

lapril 4, 1808, Americ apers
724~921, including suppert ng papora.

aﬁpril 17, 1810, "Partial Report on the Subject of
Americen Manufacturea, bid., Finence I1, 430; for the
entire report, pp. 425-39,.
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necessary to legalize the act. In the course of events,

Gallatin's view becams the accepted principle of the party

and the grounds on which the territory was aeqnired.l

Again on the matter of the constitutionality of the
Benk of the United States, as well as on the advisablility
and utility of banks in genoral, Gallatin and Jefferson
stood on opposite sides. Jefferson's view follows:

We are undone, my dear Sir, if this banking
mania be not suppressed. « « « The war, had it
proceeded, would have upset our government; and
a new one, whenever tried, will do it. And so
it must be 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 benks, end 1f thils country could not be
carried through the longest war against her
most powerful enemy, wlithout ever knowing the
want of a dollar, w ithout dependence on the
traltorous classes of her citlzens, without
bearing hard on the resources of the people,
or loading the public with an 1n%er1n1to debt,
I know nothing of my countrymen.

Jefferson strongly opposed a naetional bank, chiefly on the
grounds of fear for the safety of any government "which is

under the vassalage of any self-constituted authorities. . . MO

14dems, op. eit., pp. 319-21,

3Jetroraan letter to Gallatin, October 16, 1815, The
ing mes Jefferson é%%ahiggtonz Thomas Jefferson
356,

3Jerreraon letter to Gallatin, December 13, 1803,
1 ( efferson, ed, Paul L. Ford (Federal ed.;
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The immedieate occagion for this letter was a proposed New

Orleans branch of the Benk of the United States.

advantages of a national bank.l He conecluded by taking a

Gallatin replied with a positive statement of the

viewpoint precisely opposite to Jefferson's:

to the government in a series of special reports to the
Congress in 1809-1811 on the renewal of the charter of
the First Bank.® In the first of these reports, Gallatin

Against this there are none but political
objections, and those will lose much of their
force when the little injury they can do us
end 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 age
completely in our power and may be crushed.,

Gallatin elaborated upon the usefulness of the Bank

mentioned the adventage to the United States of acquiring

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

meking for many years.? Gallatin also made & point of the

171.

lretter to Jefferson, December 13, 1803, Writings, I,

See below, p, 237,
2Ipid.

‘n a speech in the House on Jenuary 26, 1797, in
opposition to an increagse in the compensation of publie
officers, Callatin pointed out thet the First Bank had
carried the United States when the government was unable
to pay part of its indebtedness to the Bank on request:
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income derived by the United States from dividends on bank
stock held by the Government.* In four other reports,
Gallatin replied to Congressional inquiries regarding detalils
of the relations between the Treasury and the Bank.a In
spite of Gellatin's active support of the First Bank, the
Congress did not renew the charter. The Bank expired in
1811, end the Seecretary of the Treasury had to place the
federal deposits in various state bank s, °

st S O 1, 88, 4th Cong. 24 sess., VI, 1992, 1996-98,
n & report of Warch 1, 1802, submitted to the Hanorablo
Joseph H, Hicholson, Chalrman of the Committee of Investi-
gation (of the State of the Treasury Department) on the
"Application of Public ioney," Gallatin mentioned advances
from the Bank of the United étates to the Government to
meet expenses, where appropriationa were not forthecoming
until later. Amex ;~ n_‘ Papers, Finence I, 755-57.
This entire report, 31, Llustrates haw Gallatin
as Secretary adherod risiély 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-
gressmamn., Cf, above, p. 16,

lReportad in each of Gallatin's “Annual Reports on the
State of the Finances,”™ ibid., Finance I and II, and
especially the report on blic Debt," of March 31, 1802,
submitted to the Honorable John Randolph, Jr. Chairman
of the Committee of Ways and Yeans, ibid., I, 746-49.

aRnport or Deoemher 3, 1806, "Public Deposites in
Banks,"” American St epors, Finence II, 216-18, Repors
of April 2 Bie, " ' the United Statea, ey PPe
417-18., Report or January 9, 1811, "Bank of the United
States,” 1bid., pp. 460-63. Report of January 23, 1811,
"Benk of the United States,™ ibid., pp. 468-70.

5Gallatin, report of January 8, 1812, "Publie Deposites
in Bﬁnkﬁ, M'O PPe. 516-17.
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Further discussion of Gallatin's position on the
constitutionality of a national benk, 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, especlally as a controlling factor over
the state banking system, is included in Chapter VIII, below.
Gallatin'’s support of a national benk was atypical of
the Jeffersoniens. Also, in his positive support of internal
improvements and of menufacturing, and in his departures
from a strict construction of the Constitution, Gallatin was
more like the New Republicans than the 0ld,* If 1t is true
that in certain respects the Republicans, by the end of
Madison's edministrations, had “out-Federalized ?ederaliam,"a
then, in several respects, Gellatin had led them there.
However, Gallatin differed from the New Republicange~-
Henry Clay, John C, Calhoun, John Quinecy Adams, Williem H,
Crawford, et al.--in that he did not favor a strong ermy
and naval establishment, "a foreign policy that looks toward

no

the further scquisition of territory," or the protective

1The terms "New" and "0ld Republicans™ are Leonard
White's; op, eit., pp. 13-14,

“Richard Hofstadter, The Americe
44 Made It (New Yo i Knopf, 1948),
Pe .

3Whita, ops €it., Ps 14,
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tariff. In the last twenty years of his life, Gallatin was
not assoclated with any political party.l

By way of conclusion on Gallatin's political end
economic philosophy, it may be stated that he was an 0ld
Republican, yet not essentially an agrarien; that is, he
differed from Jefferson c¢hiefly in that he saw econocnie
progress through growing application of cepital to both
comnerce und menufacturing, and that he did not regret
this prospect.® Contrast Gallatin's position with that
aspect of Jefferson's philosophy which is emphasized by
Vernon L. Parrington:

To & mind imbued with such conceptions the appeal
of the Physioecratic theory of sccial economics would
be irresistible., The ground was prepared for the
sowing of the seeds of the liberal French thought.
With 1ts emphasis laid upon asgriculture, its doctrine
of the prodult net, its principle of lalssez-feire,
and its soclal concem, the Physiocratic theory
accorded exactly with his familiar experience, and
it must heve seemed to Jefferson thaet 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 Quesnay and Adam Smith, between an agrarian and
a capitalistic economy. HMuch as Jefferson feared

10n Galletin's nonpartisanship, and his bemoaning the
tendency to settle national issues on the basis of party
spirit, see the appendix, "War Expenses,” to his pamphlet,
The eggggg g%egg;g% (New York: Bartlett & Welford, 1846),
PPe 74-75. e entire pamphlet pleads for modersation and
peace in the territorial dispute with England,

asray Hammond, "Banking in the Early VWest: Monopoly,

Prohibition, and Laissez-Faire," Journal of Economic History,

VIII (May, 1948}, 4.



the ambitions of an aristocracy, he feared quite as
much the creation of a proletariast. . « « A free
yeomenry he regarded as the backbone of every great
people, the producers of the real wealth, the guard-
iens of manly independence; and the nwmer of factory
workers measured for him the extent of social disease.
It is this Physlocratic conception that explains his
bitter hostility to protective teriffs, national
banks, funding menipulations, the machinery of credit,
and all the agencies of capitalism which Hemilton was
skillfully erecting in America.

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

Jacques Necker, was not a Physiocrat.z
The Jeffersonians claimed that the Hamiltoniens used
the central government to build up the position of a
special privileged elaas.3 It should not be inferred from
Galletin's advocacy of the growth of capital, however,
that he similarly wanted to promote a privileged class.
On the contrary, Gallatin 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. Gallatin departed

lyein Currents (New York: Harcourt,
Brace & OC’ ’ s

anllatin's position on capital sccumulation is developed
further below, pp. 197-205.

3The Jeffersonian indictment of the Federalists'
financisl measures is effectively summed up by Charles
Beard's presentation of the argumant of John Taylor, Beard,
'he Economic Origins of Jeffersonian Democracy (New York:
‘0 “aﬂmill&n 000, 15 s Po 205,




from Geneva because he disliked the prevalence there of
aristocratic privilege. In his fiscel policies he worked
for the prineiple of executive responsibility, and specifie
appropriation by Congress from which the Secretary of the
Treasury could not depart to accomplish his ends. One of
éullatin's objections te 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 texes on slaves, land, and houses, and & mild
revenue tariff, in prererenoe to internal excise duties,
especially those on salt and distilled spirits, esch of
which he believed toc be unequael and oppressive on the poorer
segments of the eomqnity.l

As Secretary of the Treasury, his poliecy for the
disposal of the public lands was in all respects to minimize
the activities of the speculators and.co sncourege purchase
by the poor and by actual settlers.® He strenuously opposed
profiteering on government contrects, On political patronage,
Gellatin was for & nonpartisan public service; he would
have submitted the following memorendum with regard to

1Ma1‘ 022 c;g.’ Ppo 73"’50

P‘Lattar of January 2, 1804, to Honorable Joseph H,
Nicholson, Chairmen of the Committee on Sale of Publie

Lands, Mﬁg{%}_@% Public Lands I, 183. See
also Mal, op. €1%., PP« -65. \
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appointments in the Treasury Department had he not been
discouraged by Jefferson:

The law having given to the collectors the
appointment of a number of inferior officers
subject to my approbation, there is on that
sub ject, on which we must asct in concert, but
one sentiment that I wish to communicate; it is,
that the door of office be no longer shut against
eny 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
qualificetions that shell direct our choice.t

Similarly, Jefferson had urged CGellatin 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 competi tors for our favors by a judicious
distribution of them, and thus to engage the
individuals who belong to them in the support of
the reformed order of things, or at least in an
acquiescence under it.

As to the patronage of the Republicen Bank at
Providence, I am decidely in favor of meking all
the banks Republicen, 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

lEnclosure with letter to Jefferson of July 25, 1801,
Wr;figfg, I, 28-29, For further information with regerd 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 Ma art $
Third Series, VII (January, 1950), 65-66.

2

The Wor%% of Thomes Jefferson, IX, 395-96, letter of
October 7, 1 B



Republicanism to detach the mercantile interests
from its enemles and incorporate them into the
body of its friends. A merchant is naturally

& Republican, and can be gtherwise only from a
vitiated state of things.

Gallatin rejected these suggestions, howeverf thus
indicating again that he would not use a position of power
to promote the interests of any group, end that he did not
want finance end politics mixed. As Jefferson wrote to
Williem Wirt, "I often press(edl him [(Gallatinl to divide
the public deposits among &ll the respectable banks . «
but his repugnance to it prevented my persiating."s

Opposition to privilege 1s 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.

11bia,., X, 15-16, letter of July 12, 1803.

®see Adems, Op. cit., pe 309,

302! cit., XI, 200, letter of May 3, 1811, Charles
Beard seized upon the two letters from Jefferson to Gallatin,
ebove, in support of the thesis that, despite the Jeffer-
sonien 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 menipulating the government funds in such a way as to
build up local Republicen moneyed machines in order to
resist the force of the Federalist interests and provide
competitors that would give the Republicans the power in
the economic world which they so earnestly desired."™ Beard,
gga_ggf., Ps 446, DBut Beard missed the essential point:
that, in this matter, Gallatin did not act on the basis
of his chief's suggestions.



For example, he would heve modified the charter of the
First Benk in the direction of increased ownership by
c¢itizens 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 federel 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 limited, since the danger
of ebuse "is increased in proportion to the magnitude of
the cepital”; 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 regalarly inspected by federal officials;
and that it "have a truly national character, end not
degenerate into a local 1nstitutian.“2
Again, Gallatin opposed privilege in his attitude on
protective tariffs, Generally speaking, Gallatin supported

& revenue tariff, but opposed protection, guite as "an

lReport of March 2, 1809, "Bank of the United States,”
Americen State Papers, Finance II, 352-53.

E“Sumeationa on the Benks," gp, ¢it., pp. 454-56.



early disciple of Adam &nith"l might have been expected

to do. His argument was based essentially on the law of
coﬁparauva advantages, the effect of a protective tariff
being to misallocate resources (Gellatin even recognized
that this assumed full employment).® More 1mpo'rtant, for
irmediate purposes, is Gallatin's argument that protection
was not only injurious to the country as e whole, but that
1t enriched one section at the expense of enother; only the
protected menufacturers gained; all others lost, end this
was unjust. He rebutted the argument that the farmer bene-
fited from a tariff, and denied that free trade pulled

down domestic wages, since wages were regulated by "supply
and demand end the state of society."® That Gellatin
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 Galletin denled that a protective tariff

1{william Beach Lawreance], "Political Portraits with
Pen and Penell--Albert Gallatin," op. oit., p. 652,

Wil O WLOLHNL
: .

Convention (New York: WV am A, Me in, 1832 s Pe
Llatin was chairmsn of the committee, and wrote the

M. The plea was not for free trade, but only for
wer tariffs.

Blbﬂo. Ppe 6=10,

]
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was en importent cesuse of industriel growth., More important
were the growth of capital and the enterprise of the
Americen people, uncbstructed by governmental restrictions,
taxes or monOpoly.l

To conclude the argument that Gelletin did not want
to promote a privileged class of capltaliste, Gallatin'e
attitude toward labor should be mentioned. Unlike Jefferson,
Gelletin did not fesar the growth of an urban preletariat;
in fact, he wae quite sympathetic toward the common laborer.
In 1846, as part of a strong argument against war, Gallatin
said:

In this, and other large cities, for every
thousend merchants, or men of capital who may
be injured or thrown out of business [by wax],
there are ten thousend men living on wages,
whose enployment depends directly or indirectly
on the commerce of those clties. The number
of common laeborers is proportionately less in
the purely egriculturel districts. But it is
evident that in both, a considerable number
must be thrown out of employment either by the
destruction of commerce, or ln consequence of
the lessened value and quantity of the agri-
cultural products. And it seems impossible that
this should take

the

11pid., p. 41; letter of March 19, 1816, to 7. R. Gold,
Writ s 1, 690; "Partial Report on the Subject of American
anufactures,” American State P s LI, 430, In a letter
of Merch 8?, 1846, toig. §.'f§g§rsofl, Galletin further dis-
cussed tariffs, favoring spec ¢ over ad valorem duties.



not ardently wish, thet means could be devised to
ameliorate the state of soclety in that respect,
80 as that those who live by menual labor should
receive a more Jjust portion of the profits, which
are now very unegnally divided between them and
thelr employers.,-

b 3 e D omatic Servic -1827

Gallatin left active control of the Treasury Department
in 1813, in order to serve abroad as a Minister of the United
States, From 1813 to 1827, with only short interruptions,
he performed 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 Ghent.

This period is relevant to the present topic prineipally
because of his acute observation of various foreign monetary
systems and experiences.

Gellatin's brief stint in Russia in 1813 served to
give hiﬁ the basis for his later description of the Russian
monetary system and of exchange rates of the ruble.® In
1817, Gallatin implemented his theories on freer trade,

lnWar Expenses,” appendix to The Oregon Question,

Pe 72, Underlining added.

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

2Letter to Alexander J. Dallas of September 25, 1815,

Eritings, I, 654~57.
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when he and Williem Eustis negotiated a commercial treaty
with The Netherlands,® In 1818, with Richard Rush, Gellatin
negotisted a convention with the British on commercial and
boundary problems.2 Gallatin's despatches from France in
1819 and 1820 commented extensively on commerciasl relations
between France and the United States, Gallatin objected to
disceriminatory duties of the Unlted States on French
products; but where France discriminated, CGallatin recom-
mended emending the Constitution in order to tax certain
exports to Frence, by way of retaliation., Hls general
principle, however, was to work for lower duties,”® Meny
more such despatches might be cited, but the above will
suffice to show this aspect of Gallatin's diplomecy abroad.
Of considerable importence was the influence of the

French and British monetary experiences on Gallatin's later

lﬂnited States, State Department, Dipliomatic Desgpatchesg
M@m VI (October 30, 1815-August 2 )
unnuubered despateh of Soptambar 22, l&l?- File Miorooopy 42,
Roll 7 (Washington: The Netional Archives, 1943), See also

the Gallatin end Eustis despatch of September 7, 1817, 1bid.;
and Gallatin's letter to Eustis of October 9, 1817, ;QLQ

2Un1ted Stetes, State Department, DI
G Britain, LIIT (November 10, 1817-di ;
unnumbered despatch of October 20, 1818; File %iorocopy 30,
Roll 19 (Washington: The Nationel Archives, 1942),

“United Stetes, State Department T;g;ggggigggigngggggg,
Erance, XII (June 4, 1619-Tuly 31, 18207, despateh 149,
uly 9, 1820; File llcrocopy 34, Roll 22 (Washington: The
National Arehivea, 1942).
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thinking. In 1829, he wrote to 8. D. Ingham, then
Secretary of the Treasury, & description of the monetary
system of France, with its bimetallism, issuance of peper
money only by the Bank of France, "and none of a denomi-
nation less than 500 francs."l Ceallatin argued for
comparable monetary provisions in the United Stetes,
because he was very favorably impressed by the operation
of the French system, As Henry Adams says, "Mr. Gelletin
hed, during his residence in Frence, become prepossessed

in its favor»“a

In a lstter 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 exeuple of France, under

the united pressure of a double invasion, a failure

of cropes, large indemnities to foreign countries,«=-

a vast portion of which was pald by the exportation
of specle,--an unsettled government, and wild stock

lpecember 31, 1829, gx;géggg, II, 416. TFor a concise
diacusaian or thﬁ Fronch mnno_ ;{ syatem, s;e Lhirles Rist,

29 Op, cit., p. 637,
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speculations, i1s decisive to prove with what facility

a crisis is met with an abundant circulsting metallie

currency.
Gallatin noted that he and Alexander Baring were witnesses
to these eventis, and that they ceme tc the seme conclusions.

Gellatin wes in England during psrt of the "Peried of

the Restriction™ of specie payments of baenk notes, which
lasted from 1797 to 1821, Until 1819, but not thereafter,
Gallatin carefully read the literature on the controversy
between the bullionists--who opposed the Restriction and
the policy of the Government--and the anti~-bullionistge-
who thought that restriction of specie payments was at times
necessary and who, in general, were supporters of the

Government.2

Gallatin's sympathies were all with the
bullionists, 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 Paymsnts.5

 eallatin, Writings, II, 433,

“nlg 1s so long since my mind was made up on the subject,
that I have not lately collected any facts. The evidence
reported by the comnittees of both Houses of Parliament
previous to the resuming of specie payments in Great Britain
is the last document of any importence which I read with
attention.," Gallatin letter to Robert Walsh, Jr., April 27,

1830, iritings, II, 427.

STooke was an exponent of the benking school, which
gucceeded to the theories of the anti~bullionists; however,
on policy mestters, the banking school was quite closely in
agreement with the bullionists, ©See Lloyd Mints, A History



42

Gallatin, Tooke, end Baring were all in agreement that in
France, & nation whioch had sufficlent specie, a benk that
hed cver-extended by issulng too much paper relative to
its specie reserves could stlll replenish its coffers
merely by shifting to & morse conservetive lending poliecy;
whereas in countries lecklng enough specis, additions would
kave to come from sbroad, end over-extension was more &pt
to be fetel.t In short, Gellatin's experiences in France
end Englend increased his conviction that a strong specie
base and convertibility of paper notes iato specie were

vital to the success of any monetary syatem.a

After 1828, Gallatin occupied himself with research,

writing, and service as & bank president. IHe wrote on

also E. Victor iMorgan, ¢ _laeory and lra g of Central
B 797-1913 (Cam ge, Ing : e University
ress, 943 » PPe 121-231F,

lﬂallatin, "Considerations on the Currency and Banking
System of the United States," Vritings, III, 299-300.

2For further blogrephical material on the period during
which Gallatin served as a diplomat abroad, see Adems,
opRs cit ., pp. 4‘95-5.,4. See also James Calletin, The Dairy
of James Gell : ptary to Albe >al ati 3 Great
Pgace Maker '1!&5[1 eds Count Gallatin (New Yori:
harles Sceribner's ana, 1920).



eurrency and banking, on Indien vocsbularies, and in
opposition to war over Texas and Oregon.

In 1822, Galletin had turned down the opportunity
to become President of the Second Beank 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 New York but had
been unable to dispose of the stock; hence they had applied
te John Jacob Astor for assistence, Astor, a close friend
of Gallatin, offered to purchase the remaining stock on the
condition that Gallatin should be the bank president. It
was on these terms that Gallatin became heed of the National
(afterwards the Gallatin) Bank, cepitalized at only seven
hundred fifty thousend dollars. "Mr, Gallatin drew from it
the very modest compensation of $2,000 a year, that being
the sum which he considered necesssry, in addition to his
own incoue, to enable him to live in New York."t

In December, 1830, Gallatin contributed an article

entitled "Banks and Currency" to the American Quarterly
Review,® which was expanded with statistical meteriesl and

1Adam8, 0D 2&&" Pe 643,

2yIII (December, 1830), 441-528, This periodical was
edited by Robert Walsh, Jr., and printed by Carey and Lea
of Philedelphia, The articio, like all aggearing in Welsh's
view, was unsigned, but can be identified as Gallatin's
¥ carrespondence in yz%&%ggg, II, 425-27, 429-31, 441,
443*‘4’ 447, See also eLow, De. 44, Bs di
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modified by several verbal transpositions into his populer
essay of 1831, "Considerations on the Currency and Banking
System of the Unilted Statea."lv This 1s a deteiled treat-
ment of the theory of money and of banks, but also & poliey
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 belows It should be mentioned that
Robert Walsh, a pro-Bank man, asked Gellatin to write the
essay for walsh'a‘Rgv;gw; that Gallatin corresponded with
Nicholas Biddle, President of the Second Bank, drawing
statisticel material from him, during the writing of this
essay; and that Gallatin's article was printed at the
expense of the Benk, 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 remunerate Gallatin for his contri-
bution, as indlcated in the following letter to Biddle, but

11pid., III, 231-864. Hereafter this essey will be
referred to as "Considerations on the Currency,.” An initial

note to this erticle, entitled "Advertisement," identifies
it as first prepered for the American Qgggtegiz Review of
December, 1830.

Cf. R. C, H, c&ttﬂrall.
3 (Chicago: University of
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also refused the ordinary pay of contributors to the
periodiealxl

Yours of the 6th instant is received. I would
not in ordinary cases feel the slightest reluctance
to recelve compensation for my labor. This would
indeed be convenient at this time, as I must with-
draw to the country unless I csn make some addition
to my income. But the article on banks and currency
mekes an exception. On this I hed made up my mind
from the beginning. I dld 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
Stetes; end I necessarlily must accordingly decline
any compensation. So far es I am concerned, I
did write, on lir, Walsh's invitation, on a subject
of great fmportanoe and am quite satisfied
provided the bank will at 1ts expense print and
publish my corrected copy. I am confident that
a moment's reflection will satisfy you that my
decision is correct as respects myself, publie
utility, or the bank itself. Under existing
c¢ircumstances, he who happens to have drawn
conclusions favoreble to the renewel of the cherter
must have no personal interest for having come tg
that result, i1f he wishes to produce any effect.

It 1s also relevant that Galletin, unlike some of
those who were supporting the Second Bank in the eerly
1850'3,3 hed long and consistently fevored a national bank,
or & bank performing certain of the functions of a central
bank. It was Indicated above that Gallatin sponsored the

= lgallatin letter to Walsh, Februery 6, 1831, Writings,
4 447,
]

2Ibid., pp. 443-44.,

%E. g., see Joseph Dorfmen, og, eit., II, 606, On loans
the Bank to Congressmen, see Walter B, Smith, %§9%2¥%g
pects of ¢ ond Be Lhe lted States (Tembridge:

Z&QD}’
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Bank of Pennsylvania, to serve within the state in a capacity
akin to that of the First Bank, nationally.l His speeches

in the Congress, in 1796 and 1797, although directly con=-
cerned with federal indebtedness and only indirectly with
the role of the Bank of the United States, nevertheless
showed a certain sympathy toward that institution.® His
"Sketeh of the Finances of the United States" saw clearly

the objections to the First Bank, as reised by its enemies,
and recognized that the power of the Bank might be abused,
yet argued that the Bank had had severel bemeficial effects,
chiefly its assistance in the fiscal affairs of the federal
govemant.?’ 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
& bank that would act as a fiscal agent for the government
and a regulator 61’ the currency. These pro-bank positions

assumed before he became Secretary of the Treasury do not

1pp, 13-15,
2gee above, pp. 18, 27-28,

®Writings, III, 135-36.

4566 above, pp. 27-28,
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seem to support Theodore J. Graysen's assertion thet, before
1801, Gellatin was no better than "indifferent™ to a national
bank .

Although Gallatin preferrsd to argue the question of
& national bank on the economic fectors involved, and although
he had, in a naive moment in 1803, sald that "against this
there are none but political objections,"g nevertheless, the
whole issue of a national bank had, by this time, becoume
"intricately interwoven with the all-pervading political
issues of State sovereignty, constitutional interpretation,
scope of Jjudicial authority," and measures for the relief
of debtors in timees of contraction.,® The Bank expired in

: g & eriods nance (New York:
Wiley & Sons, s Do O« nterpretation

by Arthur M. Schlesinger, Jr., very apt, when he wrote
with regerd to the era of the Second Bank, ". . . conser=
vative Jeffersonisns, led by Madison and Gellatin, had come
to accept Hamilton's Bank &s necessary . . .";

J n (Boston: Little, Brown, & Co., 1945), p. 76. To
suggest that Gallatin beletedly end reluctantly ceme to
accept a national bank, and to couple ‘Madison and Gellatin
&8s to their views on a Bank of the United Stetes is highly
misleading. See Brant, op. eit., III, 328-33 for Madison's
views on the First Bank at the time of its chartering;
Adamsg, %Ef g%t-. PP. 427-28, for Madison's passive role
during atin's efforts %0 achieve recharter in 1811;

and Stevens, op. ¢it., p. 296, for the least tolerant view
of Madison's behavior in 1811,

25ee above, p. 27,
Ssister M. Grace Kadeleine, Moneta;

of J%egggn%ag Democracy (Philadelphia: The Dolphin Press,
y P» .
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Andrew Jackson's atteck on privilege, allegedly exemplified
by this "hydra of corruption.“l

Because Gallatin, in later years, wes not optimistie
that the bank issue could be disassociated from political
interests, and because he was shocked by the irrespon-
gibility of the directors of the Soéond Bank after, say,
1836, Gallatin sald in 1841 that the cause of & national
bank "is really not worth dying for,"® Although his views
"respecting the constitutional powers of Congress, the great
utility of a national bank es the fiscel agent of government,
and the ald which may be derived from it to regulate the
generel currency of the country," were the same as there-
tofore, he dld not belleve that under the circumstances a
national benk was as important es its letest 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 .

lpor an excellent account from the economic standpoint,
and a balanced over-all treatment of the Bank VWar, see
Walter B. Smith, op. eit., pp. 147-78, 233-54, For a
politicelly-oriented account, see Arthur M, Schlesinger, Jr.,
ops eit., pp. 74-114, especially pp. 88-102, :

A “Letter to John M, Botts, June 14, 1841, Nritings,
I, 552,

3”8uggestiona on the Banks," 023 cit., pp. 449-50.
His "Suggestions,"” then, included a discussion of the
restrictions which ahouid be imposed on any new national
bank which might overcome "the obstacles of conflicting
opinions and interests." Ibid., pp. 453-56.
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The suspension of specie peyments by American banks
in 1837, partial resumption in 1838, end finsl resumptiom
in 1841, were the occasions for Gallatin's most noteworthy
role as a New York banker., Because of & drein of specie to
Englend, end to other sections of the United States conse~
quent upon the distribution of the Treasury surplus, the
New York benks, CGellatin's included, suspended specie
payments on thelr demand obligations, in May, 1837.1 Banks
in the rest of the country followed. Gallatin, heving made
every effort to prevent the suspension, now did everything
he could to bring sbout resumption. New York State law
provided that & suspending bank that did not resume within
one year had to forfelt its charter. This provision
Gallatin used as & basls for persueding the other banks of
New York City to Jjoin with him in urging rapid resumptian.a

As a result of a general meeting in August of the
officers of the several city banks, letters were sent to

other benks in the country, stating the case for immediate

1800 the section on "Causes and Incidents of the Bank
Suspensions,"™ in Gallatin's "Suggestions on the Benks,"
Mo, PDe 385~406.

Gﬁllatin'a letter to Jonathan Goodhue, &t Albany,
April 5, 1838, indicated that the threat of withdrawal of
benk charters was used, as fer as Gallatin was concerned,
as a lever to secure resumption; avoidance of loss to
depositors and noteholders, and accomodation of the
ggaigcaa community, were superior objectives. JWritings,
» 57'
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resumption, end urging cooperation towerd that end with the
New York banks. Chief resistance formed around the Bank of
the United Stetes, of Philadelphia, now with & Pennsylvenla
charter., Gallatin wrote of this benk as follows:

e« « o its loans and profits, under a wise and

cautious esdministration, should have been reduced

to the amount corresponding with the actual means.

Instead of pursuing that course, a2 bold

attempt was mede, &8s soon a8 the suspension of

May, 1827, had teken place, to take advantage

of that state of things for commencing a system, of

operations forelgn to the_ordineary and legitimate

transactions of any bank .+
The Bank of the United States mede reckless loans to its
directors, vwho speculated in cotton, and to others. These
actions’ grmght it to a state of virtual failure in 1839,
and to total, ignominious collepse in 1841.%

The New York banks sponsored & bank convention in

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

l"&;sgestiona on the Banks," o +y DPPes 402-3., BSee
also, "Documents Respecting the Resumption of Specie Payments
in the Year 1838," appendix to ibid., pp. 462-86; for papers
concerning the defections of the Philadelphia benks,
PP« 464-66 and 480-84; for 1837 and 1838 "Reports ot the
Committee,” headed by Gellatin, "appointed by the Convention
in New York to secure resumption generally," pp. 471-80,

2g5ee Grace Medeleine, 9p._clte, pp. 96-111; end, for
a more extended account, Walter B, &mith, g_g,_{g}.g.
pp« 180-230., Both are very tenperete, object ve accounts
of e subject which heg seldom recel ved nonpartisen treate-

ment, Pro or con,
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resumption of specie payments. He based his case largely

i Gal latin recommended sssis=-

on moral and legal grounds.
tance from the State of Hew Ybrk'only to the extent of its
lending its credit and morsal assiatanee.3 When the New
York banks recelved support only from banks in the South
and Nerthwest, and could agree with no one on a date for

general resumption, the convention adjourned. The bank

l¥or a view of Gellatin's public end behind-the-scenes
efforts to force resumption, see the following: letter to
Willls Hall, Chelrmen of the Committee on Beanks of the New
York Legislature, February 20, 1838, gz;;;%%g, II, 520-22;
letter to Hall, March 3, 1838, ibid., pp. 524-25; letter
to A, C, Flagg, Comptroller, iarch 6, 1838, ibid., pp. 525~
26; letters to William L. Marcy, Govermor, lareh 20 and 27,
1838, ibid., pp. 526-30; letters to Haell, March 28 and
April ©, 1835, ibid., pp. 531-35; letter to Jonathan Goodhue,
State Legislator, April 5, 1838, ibid., pp. 535-37; letter
to Marey, April 9, 1838, ;2%%, P. 538; letter to Samuel B,
Ruggles, State Leglslator, ’ril 9, 1838, 1bid., p. 539;
and letter to B. C, Howard, Member of Congress, May 7, 1838,
bid., pp. 539-40, Additional letters of the same sort are
the unpublished residue of The Gallstin Collection.
Wayne indrews, "A Celender of The Albert Gellatin Collection™
(New York: The New-York Historical Soelety, 1950), pp. 323-26.

20f the references in the previous footnote, the
February 20 and the March 28 lstters to Hall, and the letters
to Marcy, Goodhue, and Ruggles, recommended that the State
of New York essist only by suthorizing & loan of State stock
to strengthen certeln benks, and by indicating the deter=-
mination to have forfeited the charters of banks that fal led
to resume within the year., These things were done. The
March 3 letter to Hall, and the letters to Flagg snd Howard
argued thet the Specie Circular and the sub-treasury plan
made resumption by the Western banks more difficult, and
that legislation permitting free banking or the use of post-
notes (1. e., paysble not on demand but at a future dete)
would only meke the task harder,
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heesds met again in April, 1838, Even then, banks outside
New York could not be persuaded to resume when the New

York benks resumed in May, 1858.1

Many banks in other
sections of the country followed later in the year, but
abortively; suspension wes widespread again in 1839, The
second wave of suspensions, according to Gallatin, was
"caused, exclusively in all but some of the South-Western
States, by the inconceivable and unpsaralleled mismenagement
of the United States Bank of Pannaylvania."a Resumption
was not generally successful until 1841.

Bvaluating the early resumption by the New York banks,
Walter B, Smith says:

The policy was resolute: it undoubtedly contributed

to the subsequent growth in importance of New York

as a finencial center. Resumption cemented the ties

between London and New York, a matter of importence.

Both bankers and merchants gained beceuse of the

tight rein which the New York banks placed on credit.
New York merchants collected bills due them while

1In a letter to J. Abbot, Jr., October 14, 1841
Gallatin claimed that "the resumption was effected with
great ease, and without being attended with any of the
ﬁtal consequences which had been predicted.” ¥ritings,

559. :
" "For additional material on the activities of the New
York banks in 1837 and 1838, see Fritz Redlich, &_ﬂ%
e A5 2 1160 - ',."‘.v ¥ A F A 2 O g 5

of Americen Bui

Part 11, The X ' ]
(New York: 1 »s 1951), 258-65, ledlich
interprets these events as an early phese in a trend toward
inereasing cooperation among Americsn banks.

Syritings, II, 559,
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their Philsdelphie competitors continued to esccu~
mulata additional accounts receilable which turned
out to be of questioneble walue.

Resigning his bank presidency in 1839, CGallatin devoted
himsslf to reseearch and writing, His "Suggestions on the
Banks™ appeared in 1841.a This improved upon Gallatin's
banking theories, in certain respeots, but generally is less
comprehensive and analytical than his "Considerationé on the
Currency.,” The 1841 essay is oriented around the suspension
and resumption of qpecie payments, and propoased remedies
for the banking system, especlally to insure convertibility
of bank notes.

Gallatin lived out his years in New York City. An
1845 social register, entitled "Wealth and Biography of the
Wealthy Citizens of New York City,"™ listed Gallatin a3 being
worth one hundred fifty thousand dollars and his two sons,
one hundred thousand dollars each,® But the prineipal
achievement of Gallatin's life was not the amassing of

wealth, but rather service to his adopted coun’cry.4

lop, ecit., p. 205,
%00, cit., Dp. 365-488,

aﬁeprintad in Henry W. Lenier, A Century
New Yor ~19022 (New York: The Gilliss

[p. ]Q

4Fcr.rurthar biographicel material on Gallatin after
the gerigd of diplomacy abroad, see Adams, op. cit.,
PP. 635-78,




CHAPTER IIX
A BIMETALLIC STANDARD

Following the recommendation of Alexander Hamilton,

the United States adopted a bimetallic stendard in 1792.

A bimetallic standerd is one in which the monetary unit

of the country--in the United States, the dollar--is
legally deflined as being either a certain number of grains
of gold or a certain number of greins of silver. Holders
of the preéioua metals heve the alternetives of turning
them in for currency in unlimited quentities, or of selling
them for thelr bullion uses.

Llbert Gelletin fevored e bimetellic stendard. He con=-
tended that it would enlarge the specie base, and thereby
increase the stebility of the standard of velue. Gallatin
wrote to Secretary of the Treasury S. D. Ingham: "There is,
indeed, no permenent stendard of value in nature; but, as
applied to periode of twenty or thirty years, within which
time ell ordinery contracts are executed, gold and silver are,

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

lretter of December 31, 1829, Writ II, 417. The
letter Is reprinted as an aﬁpendii 1%“1%%%&%'5 ﬁcpor% to the
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Note thet Gallatin was concerned with the problem of mone=~
tary stebility for the execution of long-term contracts.
By long-term he meant those which expirs within two or
three decades.

Many writers assert that it is not sufficient for it
t0 be merely legally permissible for both metals to ¢ircu=~
late as a medium of exchange, or for either or both to be
freely coined. The se writers say thet it is further neces-
sary that the following equilibrating condition be satisfied:
When en epprecieble quentity of elther metal, for example,
gold, moves out of circulation because i1t is undervalued at
the mint, its market value falls. ¥hen the market velue
equals the mint wvelue, gold ceases to flow out of circue-
lation.t

As thege writers demonsgtrate, the condition thet both
metals must circulete was not satisfied in the United States.

Senate W 2lst Cong., lst sess., II, No. 135
3?.-58.’ « "Considers (;ns on the Ct'xrrenoy,“ og’_._ ci&., PPe ;
305-6’ an.

Lone following references are to writers who (1) assert
that the criteris for the successful operation of bimetallism
is thet both metels circulate concurrently; and (2) describe
the compensatory action which, in theory, was supposed to
accomplish this objective: A, E. Feavearyear, The FPo

' (London: Oxford University Press, 19327, p. 19;

» Lawrence Laughlin, The Histc of Bimetalllism in the
Unit tates (4th ed.; New York: D. Appleton & Co., 1898),

Pe 4~ 9 - 5, 51; Karl H, Ni@byl, UL L OS5 L1 LE LESH
&g_g;{_g_ﬁw (New York: Columbia University Fress, 19
P 7=12.
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The definition of the monetary unit in terms of two metals
of unequal value necessarily requires the establisghument of
some ratio between them. In the United States in 1793, this
mint ratio was 15~l1, which undervelued gold. That is,
holders of gold bullion found thaet their gold wes worth more
on the free market then at the mint. As a consequence, less
and less gold was coined, with the amount falling to nothing
in 1816 and 1817. &mall amounts of half- and quarter-eagles
were colned intermittently between 1818 and 1834,1 There-
fore, these writers conclude that the attempt to remedy the
prevailing "scarcity of specie™ in the United States, by the
aatablishmanﬁ of a bimetallic standard, was unsuccessrul.2
To condeamn bimetallism as a fallure, however, for the
sole reason that both metals did not circulate in the same

country at the same time, is inadequate. The assumption

1Go1a coins struck et the mint in 1814 were 15,454
pieces; in 1815, 635 pleces, and in 1816~17, no seld coins
were struck. United States, Treasury Dapartmant A stato-
moent of Coins struck at the Mint of the United S atea, Tor
the years 1814, 1815 and 1816, Corresponde iﬁ 1 3 Mint
gg ggiladglghiaé (Rovember 2 1795-1 : s 432,
4 4 an : ronpeotivaly, File Mieroccpy 64, No., 1
(Washington: The Netional Archives, 1943).

For gold coinege between 1817 and 1834, see I%;ggggaggd
igt of the United States M L (Philadelphia: George

- 38 Cf. Davis R. Dewey,
(8th ed.; New York:

“'ngmans; Uresn & 0., 1922], ﬁ.

Laughlin, gg, eit., pp. 14, 23, 51, 57, 68; Niebyl
$ep DPe 12-13, Ho5 did bo%h 3old énd silvér eircuiato

[*)
after revision of the mint ratio in 1834. See below, p. 64-65.
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behind the argument of the writers who would make this the
eriterion of the success of bimetellism is that the specie
base would be large only if both metals circulete. If only
one metal is circulsting, however, it is at lesst possible
that 1t would provide as much specie as if both metals were
¢lrculating simultenecusly., Sueh might be the case if, of
two countries on bimetalliem, one overvalued gold snd the
other overvelued silver, so that both countries had more
specie than they would have been able to command if they
were both on the seme monomstallic standard. At any rate,
it is sufficient for present purposes to indlcate that the
eriterion that both metals must circulate is deficient.t
Since CGallatin thought that bimetellism would enlarge
the speclie bese, it is legitimete to ask what was heppening
to the monetary supplies of gold and gilver in the United
States. The fact that gold was driven out of circulation
before 1834 has been established., Curiously enough, silver
dollers of the United States also were leaving the country.
During Gallatin's period as Secretary of the Trsasury,
the American silver dollar was slightly under the weight of
Spenish silver dollars, which came from the Spenish~imerican

colonies. Nevertheless, the Americen dollars were accepted

lror other criterie for the success of bimetallism,
sce below, pp. 61, 65-66.
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at par with the Spanish dollars in the West Indies, because
they were shiny and new whereas the Spanish coins were dull.
HMoney~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
coins. The money~brokers then imported the Speanish coins,
melted them down, and sent the silver to the United States
Mint, from which it emerged es an increased number of Ameri-
can dollars. The arbitragers could then repeat the process.
Laughlin says:

This process kept the Mint busy, but without the

effect of filling the circulation with our own

coins., The lint, therefore, was & useless expense

to the nation, but a source of profit to the money-

brokers., The coinage of dollar pleces was conse~

quently suspended in 1805 by the President, and

none were coined until 1836,t
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 thet was in the old dollar.
With gold undervalued and driven out of ecirculation, and

Americen silver coins flowing to the West Indies, the United

lLaughlin, es Po 53, Cf, Niebyl, op. clt., p. 12;
Deviey, 9p. cit., p. 211; United States, Treasury Department,
Correspondence of the Mint at Philadelphia, pp. 312-13, 329,

1t 1s 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
Stgtes for minting, rather than having it made into Spanish
COLNS.
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States was largely dependent upon the continued circulation
of foreign coing,t
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 needa.a In 1808,
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 lst May

last to be & 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 accidentel, has done as yet no injury;

for, as there was no other specie, everyone by

tacit consent has rcea&vsﬂ and paid it as if it

had been & legal tender,
Congress soon restored legal tender status to foreign coins.

iven with foreign coins substituted for American coins,

however, 1t appears that the specie base for the currency

By 1630, the Mint had coinea §$34,000,000 of silver

coins, of which only 314,000.000 had stayed in the United
States. In 1831, of $11,000,000 in speecie in the vaults of
the Bank of the United States, only $2,000,000 was in United
States' coin. Leaughlin, cit., pp. 54-55; H, Gordon Hayes,
"Bimetallism Before and After 1834," Americen c_Review,
IXIII (December, 1933), 678.

®@ellatin speech of December 13, 1797, ﬁﬂﬂ!ﬁ_‘mﬁﬂ:
oth Cong., 24 sess., VII, 718, 722-23, Cf, his speech of
December 14, 1797, ibid., pp. 732-34,

SGellatin, Writings, I, 255-56.

SAL EReHIY]
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was not enlarged as the bimetallists hoped. TFull-weight
Spanish coins tended to be diverted from the currency to
the arbitrage process. Clipped and worn Spanish coins were
the ones in circulation. The legislation that gave foreign
coins legal tender status also specified the official rating
of those coins. The Spanish coins were legally valued at a
premium over the American dollar, as, indeed, they should
have been when full-weight. Gallatin's periodic assays of
foreign coins, however, revealed the fact that the circu-
lating Spanish coins were undorwnight.l In his reports of
1808 and thereafter, he recommended revaluing foreign coins,
especlially the Spenish, to equal their sssayed value. In
1810, for example, he pointed out that rating the Spanish
specie higher than its intrinsic worth tended

to invite its importation end 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 ecirculating medium must, after

a while, be depreciated in the same proportion.
The only guard against the abuse, and consequent

lreport submitted to the President of the Senate,
Jenuary 16, 1808, ggfﬁ%%gg_ggggg_gggggi, Finance II, 265-66,
It was followed by s ar reports on "Assays on Foreign
Coins,” usuelly submitted in December of each year.

In turm, Gallatin was extremely insistent that United
States coins, as tumed out by the Mint, should be full

welght., See letters from the Director of the Mint to
Gallatin, of December 24, 1807 and June 29, 1809, United

Staetes, Treasury Department, Cg%refgandagge of the Mint
at Pgiigggiggia, PPe 344-46, 309~6l1.
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depreciation of bank paper, is a strict adherence
to the principle, that payment may at any time, b
demended in specie, reted at ites intrinsic value.

This, of course, is a statemﬁt of Gresgham's Law.

CGallatin looked to France for an example of the suc-
cessful operation of bimetellism.® He ealeulated that the
relative value of gold to silver bulllon, according to the
French mint ratio, wae nearly 15.69-~1, Gallatin then added
that the consequences for France were as follows:

Eeeh metal 1s brought to the mint in greater or
less quentities respectively, according to the
fluctuations in thelr relative merket velue. But
what proves that this ratio does not essentially
differ from the true average market relative value
is, thet the mint hes been abundantly supplied
with both for the last twenty-five years, the
coinage of France being far greater tham that of
any other country. I herdly need observe that it
is due to_the almost total expulsion of paper as
CUITency .

In his "Considerations on the Currency," Gallatin made

other calculations of the market rate between gold and silver,

lgailatin, letter on "Currency of Foreign Coins," to
the Honorsble Josiah Quiney, December 17, 1810, ﬂﬂfl&ﬂ
gm%g ngggg, Finance II, 457. By way of illustrating

atin's 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
reimbursed for their loss by the government.

20n the operation of bimetallism in France, see, e. g.,

Joseph French Johnson, Money end Currency (Boston: G &
Co., 1921), pp. 224-27,

3Gral:l.at‘.i.n, letter to S. D+ Ingham, December 31, 1829,
Yritings, II, 416. The last sentence is a non seguitur.
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for example, in England during the immediately preceding
vears., He concluded that the mint ratio in the United
States should have been between 15,60-1 and 15.69~1.1
instecd of 15-1.

In 1830, Gellatin offered the discovery of extensive
deposite of gold, extending from Virginie to Alabame, as
ancther reason for changing the mint ratio. By increasing
the price of gold, it agein would circulate, and thus "afford
%0 those employed in ealleetiﬁg that natural product a certain
and the highest home merket 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 $4.56
in gold coin of the United States contained, when the United
States was on the 15«1 ratio, a quentity of pure gold equal
to that contained in the English sovereign, Gallatin added
the following: ™Allowing 1 per cent. for charges and trans-
portation, our gold coins may commence to be exported to

England as soon as the exchange rises to §4.61 per pound

lvgonsiderations on the Currency,” ops ¢it., pp. 303-4;
letter to Inghanm, ¥ » LI, 421, Specifically, CGallatin
recommended redefining the dollar so as to contain 259,85
grains of pure gold as compared to the previous 270 grains.
He would have left the silver doller es it was, This would
have helped bring gold into circulation, but would not have
gtopped eny remaining tendency to export shiny silver coins
to the West Indies for heavier Spanigh ceins.

2Galletin, "Considerations on the Curremcy,” op. eit.,
Ps 310,
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sterling; which rate corresponds with . « « 3 per cent.
below the true par, calculating this at the ratio of near
15,6 to 1, or §4.75 per pound storling.“l He then went

on to show that, except for the year of the embargo, the
exchange on London from 1795 to 1821 never rose to $4.62
per pound sterling. "This is the reason why our gold coins,
though underrated, were not exported till the year 1821,
when the exchange rose from $4,60 to $4.98 per pound

"d  Phus 1t was, according to Gellatin, that gold

sterling.
was exported during the years 1821 to 1830 due to "unfa=-
vorable™ exchenges, with few short exceptions. His enalysis
was quite sound.

During the late 1820's end early 1830's, the idea of re-
valuing the mint ratio so that silver would no longer be over=
valued was very popular., It had supporters among both Jacke
sonians and non-Jacksonisns. In addition to Gellatin, Condy
Raguet, Thomas Hart Benton and Williem H, Crawford might be
mentioned,® There was considerable disagreement, however, as

to the appropriate ratio. Gallatin and others opposed the
effort of the pro-gold forces, led by "old Bullion™ Benton,

11vid., p. 304.
Ibid.; see also pp. 26971, Cf, Writings, II, 4l8.
3Laughlin, ops cit., pp. 28-29,
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to raise the velue of gold to 16*1.1 ¥illiem Gouge, for
example, joined Gallatin in his opposition to the propesed
16«1 retio, not because Gouge wished both metels to circu-
late, but rather because he frankly preferred a silver
syatem.2 Whatever the motives for opposing the 1l6-1 ratio,
the arguments were unavelling against those of the Admini-
stration forces, such as expressed by the Washington Globe.
According to Dorfmen, the Globe declared that, since the
break of Latin America from Spain and with the proposed
16-1 ratio, nearly all Latin American gold would come to
the United States as the "natural and best market," end
spread into the West, so that:
In a few months "every substantial citizen

will have & long silken purse, of fine open net-

work through the interstices of which the yellow

gold will shine and glisten." Every substantial

man and his feamily will travel upon gold, The

gatellites of the benk alone, to show their

servile sub jection to their iaigc monarch, will

repine at the loss of paper.3

The coinage Act of 1834 mede the mint ratio 16-1. This
Aet was slightly amended in 1837, when the proportion of
alloys to pure metals in all coins of the United States was

chenged such that the mint ratic beceme 15.98-1. Gold was

lon Benton's position, see Schlesinger, op, cit.,
PP« 126-27. ;

“Dorfman, op. eit., II, 609<10.
?;2;1. Reference omitted.
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overvalued, resulting in & amovement of silver out of, and
gold into, circulation, since the market ratio was about
lﬁ.&«lﬁl Zven if a mint ratio which was in accord with the
1834 market ratlo had been chosen, however, it would nban
heve been out of eccord with the changing market ratio.
World gold dlscoveries in the 1840's wade that metal relae
tively chesper still.® Hence, in 1841, Callatin was egain
advocating a chenge in the mint ratie to coafora to the
market ratio, to correct the overvaluation of 301&.3

To conclude, Gellatin wanted & bimetallic monetery.
stendard, despite recognized difficultles caused by fluc=
tuation in the relative values of the two metals, on the
grounds that bimetelllsm offered the possibllity of a larger
specie base, with greater stablility of the monetary stendard
consequent upon that. Hlis reasons follow:

l, Fluctuations in the values of the precious metals
were sald to be less than changes in values of other com=
modities.

2. Bimetellism offered greater protection against

lLanghlin,sggtagggg, Pe 68. Note how closely the ratio
accepted by Lau s Who has done the definitlive work on
the history of bimetallism in the United States, corresponds
to that calculated by Gallatin,.

?ngl., pPp. 68, 288, This trend wes again decisively
reversed after the iaso's.

3"Suggestians on the Banks," op. eit., pp. 426-27,
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.cortain changes in the relative values of the two metals.
Gallatin assumed for purposes of illustrating this second
point a country on a silver standard, with the va:(ma of
silver alone ri_sins. Debtors would have to pay in rela-
tively dear money, that is, "to pey 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 bimetallic stenderd, Gallatin showed that
debtors would pay in gold, "in perfect conformity vi th the
original contract,” without being penalized by the changed
value of one of the monetary motala.l

3. Bimetallisa offered greater protection against the
export of specie. Again assuming a rise in the value of
silver relative to other comuodities, with silver the sole
legal tender, "it will be exported, and diminish in & most
inconvenient way the whole amount of specie, a diminution
which 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 invoked until it was no longer
undervalued at the mint. Assume & bimetellic stendard, in

lgellatin, "Considerations on the Currency," op. cit.,
Ps 306. That "preserving a permenent standard of value
was cruciel to his thinking, see ibid., p. 308. See also
Writ s 1L, 48R,

am: II, 423,
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which the mint retio is set at 15,5-1, whereas the market
ratio is 15.7-1. Gold is undervalued at the mint; hence

ig driven out of circulation. Assume the value of silver
rises until it tekes only 15.3 units of silver to get one

of gold on the commercial market. Holders of silver would
then sell on the market, while holders of gold would now

80 to the mint. VWhereas under a silver system, the volume
of specle currency would have been reduced, under bimetal=
lism gold tends to replace silver, Even if, in practice,
the relative prices of gold and silver do not behave in

this way, bimetallism has provided "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 unrealistically, say, 15«1 in the above exanple, then
the value of silver would have to fall further, and greater
export of specie risked, before gold tended to flow into
circulation as & replacement.

Therefore, the 15.6 ratio suggested by Callatin would
have served this function of affording stand-by protection
mach better than did the sctual 15-1 ratio in the United
States. Moreover, the more realistic ratio would have been
more likely to bring in gold.

Replying to the objection thet with two metals "the
fluctuation in their relative price ineresses the uncertainty
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of the standard,” Gallatin argued that this was only true
to a slight extent, and again clited the case of France,
where, with nearly correct mint ratios of silver to gold,
both metals were coined and circulated for several decedes
up to the time he was writing, "end by always giving the
same regular price for each, government has to & certain
degree prevented any greet fall in the price of eithar,"l
Gallatin's reasoning with regard to the stabilizing
effects of bimetalllism was guite sound. The mint ratio
that he proposed, in 1829 end 1830, would have greatly
enhanced the possibility of both gold and silver eireulating,
He underestimated, however, the difficulties in getting
the Amerlcan Congress to adjust the legel ratio to a changing
market ratio, Also, he failed to give sufficient considera~
tion to the occasional uneconomic behavior (such as that of
the West Indians who overveslued shiny American coins) which
prevented the size of the specie stock from inereasing as it
otherwise might have,
If a monometallic system was desired, Gallatin head a
slight 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

l"Ganaideratiana on the Currency,” op. c¢it., p. 307,
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the exchanges" before it could de exparted.l His reasoning
was consistent: if one metal were to be chosen, it should
be that which would have provided the larger specie base.
Gallatin, like most writers of his time, discussed the
value of gold and silver in terms of demand and supply.
When he sald that the demand for gold and silver arose out
of their use in the arts,z he was merely saying what William
Gouge and others were also saying; and when Gasllatin sdded
that the demend for gold and silver arose also out of their
use as manay,s this was no different from that which Erick

Bollmenn was also stating.? Gellatin, however, went on to

1§;§§&g§3, II, 424, Cf, Gellatin's letter to J, Horsley
Palmer, May 1, 1833, 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 grest inconvenience on England. Silver being our sten=
dard, we are immediastely affected by a contrary state of
things and whenever there happens to be an extraordinary de-
mend for that metal.," Ibid. In a letter to Alexander J.
Dellas, September 25, 1 » discussing the circulating
medium of Russia, Wg‘gggge, I, 656, he argued that silver
was the best common denominator between various foreign
currencies.

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

2Gallat1n, “Considerations on the Currency,”™ op, cit.,
PPs 242-43, :

SIbid., pp. 307-8.

4¥or the views of Gouge and Bollmaenn as to the factors

arfeg%n%the demend for gold and sllver, see Brooks, op, eit.,
PDe -{Te
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add several rather penetrating comments. One of the factors
contributing to the stability of the value of the precious
metals was the fact that the demend for them, he believed,
could increase only gredually., He said that this was due
to the fact that demand for the precious metals wes "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 end silver was for a certein value. Gallatin's
succeeding discussion amounts to saying, in modern parleance,
that the demand for corn was income inelastic whereas the
demand for the precious metals was income slastic., Gallatin
did not distinguish clearly, however, between the concepts
of income end wealth, The relevent quotation follows:

The demend 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 neerly in proportion to the

wealth of each country respectively. And what is

nearly correct as regards the demand for manuface

tures of geld and silver, is strictly true as s

applied to the demsnd far those metals for currency.

Gallatin then suggested that the non-monetary demand

for the precious metals did not increase appreciably with

zégﬂallatin, "Considerations on the Currency,” op. cit.,
Pe .

2Ib¥3., P. 243,
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decreases in price, that is, the demand was price 1nelastie.l

Galletin summed up this point by saying thet there was sonme
proportion "of the average value of the various objeets pure-
chased" within a given time, say a year, which was needed

in the form of money‘z In other words, the demeand for money,
including gold and silver in its monetary uses, was & funce
tion "of the average value of the verious objeets purchased”
over a period of time and of the level of weslth of the
community., These ldeas bear 2 striking resemblance to some
of those of the great economist, Alfred Marshall, se in the
following examples:

A country's demand is not for a certein eamount
of metallic (or other) currency; but for an amount
of currency which has a certain purchesing 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 in thelr own custody or in
their banks; together with the amount that the
industrial arts of the country will absorb at that
value.

L] o L L ] L . * L ] * * ® - o » L 3 E L 3 L L] L L I L] L] L] L3
Let us suppose that the inhebitents 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, Rogethar with a
fiftieth part of their property « «

11via., p. 243.
®Ibid., p. 244.

b
<

Money Credit & Commerce (London: Macmillan & Co.,
1933)’ pﬂ 39. ;

*ib1d., p. 44, Gellatin's treatment of the demand for
money w be dealt with in the discussion of the quantity
theory of money, below, pp. 275-80.
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Turning now to supply as it acts upon price, most
writers of the time sald that scarcity of gold end gilver
was the principal resson for their being more valuable than
other metals: On account of their dursbility 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 thet time were
saying that changes in value came ebout 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 Amariea into Europe.

Some writers adopted a pure cost of production theory
of the value of the precious metals, but others, ineluding
Gallatin, said that cost of production was only a single,
though importent, determinent of their valua.l Gallatin
thought that the discovery of Amerieca had brought the velue
of the precious metals down to one~quarter of their previous
value relative to other commodities. "This great revolution
was due to a simultaneous vest increase of the supply and
corresponding reduction in cost of production of the metals."™
This was said to be due to the size and accessibility of the

new silver beds, and consequently to the grester quantity

l"conaiderations on the Currency," op. cit PP« 238 11,
Brmkﬂ, ODs 0&50’ pp. 378-79, . 45 : N

®Ibia.
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of ore which could be dug out with no more lsbor, The same
was sald to be true of gold. The depreciation in the value
of galﬁ,'ho thought, had been J-1, end of silver, 4-1, 80
that the relative value of gold te silver, onee ll-l or 12-1,
wae at the time he was writing between 15»1 and 1601.1
Gallatin added that "the relative value of geld to silver
does not depend on any supposed similarity or comnection
between the two metals, but 1s the result of thelr respece
tive prime cost, which determines the value of esch in
relation to that of all other oemmcditias.“g Presumably
Gallatin was here suggesting that, in the short run, the
value of the precious metals fluctuated about the cost of
production, because he previously haes stated that, over a
long period, demand factors also influence the value of the
metals.

Gallatin estimated the amount of gold and silver in
Burope and America in 1830 at $4,100,000,000, of which one=
quarter he theughﬁ to be gold. Therefore, to produce
another revolution in the velue of specie comparable to

that brought about after the discovery of America,

1;3;9,. Ps 239, J. Laurence Laughlin, ﬁzggg_%;pgg%g;gg
f Money, Credit snd Prices (Chicago: The University o
hicago Press, 19 » 9697, roughly confirms Gallatin's
view a5 0 the reletive degrees of depreciation of gold

and silver, for the period 1500 to 1800,

“"Considerations on the Currency,” op. eit., p. 239,
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"mines must be discovered which in thirty or forty years
should produce, in eaddition 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 accompsnied with & corre~
| sponding reduction in the cost of preduction."l 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 much
difference. Lerge chenges in labor costs would meke a dif-
ference, but he thought that these changed quite slowly,
¥While expecting progressive discoveries of new gold and sil-
ver mines, he thought that the increasing annual supply
would be matched by the increasing snnual demand sttributeble
%o the rising state of wealth of society., All in ell,
Gallatin thought that precious metals would change in value
only graedually, thus making them the best monetary standard.
He 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

i1pid., p. 241,
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years since the discovery of America (§3,158

million)s « « « Enormous as was this new_ up-

heaval, 1t was . + « Only the beginning.l

Thus, Gallatin discussed falrly extensively the factors

acting upon the value of the precious metals 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 end silver. He suggested some of the
conditions under which the specis base would be consistently
larger with s bimetallic standard than with s monometallie
stendard., In the final analysis, however, his chief concemn
was not whether a bimetalllic system was much preferable to
a monometallic one, but rather that either was vasily 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 psper system
the contemplated regulation (revision of the mint ratio to
15.6-1 relating to gold may not be very importent; but its
effect, though not great, cannot be but beneficial."® His
great aversion to an inconvertible paper standerd will be

discussed in the next chapter.




CHAPTER IV

INCONVERTIBLE PAPER SYSTEMS

Sellatin's Position

Gallatin wasz strongly opposed to the issue of incon-
vertible paper money. His role in the attempts to resume
specle payment by banks, in 1837 end 1838, has been des~

eribed abcve.l The violence of his feelings against a

state of suspenslon of specie payaents must now be gshown.
The following letter %o Jefferson, written after the end
of the War of 1812, summerizes his position:

On the lamentable state to whiech 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 exportation, is hoerded up or
exported. The number of borrowers end of pretended
lenders, equally interested in continuing end
extending the present system et the expense of the
community, deily increases. . . . I have no patience
on that subject, The war has been succesafully and
honorably teraninsted; a debt of no more than 80
millions incurred, which, 2s we had paid more than
40 during your Aduinistration and until the war
begaen, makes that debt only 40 millions or 50 per
cent., more then it was in March, 1801l; ., . « our

1Ppt 49-53.
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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 & still
more uncertain basis; the value of property end the
nature of every person's engagements equally uncer-
tain; a baseless currency varying every fifty miles
and fluctuating everywhere,--all this done, or at
least continued, contrary to common sense and to
common integrity, not only without necessity or law,
but in the face of positive laws and of the provisions
of the Constitution itself. Yet a majority of the
Republican papers elready leans to that system, The
seat of government is the worst focus of the evil,
there not being less than 14 banks elready orgenized
in the District of Columbia, end some more preparing.
The lenguage of several of the bank directors is
slmilar to that of Peter to his brothers in the Tale
of the Tub, They insist that their bread (God grent
it was even bread!) is good, substantial mutton,

that their rags are true solid silver; and some of 1
them do already damn %o all eternity every unbeliever.

Great antipathy to an inconvertible peper systeam is
perhaps the most constantly recurring theme throughout
Gallatin's monetary writings. In 1796, Gallatin discussed
the 1ssuence of paper money by the Continental Congress
during the Revolutionary Wer, 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 worth., "But whenever it was issued

in order to pay debts contracted before, and had deprecisted

lGalletin, letter to Jefferson, November 27, 1815,

liritings, I, 667-68.
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in its value from the time when the contract was entered
into, the difference was lost by the ereditor and geined
by the Union."l Among the creditors hurt were officers end
soldiers of the army and navy., In their case, "the several
Stetes, on the recommendation of the Congress, mede up the
difference to the officers and soldiers according to a certain
scale of depreciation."® 1In such instances the texpayer ule
timately bore the loss from which the Union gained; but in
eny event, the debtor nation gained while the others--creditors
or taxpayers--lost due to the badly managed paper. This
inequity, Gellatin believed, could be justified only by the
great necessity of the caso.a

During the suspension of specie payments from 1314 to
1817, Gallatin wrote: "Although I have nothing to do with
it, the continued sus pension of specie payments, which I
consider as a continued unnecessary violation of the publie
faith, occupies my thoughts more than any other subjeet. I

fesel as a passenger in a storm, vexed that I cannot aasist.”‘

lGallatin. "Sketeh of the Finances of the United States,"
OPs gé:"';. Pe 122,

21bid.

3Ib;g., ps 123, Cf., "Considerations on the Currency,"
Ope Cit., PP 338-39.

dLetter to Vionroe, December 26, 1815, Writings, I, 677.
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In a similer state of mind, Gallatin 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 community for the benefit of the banks
and borrowers, end, what is more, by impaeiring the sanctity
of contracts.”l Paying public creditors in a depreciated
currency, "instead of the gold and silver promised to them,"
was a violation of faith; it hed driven public stocks below
83 per cent, end impaired public confidence. Gallatin re-
ferred to the "strong sense of justice”™ on which his argument
renb&d.g

In 1830, Gellatin still had not changed his mind as to
the magnitude of the evil of the suspension of specie peyments
from 1814 to 1817, nor of the great undesirability of any
inconvertible paper systam,a In 1841, Gallatin was writing
that suspension was "the great and natursl diseasse” of the

state banking syatam,‘ that payment of obligations in specie

lletter to Nathaniel Macon, April 23, 1816, Writings, I,
697,

2&9_&9’0, Pe. 698, See 3180, M‘. Ps 707,

. S“Considerations on the Curremecy,” op. cit., pp. 236,
58«59,

4Letter to M, T. Hunter, July 12, 1841, Writings, IT
554; cf., "Suggestions on the'Banka." ég. cgﬁ., Pe 5811 ;
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wes the "paramount and most sacred duty” of commereial benks,l
and that the general public, end finally even legislatures,
had grown indifferent to the suspension. "It would be pain~
ful to pursue the subjeet any farther, and to advert to the
recklessness, gross neglect, inconceivable mismenagement,
amounting to & breach of trust, to the di sgraceful and
heretofore unheard-of frauds vhich have occasionally ocourred,
or to that which 1s perhaps still worse, the spathy or lenity

with which those enormities are viewed."®

lsuggestions on the Banks," %“*ﬁé{i’ Pe 468, Gellatin
argued that commercial banks have two duties: (1) to stand
ready at all times to pay their notes and deposits in speecie,
"80 as to preserve the constitutional standard of value";

(2) to extend 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 the express
condition on which the banks were permitted to issue paper;
they have no right whatever to issue a depreciated currency.
The second duty is discretionary, end subordinate to the
first; it can be exercised rightfully only so far as can

be done without running the risk of placing themselves in a
situation that would put it out of their power to fulfil
their engagements,” ;%ég., Ppe 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 cared to
argue this point, saying that was impractiecal for the United
States. Cf. below, pp. 136-37, 139.

#1bid., p. 384, Henry W, Lanier describes bemking

~ _ practices of those times, as follows: ™One gets an

illuminating glinmpse of some of the financial practices

of those days in DeVoe'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 entirelg, defrauding thousends of poor
mechanics and others.' Op. ecit., p. 52.
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Most government officials in responsible positions,
and meny writers on currency, such as Raguet, Gouge, and
Charles Francis Adams, were in agreement with Gallatin 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 vulue.l In contrast to the beneficlial limitations on
the issuance of a convertible currency, the great ease of
increasing the issue of inconvertible paper and the lack
of limitations on it were emphasized by many writers, from
Alexaender Hamilton to Charles Francis Adams, . Also, numerous
writers, among them President Tyler, pointed out that an
inconvertible system 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 iladison, Van Buren and Tyler, Lawrence, Benton,
and others. These writers usually mentioned that this non-
uniformity was peculiar to the United States on aecount of

its multiple bank note ayntam.a

lBrcoks, ops _cit., pp. 166-70,
®0n all the above, see ibid., pp. 166-78.
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An inconvertible paper system, however, had numerous
advocates in the colonieal period, and one outstending pro-
ponent during Gelletin's public career, Erick Bollmsnn,
Brooks says thet many of the advocates of a paper curreney
during the colonial periocd believed thet it would increase
the capital of the nation, an argument based on = confusion
of money and wealth. Bollmenn's argument, however, was more
sophisticated., Freely acknowledging that a depreciating
inconvertible currenecy was a»great evil, he nevertheless
argued tha t & menaged inconvertible currency could be so
operated as to’ afford great stability.l Whereas Gallatin
emphasized the gradualness of the increases in the output
of specie, with the major exception of the large increasses
after the discovery and exploitation of the Americas, Bollmen
pointed out that the supply of specie was subject to numerous,
often 6&pricious s external and internal influences and hence
was beyond the control of any government. Brooks mentions
miscellaneous other erguments put forward by the advocates of
& paper currency éys’cem, but none reached the acumen of

Bollmann 's.z

I[Bollmann], "A letter to Alexander Baring, an., on
the present state of the Currency of Great Britein," American
ov oW T story and Politics, II (October, 1811) 274, 288-89.
J : ann 8 by mgta,

3Brooks, Ops cit., PP, 394-315.
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In spite of what meny of the writers on currency were
saying, however, the rigid insistence on the payment of
peper notes in specie upon demand was ansthema in many
sections of the country. The opposition to specie payments
on paper currency was based essentially on the fact that
state benks were in the difficult position of having lia~-
bilitles payable on demand, while the bulk of their assets
with which they were supposed to meet these liesbilities hed
distant maturities and little merketability. Banks on the
Atlantic seaboard furnished, for the most part, short-term
mercentile eredit; but in the inland towns and smaller eities
there were different credit needs, frequently long-term, for
farmers, mechenics, speculators, and, during the period of

internal improvements, local gavornmants.l This combination

lauy B¢ Callender describes the compelling urges to
expend the commercial banking system in the west, (1) to
finance internal improvements, (2) to enable the states to
profit by their ownership of bank stock, and (3) in the
southwest states especially, to furnish long-term sgricul-
tural credit. "The Harly Transportation and Banking Enter-
prises of the States in Relation to the Growth of Corpora-
tions,”™ Quarterly rnal of Kconomics, XVII (November, 1902),
é hé reason the Southwest

& ;-m,i*‘a to t:‘ 1y
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 advenced the price of the slave himself,
"which amounts perhaps to 5 or 6 times the net product of
his annual lebor."” Consequently, banking credit to agrie-
culture was greater in the Southwest, and "much more fatal."
"Suggestions on the Banks," Qﬂiuﬁiﬁ" p. 388,

It would be a mistake to iInfer that agrariens always
favored cheap money. For evidence that the contrary was
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in Americean commercial banking of short-term end long-term
credit led to the "fatal hybridization of function" referred
to by Bray Hammond, “consisting on the one hand in the
issuance of evidences of liability which constituted the
country's means of monetary exchange and which the banks
were expected to redeem on demand, and on the other hand in
the provision, simulteneously and by the same token, of
capital for fixed investment in ferms, mills, opera houses,
and what not."1

Gellatin observed the prevalence of lending on the basis
of real security and the extension of more or less permanent
accommodations, end argued that this was en unsound departure
from "the trua banking principle,” being an importent factor
foreing benks to default on their demand obligationa.a He
wisely recognized the cause of the trouble as & 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 Hemmond, "Benking in the Eerly West: Monopoly, Prohie-
bition, and iaisacz~Fairo gg g;&-. PPe 2-6, B-1Z, 18-23;
Thomes P, Abernethy, "The Ear y Development or Commerce and
Benking in Tennessee," Migsissippi Valley Historical Re
XIV (December, 192?) . T*'.

l"Lang end Short Term Credlt io Zarly Americen Banking,
artorly Journal of Economics, XLIX (November, 1934), 95—94.

Feit : element of long~term credit and
ita combination with note issue accoupanying short-term orodit,
as beins reoted in mercantilist thausht; Redlieh, in

Egsays

Z"Conaideratians on the Currency," op, cit., p. 279.
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whereas contemporary opinion confused this with a simple
lack of money, hence clamored for more banks., As Gallatin
pointed out, "Where, as in the United States, the curreney
itself rests on credit, and the same institutions which

issue that currency are those from which accommodations are

Elsewhere, Gallatin enticipated Brey Hammond's conclusion
of a century later, that the function of long-term lending
should have been divorced from banks which also issued mone=
tary notes payable on demand. But Hemmond in 1934 emphasized
the pressing need in the 1830's for specialized sgencies
which might have fumished such eredit, wheress Gellatin,
writing at the time, relegated such lending to private bankers
who would, presumably, not lend anything but their own cepital
or funds actually deposited with them. Gallatin preferred to
emphasize the need for a movement toward "herd money," or at
least strictly regulated convertible currency.a

Gallatin noted that the benks of his dey were what the

borrowers made them; hence the benk which extended the desired

llb;g., P. 268, Underlining added.

“Hemmond, "Long and Short Term Credit in Early Americen

Benking, " op, cit., pp. 93-95. Gallatin, "Suggestions on
the Banks, { i1, 442,

O ey Do 376; Virit
On the Tact %ﬁat’; the priva%e éaﬁérs of the 1830's and



86

accommodations, whether long or short term, was popularly
supported when it did not pay in specie upon demand. Yet
he was deeply resentful of thi s.l Popular opinion in sup-
port of such banks sometimes was manifested in violent forms.
Brooks gives the following example:
The %Eggvu;e ng;}&a; for January 30, 1855, for
example, reported thst the citizens of Versailles,
Kentucky, had denounced and hung in effigy Bareclay,
a banker from Lexington, for presenting the notes
of the Versailles beank for redemption., These
indignent people, the article said, "promised to

make summary work with Barclay, or his clerk, if 2
either ever again molested the veult of their bank."

1840's did not, for the most part, create credit, but merely
lent their own capital or acted "as brokers, or middlemen p
with other people's money," see Bray Hammond, ”Banking in the
Early West: Monopoly, Prohibition, and Lalssez Faire,
Ops cit 16; Redlich, History of American Busine ss
28 of Studies, II, Fart ? - o
gn_end ldeas, 63-66, 73. I P

g this era, see Henrietta M, Larson, Jay
: B (Cambridge : Harvard University Press,
936 s PPe 48-63.

C

l"Banka, though money~lenders, are in fact governed
rather by the borrowers then by the lenders"™; "Suggestions
on the Beanks," op, cit., p. 38l. In the seme year he wrote
A+ C, Flegg, with regard to the times in which the New York
banks were paying in specie when other banks were not: "The
fact to which I call your attention is thet whilst the beanks
in other States, which have persisted in a continued viola=
tion of their engagements, have been and continue to be
speclally favored, those of this city have been more vehe=~
mently attacked and eppear to be more unpopular then any-
where elses « + « teking the country at large, those banks
have been treated with most indulgence which leesst deserved
iw” Wg;tﬁgg, II, 569. Gallatin neglected to mention the
considerable anti-bank sentiment in the West. See above,
pQ 85. n. 10

231‘901(8, op. cit., pp. 221-22,
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There were many ways in which benks eveded redemption
even when their notes were nominally convertible: they
‘might meke 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 thaet it was "inhsbited only
by a den of wildcats."l

Ag a result of observing such practices, many writers,
inecluding Gallatin, made suggestions designed to maintain
real convertibility., GCallatin offered the following alter-
native remedies: the revocation of the chnrber of benks not
redeeming their notes upon demend, the application of a
national bankruptey law to such offending banks, or the levy

of a tax or interest payment against notes not redeemed upon

demand, 2

lon theso and ether methoda of evadina rademption, see

aﬂn these points, see, respectively, above, p. 49;
"Suggestions on the Banks, g, g%&.. PP 458-65. (when sus=-
pending banks pay in a depreciated paper, thof are not paying
in money the equivalent to thet which, accord to the
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Gallatin's arguments in opposition to an inconvertible
paper currency were, essentially, three in number. These
were, (1) that it is immorel; (2) that it involves lack of
uniformity emong various bank notes, with resulting problems
of constitutionality; (3) that i1t involves excessive issue.

1. The morality issue wae raised in two different ways:
inconvertibility brought en unjust redistribution of income,
énd, more than that, it was inherently imaoral and disgraceful.
Gallatin pointed out thet, when contracts are paid off in
depreciated paper money, those persons who are net c¢reditors,
or creditors at home and debtors abrosd, ere hurt relatively.
Creditors of the government (for example, veterans of the
Revolutionary VWar) who were paid in depreciated Continental

paper money were ﬁhereby discriminated against.l

Constitution, is the only legal tender in payment of debts,
Gallatin argued, so he advocated a lew applied uniformly
among all states declaring this to be an aet of bankruptey);
"Consideration on the Currency," gna_g%§~. p. 318, and

i s 1I, 449, Some states adopted a penal ty tax, and

e charter of the Second Benk contained a provision for
interest of 12 per ceant & year on all its benk notes upon
vwhich payment was refused. See "Suggestions on the Benks,"
QEO git.. PP- ﬂ?-la, 4350

1see above, pp. 76~77. Dewey quotes another writer,
Breck, to the effect that "'the sallors, on returning from
their cruise, being paid off in bundles of this worthless
money, hed suits of clothes made of 1t, end with charac-
teristic light-heartedness turned their loss into & frolie
by parading through the streets in decayed finery which in
its better days had passed for thousands of dollars.'"
Dewey, Financial History of the United States, p. 41.
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Whether it 1s the result of government or private bank issue,
depreciated inconvertible paper money "is a violation of
existing contracts, renders all subsequent engagements uncer-
tain, destroys conridence, and impairs private emnd publie
credit."l A debased coinage or a depreciated currency makes
“"the ignorant emd the weak dupes of the shrewd snd the wary."?

Furthermore, the depreciation of the currency is un just
to consumers who must pay higher prices. - "The loss falls
heavily and most unjustly on those who live on wages, which
do not advence with the enhanced prices of articles of con=.
sumption, but which, on the contrary, generally fall during
a period of universal dersngement.,"d

In view of Gallatin's intensely ethical attitude, it is
readily seen how deeply he must have felt such injustice.

lvGonsiderations on the Curremey," ops ©it., p. 379.
2Gallatin, letter to Robert Potter, December 3, 1830,

kig%g, II, 442.
use of paper money that was at a discount relative
to specle some times reacted against ereditors even in periods
of declin prices. Creditors lost vhen their "purchasing
power" profit was more than offset by their "money" loss, as
described by Thomas Senior Berry: "Payments of debts to
broken benks were commonly made in their cwn notes, which
could be bought in the market at a heavy discount. A sub-
stantial number of debtors profited in this way during a
period of mejor price decline, because the obligations of
their creditors depreciated more rapidly than commodities
or real estate." Western Prices Before l: A Study ¢
the C 1ati Market ambridge: Harverd University Press,
» Pe 4045 see also p. 396, It should not be inferred
that ecreditors were always "the ignorent and the weak,"™ end
debtors, "the shrewd and the wary."

SGallatin, "Suggestions on the Benks,"™ ops cit., p. 383,

*
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Moreover, Gallatin believed that payment in specie, per se,
was & morel and legal obligation, spart from any effects on
prices or distribution of income., "Independent of every
temporary perty consideration, there are questions of right
and wrong, of what is just or unjust, which must be settled
on that prineiple alone. Such 1s the question of the cur-
rency."t

Brief comments are in order with regard to Gallatin's
position on the moral aspects of inconvertible paper,
Present-day value judgments may accord with Gellatin's dis-
like of discrimination egainst public and private eredi tors,
wage-earners, and consumers. Few people today, however,
would 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 msnaged,
fiat money today has left us, not with the belief that
governments have & duty to pay in specie on their paper notes,
but rether that they furnish a safe and reasonably stable

money .
lgalietin, ¥ri II, 442, Cf, "Suggestions on the
IR TIT P riy 1 TOT D PPy Py i B

tinued suspension of specie payments by Philadelphia banks,
and the sanctioning of it by the State of Pennsylvenia, even
though they had succeeded in keeping their demand liabilities
at a discount compared with specie of less then 5 per cent.
He called it "immoral.”
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Thus, one must appeal to Gallatin's Genevan education
and his early political career to understend his attitude
toward debts and obligations., This was discussed in Chepter
II, ebove. Gallatin took a more puristic attitude than did
most of his contemporaries. Possibly it was true that, as
Lenier says, when bankruptey oceurred "to a reputable man,
he not only felt his honor deeply involved, but it was a
matter of deep concern in his oommunitw."l'fet this sense
of honor did not extend often to the obligations of imper-
sonal banking corporations. As CGallatin himgelf said, there
was too little "morasl responsibility" on the part of direc~-
tors of joint stoeck compenies, vwho did not feel disgraced
if the banking compeny felled, es they would have if they
had failed in their own businesses.®

2. With regard to non-uniformity, Gallatin said of the
period 1814 to 1817 that "we 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
distriet."® The situation was not much better in the sus~
pension of 1837 to 1841. He also might have added, as did

lLﬁniﬁl’, oE! 0&15;. D; lggﬁ
2"Suggestions on the Banks,” op. elt., p. 380.

633"?}&: Expenses,” appendix to The Oregon Question,
p. 63,
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Raguet, that even during the period of nominal converti-
bility, different state benks notes were discounted at
varying degrees, since real redemption was freguently
evadad.l

The 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 Georgla
bank, in 1818:

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 Savennah,--VWhen he came to demand his money,
he was told that they did not pay specie, snd he
must therefore teke bank notes or nothing. Being
an entire stranger, and ignorant of the deprecia-
tion of paper money, arising from the refusal to
pay specle, and from the erection of such an
infinite number of petty banks in every obsecure
village without capitael or character, he toock the
worthless rags and began his Journey northward.
Every step he proceeded his money grew worse and
worse, and he was now travelling on to Boston
with the full convietion thag by the time he got
there he should be a beggaer,

lRaguet is quoted in Welter B, Smith, op. git+, PPs
114-15,

Fm .m'.. X ) 3 is
Notes (Philedelphia, )}, quot Dillist
PP. 3-4., On the extent of non-uniformity, see ibld
5-9, 44-46: Berry, op., cit., pp. 358-64, 389-404, 443-486,

See Gallatin's comments, above, pp. 76~77. For several

other interesting accounts of the problems which the multi~
plicity of non-uniform 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., pp. 55-57,
74*75.
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After the colonial period, non-uniformity was probably
worst during the suspension of specie payments accompanying
the War of 1812, As compared with the value of specie,
bank peper was at par in New England, where specie payments
were maintained, but at a discount of 7 per cent at
Charleston and New York, 15 per cent et Philedelphia, and
20 or 25 per cent at Beltimore and Washington, "with every
other possible veriation in other places . . .”1 Gallatin
contrasted the chaos of the American currency with the
situation in England 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-uniformity of the inconvertible
paper in the United States, Gallatin argued that it wag
unconstitutional:

Independent of sll the other clauses in the
Constitution which relate to that subject, it

is specially provided, 1lst, that all duties,
imposts, and excises shall be uniform throughout

lugonsiderations on the Currency,”™ op, ¢it., pp. 331-32,

2Ib;§., ps 331, Gallatin uses this as a powerful argu-
ment in support of a national bank &s a regulator of the
currency, Cf. "Suggestions on the Banks,” op. eit., p. 382.
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the United States; 24, that representative [sic]
and direct taxes shali be apportioned among the
several States according to their respective
numbers, to be determined by the mle therein
specified; end that no cepitation or other direct
tax shall be laid, unless in proportion to the
enumeration. Both these provisions were violated
whilst the suspension of specie payments continued.
It is clear thet after the quota of the direct tax
of each State has been determined according to the
rule prescribed by the Constitution, it was sub-
stentially changed by being collected in currencies
differing in value in the several States. it is
not less clear that the clause which preseribes a
uniformity of duties, imposts, and excises was
equally violated by collecting every description
of indirect dutizs and taxes in currencies of
different value.

As a matter of fact, aécording to Dewey, the problems raised
for the Treasury by these currency disorders were great,
even though the unconstitutionality argument wes not accepted.

The direct loss to the government from poor or
worthless bank-notes received du the four
years, 1814-1817, amounted to over $5,000,000,
The monetary derangement was so acute that the
treasury department was obliged to keep four
acoountes with its depositories in four stenderds
of value: cash or local currency; treasury notes
bearing interest; treasury notog not bearing
interest; and special deposits.

In the following argument, Gallatin referred to the
Constitutional prohibition on the states of making enything
but gold and silver legal tender:

2 "
Dewe Finaneial H ates . Be
Gallatin 6Lbid ‘*5rpro%§

f6d Lhe 1088 To The LOVernieT ot
mil%ion dollars. "Considerations on the Currency," op. cit.,
Pe 293,



95

The Constitution of the United States, without
absolutely excluding every other circulating
medium, hes imperstively rendered the precious
metals the only standard of value, The sub=-
stitution of a paper for a gold or silver cure
rency 1s therefore aduissable only on the

express condition that it shell alwaeys be squal
in value to the legal coim of which it is the
representative; and that equality cennot be
mainteined unless the paper be at all times
convertible, on demand, into such coin et its
nominal velue. Any deviation from that primeiple
is unjust in itsalfland an evasion of the conatie-
tutional provision.

It should be noted that all of Gallatin's arguments
regarding a uniform currency, except the last-mentioned one
of unconstitutionality, would still not preclude an irre-
deemable paper currency, provided thet it was everywhere
uwniform. A currency of uniform value might be achieved by
several methods, among them redemption in central bank
notes or government paper money, even though the latter
were flat monay.g Thus, it wuld seem that Gallatin has
defined a once~pressing problem, and has proposed & scheme
to solve 1t; but that he has not yet successfully attecked
another possible solution, that of an inconvertible, but
menaged and universal, peper money. His argument thet such

& currency was unconstitutional made little impression. His

1”8uggestians on the Banks," op, cit., p. 379.
2[Erick Bollmann], "Outlines of a Plan for the

of the Circuleting Medium of the United States,”
view of Histo nd rolities, III (April, 18123, .
essay 1s ldentified as Bollmann's in the sources cited above,

Pe 82, n. l.

Regulation
can e
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attack on inconvertible paper rested more strongly on the
moral argument, already discussed, and the claim of excessive
issue, which will now be considered.

3. Gallatin showed how the volume of note issues by
state benks increased greatly during the suspension of 1814
to 1817. With the dissolution of the First Bank of the
United Stetes, the number of state banks increassed from
elghty-eight on Jenuary 1, 1811, to two hundred end eight
on January 1, 1815, Without the restraining influence of
the First Bank, note issues by these banks increased "much
beyond” what was necessary to prevent “"commercial distress™
by teking up the accommodations previously extended by the
First Bank. Omitting deposits, for which date were freg-
mentary, note issues doubled during the same period.l
Specie payments on the incressed note issue became imposgsible,
especlally in view of three other faetors whiech Gallatin
listed &s being at work: (a) Specie drained away to pay
for imports, when exports fell off greatly because of the
wer blockade. (b) Specie was unequally distributed within
the country. Since the war was unpopular in New England,
and because "circulating capital” was smell in the southern
and western states, the principal burden of the loans which
largely financed the war fell on individuals and banks in

luConsiderations on the Currency,” op. eit., pp. 285-86.
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the middle statess This drained specie from them toward
whatever pleces the government spent the proeceeds of the
loans, especially to New Englemd. (¢) Foreign stockholders
of the First Benk withdrew thalr cepital from this coumtry
upon the dissolution of that institution, further aggra-
vating the loss of speoie.l In view of the fact that the
war ended within six months after the suspension began,
Gallatin believed that the Bamk of the United States, had
it been continued, could have prevented the suspension. It
might have done s0 by limiting the 1ssues of the banks,
through the device of frequent presentation of their notes
for payment in specie.®

Within the first fifteen months after the suspension,
bank notes in eireulation increased by =slmost 50 per cemt,
while total sgpecisa in the greatly inereased number of banks
rose only from sevenbteen to nineteen millions. Gallatin
wrote in 1830, with regard t0 the almost seventy milliom
dollars of notesg in clireculation in 1816:

i1p ey PPs 282-885, Gallatin reported that about
$35,000,000 of the total of $41,000,000 advanced to the
United States durimg the War of 1812, was loaned by persons
end banks in the cities of New York, Philadelphia, Baltimore,
and Washingtom. The reasons Gellatin assigns for the sus-
pension are the sme as thou advanaad by Damy, in a brlefer
discussion. B tos Iistory » States
Cr.;valtar B,

2vConsiderations on the Curreney,” op. cit., D. 287.
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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 same proportion as that of the population,
the amount which could have been wanted at that
time may be estimated at sbout rgrty~aix 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,

The wisest government, 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 ccm?odity least

liable to variations in its value.
In other words, the appropriete amount of money is that which
can be sustained at par with, for exemple, gold. This, of
course, ls guarenteed when the monetary unit is defined as

so much gpld,3 and redemption or conversion of currency into

1Ipid., p. 286, Since the amount of bank-note money
in eirculation in 1830 is here teken as a referent, it is
relevant to inquire as to the state of prices and of busi=-
ness activity in that yeer. Smith and Cole indicate that
an index of wholesale commodity prices was at the low
point in a cycle of slight amplitude, but that an index of
the volume of trade was at a moderately high level; this
was a perlod of relative stability, especially as compared
to the years 1834-1843; op. g%%.. pp. 60-61, 73. For the
construction and limitations these indices, see ibid.,
pp. 59-60, 70-72.

a"Conslderations on the Currency,” op. e¢it., p. 259.

L €., the government will pay & specified number of
dollars for an ounce of gold.
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specie is possible. Hence, said Gallatin, it was best to
have a metallie stendard in the first place.

After roundly expressing a good Jeffersonian, laissez=-
faire doubt that governments could ever menage properly a
currency, he added:

But supposing government to be endowed with such
skille as to be able always to ad just the proper
amount of currency,--an amount which, if this is
metallic, adjusts itself, end which, by banks
properly conducted, may be tolerably well regu=-
lated,-~there is still an ingredient inherent to
paper not convertible on demand in specie which

no human skill can eontrol., This is publie opinion
with respect to rutgre contingencies, and therefore
purely conjectural.

In discussing the value of inconvertible paper money,
Gallatin made much of the necessity for publiec confidence,
especlally confidence in its ultimste redemption. 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, "experience having but tooc well proved
the natural disposition of every government which ever did

issue paper to resort, whenever pressed by its exigencies,

lmgo » Pe 260,



100

to that resource, without regard to amount or cansaquoncea."l
The belief that governments could not be trusted to issue
paper money with restraint was widely and strongly held
among Gallatin's contemporaries. Lawrence and Charles
Francis Adams made particulerly strong statements to this
effect.?

After studying a number of case histories, Gallatin
suggested that there might be under- or overissue without
immediately affecting commodity prices; that the degree of
depreciation does not depend solely on excess issue; and
that the size or even existence of the premium on gpld is
unpredictable and may depend on fortunes of war. He con-
cluded: "It is believed that no doubt cen remain that a
paper currency liable to fluectuations like those, end origi-
nating in causes that baffle all calculation, never can, by
any skill whatever, be made a stable standard of value,"d

11biad. Cf., ibid., p. 338; Writings, II, 428, 440
442, sﬁé%z. ’ 3 R T D

2Brooks, op. elt., pp. 183-84,

3"Considerations on the Currenecy," ogi g;gg Pe 263,
In the or&ginal vornion of this essay, in cember, 1830,
an_ @ rly Review, this quotation (p. 470) was

'}fl Ly by a discussion of the effects of

irain of specie on purely metallie, 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 changed. This is the major difference, apart
from the expanded statistical material, between the two
appearances of this essay.
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The belief that the currency should vary precisely as
would a purely specie currency, end that there should be no
discretionery deperture from sach menner of variation, wes
typical efter 182) 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 emphasized a rise in the exchange rates
&8 evidence of excessive issue, Galletin mentioned the
latter only briefly, and in other respects either did not
discuss the identicel problems that they did, or departed
in practice from their theories.® In the United States,
James Cox and Danlel Raymond were, according to Brooks, the
most consistent exponents of Currency School ideas, and
Crawford also cited a premium on specie as evidence of over-
issue, Finally, smong those refuting, on quantity theory
grounds, the notion that en inconvertible paper money was a
direct means of creating capital, were Raymond, Adams,
Raguet, end Gousq.z

lsee below, pp. 145-52. On the Currency vs. Banking
School controversy, see Lloyd Mints,‘fn%_ngc, PP 75«77,
Cf, E. Victor Morgan, 025 gzg., Ps L or 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 proportion
with specie. These ere not necessarily equivalents, however.

2Brooks, Op. cit., pp. 239-40, 182.
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The ideas of Albert Gallatin with regard to overissue
of inconvertible paper money have been set forth, and com=-
pared briefly to those of some 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 which could be kept at par with specie.

Tying the money supply to specie, however, mekes the rate

at which the system furnished new money depend on accidental
circumstances, as pointed out by Bollmann, in 1811, as well
a8 by recent writers.l

Bollmann argued that convertibility into gold or silver,
so that parity of paper with metallic money was maintained,
pravunted‘naither rising nor felling prices, with attendant
evils. If the business community was demanding more credit,
he pointed out, and not demending gold or silver, the gquen=-
tity of bank money could increase greatly without jeoperdizing
specie payments and without paper money exchenging at a dis~
count, Whether or not this was desirable depended upon &

eriterion other than perity with specle. The criterion

13, g., Dennis H. Robertson, "Theories of Bamnking Policy,"
says in iloneter ory (London: Staples Press, 1940), pp.
%e Un Bollmenn, see above, p..82.
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that Bollmann suggested for the proper amount of money was
that quantity "convenient" to the economy without disrup-
tive price ohangoa.l
On the other hand, according to Bollmann, if the demend

for gold and silver increased, for eny one of a number of
possible reasons, then banks would find it huch more Aiffi-
cult to maintain convertibility. Gold would tend to sell at
a premium in terms of paper money, and it would be said that
the money was "overissued."” Bollmann disagreed that there
was excessive issue in such a case; the only real change was
in the demend for gold, not in the amount of money convenient
to the economy without disruptive price changes. Yet the
Currency School principle would dictate that the money supply
be contracted, even if that meant "distress" to business.
It would be better, Bollmann thought, to relinquish conver-
tibility, as Englend did in 1797.

From these considerations it seems to follow, that

a currency, entirely unconnected with the precious

be ostabiimed, snd sonfinable within esrtaln Jimits,

would be an important improvement in political
economy. 2

1Bollmenn], "A letter to Alexamder Baring, Esq. on the
present state of the Currenecy of Great Britain," op. eit.,
Pp. 259-63, 274, 289.

2Bolimann), ibid., p. 274. On price stability as a goal
of monetary poliey, see Robertson, Essays in Monetary The s
pPp. 56-57; Board of Govermors of the Fe%orEI EESOIVB :
System, "Objectives of Monetary Policy," Fodogg; E?ggrv!
Bulletin, XXIII (September, 1937), 827-28. other goals
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Bollmann also critieized the assumption of the propo-
nents of a metallic stendard that & change in domestie prices
would bring about international movements of gold or silver
such as would restore the former price level., Gsllatin
apparently belleved that & me tallic standard would afford
stability by such a process. Speeifically, "the orthodox
theory of the gold standard” assumes that a temporary rise
in prices, for example, will decrease commodity exports rela~-
tive to imports, and cause an outflow of gold. In tum,
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 corrected; there would be internal
stability,t

Bollmann ergued, in rebuttal, that foreign commerce did
not depend on & "nominal chespness” but rather on “intrinsioc
cheapness.” Even if prices of expert goods were to rise, if
their labor cost abroed were still comparatively greater,

for monetary poliey, and oriticism of the gold standard,
see Robertson, Essays in Mo«e ary Theory, pp. 51«52, and
Kenneth Boulding, The Keonomics of Peace (New York:

Prentice~Hall, Ine., 1945), p. 208,

130 L, Pmay 9. Gl i BN

George Allen & Urwin 933 ) , pp 16-18; “:gnar Kurkse,

I national Currency Experience (Lesgue of Nations, 1944;
at, N fork £ ot ong, 1947), pp. 66«67,
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they would continue to be exported.l. Compare Bollmann's
ideas to the modern analysis which shows that, if a country's
demand for imports were highly unresponsive to changes in
price, and especially if foreign demand for the country's
exports were also "inelastle,"™ then & rise in domestic
prices relative to foreign would tend toward a more, not
less, favorable baleance of trade.”
To recommend the adoption of inconvertible or fiat
money requires considerable confidence in the strength,
discretion, and knowledge of the monetary authority. Boll-
mann may heve had greater confidence in the governments of
his time than was warranted, Nevertheless, Bollmann recoge
nized shortcomings in a rigid adherence to a metallic stan-
dard which Cellatin, writing twenty to thirty years later,
did not see. And Bollmenn anticipated the needs of the
future far better than did Gellatin. The gold standard has
been discarded because of its failure to provide sufficient

stability of prices end incomes, and to permit menagement

Hbollmamd. "A letter to Alexander Baring, Esq. on the
present state of the Currency of Great Britein," op. cit.,
PP 285-88. ‘

“Nurkse, 0ps eite, Ds 119; Hovard . Ellis, "The Dollar
Shurtage in &hoory end Fact," Canadian 117 C_Sconom

4 Politicel Science, XIV (August, > PP :
‘urkae also shows that, even 1: the rise 1n domestic
prices brought about an unfevorable balance of trade, gold

might not flow out, as the theory requires; op. %Lt.. PP
15, 98-102, Neither Gellatin nor Bollmann consider this

possibility.
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of the currency toward the improvement of the performence of
the economy.l Galletin attributed a certain generality to
some of his own views; and the principle that he would have
insisted was most universel was the advisability of a metallie
standerd,® Hence, it is felr to say that Gallatin offered
an inadequate monetary prescription for the future, How well
did inconvertible paper systems work in America? Brief in-
quiry will bYe made into the colonlel experiences with the
issue of inconvertible paper meney, and the evaluation of
these experiences by certain orthedox gold standard theorists.
Many eritics of inconvertible paper money, Gallatin in-
cluded, pointed to the alleged disastrous experiences with
such systems during the colonial period. They described the
real abuses of fiat monies in Massachusetts, Rhode Island,
and certain other colonies, and the extreme depreciation of
the Continentael currency of the Revolutionary War; they men-
tioned the use of paper money in the remeining colonies; then
they concluded that the entire history of inconvertible paper

lRo Ga Hamr"" Lhe g B 4 Y, 2 2 g
(4th ed.; London: Longnans, Green Pe 215; Dennis
H., Robertson, %g%%z (How’!brk: Pitman Publiahing Corp., 1948},
PpP. 140-44, 17 Ragnar Nurkse, cp. cite, Ppe 6B-88.

256 above, p. 3; Gellatin, Writings, II, 486-27; ibid.,
PP+ 460-81,
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money in America has been a dismal record of overissue,t

For the issues in those colonies, such as Connecticut and
Pennsylvania, where the results were 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 menaged.
But their conclusion was nevertheless the same: the issues
must have been bad, because there was & premium on gold-~
the paper had undesirably dapreciatod.a The question was
rarely even asked whether or not this made any difference in

the performance of the economy, whether price and income

lFrencis A, Walker, ggggx (New York: Henry Holt & Co.,
ésvs), ppe. 305-35, Willianm G, Summer, A History of Americs
4 4 O

a%ffg%%l {New York: Henry Holt & Co,, 1874), pp. 49,
atin's views, see the references in p., 100, n. 1, ebove.

Zyalker, %g‘i"%&" pp. 309-16, Joseph French Johnson,

og, gi%. PPe -92, 313, concludes that it is practicelly

posSs ie to manage properly a flat money, notwithstending
his evidence that Bank of England notes during the Restriction
were "apparently” liked better than gold end 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 contention
when first advenced by the Bullionists; Mints, o9
PP. 42 ff. Morgen disputes the quantity theory idea that
changes in the money supply caused this price rlse, arguing
that all the major chenges were associated with non-monetary
factors; Morgan, oga g%g., PP. 46-47, Gallatin thought that
the inflationary effects of the Bank of Inglend's policies
were "slow and progressive," but that a 20 per cent depre-
clation in English bank paper during a three month period
from "the last entrance of Bonaperte in Parls . . . till its
capitulation to the allies™ had not had "any material effect
on the prices of English menufactures."” Letter to Dallas,
September 25, 1815, lritings, I, 655.
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stability was or was not fostered. To condemn inconvertible
paper becauge it falls in value relaetive to gold is to
attempt to prove cme's case for a gold standard by assuming
the truth of that which one is trying to prove.l

At least one modern advocate of menaged currenecy who
investigated these colonial currencies, and who was careful
to inquire into the effect of the fiat money on prices and
incomes, has concluded that the results were not slways bead.
Rlchard A, Lester found, first, that in seversl important
instences the issue of inconvertible paper was subsequent,
rether than prior, to the drain of specie from the colonies.
That is, the drain of specie made convertibility impossible,
raﬁhor than thet overissue raised prices and thereby drove
out the precioﬁs metals,®

Second, Lester demonstrates that the issues of the New
Engl and colaniea.may have been inflationary and contributed
to en export of gold end silver, but in the middle colonies
paper was used in depressions in an effort to revive domestic
trade and to stop falling prices. The results were generally

1cs, [Bollmenn), "A letter to Alexander Barinia Esq., on
thegggoeent state of the Currency of Great Britain," op, cit.
Pe ©08,

2Galletin's own enalysis showed that this was largely
true of the suspension of specie payments during the Var of
1812, See above, pp. 96-97; Smith and Cole, op. cit.,
P« 28,
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salutary, and prices were more stable as & consequence of
the use of fiat maney.l

Since Gallatin used the period of suspension of specie
payments in the United States, from 1814 to 1817, to illus-
trate the worst evils of inconvertible peper, that peried
will be examined below in order to make some tentative come
ments on whether or not inconvertibility was associated with
unstable economic conditions, snd, if so, the extent to which
it was causal.

Smith end Cole, in the definitive work on business
cycles of this period, argue that "the impulses that dis-
turbed the business of America came from abroad; and that
fluctuations in foreign demend and supply are attributeble
directly to the gtate of war aend politicn.”z During the
War of 1812 (hostilities lasted from the middle of 1812 to
the first quarter of 1815), commodity prices rose greatly,
with those of imported goods rising the more rapidly, as
might be expected. OSuspension of specie payments may have

hed some tendency to raise prices, but, "generally speaking

there was a feir degree ot correlation between prices on
this side of the Atlantic and those in Engleand. . . . the
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activities of banks were no more than contributing factors."t
The principal effect of the suspension was to creste price
differentials between New England, which 41d not suspend
specie payments, and the middle ahd southern states, which
did. Bank notes were unreliasble end of widely varying
value, as has been‘anown.a

High prices meent only spotty prosperity during the war.
Newly-created manufacturing industries, the product or;war
demand and the absence of foreign competition, gave New
Englend a measure of prosperity despite the temporary ruin
of the shipping industry. Producers of cotton snd flour in
the South and West were at a considerable disadvantage. The
higher prices of imported goods as compared to most domestic ;
goods were not conduclive to general proqperity.a Whereas
wholesale prices hed begun rising in the East before the out-
bresk of the wer, the upswing 4id not begin in the West until
late 1812, The price rise in the West was no less precipi-
tous, however: an index of agricultural prices was 75 per

cent greater in 1814 then in 1811.4 Specie payments were not

J’Ibidc, Pe 32,

2Ahove, Pp. 91-93. Once again, this evil can be attri-
buted as readlly to the absence of convertibility into the
uniform notes of a national bank ae¢ to absence of converti-
bility into specie.

Ssmith end Cole, op. eit., PR 19, 148,

4Berry, op. cit., pp. 26, 372,
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suspended in the Ohio Valley until 1815, one year later than
in the East, In general, interruptions in trade which
figured so strongly in fluctuations on the eastern seaboard
had much less effect in the interior.

With the end of the war, the adventages to New England
menufacturing were lost. ZEurope at peace was a strong com=
petitor. Prices fell rapidly, unemployment rose, and manu=-
facturing suffered hard times for some years to come. But
the rest of the economy, both in New England and elsewhere,
recovered, and enjoyed years of moderate prosperity from
1816 to 1818, There was again a foreign market for American
agricultural products, and prices of domestic goods were
above prices of imports. Americen shipping recovered from
its low war-time state. The major effect of the general
resumption of specie payments in 1817, according to Smith
end 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 & unified merket for steple products."t
Despite complaints, in 1817, that there was considerable
distress caused by the contraction of bank loens in antici-
pation of resumption, Smith and Cole conclude that "business

was not very seriously embarrassed at this time, however, for

lomith and Cole, op. cit., p. 20.
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foreign demand for American produce was strong. Resumption
of specle payments in February 1817 was accoméanied by no
embarrassing outflow of precious metals.”l
Gallatin did not discuss the state of business during
the suspension, but devoted considerable effort to measuring
the extent of the contrection of demend liabilities necessary
to resume specie payments. He made & point not mentioned by
Smith end Cole, whose indices largely reflect conditions in
eastern citles: resumption was hardest on western banks and
their patrons, because of the pressure on unusually large
debts of cash drains to the east., These debts had been a
product of "en excited gpirit of enterprlae.”a Gallatin's
contemporary view agrees with Smith and Cole's modern
analysis, that the speculative expension of 1818 was enhanced
by too liberal credit, and was followed by & severe depieasian,
including finenciel erisis, from late 1818 to 1820. Gallatin,
however, did not mention the fall in export prices as a major
cause Oof the contraction by the banks, a factor which Smith

and 061e emphasize.a

;ﬁﬂlﬂﬂt P« 29

2Gallat1n, "Considerations on the Currency,” op. cit.,
ppe 290-91, ;

Samith and Cole, 9, oite, PP. 20-21, 29. ¥or a brief
description of business 1ctuations from 1813 to 1818

based not on business statistics but on the business lltera-
ture of the period, see Willard L. end Hildegerde E. Thorp,
Buginess Annals (New York: National Bureau of Economie
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To conclude the discussion of economic activity during
this period, it appears that the suspension of specie pay~
ments was caused by exogenous factors, and played no more
than a contributory role in business 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 1816 precluded any responsible central
banking, and contributed to the overly-rapid increase in
numbers of banks end in bank money. Gallatin was very much
aware of that ract.l 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 beank credit stimulated speculation in common stocks
and public lands.® The new Bank of the United States

facilitated rather then restrained this process.

Research, 1926), pp. 17-18. The picture presented by the
Thorps differs from the above in that it emphesizes more
the prevalent theme of business annals of the period, that
is, depression in meny brenches of manufecturing.

For a deteiled study of prices end business ectivity
in the Ohio valley during the period 1813 to 1823, see

Berry, op. cit., pp. 371-405,

lsmith end Cole, eit., p. 28; Gallatin, "Considera-
tions on the Currenecy,’ , ¢it., p. 287, :

2gmith end Cole, op. cit., Pp. 22, 46, 53, Gallatin was
not in the United States 817-18, and in his writings did
not comment on the role of the Bank during this period. It
is probable that he would have been highly critical.
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Neither the metallic standard nor the policies of the
National Bank prevented or moderated the depression of 1818
to 1820, Yet it remains true that, whereas an unregulated
metallic standard offers no opportunity for fighting
contractions and inflationary expensions, a central bank,
especlally one that is unhampered by rigid ties to a metellie
stendard, at least has the opportunity to adopt a monetary
policy designed to offset undesired deflations and inflee
tiana.l That it may fail to do so, through ignorence, lack
of will or foresight, or conflicting objectives, has also
been proven true.® The Bank of the United States eventually
Justified Gallatin's support by its performence during the
next twelve or fourteen years, but the metallic standerd

proved to be & handicap in times of future crises.®

lPor an excellent discussion of the possibilities, end

yet limitations, of monetary measures, see William J, iellner.

ione tary FPol 28 and Full Employment (24 ed.; Berkeley:
008, JaY ' pp‘ 174"809‘

“0n the early mistakes and fellures of the Second Bank,
see Walter B, Smith, op, clt., pp. 99-116, 123-24,

Ssee below, pp. 248-50, 256-58.




CHAPTER V
THE NATURE AND SUPPLY OF MONEY
Comm Theo N a t Theo

Whatever commodity or species of paper may, by
law or general consent, be universelly 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 velue of all
commoditie s whatever, and that which reguletes the
performence of all contrects not specially excepted.
Gallatin 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) standerd of value.
It mentions general acceptability as a requisite for any come-
modity which is to serve as money, and suggests that this
general acceptability may be the product of general consent
of the society or of legislation by the stete. By giving
money physical embodiment as a thing which could be spent and
received, Gellatin adopted a sounder position than that taken
more recently by the "idealistic nominalists,™ a school of

German writers of the early twentieth century. To this group,

lGallatin, "Considerations on the Currency,” op, ecit.,
Ps 237,
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money wes merely en ebstract concept. Hence, they were
unable to talk ebout scarcity or plenty of a thing serving
as money. Gellatin, on the other hand, in adopting a more
orthoedox description of money, was in s position to attri-
bute the value of money to its relative scarcity.

A% the opposite extreme from the position of the
idealistic nominelists is the view of certain writers who
hold to the commedity theory of money. To the commodity
theorists, money is merely one commodity emong mény, dis-
tinguished only by its wide acceptance as a medium of ex-
change. By describing money as something more then a widely
accepted medium of exchenge, in that it was also distinctive
&s a unit of value, Gallatin avolded the extreme position of
a few commodity school adherauts.l Thus Gallatin could pro-
bably be classified as a "materialistic nominaliaﬁ," whose
idess sgree with those of a great many modern wrl ters, such
as Dennis H. Robertson. Robertson says: "“Money then is
anything which is widely scceptable in discharge of obliga~
tions: but a thing will not as a rule be widely acceptable
for this purpose unless it is expressed as a multiple of some

unit which is regarded as a messure or standerd of the value

1on these schools, see Howard S. Ellis, Ge ionet
Theory, 1905-1933 (Cambridge: Harvard University ress, 1937),
PP 104-5,
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of things in general."l

The commodity theorists, in the first half of the nine-
teenth century, held that the value of metallic money was
determined by the value of the bullion out of which the money
was made, while the value of paper money, when used, was ex=-
plained by its prospects for redemption., Some extreme com-
modity theorists, such as George Baneroft, Daniel Raymond,
end Amasa Walker, refused to call bank notes "money,"
Whereas the commodity theorists emphasized the necessity of
money having intrinsic value, or being exchangesble into
bullion with intrinsic value, the larger group of Gallatin's
contemporaries argued that intrinsie value was merely desir-
able. In this group were William Gouge, John MeVickar, Henry
Vethake, Ferris Pell, end others. Finaelly, a small group
argued that intrinsic value was not, or not necessarily,
desirable; Erick Bollmenn was an exponent of this point of
view,?

Gallatin, at times, made statements btypical of a com-
modity theorist, For exemple, he stated that "peper, having
no intrinsic value, must, however used as currency, be

always estimated in terarunco to those precious mntals.”a

lDennis H. Robertson, Money, p. 4. The phrase
"materialistic nominalist& I%nﬁfiis:a.

233.'09&8, OPs ﬁ; Eo, PP« 16-18. See abo“: PP 88, 1028«5.
“¥ritings, II, 417,
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He sometimes asserted that the value of an inconvertible
paper money depended upon the prospect for its redemption
in bullion.l Thus, when Gallatin was preoccupied with a
discussion of a purely specie curremcy, he came close to
adopting that brench of the commodity theory called "metal=
lism.," Wetalliste emphasize that money circulates only
because of the utility of the money~stuff, as distinguished
from the argument that money circulates because it is gen-
erally acceptable, or because it is legel tender.

As opposed to the commodity theory, with its offshoot,
metallism, the nominslist theory of money says that money is
@ claim or ticket, the purchasing power of which depends on
the quantity of tickets in existence. As Howard Ellis sug-
gests, the "natural predilection" of nominalists is toward
the quantity theory of prices end & monetery theory of busi-
ness cyclea.z When Gellatin was preoccupied with a discussion
of inconvertible peper money, he tended to adopt the nomi~
nalist theory of money. In the following, Gallatin combines
the two idees seversl times in one passage:

Where gold and silver are the only currency, any greet
and permanent increase in the quantity of those metsals
used as currency (the aggregate value of the objects

annually paid for in currency remaining the same) must
be due to a corresponding reduction in the cost of

l"considerations on the Currency,” op. eit., p. 260,
8Ellis, op. cit., pp. 4-6.
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production of gold and silver; which cost, leaving to
the owners of mines a greater or less rent according

to thelr fertility, determines the value of those metals
as compared with that of all other commodities. Where

a paper has been substituted to a metallic curreney, any
similar considerable incresse in its amount must cause

a corresponding depreciation in its value, if the aggre=-
gate value of the objects, annually peid for in currency,
remeins the same. « « « But whenever 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 masnufactured
articles of those metals, or be exported to other
countries. If, on the contrary, the currency should
consist of an 1rredaemable paper, having only sn erti-
ficial and loeal velue, and none whatever either in
other countries or for any other purpose, it is evident
that any excess in the nominal wvelue of such currency,
beyond the actual value sufficient to meke the necessary
payments, must cauai a corresponding depreciation in
that nominal value.

The commodity theory and the nominallst theory, here
combined by Gallatin, give contradictory explenations of the
value of money. The value of a specie currency, the former
says, 1s intrinsic; specle, in sddition to the "proper
amount," instead of driving up prices, is withdrawn from
eirculation. 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 pricaa.g

1Gallat1n, "Considerations on the Currency," op. ¢it.,
PP« 245-46. Brooks says that the idea of a "proper emount
of money," additional amounts being redundant, was associested
with the commodity theory. Brooks, op. cit., p. 330.

aBrooks says that a number of writers were similarly
inconsistent, for example, Raymond, Llewrence, and Crawford.
For & discussion of the comparative ideas of nominalists snd
the commodity theorists, see Ellls, op, cit., pp. 4-6.
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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-atuff with .
the intrinsic value of particular commodities established
price ratios. But when he discussed an inconvertible paper
system, 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 money being exchesnged. An out-
stending exauple occurs in a discussion of John Law's system,
in which Gallatin argued that the doubling of the 1rtedeemablo
paper currency had caused a doubling of the price level.l
Even in his treatment of irredeemable paper, Gallatin
Was not consistently nominalist or commodity theorist., It
hes been indicated above that Gellatin, at one time, stated
thet the value of inconvertible paper depended upon its future
prospects of redemption. But it was also indlcated that
Gelletin, on enother occasion, cited historical experience as
proving that there was no consistent explenation of the value
of irredeemable paper money.a And on still other cccasions,
as in the discussion of John Law's system, he wes definitely
of the opinion that excessive issues tended to depreciate the

paper money relative to the value of commodities. One final

lﬁallatin, "Congiderations on the Currenecy," op., eit.,
pp. 257-58, Cf., ibid., pp. 243-45,

25ee above, pp. 99-100,
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contradiction: wuntil a certain point waes reached, Gallatin
believed, the supply of irredeemable paper money could ine
crease without tending to lncieaaa»pricea; but after that
point, additional money became excessive and tended to depre-
eiato.l

Gallatin never discussed the reasons why there should
be one type of behavior up to & certais point, and another
after that point, except to say that every society demanded
only "& certein smount of noney" depending upon its wealth,
population, confidence in government, etc.8 it is clear
that he believed that additions to the money supply over
some proper amount tended to incresse prices; but it is not
clear whether he believed that decreases in the money supply
below the proper amount would decrsase prices, Is not the
quantity theory always epplicable? J, M, Keynes, in 1935,
answered "no" to this question. He also supplied the reasons
for different price behavior before and after a certein peint,
which Gallatin, as well &s virtually all other writers pre=-
ceding Keynes, omitted. According to Keynes, inercased
spending of money tends to raise incomes and employment, withe
out raising prices generally, until full employment is reached,

After resources are fully employed, further increases in the

1"Cenaiderat1ans on the Currency,” ops cit., pp. 245-46.
“Ibid., pp. 246-48,
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money supply, when spent, merely tend to push up prices.
This will be true as long as the technological relations
between input (of fully employed resources) and output remain

the aamocl

To conclude, Gallatin was principelly worried about the
problem of excessive issues of paper money. This reflected
nominalist tendencies. Even when he recognized that the de-
mand for money might not be constant, he always was insistent
that the ceusal sequence ren from changes in the rate of
spending money to chenges 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, CGallatin leaned towards
nominalism, is the fact that he argued that law as well as

general consent geve rise to money,
of Hone

The functions served by meney, according to Gallatin,
including the two besic ones mentioned above, were as
follows:

l. loney serves as a medium of exchange. As a "substi-
tute” for amn inconvenient barter system, "it enebles every

individuel to dispose at all times, and with facility, of

17onn Maynard Keynes, The General Theo; £ Bn ymen
: e ey (New York: Harcourt, Brace & C0., 1935 ’
PP. 289-91,
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the whole surplus of the products of his industry, and te
purchase with the proceeds any of the products of the indus-
try of others which he may wanb."l

- 2, Money serves as a stendard of value. Gellatin was
one of the meany writers who emphasized thet money performs
the useful function of a common denominator in terms of
which the value of all commoditles can be measured.z

3. lioney serves as a standard for fulfillment of con-

tracts. Although this can be treated as merely one aspect
of the function of a standard of value, Gallatin ettached
80 much importence to it that he made a separate point of
it. He referred to money as "that which regulates the per-
formence of all contracts not specielly excepted,” and as
"the standard that regulates the payment of debts and the
performance of contracts." To most writers, this functien
was lmpliclt in their discussion of money as a standard of

value, but a few spoke of money serving as s standerd of

lnconsiderations on the Currency,™ op, eit., P« 246.
Most writers of Gellatin's period discussed this function
of money, drawing analogles to oil which lubricates a
mechaenical system, to wheels or canals or roads which facili-
tate transportation, ete. Brooks, o ey Pe 34, Comments
in the following sections on the functions of money, accords
ing to Gallatin's contemporaries, are drewn from Brooks,

A._blgn’ PP 34"51'
a“Considerations on the Currency,” op. cit., pp. 237-38.

SIbia.
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deferred payment end & storehouse of value. GCellatin too,
made passing stetements which might be interpreted to mean
thaet money served as a means of storing up value.l
4, Money facllitates production and aids in the division
of labor, Wnile many writers indiceted that division of
lebor necessitates the use of money, only a few wers able to
recognize that the reverse was elso true. Gallatin wrote,
on the one hand, that "with respect to the state of soclety,
the want and demand for currency increase in proportion to
the density of the population, the conzaquent multiplication
and growth of towns, and the division of lsbor." But, on
the other hand, money "promotes the division of labor, and
vivifies the industry of the whole country."z Others who
made simller statements were Ferris Pell and Williem Gouge o
It 1s interesting to note the parsllel between Gellatin's
statement that money facilitates production and elds the
division of labor, and a raécnt 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 own job, and so to add nore effectively to the
general flow of goods end services which constitute the

real Ilncome of socisty. « + « The specialisation and
division of labour on which our economic structure is

1Ibid., p. 251,
2Ibid., pp. 246-47,
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founded would be impossible if every man hed to spend
a large part of his time and energies in bartering his
products for the materials of his industry end ¢

goods which he requires for his own consumption.

Brooks mentions that, among the miscellaneous other
functions of money cited by various writers, there were
some who looked upon money ag & direet ocreation of capital.
This group included Alexander Hamilton, Oliver Wolecott,
Williem Crawford, end Deniel Raymond, Although Gelletin aid
not elaborate upon what he meant when he gaid that money
"vivifies the industry of the whole country," thesge writers
were quite clear in their stetements to the effeet that sn
abundance of money not only stimulated business but elso
meant more caplitel and lower interest rates. High interest
rates, in fact, were considered & proof of the seareity of
money., The mogt naive statements regarding the crestion of
real wealth through the printing of money were made in the
colonial period, The minority of writers in the post-colo-
nial period, who stated thet paper money was capital, were
usually enthusiastic advocates of banks. They considered
only the excess of bank paper money over the cash held by
banks to be a creation of capital. This graup included
Hamilton, Alexander Johnson, Stephen Simpson, and Thomas

Cooper. 2

lRobertson, Money, pp. 6-7.
®Brooks, 0p. cit., pp. 40-42.
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Post-colonial writers who refuted such notions used
the quantity theory, arguing that increesing the number of
units circulating as money merely decreasged the valus of
each unit, &Some thought that the deereese in the value of
each unlt was strietly proportionate to the number of addie
tional units, Gallatin suggested that the writers who com-
plained about a scarcity of money were really complaining
about a scarelty of capital.l

When dlscussing the desirable attributes of the thing
that serves as money, Gallstin, as may be expected, empha~
slzed permanence or stability of value., Having mentioned
that money serves as the stendard of velue of commodities
end for the performance of contracts, he added that it was
"therefore of pfimary importence that the commodity or :
substitute which may be selected for thsat purpose should
be of & value as permenent ss practicable,”® Another desir-
able atiribute of the thing serving as money was that it
should be

fﬁaa§ﬁ§°n§§h3;”§zaf§§§1§feﬁﬁ? zgﬁaa:::aﬁigzuggziéz
medium should be eommon to all countries connescted

by commerce. Gold snd silver are the only sub-
stancos which have been, end continue to be, the

lga11etin, ags, I, 697; "Considerations on the
Curreney,” 9 » PPs 250-58; Brooks, op, e¢it., p. 42.

aasaallatin, "Conslderations on the Currency," gp. oit.,
Pe 2074
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universal currency of civilized nations. . . « They
have also been found superior to any other substance
in that permanency of value which is the most neces-
sary attribute of a circulating medium, in its
character of the standard that regulates t?e payment
of debts end the performence 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 benking textbooks; namely,
portability, divieibility, durability, homogeneity, eand
cognizability. Gallatin, however, merely mentioned dura=-
bility, and the importance which he attached to that attri-
bute of the money=-stuff wes that 1t meant continued large
stocks, to which snnual edditions were small, That is,
durability was said to be a factor enhancing permanence of

value., 2

Gallatin carefully congidered what things should be
counted in the money supply. He did not carry his "hard
money"” views so far &s to deny that bank notes were money.
In fact, he argued that bank deposits (subject to transfer
by check, and payable on demand) were the equivalent of
money. In 1809, he made & very explicit statement that

deposits arose both from the deposit of money "for safe-

11bia., pp. 237-38.
®Ibid., p. 251, Brooks, op. cit., pp. 20-34,
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keeping,"” &nd from loans. Alternatively, he indicated,
the proceeds of the loans might be taken in bank notes.
But both the deposit credits in the bank books snd the
notes "constitute the circulating medium substituted by
the banking operations to money; for payments from one
individual to smother are made equally by drafts on the
bank or by delivery of bank aotas.“l

In 1830 end 1831, Gallatin stated, without gualification,
that deposits were to be counted as an important part of the
money supply.® Notes held by one bank on other banks formed
no part of the circulation, however, and ought to be deducted
in calculations of the total money supply. For the same
reason, "inasmuch as the balances due t0 other banks are
included in the deposits, the balances due by such other
banks also ought to be deducted from that item . . ,"3

Here is Gallatin's statement of the money supply as
of Jenuary 1, 1830:

lgallatin's report to the Semate of March 2, 1809, "Bank
of the United Stetes,” American State Papers, Finance iI

381, Note the idea of bank d deposits being
"substitutes"” for money. In 1809, Gallatin held to vestiges
of the commodity theory of money.

A BnConsiderations on the Currency,"” op., clt., pp. 266-67,
281,

SIbid., ps 281. The eliminetion of inter-bank liabili-
ties from calculations of the money suﬁply ia standard praea-
dure today; see Edward S, Shaw, Money, Income, end Moneta:
Policy (Chicago: Richard D. Irwin, nCs , .lfw«; Pe 374
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Gross amount of notes issued $ 62,500,000

BLIVOX VO4R8 4 'v 4 »'0 & % & 5 % 5 % » " 0,000,000
Usual mode of computing « « s o s « » « 2,500,
And 1f deposits are included . « « « o 55,500.000
K % e % ¥ 18, ,OG
But if the banke-notes of other banks
on hand are deducted, the notes in
c¢irculation will be . . &+ « « « &+ « « § 53,800,000

Silveriaﬁococtinloobnu

L d

0,000,0
63,500,

And if deposits are included . + + + » o _ 55._5_!’,%3%
¢#11¢,000,000

Which last agpears to us the most correct mode of
computation.

In 1841, Callatin not only repeated that money included
demand deposits, but added that the bulk of commercial pay=-
mente 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 a&ll large trans-
actions, "even not of a commercial nature, such as the pure
chese of land," transfers of credits instead of bank notes
were the means of settlement; and in the cities these transg-
fers took the form of checks against demand deposits.

Deposits were, said Gallatin, 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 denominstion which pass daily from bank to bank

lvcongiderations on the Currency,” op. cit., p. 298,
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end meke no part of the general clrculation, are sufficient
to effect annually payments amounting to about twelve hun~
dred millians."l Note the attempt to calculate the velocity
of circulation of certain kinds of money in the ecity.
Regarding demand deposits, only & small part arose
through the payment of specie, Gallatin said. "They gener~
ally consist of transfers of credit from benks, or arise from
e note owned by the party end discounted in his favor,"2
Demend deposits differed from bank notes, however, in that
they were not received, as bank notes were, "as a full pay-
ment of a debt.” Also, if checks against demand deposits
were not honored by the bank, the drawer was still respon-
sible. "The bank-note is taken 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
statement of the relationship between demand deposits subject
to check, and other kinds of money. Although Gellatin de~
seribed deposits arising out of the expension of loans, by
and large he failed to recognize that such deposits were a
means to the creation of money by banks. Chapter VI con-
siders further Gellatin's treatment of such loan deposits.

lgallatin, "Suggestions on the Banks," op. cit., PP.

2"suggestions on the Banks," op, cit., p. 372,
3113;&«, Pe 373,
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In considering what instruments of debt to count as
part of the money supply, in eddition to bank notes and
deposite, CGellatin refused to include bills of exchange,
promiasory.notas, and bonds. Although he called a bill of
exchange a substitute for money, he thought it clearly
distinguishable from a benk note, "The essentisl dlstinetion
is, that the bills of exchange are only & promise to pay in
currency, and that the failure of the drawers, drawees, and
endorsers does not in the slightest degree affect the value
of the currency itself, or impalr that permenent standard of
value by which the performance of all contracts is regulatad."l

Certain drafts of the Second Bank of the United States,
however, were a different case. The various branches of the
Bank wera.issuing drafts upon the parent bank, to overcome
@ 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
end 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 poti-
' tions to the Congress to have this requirement removed.

Hence, the Bank of the United States resorted to the device

% ;Gallatin, "Considerations on the Currency," op. ecit.,
Pes 265,
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of branch drafts. These were sold at a premium of about
1/2 of 1 per cent.l! Gallatin recognized the braneh drafts
as money, despite his refusal to classify as woney other
bills of exchenge, on the reasonable grounds that the brench
drafts circuleted in common with othsr bank notes:
These bills are of the same character, depend on the
same security, and in case of failure would share the
same fate with bank-notes. Though not usually included
in the amount of the eirculstion of the bank, we cannot
but consider the average amount in eetual cireuletion
as meking part of the currency of the country.2
Finally, with regard to bills of excheange, Gallatin said
that, although those issued by non-banks were not to be con-
sidered as money, they lessened the amount of curreney which
would otharwi§§ be required. In other words, extensive use
of certain credit instruments which were not money neverthe-
less lowered the demend for money for transactions purposes.d
In 1810, in a letter to the Chairmen of the Committee
of Ways and Means of the House of Representatives, Gallatin
proposed the issuance, in moderate amounts, of Treasury notes,
bearing interest, and meturing in one year. These were to

be receivable in payments for publie lands.* Gallatin

lWalter B, Smith, op. eit., pp. 52, 146.

%Gallatin, "Considerations on the Currenocy,” op. elt.,
DPp. 26566,

SIbid., p. 265.

4Gallatin ﬁ:%tiggg I, 467-68. The suggestion was
repeated in lBiB, .,’p.’ 4,
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expressed the belief that such Tressury notes would, "to a
certain degree,"” become & part of the cireculating medium,
teking the place of bank notes. For this reason, however,
the issue muzt be mﬁderata, and limited to the amount that
could be kept at par.

Treasury notes were acceptable to CGallatin, although a
government paper currency was not, because there was a defi-
nite plsn for redeeming the former. If war required new
methods of government finance, he much preferred Treasury
notes to government paper mmoy.l He objected even to
convertible government paper, on the ground that it was too
new en experiment. In 1841, he declared that, with rare
exceptions, no government had “ever attempted to issue on
its own responsibility & paper currency redeemable on demend, "2

The Congress authorized, in 1812, an issue of five |
million dollars of Treasury notes. Initielly, these were

well recelved, end exchanged at ptu-.3

They were used as means
of payment in certain transactions, and they may have enabled
holders to reduce the size of thelir average cash balanopa.

'Ir the Trecsury notes served in this fashion, as "near money,"

then they tended to reduce the demsnd for money.

lretter to Monroe, October 26, 1814, ibid., p. 643,

2yrit II, 574, Convertible government paper money
differed rfrom Treaaury Notes in that it was non-interest-
beering and had no fizxed meturity.

3stevens, op. eit., p. 210.
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However, the volume of Treasury notes was increased
after 1813, And with falling revenues relative to war-
swollen expenditures, the notes were not paid when due, in
1814. They rapidly fell below par. Gallatin's remedy was
to increese texzes and to reduce the amount of Tressury noctes
in circulation, by funding them at their market priee.l
This was not done, end in 1815 end 1816 both the currency
and government finances were in cheos.® Taxes were paid
everywhere in the cheapest local currency, ususally the
inconvertible bank notes of that locality. But if the latter
were near par, then texes were paid with the depreciated
Treasury notes. In later years, Gallatin reflected on these
notes:

They never can become & general currency, on account

of their verying value, so long as they bear an

interest and are made peyable at some future day.

In order to glve them that character, they should

agsume thet of bank notes, bearing no interest and

payable on demend. It does not require the gift of

propheey to be able to assert that, as the wanis

of government increased, such notes would degenerate

inte pagsrlaaney to the utter ruin of the publie

eredit,

As a matter of fact, the conditions suggested by CGalla~-

tin for preventing Treasury notes from becoming part of the

lurivings, I, 697,

2Dewey, Financial History of the United States,
PPs 144-45,

3Gellatin, "War Expenses," appendix to The Oregon
Question, p. 64.
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currency wers violeted, and successive issues during the

War of 1812 “progressed” toward inconvertible paper money.
Although the first four series were payable in one year,

the last hsad no fixed maburiiy date, Successive issues
graduslly lowered the minimum denomination from one hundred
dollars to three dollars. The earlier issues had all been
interest bearing, but in later series, the small denominations

were non~interest bear ng.l

Gelletin insisted tlat the lssuance of money was the
prerogative solely of the federal govermment. He made much
of the constitutional provision that no state shall coin
money, emit bills of eredit, make anything but gold eand
silver coins legsl tender, or pass laws impairing contrects.
This provision vested in Congress the exclusive power to
coin money, and to regulate ite velue as well as that of
forelgn coins. Therefore, Gallatin argued, the Constitution
required control of the currency by ths federal goverament,
in order to ascufo uniformity and prevent overlssue of paper
money. He noted thut the debasing of coins by the issulng
authority had long been frowned on, and thet overissued,

l¥or these and other charaetaristiea of the xreaaury
net;g% see Dewey, Financial History of the United States,
= , |
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inconvertible paper money did the seme thing. Governments
have a positive duty to guard against this.t

In the constitutional prohibition against issue of
bills of ecredit by the states, Gasllatin found an argument
for the prohibition of note lssue by state banks. "I would,
indeed, be inclined . . « to insist that the term 'bills of
credit,' in the Constitution, embraces every species of
paper currency, end therefore precludes the issuing of bank-
notes under State authority."® The Supreme Court of the
United States, slx years after Gallatin wrote the above,
came to the opposite conclusion, in the case of Briscoe
v8. Bank of the Commonwealth 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 prohibition. Justice
Story's vigorous dissent, however, agreed with Gallatin's

view,?

lgallatin, "Considerations on the Currency." op. g%g
zgi 319-20; "Suggestions on the Benks,"™ op. ecit., pp. 429,
&

2Gallatin, letter to G. C. Verplanck, May 22, 1831,
Nritings, II, 428,

311 Peters, 237 (1837); for Story's dissent, pp. 328-850.
For a diacusuinn of the case, see A, artaa Hepbum,
of Coinage and Currency in the United States, and the Peren-
n18] Contest for sound Woney (New York: The iacm lan Co.,
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It already has been shown that Gallatin opposed the use
of government paper manoy.l He also advocated the sbolition
of benk paper money. He argued that notes of state banks
were unconstitutional, and that they were unsafe, non-uniform,
and typloally issued to excess.® Thus, Gallatin's ideal was
& currency consisting only of specie. He referred to himself
as "en ultra-bullionist,"d

Gallatin's arguments in favor of & purely specie currency
supported it as against both convertible and inconvertible
paper. His views on the latter were discussed at length in
the previous chapter. It will suffice to add here that Gella-
tin believed thet, even with the best of intentions on the
part of the issuer, there was an "irresistible tendency" for
paper money to degenerate into irredeemable and depreciated
eurrency, "and the lamentable effects this produces, not as

a mere matter of dollars and cents, but on the moral feeling

1903) ppe. 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,

Ops €it., PP. 32-34,

1Sea above, pp. 98-100,

Buritings, II, 428, 442-43, For a statement that paper
currencies are unsafe in addition to their other faults, see
15;50' PP 416-17.

3Ibid., p. 512,
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and habits of the whole community, are such that I am quite
convinced that it is far preferable to do without it
Gallatin also favared a purely me tallic curreney over a
mixed currency of coin and convertible peper. In addition to
his bagic prejudice against all debt instruments, of which
peper money wes an exemple, he pointed out that drains of
specie from the monetary system were more deflsticnary under
a convertible pasper system than under & purely specie system.
It is equally clear that extraordinary dreins of specie,
occesionally inconvenient when the currency is purely
or prineipelly metallic, may be fatal to one vhich
consists of bank-notes convertible at will into specie.
Supposing the currency of a country to consist of ome
hundred millions, a drain of twenty millions from
abroad would produce great inconvenience, but not
beyond thet of contracting the metallic currency to
that extent, until commerce hed supplied the deficiency.
But, if consisting of benk-notes, sustained by twenty
millions of specie in the wvaults of banks, the basis
being wi thdrawn, the whole fabric is at once over~
thrown, and specie payments must be mispended.®
The 2bove statement by Gellatin was based on the premise that
banks kept only a partial specie reserve against their oute
standing notes. That reserves were, in faect, fractional was
frequently indicated in the data used by Gellatin on the

balanca she ets of banks.s

lietter to Jonathan Roberts of June 3, 1841, quoted in
Adems, op, clt., p. 664,

2gelletin, "Considerations on the Curremcy," op. elt.,
PPe R75~76.

3gallatin's report to the Senate, Mareh 2, 1809, "Bank
of the United States,” %gieg State Pa@%?, Finence II,
357-59: "Suggestions on t anks," op. ¢it., p. 487.
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Not only did a convertible system with partial reserves
sccentuate contractions, according to Gallatin, but it slso
permitted smd encouraged "overtrading" in the upswing of a
business cyecle. A purely specie monetary system would not,
he believed, similerly sggravete business eyelu.l

In order to bring ebout a specie currency, Gallatin
would have levied e prohibitive stemp tex on the notes of
state banks. OSuch a tax, he argued, was necessary to carry
out the constitutional provisions vesting in Congress exelu-
give control over the monetary system of the United States,
end , more perticularly, those provisions vhich implied the
necessity for a uniforn currency.® It should be noted that
the National Banking Act of 1863, thirty-two yars later,
wag intended to remedy two princlpal defects of the state
banking system which Gallatin had observed: (1) the laeck
of uniformity in the currency, amd (2) the tendeney to
excessive issue of bank notes. Also, the federal law of
18650 provided for a 10 per cent ennual tex on state bank
notes, much as recommended earlier by Gellatin, The tax
affectively forced state bank notes out of ol reulation,®

lGellatin, "Suggestions on the Banks,” op. elt.,
p. 385; "Considerations on the Currency," op. cit.,
Pp« 272-73, See below, pp. l43-44,

ZGellatin, "Considerations on the Currency,” op. eit.
Pp. 323-24, SQG above, pP'c 93~95. . :

SDewey, Financiasl Hist of mite ates,
PP 320-28, ’ :
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: The prohibitive tax on state bank note issues, proposed
by Gallatin and enacted into law more than three decades
later, should be distinguished from snother proposal of
Gallatin's. This second proposal was that the federal govern~-
ment should levy a revenue tex on the interest income derived
as a consequence of the issuance of state bank netea.l That
is, borrowers often took tfxe proceeds of a new loen in the
baper notes of the bank, and on such loans the bank profited
by drawing interest., Gallatin here apparently neglected the
faet that borrowers could, elternatively, 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 were in
the process of replacing bank notes anyway,g it is probable
that even a small tex would actually have been prohibitory,
or at least would have retarded greatly the use of these
bank notes.

In this second proposal, CGallatin was merely edvocating
that the soclety as a whole share in the profits derived from

lGallatin, "Considerations on the Currency,"” op, ¢it.,
Pe 337. :

“See Board of Governors of the Federal Reserve System,

Banking Studles (Washington, 1941), pp. 18, 417.
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the process of lending end issuing benk notes. His justifi-
caetion wes that benks issued notes only at the sufferance of
the state, that money issue wes & social function, and, there-
fore,vthat it ves only just that the society participete in
the profits derived from such issue. More speeifically, Galla-
tin believed that the gein attributable to paper money was a
result of substituting a cheap for an expensive means of pay-
ment, that 1s, substituting peper for specie.l. He thought
that the banks should not be the sole beneficlary of this
economy. Hence, he proposed the above-mentioned revenue tax.
It should be pointed out that ell the above arguments for the
society to share in the gains of substituting a cheap for en
expensive means of payment would apply equally to loan de-
pasita¢3 That being the case, the sbove-mentioned difficulty
with Gallatin's propoéed tax would have been avoided if the
revenue tax were applied to interest income on loan deposits
as well as on loan-created bank notes. There would have been
little tendency for even a small tax to be prohibitory had it
been applied to both,

Writing to Nicholas Biddle in 1830, Gelletin proposed

the revenue tax, and suggested that it offered at least one

lsee below, pp. 207-9,

2&3, indeed, Gallatin tacitly acknowledged, in "Consid-
erations on the 5urrancy,“ ogs cit., p. 254, Cf. "Suggestions
on the Benks,"™ op. c¢it., pp. 372-73,
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advantage to the Bank of the United Stetes. That is, it
would forestall the anti~Bank argument which asserted that
the government had a right and ought to issue paper money,
in order to derive the "profit" itself .t

Harry E, ¥Miller points out that, although several
writers advocated a revenue tax on note issue, Gallatin was
the only one who recanciled the following ideas: (1) interest
must be paid to benks for the use of their curreney; but (2)
the goeial edvantage of peper money is that it substitutes a
cheap for an expensive means of payment. The other writers
merely advocated the tex on note issues on the grounds that
it would make for more conservative bankins.g Gallatin how-
ever, saw that the banks derived all the gain, except for
the convenience of the creulating paper, unless they paid
& tex in return for the privilege of note issue.

Although the advocates of a purely specie currency were
probably in the minority during CGalletin's lifetime, never-
theless there were & number of prominent supporters of hard

money. Jefferson, Jackson, Benton, and Gouge were perhaps

lgalistin, Writings, II, 436-37.
®Havry E. Miller,

Befors 1660 (Cembridge:
P. 46,
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the most noteworthy.l The Loco~Focos (Equal Rights Party)
were staunch edvocates of hard money.®

With the poseible exception of CGallatin, Gouge had the
most penetrating criticlsms of a paper system. Banks were
inelined to overissue thelr notes, he essserted. The paper
currency expended end speculation took place before the :
necegelty of making redemptions out of 2 linlted amount of
gpecle occurred. Perlods of speculsative inflation were fol-
lowed by paniec, suspension of specle paymente, and contraction.
Not only Gouge, but all writers steting the cese for a purely
specie currency, enphasizned the greater stability of value
thet would charescterize such & moms tary system.d

Gzllatin wanted to avoid the sudden expensions and ¢one
tractions of the monay supply, characterl stic of the state
benk note system. He thought thet resdily-available bank
moﬁey excited usiness asctivity am; facilitated over-rapid
eeonomie growth, only to be tol;owoé by panhies. Hence,

15ee above, pp. 26, 63-64; St. CGeorge L, Sioussat,
"Some Pheses of Tennessee Politics in the Jackson Period,"
Higtorieel Review, XIV (October, 1908), 60-81;
Pe _Cile, Ppe 1lU1-46; Schlesinger, ﬁ%"‘%&"
223 Grace Madeleine, op, cit., pp. =16,

SSchlesingsr, op., ¢it., Pp. 119-22; Brooks, op. eit.
PP« 1057, 114-25. S Cluey s 0D oit.,
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Gallatin preferred a specie system that would afford greater
security and stability.l

The demand on the part of hard money people, like
Jefferson and Jackson, for & purely specie currency, has
been characterized by Bray Hemmond as "hopelessly Spartan
and primitive for a rising democracy 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 which

it was under the mixed currency ayntum.s

1"l 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 deslers and dealers, and
that 1t did not take the place of eurrency proper. But
this does not accord with the extreordinary and irresistible
energy of this nation. Nothing more is, I think, practicable
then 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,
1836,1¥£1§;555, II, 812, Cf. Galletin's letter to Michel
Chevalier, September 14, 1841, ¥ritings, II, 556-57.

2"Long and Short Term Credit in Barly American Bemking,"
OPe Olto, Pe 93,

Sunion 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 1llth day of Februarya 1834, at the ler-
chants' Exchenge, in the city of New York," Niles' Weekly
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Recognizing, then, that a purely specie currency was

impractical for the United States, Gallatin recommended a

series of proposals designed to lmprove the operation of
1

the mixed currency system.

As has been shown, Gallatin believed that paper money
generally tended to be overissued. &ven in depression years,
when popular opinion thought that there was "ea scarcity of
money," he sometimes was saying that the paper money was
depreciated and issued excessively. For example, 1834 was
a year of finencial stringency and mild depression., Yet the
report of the Union Committee, headed by Galletin, inquiring
into the causes of the contresction of that year, concluded
by arguing that some banks, et least, were overissuing and
that rontriotions on their lending and note-issue activity
were required.8 The theory was that the money supply was

being expanded too much as compared to the specie base.

er, XLVI (March 29, 1834), 78. Gellatin was the chair-
man of the Union Comanittee and chief suthor 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 end restriction of the volume of paper
currency.

lsee below, pp. 194-96, 215-16, 220-26, 248=-50.

“Union Committee, op. eit., pp. 79-80, For & description
of the business contraction of 1834, see Smith and Cole, -

OPe th., Ps 61,
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It should be recalled that Gallatin had meny affinities with
the Currency School, He agreed, in general, that the proper
amount of money depended on the spe cle stock, end that a
government could not properly manage the money supply.l

In practice, however, Gallatin departed from the Currency
dchool principle in several important instances. The following
are cages in which there was a drain of specie out of the mone-
tary system, of such & nature that the Currency School prine
eiple,had it been applied, would heve contracted bank loans
snd discounts. In these instances, however, Gallatin thought
that the banks should operate so as to offset the inecipient
contractions., L

l, In his "Considerations on the Currency," Gallatin
deseribed the business depression in England in 1793, in
whish banks were failing and credit contracting. Commonly-
accepted banking principles dictated further effort on the
pert of the Bank of England to increase its liquidity end
curtall its outstanding obligations. Gallatin pointed to
the fact that the British Government stopped the panie, in
spite of benking theory, by offering to lend exchequer bills
to "solvent deeclers.”™ He would have preferred, however,
that the Bank of HEngland rather then the government had
underteken this remedy. If the Bank of Englend, Gallatin

1see above, pp. 98-101.
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sald, had been "more sparing of its resources during the
preceding period of prosperity end incautious enterprise,”
it could have lent i1ts eredit to solvent businesses when
the "revuleion™ took place. Thus, Gsllatin would have had
the Bank of England incresse its discounts and issues of
paper curreney in the face of a financial contraction,t

2. Gallatin approved of the action of the American
state benks after 1811, when they took up the commercial
paper that the First Bank of the United States dropped upon
its loss of charter., Here, Gallatin approved some fifteen
million dollars of sdditional bank lending, in order to
prevent the greet business distress which otherwise might
have ocourred, even though 1t meant that the stete banks
hed to extend greatly their loans, relative to their specile
reaerve.g Gallatin also showed, however, that the state
baenks d4id net stop with the above-mentioned increased lending.
In fact, the number of banks, together with their eirculation
increased to an unhealthy degree. This was a fector contri-

buting to the suspension of specie payments from 1814 to 1817.°

1”00nsldarations on the Currency," op. cit., pp. 273-74,
®Ipid., pp. 284-85,

38allat1n gave the following estimates: On January 1,
1811, the Bank of the United States and 88 state banks, had
$28,100,000 notes in circulation, sgainst $15,400,000 specie
reserve. On Jesnuary 1, 1815, the number of banks hed ine
ereased to 208; these had $45,500,000 notes in ecirculation,
against $17,000,000 specie. On January 1, 1816, the number
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3. In 1834, the Union Committee, with Gallatin chairmen,
put pressure upon the Bank of the United States to increase
its accommodations to banks and businesses. The report of
the committee attempted to prove that both the parent office
of the Bank of the United States, in Philadelphia, and its
branch in New York City had not been as liberal in their
accommodations as they might have been, even in view of
their loss of specie reserve, The report indicated that
the New York City banks, far from curteiling loans and dis-
counts, had increased their accommodations by $5,000,000 in
order to relieve the "finaneial stringeney." The specie in
these benks amounted to $1,652,000, while the sum of their
demand liabilities was $15,500,000, "This proportion is
known from experience to be sufficient in ordinary times,
and will prové 80 now, so0 long as the amount of public de~
posites shall not be materially diminiahsd."l In short, to
alleviate commercial distress, Gallatin's committee advocated

of banks had increased to 246; these hed $89,800,000 notes

in eirculation, ageinst $19,000,000 specie, On the latter
date the specie was very unevoniy divided, so much so that
banks in the New Englend states had, on the average, a ratio
of specie reserve to notes in circulation of 154 per cent;
banks of Pennsylvanie, Maryland, snd the Distriet of Columbia,
21.7 per cent; and banks in all other states, 22.6 per cent.

Ibid., p. 286, Cf. Berry Qng cit., pp. 366~67. Data on
deposits were inadequate at that aa;lr date.

Gellatin's data are used by Dewey, %%gggg;g;_giféggz;g;
the United States, pp. 127, 154, and by Mints, op, e¢it.,
P s

lunion Committee, op. ecit., p. 73.
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that the banks should extend discounts to the meximum of
their ability, as long as they could sustain specie paymants.l
4. During his efforts to secure resumption of speecie
payments in March, 1838, Gallatin steted his belief that the
New York banks would have no difficulty sustaining speecie
payments end "at the sems time continuing to glve banking
facilities to the community st least equal to the present
amount of their loans and discounts, end freely though dis-
ereetly issuing their circulation,"® Here, too, Gallatin
asserted that the banks uh?ula accommod ate the community
as much as possible, as long as they pald in specie their
demand obligations. He recommended to Governor Marey of
New York that the state lend its credit to the resuming

banks, not so much with & view to the safety of the banks,

lThe entire report by the Union Committee exeamined the

effects, direct and indirect, of the withdrawal of federal
deposits from the Bank of the United States, the causes of
the depression of 1833-34, and possible remedies. The re-
port criticized President Jackson's removael of the publie
deposits from the Bank of the United States, on the grounds
that it helped to cause the contraction. Cf. Gallatin,
"Suggestions on the Banks," ops eite., p. 391. For & pro-
Jacksonien account of the removal of the government deposits,
end the "vindietive" contraction by the Second Bank, see
Schlesinger, op. cit., pp. 97-113, Another view which is
critical of the Bank of the United Stetes in this matter
is that of Catterall, %Qxiﬁig. PP. 329, 343, Orace Made~
leine, gf&_ggio. Pp. 114~15, distributes the blame for the
contraction on both Jackson and the Bamk., Walter B. Smith,
agt cite, Pp« 149-50, 160-67, 237, explains the sctions of
=) e Bank end the President, rather than places blame,
end shows the effects of thelr actions.

2gellatin, Writings, II, 528-29, -
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but rather in order that they would not have to curtail
their discounts.t

Next to be examined is the limited extent to which
Gallatin used his position as Secretary of the Treasury
to elleviate depressions, In 1802, Gallatin raised with
Jefferson the problem of how to help the Bank of Pennsyl-
vanie, vhich was experiencing & regular drsin of specie to
the Bank of the United States on account of government fis-
cal operations. Gallatin and Jefferson declded to give con-
siderable help to the Bank of Pennsylvenia, by increasing
federal deposits with that institution,®

In 1804, Gallatin strongly urged Jefferson to seek a
reduction of governmental expenses, on the grounds that
these expenditures were one of the causes of a large export
of specie. At the same time, no specie was entering the
United States from the British or Spanish-imerican colonies.
Hence, the reserves of the First Bank were falling. "Under
those circumstances, it ls highly desirable to leave as
large depoul ts with the bank as the public service will

l1bid., pp. 528-29, See above, p. 5l.

aaallatin I, 80; Jeffergon, The Writings o
Thomag fers > T£§§$a§§6 See Esther Rogéf aua, an
g :wa‘.m#m ong o1 s 1} t 2 S’t&t LTO 48U 7 nm

New York: Colwsbia Univers Yy asa,. 1943}, D. TN
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permit. If we press them hard, they must curtail their
discounts suddenly to en extent equally injurious to com=
merce and our revenue."l

A final instence of consideration given by the execue
tive to moving government deposits between banks, in order
to enhence the reserve position of needy ones, began when
President Madison wrote Gallatin in 1810, In view of the
feet that measures taken by the First Bank to wind up its
affairs, pending dissolution, were likely to bear hard on
certain other benks, Hadison inquired whether some remedy
could net be found. He suggested transferring some of the
publiec money from its present vault to those of state banks.
Madison believed that this would enable them to discount for
persons whose accommodations were curtailed elsewhere. Gellae
tin was only moderately receptive to this idea, but zcknow-
ledged 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 we grow poorer we sre, on the
contrary, obliged to concentrate what is left by

lgallatin, Wri y I, 181, The largest drain of
specie, according to Gellatin, was attributable to the
payment in Great Britain of instellments on the publie
debt, ©Since Gallatin, above all, would insist on meeting
faithfully this obligation, it is not clear from this letter
how he hoped that a reduction of federasl expenditures would
decrease the drein of specie out of the country. Internal
expenditures would merely redistribute funds within the United
States. But the point that is relevant to the present argu-
ment remains, that is, Gallatin would alleviate distress
attributeble to drains of reserve from the banking system.
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drawing from the other banks, such as the Manhattan,
&c., and by the end of the year we will probably be
reduced so low as to make the deposits of no impor-
tance to any bank. I believe 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, &e¢. But there iz a2 general diminution of
specie; and there may be partial inconveniences to
State benks resulting from that source., If instead
of a general observation the place or places whence
the complaint has arisen are made known to me, a
tenporary remedy may gthapn be administered. I

have already been &pplied to by the Bank of Columbia,
where the evil arose from Davidson's harshness and
littleness, and have scted upon it.l1

Note that, in each of these cases in whieh CGallatin gave
consideration to menipuleting publie deposits in banks, the
purpose was merely to offset the depressing offects of cer-
tain government policies.

Moreover, Gallatin was extremely fearful, in general,
of the central government misising its powers. In an 1830
letter, after stating his distrust of note issue by state
bankg, Gallatin said:

by cavemaiey fui WeLLE ore o' fo Tio”soleEninenT

the Treasury {nto 2 banking, trading compeny. This

I think the very worst plen, in every view of the
subjeect, that could be devised. . . .2

lMadison's letter to Gallatin appears in Gallatin's
Yri .3 y 481, Callatin's reply appears in ibid.,
PP «83.

& ‘3150‘5“1' to Robert Potter, December 3, 1830, Kritings,
9 4 .
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Similarly, he objected to a proposal by the Secretary
of the Treasury, in 1842, for the government to issue paper
money, deal in bills of oxenanga,l end hold its own funds
for safe~keeping. His opposition to government paper money
has been discussed, above,®

On exchange dealings, Gellatin objected strenucusly to
the government buying end selling bills with any purpose in
mind other than merely trensmitting government funds as peces-
sary to meke its payments. For ome thing, he believed it to
be unconstitutional for the government to become "a trading
company,” For another, it was "undignified" for the govern-
ment to compete with individuals in any commereisl pursult.
But more compelling then either of these arguments sgeinst
the goveranment dealing unnecessarily in exchenge was the
danger of mlsuanagement and corruption.® Gellatin thought
that the suspicion of fevoritism was difficult to avoid.?

lLetter to Caleb Cushing, Jenuary 7, 1842, Writings,
II, 572-80,

%s 99"10@.
SGallatin, Writings, II, 576-77.

4Thus, Jackson's withdrawal of the public depesits from
the Benk of the United States, ln 1833, and their trensfer to
selected state banks, was accompanied by accusations of fa-
voritism toward "pet banks." Dewey, Finemclal Higtory of

Unit tates, pp. 209-10, Modern studie f the event,
owever, give no evidence to substentiate the accusations;
6. 8+, Grace Madeleine, op. ¢ .i PP. 56-68. Walter B, Smith,

chles

Op. ¢its, pp. 184-85, and nger, op. eit., p. 98, do
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Rates of exchange should be regulated, he sald, by "the
natural lews of trede," and in these the Treasury should
not deliberately interfere. The necessary transmission of
public funds to places where they are used for immediate
payments vill have én effect on the eauilibrium level of
exchenge rates on domestic bills, "but this has been and
must always be done by the Treasury, without regerd to the
effect it may produce, "

Thus, Gallatin opposed the plan to have the federal
government issue its own peper, and to deal in bills of
exchange. He also opposed the proposal to have the governe
ment hold its own funds for saefe~keeping. His antagonism to
the sub-treasury, as an alternative to the government pleecing
its deposits in banks, was of long stending, and was based on
three grounds: First, "the capital of the benk is & 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 publiec interest
against fevoritism., Gellatin questioned Jackson's wisdom in
this, and other matters concerning benking, but not his
1ntog§%tgé See "Suggestions on the Curreney,” op. cit.,
PPc - .

Cfe Gallatin's rejeoction of Jefferson's proposal to use
the disposition of the federal deposits to promote Republi-
canism; above, pp., 33-34.

lgellatin, g_g_g_t_i_ggg, II, 577. Note that Gallatin
recognized that Treasury transactions did have an effect
on the private sector of the economy, even though he rejected,
ig the above passage, any thought of doing something about

*
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for which a public of ficer cennot be made responsible,"l
That the banks would provide the greater security, Gallatin
thought, was true only eas long as they maintained specie
payments.

Second, the plen would not restore a sound currency,
because it made no provision for control over the issues of
the state banks., The sub-treasury, or Independent Treasury,
enacted by Congress in 1840, was necessary only because of
the faet that the Benk 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
payments and a uniform eurroney‘a

Third, the public funds accumulated in the Independent
Treasury were unproductive. The evil consisted in teking
"active capital™ from the people because of = federal surplus
of income over outga. and allowing it to lie idle. The
remedy conslsted in reducing federsl revenues as long as
they exceeded expenditures.® Note that the last statement

1"Su3@oavions on the Banku;” Cilte, P« 447; report on
the "Bank of the United States," Jemuary 30, 1811, eg§31%§n
e

‘§§g§gmggg%§g, Finence II, 481. By "private person n
above quote, Gallatin meant any governmental otriaial who
would collect end hold the public funds.

Brsuggestions on the Banks,"” ite, De 449; letter
to M, T, Hunter, July 12, 1841,'ﬂ:f§i§%§7 I s 953,

3"Suggestions on the Benks,™ o
Gallatin's annuel report of 1807, Re

4

« €1t

*3 Do 449;

P

efs, 7
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indicates that the basic evil, to Gallatin, was not so much
the Independent Treasury as an unbelance between federsl
receipts end expenditures.

To conclude, Gallatin acted in a less deflationary manner
then his "ultra~bullionist” theories would have indicated. In
practice, he departed considerably from the Currency School
principles, He by no means thought of systematically menag-
ing the currency, but he gave some consideration to elementary
"ecentral banking"™ policies desigmed to counteraet business
contractions.! In the case of expeansions, there was no aiffi-
culty reconeciling his bullionism with his desire to avoid in-
flation and deflation. The prineciple of restricting the money
supply to that whiech could be sustained at per with specie end

t .'“ ; o 5 g I. 5599 021 th’
see Reginald C, McGrene, The Pani 37 (Chicago:
University of Chicago Press, 1924), pp. 91-94. JFor a
discussion of the Independent Treasury and its effects
gg tgg benking system, see Grace Madeleine, op. ecit., pp.

436 &

lyints says that neither Gallatin nor his contemporaries
“"thought in terms of & central bank as & monetary agency
which might deliberately manage the currency in accordance
with some stipulated goal.” Wiants, 25 Pe 158,

Taus shows that the Treasury perfor certelin central
banking functions between 1791 end 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
commereisl banks." Taus, 0?3 a%t., P« 48. To her, the very
essence of central banking 1s "the coordination of the money
and banking system with other economic activities so that
economic stebility is promoted.” Ibid., p. 4.
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the policy of dampening inflationary upswings of business
activity coincided. An automatically functioning specie
stendard 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 wiﬁh the desire to
alleviate economic distress., Gallatin was reluctant to have
the government

rency. In a few instances, as Secretary of the Treasury, he

attempt discretionary management of the cur=

undertook merely to neutralize certain undesired effects of
governuent fiscal operatlons.

Gallatin much preferred that strong snd responsible
private banks undertake compensatory monetary policies, as
in the above-mentioned cases regarding the Bank of England,
the Bank of the United States, and the New York benks. Such
& proposal was a logical outgrowth of his Jeffersonianism.
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 tempted to increase their discounts in
order to earn 9 end 1/2 per cent returns on their capital,
&8 some banks had done, they should restrain themselves to a

reasonable 6 per cent return. They would not then overextend
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their issues and endango:'spceie payments.l And in time of
contraction, the banks should alleviate business distress
in so far as compatible with the continued payment in specie
of their obligations. The latter qualification was alle
importent to Gallatin. In commenting upon the fact that
banks outside of New York were forced to suspend specie pay=
ments agein in 1839, after having temporarily resumed in
1838, Gellatin seld that the difficulty was that they had
‘failed to reduce their diseounts during the two years from
the time they first suspended to en amount compatible with
their specie resorvena. Had they done so gradually, they
could have minimized the inconvenience to the business com=
munity. A4As it was,

The continued suspension of specile payments and cire

culation of & depreciated currency are the general

evil and the true injury to the community at large.

The reduction in the amount of discounts is & partial

evil vhich falls precisely on those who ought to bear

it, since it was the excess gr the loans vhich was

the cause of the suspension.

The Bank of the United States, although & private insti-

tution, was in seversl respects a service agency to the gove-

lunion Committee, o +3 Ps 79, Cf. Gdward 8. Shaw,

who says, "Frivate coumere anks are recipients of =

public trust, ¢ « " 22- 31‘,, P. 86,

2Gallatin, letter to J. Abbot, Jr., October 14, 1841,
W. II, o858, Cf, A%g-, P 581; abow, P 80, Bs 1o
The bellef that the reduction of discounts fell om those who
ought to besr it may have been besed on his idea that the

loan policies of benks were what the borrowers mede them,
See above, p. 86. |
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ernment, end was charged with responsibilities over the
monetery system. It was a central bank.* It was not,
therefore, illogleal to expeect that the Bank of the United
States should adopt a countereyclical monetary poliey, and
Gallatin deserves credit for recognizing this, But it was
expecting too much of the state banks., It is an unfortunete
fact that such private institutions, operated for profit,
would not have been following their own best interests head
they failed to expand in times of rising profits end prices,
or failed to contract in times of falling prices and profits.”
Gallatin's Jeffersonien "solution" to the problem of monetary
policy, when the central bank was week or non-existent, was

totally inadequate.

lBruy Hemmond, "Public Poliec and Ratianal Banks.

raviow of Apthur M. Sehlaainsar, r'a, Tb. 94 cgon ,
in nal of Heonomic Histox L ¥ y, 194¢ ; ammd.
“Jacxaon. biddle, an t:o ;; of the Bnitod Statoc.

Jdo , ¢ to VII (May, 1947), 1-2,




CHAPTER VI

COMMERCIAL BANKING

The functions of banks, Gallatin showed, include dis-
counting, receiving deposits, end issuing benk notes. In
more detall, American benks "discount negotiable paper,
purchase and sell domestic end occasionally foreign bills
of exchange, receive deposits, or open cash credits to
individuels, md issue bank notes, always, nominally st
least, payable on demend in specie. . . . Banking in America
always implies the right and the practice of issuing peper
money as & substitute for a specie currency."l

The essentiel difference between banking and commercial
enterprises, according to Gallatin, wes that merchants rely
"for the fulfilment of their engagements on their resources,
eénd not on the forbearance of their creditors,” while banks

lgallatin, "Suggestions on the Benks,"” ogg gﬁg.. pe 369.
Cf. letter to Leonerd Meison, December 20, 1836,
II, 515; "Considerations on the Currency, op. cit., Dp. 69.
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rely not only on their resources, "but also on thg proba-
bility that their creditors will not require payments of
their demends." GCellatin edded, typically, thet the pro=-
bability of the creditors demanding payment was greatly
increased in proportion to the excessive issues of the banks.
Since the "primary duty of banks is to maintein specie pay=
mants,'z Gallatin believed it incumbent upon banks to keep
their issues of notes moderate in amount, in order to give
confidence to their creditors and to maintein 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 nocessity of maintaining specie payment on demend
obligations is a recurrent theme throughout Gallatin's mone-
tary writings.

As early as 1809, Gallatin described the principal
assets and lisbilities of commercial benks. Benk "property”

lncongiderations on the Currency," op. cit., p. 298,

“New York Bank Presidents to Michael Hoffmen, Chairmen
of the Committee of Ways and Means of the New York Agsembly,
February, 1842, CGallatin, Writings, II, 581.

3n his 1831 essay he was more likely to neglect de-
posits (e. g., "Considerations on the Currency," ggi_ggé,.
g. 299), whereas in his 184% essay he generally include
eposits in his discussion (e. g., "Suggestions on the Banks,"
ops. cit., pp. 378-80).
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consists of "debts outstanding,” specie, and the "building
necessary for the institution." Bank liabilities are those

to stockholders, in the form of capital end undivided profits,
o government, and to individuals. The leatter two are evi-

denced by deposits and notes.l

In the same discussion,
Gallatin noted that benks were opereted for profits, and thag
these profits were derived largely from lending at interest.
Large dividends to the stockholders, he thought, were indica-
tive of & low ratio of specie to liabilities, Therefore,
moderate dividends indlcated safe and conservative banking;z
For example, 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 that the Bank heas not, in any considerable
degree, used the public deposites for the purpose of extending
its discounts."®

Gallatin developed further the neture of the agsets and
lisbilities of benks, in his "Considerations on the Currency."”
48 he put 1t, "a portion of the capital is sometimes vested
in public stocks,” but this was not obligatory. Frequently

1Gallatin, Report of March 2, 1809 on "Bank of the
United States,™ gggrigag 8ta§§ Pepers, Finence II, 351, By
"debts outstanding®™ he meent oang end discounts."

3Ib;d. This unqualified conclusion is mede scmewhat
plausible by the fact that usury laws limited the rates that
could be charged, hence the principal method ieft to banke
for inereasing tﬁsir profi ts was to stratech their loans and
their liabiilties relative to their specie.

3I b& .
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all the assets of American bsnks took the form of losns and
discounts to individuals end businesses; in this respect the
Americen banks differed essentially from the Bank of England.
"The capital of this institution, being losned to government,
and not depending on the solidity of the paper discounted,
affords a stable guerantee to the holders of notes snd to
the depositors.”l Gallatin saw one difficulty with proposed
legislation in New York requiring banks to invest certain
portions of their funds in government securities. There
was not enough capital in the United States, he thought, to
, tle up much of it in government securities. With so meny
loanable funds already in mortgeges, the proposed rﬁquiramnnt
would force banks to curtail too much their accommodstions to
buginess. If it were not for that difficulty, he believed,
the result of the proposal would be to inspire confidence in
banks that they otherwise lacked.®

In attempting to show that the creditors of the Bank of
Englend were better protected than the creditors of American
banks, Gallatin reessoned as follows:

The benk can loan to individuals, or advance to
government (beyond its capital as above mentioned),

lGallatin, "Considerations on the Currency," gga_g%g.,
Ps 279, Note that this is strictly true only if these losns
to government are a true "secondary reserve," that is, they

are highly liquid without loss of face value, while drewing
interest.

2Ibid., p. 319.
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nothing but the difference between the aggregate
of its notes in circulation, and of the credits in
account current on its books, 2nd the amount of
specie in its vaults. DBut the Amerlcen benks lend
te individuals not only that difference, but also
the whole emount of their capitel, with the excep~
tion only of such portion sg they may find it
convenient but are not obliged to vest in publie
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 comments.

It might seem that the capital of the Benk of England
wes in part "tied up,"™ whereas that of the Americen banks
was not. This was not so, according to Gellatin, because
the American banks frequently extended accommodstion loans,
which were reneved continually, and loans based on real
property. "This departure from what has been generally
deemed the true benking principle must, it is believed, be
ascribed to the original disposition of the capital."8

In snalyzing Gallatin's comments on the greater restric-
tions on Bank of England lending then on lending by Americen
banks, it must be noted first that, unless the losns to
government replace loens to individusls, then the fact that
the capital of a bank was invested in government securities

would not necessarily give greater protection to creditors.

lnConsiderations on the Curremcy," ibid., p. 279,

3Ibig. Accommodation loans were those secured by paper
other than short term commercial paper or mortgages.
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In fact, if the loans to government took the form of deriva-
tive dapaaits,l the ratio of specle reserve to dsmend liabi-
lities would be decreased. It is reasonably clear from the
context, however, that Galletin hed in mind loans to govern=-
ment replaeing loans to individuals.

The quotation compering lending by the Bamk of England
with lending by American bsnks is somewhat ambiguous in that
it may seem that Gallatin was implying some kind of a guanti-
lative limitation on Benk of England lending, as well as a
qualitative limitation in so fer as part of its loens had to
be made to government. Furthermore, Callatin seld that the
real difficulty with American banking was that state banks
extonded "permanent accommodations™ rather than short-term
commercial peper, implying that there would be no problem of
the quantity of note lssues if only they were issued on the
basis of genuine commercial jpape::-.8 He failed two point out
thet the restriction of loans %o those besed on governmen ¢
securities and commercial psper will not prevent expension

of the money supx:»ly.“s

lpeposits stemming not from the in-payment of cash or
the transfer of credite from other bemks but rether from the
extension of new loans.

2Ipid.

SThig shortcoming of Callatin's views wes shared by many
British snd Americen monetary writers of his day. Mints,

Ops cit., pp. 26-38, 48-50, 12¢-36, 156-59, 166,
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As a matter of fact, CGallatin has stated merely a
truism in the quotation comparing the Benk of England with
Americen benks. For purposes of enalysis, he assumed that
all bank assets consist of speecie, loans to individuals,
end loans to government, and that all bank liabilities con=-
sist of notes, demand deposits, and capital, Thus he omitted
those balance sheet items that were of minor importance. In
the case of the Bank of Englend, he showed thet the amount
of loens to government equals the capital, ‘“hen, specie
plus loens to individuals must equal notes plus demand de-
posits, since the total assets must equal the total claims
against the assets. Gallatin merely sald the same thing in
a different form when he steted that the Bank of Englend
- could lend to individuals "nothing but the difference be-
tween the aggregate of its notes in eirculation” and demand
deposits, on the one hand, and its specie, on the other.
This is 80 by definition, and no special significance for
eredit expansion should be attached to the statement.

The following illustrations will show thet the "require~
ment"™ that the private loans of banks be limited to the
difference between thelr demend lisbilities and their specie
is no limit at all on the quantity of such loens, or of the
resultent demand liabilities. In each of the following
abbreviated balence sheets, ell entries are hypothetical.
Assets are placed on the left-hand side of the balsance sheet,
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end liabilities on the right. As in Gellatin's discussion,
some accounts are omitted on the grounds that they are not
of strategic importance. In Figures 1 end 2, loans to
government Jjust equal the capital., In Figure 2, it is
assumed that the bemk extended additional accommodations
either by issuing notes or by increasing demend deposits.
In the case of the American banks, Figures 3 and 4, it is

assumed that none of the loans is to government.

Specie $100 Notes plus

Loans to demand de=
government 100 posits $200

Loans to Capitel 100

individuels ﬁo%

S e

Specie $100 Notes plus

Loans %o demand de=
governmen t 100 posits $900

Loans to Capital 100
individuals 833

The Bank of Englend in both Figures 1 and 2 meets the
"requirement™ that nothing is lent to individuals except the
difference between demand liasbilities and specle; yet the
Bank in Figure 2 has greatly extended its discounts. Its
specie on hand to meet demand liebilities is only one-ninth
of those liabilities; that is, its "reserve ratio” is 11.1
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per cent, This ratio should be contrasted to the 50 per
cent reserve ratio of the Bank depleted in Figure 1.

Specie $100 Notes plus
Loans to demand de=
individuals 200 posits $200

m Capital ﬁ

Speeie $100 Notes plus
Loans to demand de-
individuals 900 posits $900

Cepital 5%

The American Bank, in both Figures 3 end 4, fails by

one hundred dollars to keep 1ts loens to individuals down

%o the difference between demand liebilities end specie.

But in Figure 3, it hes a 50 per cent reserve ratio, whereas
in Figure 4, it has a retio of only 11.1 per cent. Moreover,
this does not teke into esccount the probasbility of a drain
of reserves to other banks as che cks are written sgeinst the
newly-created deposits.

To sum up, it is true that the Bank of Englend not only
had immediate recourse to spscie, but presumebly could cone-
vert quickly its secondary reserve into cash. The American
banks were dependent upon maturing discounts for extra cash,

They were in en even less liquid and secure position when
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their assets were long-term.! It would be a mistake to
assume, however, that the secondery reserve requirement,

or, for that matter, the limitation of loens to short-term,
"self-liquidating” commereial paper, would limit the quan=
tity of momey in circulation. Figures 2 end 4 are examples
to the contrary., Yet Galletin sometimes seemed to overlook
that fact, especially in these passages from "Considerations
on the Currency."

One has to look elsewhere in Geallatin's writings to find
indications that he did not believe that limitations on the
guality of bank'loana (for example, loeans only to government
or on commercial peper) were suf ficient to prevent signifi-~
cent increases in the money supply. On November 17, 1831,
in & letter to R. M. Sherman, Gellatin showed greater insight
into the process of credit expansion than in "Considerations
on the Currency." He was discussing a plen whereby the State
of Connecticut would permit bemks to issue notes to ean amount
no greater "than they shall have secured by & deposit of morte
gages or public securities of certein descriptions."® He
argued that the provision would secure the note-holders against
ultimate loss, provided that the land mortgaged was worth more
then the emount of the mortgege, and that the public securities

1see above, pp. B3-85,
£Gallatin, Writings, II, 448-49.
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were valued sufficiently below the market price to cover
any loss attributable to a fall in their brice. There were
other difficulties, however, with the proposesl. If there
were two million dollars of Connecticut bank notes in circu-
lation, then in order to place &n equal anount of their funds
in mortgages or public securities, the banks would heve to
do one of two things: decrease their ordinary loans drasti-
cally, to the detriment of the business community, or increase
the aggregate of their loans by two million dollars. The
latter sum "may be more in proportion to their capitel thanm
would coneist with good management. , . ol Here, then,
Gallatin recogmized a factor thet he did not contemplate in
much of his “Considerations on the Currency,” the creation
of loan deposits to finence such assets. Thus, although the
proposal might protect the note~holders sgainst ultimate
loss, it would protect "meither them nor the public at large
egeinst a suspension of specie payments end the consequent
temporary depreciation of the notes.”a

As a result of such reasoning, Gallatin in his later
writings deperted greatly from the "Banking School" principle.
This theory asserts thet a sufficient limitation on the
lending sctivities of banks was thet they discount only

11bid., p. 448,
2Ibid., ppe 448-49.
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short~term, comercial paper. Galletin advoceted legislation
limiting the loans to stated proportions of the capital of
banks.l As Brooks shows, some of the American writers who
wanted bank notes to arise solely in the process of discounte
ing short-term, business paper believed that such notes could
not long be issued in excess of "the needs of business.” Any
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 cheracteristic of the
Benking School in Englend,®

In the United Stetes, meny writers attacked the commers
cialuloan; Banking School theory, but Gouge was among the
few who saw that "by discounting business paper as much bank
paper might be set afloat es by discounting accommodation
notes. The seme lot of goods might be 80ld to 2 dozen per=-
Sons and each might give a note, and each of these twelve
notes might be discounted at & bank."d Gellatin nowhere

lsee below, pp« 220-22,

2
Brooks Bey DPPe 285+30; lints ORs cits, PPe 9=
11, 46-47, gb-BF 2" : Koo

Scited in Brooks og« ¢lte, pe 233, See also Figures
2 and 4, above, pp, 13?~ . Fb; further criticism of the

commereial loan theory, see Bollmann, o ¢y PPes 268B=74;
Robertson, 'Zegave ia

Mints , f Ps 94, and pessim;
mﬁ&ﬁ: PPe 54=55,
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mede as clear a criticism as Gouge's.

Demand deposits in commercial banks could be converted
at eny time into bank notes, and they commonly performed the
majority of payments in commercial transactions. Accordingly,
Gellatin recog ized demand deposits as xnoney.l In order to
analyze the role of demsnd deposits, Callatin discussed the
history of banks of deposit, He first described the bank of
Hemburg, which was essentially a warehouse for deposits of
silver. C(redits were issued for deposits, and these credits
could then be transferred from person to person. The credits
were merely warehouse receipts for the silver; hence the bank
created no new money by note issues. HNor did the bank of
Hemburg extend discounts end thereby increese deposits. It
was purely a bank of deposit.

Next, Gellatin showed thet the Benk of Austerdam developed
on the basis of partisl, instead of 100 per cent, specie re-
serves. The Benk of Amsterdam, finding that it had a certain
minimum emount of specie in its vaults et all times, decided
to lend pert of the idle specie. Again, payments were ef=
fected by transfers of credits, and these ¢redits, Gallatin
insisted, were like benk notes in every respect. "The bank=

notes and the deposits rest precisely on the same besis: for

1see above, pp. 127-29.
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immediate payment on the amount of specle in the veults; for
ultimate security on the solidity of the debtors of the
banks, "}

In discussing the creation of a system of partial re-
serves, Gallatin thought in terms of specie being withdrawn
from the vaults of the benks, as loans were extended, the
total amount of money (now including deposi‘tn) staying the
same. He further thought that the specie released by this
lending process then would be productively used.® The fact
that Gellatin conceived of & systen of partial reserves as
originating from the withdrawal of specie was probably one
reason for his failure to understend the creetion of money
through the extension of losns that result in derivative
deposite. As the following quotation shows, he was quite
explicit in his belief that new money had not been ereated:

In this case, the amount of credit on the books of

the bank would remain the game as if that sum in silver
hed not been withdrawn from its vaults; and all the
payments effected by the transfers of those credits
would continue to be made precisely as theretofore.

The amount of those credits would therefore continue

to be, in every respect, the currency of Hamburg,
differing from what it was formerly only in being
sustained by a less amount in specie, and depending
for its ultimate security on the aoliéity of those

to whom _the silver withdrawn from the vsults had been
loaned.

lvconsiderations on the Currency," op. cit., p. 267,
25ee below, pp. 207-9.

S"Considerations on the Curremcy,” op. cit., ps 267.
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In 1836, Gallatin clearly recognized that deposits might
arise through the extension of loans.l whereas in March,
1831, he specifically stated that banks can afford relief
in times of depression by lending their credit to "solvent
dealers,”™ "which cannot be done without enlerging their
1asues, "®

Assuning with Gallatin, for the moment, that the bank
losns ocecur without extending derivative deposits, and
without printing new paper money, it is not true even then
that the money supply is unaffected. In the balance sheets
for "4 Commercial Bank" and "All Non-Banks," in Figures 5
and 6, 1t 1s assumed that non~banks deposit specie in the

bank. The money supply then consists of the amount of the

Deposits in

baenks i&gg Capital 2&22

lLetter to Leonard Maison, December 20, 1836, liritings,
II, 516s See also his 1841 “Suggestions on the Benks,” pp.
372, 420-21. Even here, however, Gallatin did not see the
full iuplication of the creation of loen deposits for the

money supply. OSee below pp. 177-79, Cf. Redliech H;ﬁgggz of
an_Business Leaders : -tudies, iIt art
ilen_end Idees, 236, n. 101,

2"Considerations on the Currenecy,” op. cit., p. 274
Cf. above, pps 127-28. g i ;
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demand deposits, counted elther as a liability of the bank
or as an asset of the non~banks. There is no money circu-
lating from hend to hend, so the money supply equels $100.
In Figures 7 and 8, it is assumed that the benk grents

loans to the extent of $80 to non~banks, which losns are

Fig, 7.==4A Commereial Bank, Balence Sheet
Specie $20 Deposits $100
Loans

Deposits in Debt $80
banks $100 Capital 100
Specie 8

withdrawn in specle from the banks. Thus an additional sum
of $80 is put into ecirculation. It should be recalled that
this is the way in which Gallatin described the origin of
partial reserve benking., The money supply has not remained
at $100, however, as Gellatin apparently thought. It now
consists of $100 of deposits plus $80 of specie outside of
banks. Gellatin treated this not as an increase in the money
supply but as a release of spscie for export--the least pro-

bable eventuality.t

lsee below, pp. 208-14.
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Gallatin's limited understanding of the nature of loan
deposits was typical of his time. Meny writers, including
Gallatin, knew that bank discounts could be teken either in
the farm of deposits or of bank notes. Likewise, many of
them must hsve known thet, in the larger cities, the volume
of demand deposits begen to exceed the amount of bank notes
in circulation in the 1830's.l When it ceme to recommenda-
tions for monetary reform, however, most of the se writers
ignored bank deposits. Gallatin argued that depositors
acquired their status volunterily, end were well-inforned
with regard to their bank. Holders of notes, on the other
hend, did not have &s much discretion, end were frequently
the less well-infomed members of the community., Therefore,
Gallatin thougit , regulation wes more necessary for notes
than doposita.g

As a general rule, most American and Engli sh wri ters
prior to the middle of the nineteenth century either failed
to recognize that new money could be created by loan deposits,

or else minimized the importance of this fact. Alexander

lsee above, pp. 129-30, 140.

£Gallatin, w;;gg%gg, II, 516-17; "Suggestions on the
Banks," s Cits, Do « The view was widely held that
deposltors could teke care of thelr own interests, but note-
holders could not; see Brooks, 92: eit., p. 145; Jomn T,
Holdsworth, "Lessons of State Ben ng Before the Civi% Var,"
geademy of Political Science, Proceedings, I (1910-11 ;
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Hemilton and Erick Bollmann were among the few exceptions to
this gemeral rule.l Although Thomes Joplin had described
accurately, in 1826, the process of expansion of the mnoney
supply by the benking sy stem on the besis of & new primary
dapas&t,g most monstary writers in the nineteenth century
had little understending of the process.

As a first epproach to an explanation, assume that the
increase in loans, in Figures 2 and 4, abave,3 took the form
of increased demend deposits. If that were the end of the
matter, then the banks in gquestion each would have inereased
the money supply by §700, as compared to the situations in
Figures 1 end 3., It is quite likely, however, that the
reciplents of the loans soon will wri te checks against the ir
deposits. To the extent that these checks tranasfer credits
to other banks, it will be a drain upon the reserve of the
banks that have extended their loans so improvidently. Cone
sequently, no single bank in a system of meny banks can extend

new loen deposits of much more than the amount of any new

1Brooke, o t | p. cit

. «s PPe 145-46, 202-93; Uints, op. eit.
PPe 4243, 86~§§?~§%§13x, gn‘ g;g.: PPe 6,’115~20; Grace :
Madeleine, op. cit., p. 151,

3Jcplin’s work i1s described in Mints, cit., pp.
104~7. In 1920, Chester A, Phillips formulated gebraically
the theory of deposit expension, in his Bank Credit (New York:

The Macmillan Co., 1920), pp, 32-44.
3Pp, 167-68,



178

primary deposits that they might receive.t Other banks in
the system, however, as recipients of new primary deposits,
are now in a position to extend new loan deposits, even
though they previously were "loemed up."

The process of loan expension is described, for example,
by the Board of Governors of the Federal Reserve Sys tem,
Assume a uniform reserve requirement of 15 per cent against
demand deposits of all banks., Assume elso that there is no
drain of funds to hend-to-hand currency; that all benks, upon
receiving new deposits, keep only 15 per cent of them in
additional reserves end lend out the remeining 85 per cent;
and, finally, that some one bank receives new deposi ts of
$100, The banking system as s whole vill then do what no
single bank could have done safely, and that ia\te expand
the total of deposits to 6.66° times the original deposit
of $100, Stated as & series of transsctions, the process is
shown in Figure 9.

Gellatin occasionally mede decided errors through his
fallure to recognize that banks create the money with which
they buy assets. He was espéeially prone to make such mig-
takes before 1830, as in an 1816 letter to Nathaniel Macon,®

1Assuminfnthat the bank was previously "losned up,”
that is, keeping only the minimum ratio of reserves to demand
liabilities, which it permits itself.

aone hundred divided by fifteen.

3
Writings, I, 697,
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Fig. 9.~-The Multiplying Capacity of Money in Bank . . .

Transactions.
Amount... Amount... Amount set
deposited lent agide
Transaction 1 $100.,00 $ 85,00 $ 15,00
2 85.00 72.25 12,78
3 972,25 6l.41 10.84
4 61.41 58,20 2.21
5 51.20 44,37 7.83
6 44,37 37.71 6.68
7 37.71 32,08 5.66
8 32,08 27.24 4.81
Q 27 .24 23,15 4,09
10 23,18 19.68 3.47
3 19.68 16,78 2.95
12 16.73 l4.22 2,85}
13 14.22 12.09 2,13
14 12,09 10.28 1.81
15 10.28 8.74 1.54
16 8.74 7.43 1.5)
17 7.43 6.32 1.1}
18 6.32 5. 37 «95
19 5.37 4.56 «81
20 4,56 3.88 .68
Total for 20 $640.80 $544.68 ¢ 96,12
Additional
transactions £5.86 £l.98 3.88
Grand Totsal $666.66 $566.66 $100.00

Fed eral R

a8 r Ferore Tn Skt
hand column of the original have bean ¢

ne
BPPOM' ng
arrected,
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The prineipal concerns of the letter were with a "redundancy
of the currency,” end with the sale of government bonds to
the banks. He stated that, in the event of the sals to
banks of United States securities, banks that were in an
insecure position could resell the securities, and thereby
bolster the ir reserves relative to theirp lisbilities. He
conceived of this a= a boon to the economy, in thet it would
raise reserve ratios and not add to the money supply. He
preferred 1t to an alternative method of enlarging the pro-
portion of specie reserve to mon etary liebilities of banks,
that is, the curtailment of discounts to the distress of
business.

The process as described, however, would permit an ine
flationary expension of the money supply, undesired and unfore-
seen by Gallatin, provided thet the banks purchased the securi-
ties by giving new deposits (or issuing bank notes). If the
benks that originally purchesed 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 monetary liabilities.* In fact, the only way in

1Additional reserves acquired by the banks which resold
the securities would soon be drained to other benks as the
Treasury wrote checks agalnst its new deposits. These other
benks, es a whole, would have given up reserves to purchage
the securities, then had those Treservee restored as checks
written by the Treasury were deposi ted with the me Total re=«
serves for the benking system would have stayed the seame;
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which the sale of government securities to the banking system
would not defeat the purposes Gallatin hed in mind would be
for the bank to resell the securities to individuals, whe
would pay for them by transferring deposits from other banks;
end, in addition, for the banks which gained new reserves,

as the Treasury wrote checks against its new deposits, to
refrain from extending new loans, Only if these conditions
were met would no new money have been created by the sale of
government securities. Gallatin's enelysis in this parti-

cular was seriously deficient.

Eree Banking

Gallatin distinguished clearly the principal functions
of banks: discounting, issuing notes, and accepting deposits.
Not all of his contemporaries, however, were able to see that
the function of issuing notes was separable from the functions
of discounting and accepting deposits. In the eyes of msny
proponents of hard money, banking was synonymous with note
issues Therefore, they believed, in order to abolish, state

total monetary liabilities would have increased by the
amount of the government securities,

The exact effects would depend on whether there was a
drain from deposits to hand-to-hand currency, whe ther there
were originally reserves in excess of the minimum bankers
wished to keep, and whether the banks expanded their discounts
u¥¢m recelving new reserves, Consideration of possible
erfects on income and output has been omitted.
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bank notes, legislatures would have to prohibit all banking.l
Consequently, legislation in several of the states of the
upper ‘lississippi Valley in the 1840's abolished commercial
banking eltogether.® Qallatin noted this tendeney to iden~
tify benking with note issue, but showed that, historically
speaking, banks hed seldom had the privilege of note issue.

We have, from the general prectice in the United States,
- eontracted the habit of considering the issuing of a
baper currency as an essential attribute of banking.

The opinion is erroneous. Beanks and bankers had been in
existence long before iy paper currency was issued by
any private individuals or associations. . + « The right
of issuing either a metalliec or a paper currency has
always been considered on the Continent of Europe as

en attribute of sovereignity, and it hes but very rarely
been delegated even to corporate bodies. . . , The busi-
ness of exchenge snd banking has for centuries been
carried on throughout the whole Buropean Continent, and
in the most important seet of commerce of Great Britain,
by capitalists vwho issued no paper currency.

Galletin went on to add that

the proper banking business consists not in meking cur-
rency, but in dealing in existing currency end in credit
or, as both are generally eéxpressed, bankers are money-
deelers. They borrow and lend money, discount notes,
buy and sell bills of exchange. They are, in all those

rnspaots* necessary intermedisries in every commercial
country,

»

luiller, op. eit., p. 12; Brooks, op, cit., p. 134,

zﬁammend, "Beanking in the Early Vest: Monopoly, Prohi-
bitlon, end Laissez~Faire," ops cit., p. 2, and pagsim.

3Gallatin, letter to Leonard Hagison, December 20, 1836,

Yritings, II, 514-15,
41pia., p. 515,
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Thus, CGalletin concluded, such banking operations, when
seperated from the privilege of issuing notes, should be
unrestricted by government and open to anybody with the
necessary capitel. But the privilege of note issue should
be drastically restricted, or, if possible, prohibited to
all but the Bank of the United States.l
Gellatin urged that banking functions, other then note
issue,
be left as free and open to every psrson or assocliation
of persons es any other brench of comnerce 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 thelr capltal and credlt as freely to the dealing
in promissory notes and bills of exchenge as to the pur-
chase snd sele of merchendise, of land, or of any com=
modity whetever., Nor is there eny reason why eny special
proviaign should be made in favor of that particuler
branch.
The key to Gallatin's srgument is that free competition should
prevell in money-dealings, but not in money-cresting. He
acknovledged that "great capitalists will ever have an ine

fluence on the money zﬁarket,” énd asserted that "no other

1Ibid., pp. 515-16; letter to Robert Walsh, Jr.,
April 27, 1830, & ings, II, 426; letter to Robert Fotter,
December 3, 1830, ibid., p. 442; letter to J, Horsley Pal~
mer, May 1, 1833, 1ibid., pp. 461-62; letter to A, C, Flagg,
DQOMbﬂI‘ 51, la ] !I C‘ po 56"

Ideally, Gallatin desired s purely metallic currency,
but he admitted this was impracticable ; letter to Froéarlck
Beasley, quoted above, p. 144, n, 1.

20311&1:1:1. letter to Lesonard Maison, December 20, 1836,

Yritings, II, 519.
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remedy can be found than in the freest competition.”"l Al-
though he believed that capital was not dangerously concen-
trated, in his time, he suggested that state legislatures
might 1limit the extent to which capitalists could form volun-
tary associations, so as to prevent a monopoly of the money
market. But the greater problem in the United States was the
"great disproportion between the demand for capital and the
supply,” so that "concentration of small capitels for the
purpose of banking" was useful, and should not be prohibited,.?
Because he believed thet the business of money-dealing
should be left free, Gallatin opposed the Restraining Act of
the State of New York, which preceded the Free Banking Law
of 1838,% The New York Restraining Act, passed in its ear-
liest form in 1804, was copied widely in the early 1830's
by meny other states. These acts were intended to protect
the monopoly of the chartered banks by prohibiting persons

and non~chartered assoclations from engaging in verious

1%0. Pe 516,
2Ibid., p. 517.

bid., pps 514-20; letter to Frederick Beasley, ibid.,
P« 512; letter to J. Horsley Palmer, ibid., p. 462; letter to
A. C, Flagg, ib o3 Do 563; "Considerations on the Currency,"
og, 3%5., Note C, "Restrictions on Private Banking," pp. 350-
3 port of the Union Committee eppointed by the meeting
of the signers of the memorisl to Congress, held on the 1llth

day of February, 1834, at the Merchants' Exchange, in the city
of New York,"™ op. eit., p. 79.
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banking operations. The acts were seldom enforceable, and
were finally swept eside in the attack against privilege
end monopoly, exemplified by the "free banking" movement .l

The opposition which Gel latin expressed toward the
Restraining Act, and his espousal of free competition in
money~-dealing, may be the source of an error made by Fritz
Redlich, He stated that "Albert Gellatin . . . was a friend
of Free Banking &s early as 1834."% Bug Gallatin was never
& friend of free banking in the sense in which the term was
used before the Civil War. As has been mentioned, benking
was typlcelly associated with note issue, and free banking
was taken to include thet privilege. As Gallatin sald,

I use the term benking in thet sense in which it
is universally understood in the United States; that

is to say, as implying the permission to issue a
peper currency.

lﬂammond, "Free Benks and Corporations: The New York
Free Benking Act of 1838," Jou ot P ics ., XLIV
(April, 1936), 186-94; "Ban ng in the E :
Pruhibitian, and Laissez~Faire," gﬁ;_g%ﬁ,. PPe 2«6, 8-l2,

Oscar and Mary Handlin point out that the unique characteristic
of chartered corporations, in the early history of the colonies
and of the United States, was that they were conceived of as
"an agency of government, endowed with publie attributes, ex~
clusive privileges, end political powers"; hence they were
used, for the most part, in turnpikes and banks, not trading
companies and land speculations. "Origins of the American

Business Corporation,” Journal of Economic History, V (May
1945), 22, g . i

®Redlich,
and St

Monopoly,

I LY

1 55, Tedlich's source
8 & diary en 0l &n 1lmpressionable woman who reported
pn th? bggia ofy conversation with Gellatin, thaﬁpho "would
ave Irce benking"; Adams, op, elt., pe 651,
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By free banking, in its genuine sense, I under-
steand the extension of that permission to all persons
or assoclations of persons, free of all restraints,
but on his or their personal responsibility.t

Far from being a friend of free banking in this sense,
Gellatin believed, as early as 1804, that "of all acts of
government none perhaps was more delicate, none requirsd
greater diseretion snd cautiom to guard 1t against improper
speculations, then the granting of a banlk charter."® This
statement 1s contrary to the philosophy of free bamking.
lloreover, Gallatin wae consistently and strongly opposed to
the unrestricted grant of the privilege of note issue. He
insisted that the issuence of notes was not a private right
but & prerogative of the federsl goveramsnt, Fixing the
stendard of value, he thought, was as important as setting
stenderds of welghts end measures. Consequsently, he strongly
disapproved of unrestricted note issue by state banks.d

Mueh as he opposed "governmental interference™ in the
economy, Gellatin seid, with regerd teo the issue of paper
money, since "the poor end the ignorent would be incapable
of judging between sound and bad pepar, that they would be
exposed to perpetual impesitions end losses, and that it is

lretter to A, C Flagg, December 31, 1841 ¥ritings, II
563-64. See also above, p. 160. . y i

“Letter to Jefferson, April 12, 1804, Jritings, I, 184.
®"Suggestions on the Banks," op. cit., pp. 429, 431,
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one of the cases in which, for their protection, leglslative
interference is legltimate and necessary."l Acknowledging
"that no restrictions should be imposed on the acts of indi~
viduels or sssociations but such as are necessary %o secure
the rights of others or to protect the whole community,"
Gelletin nevertheless argued that restricticn on note issue
is "proper md necessary,"s
Gellatin cilted the numerous benk failures in Englend

during en era of free banking before establishment of Joint~
stock banking associetions., Annually from 1814 to la2s,
Gellutin asserted, thers had been & 16 per cent average ratio
of benk failures %o the number of chartered benks., This
figure he contrasted to the 2 1/4 per cent of bank fallures
in tke state of New York during the same period. He compared
"personally responsible private bankers™ with banks chartered
by the legleslature, "in which the capital actually paid has
been the guarentee substituted for personal respongibility,
and which have been regulated by efflcient restrictions.™
Elther system was acceptabls to Gallatin, and far preferable
%o a plan of unrestricted, free banking.

The assertions that the community will bs better Pro=

tected, and individuals of all classes less likely to

bs imposed upon, under a system in which there is
neither personal responsibility, nor eny assurance of

lealletin, #ritings, II, 564,
Q"Suggestinau on the Beks," op., ecit., p. 431.
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a sufficient and real capital actually paid, nor any

legal restrictions that may prevent the dilapidation of

thet capital, is a pure theoretical opinion wholly un-

sustained by experience,l

The Loco~Focos and certain other elements among the
Jacksonian Domocrats were the groups thet wanted "sound
money” and, at the seme time, wanted to democratize banking
and destroy the privileged "moneyed machines."® Gallatin
observed that this opposition to the state banking system was
originally, in meny states, as much against paper currency,
"by whomscever issued,” as against monopolistic privileges
of banks chartered by the legislatwes. Then he added the
following caustic but penetrating observation: "The oppo=
nents seem to have lost sight of the principal object, end
to have remained satisfied that there should be a dangerous
excess of paper money, provided everybody should be permitted

to issue it."3

J'Mw; Pe 443,

®Hemmond, "Free Banks and Corporations: The New York
Free Banking Act of 1838," ey PPe 184, 192 ff.;

Redlich, Essays in American Vconomie History: Erie Bollmenn
end Studies in Benking, op. cit., pp. 139-6&, Jackson, him~
self, according to Redlich, was highly incensistent in his

poal@ian toward banks other than the Bank of the United
Stetes. At various times, Jackson seems to have (1) argued
for free banking, (2) approved state-chartered monopoly
banking, and (3) opposed all banks. Ibid., pp. 165-66.

Snsuggestions on the Benks," fﬁi—ﬁlé" p. 430, For
documentation of the view, here being atiacked by Gallatin,
that free benking would be non~inflationary, see Brooks,
ops cit., p. 263. Also, Bray Hammond cites the report of
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There had been some assertions by the proponents of free
banking that the principle of free competition required that
no restrictions be placed upon private banking, including
issuance of notes. Gallatin observed, rightly enough, that
unrestricted note issue was en "erroneous application of the
principle of free trade.” Free competition in producing eny
comnodity tends to bring about & reduction in its cost or
an improvement in the quality of the commodity. In money
dealings, the same competition "procures discounts of
negotieble paper on the cheapest possible terms. But issuing
& paper currency is not dealing in money, but making manoy.“l
Competition, Gallatin argued, cannot meke & currency cheaper
except in that it mekes it "worse than the legal coin of
which it is the rapresentatlvo."z That is, competition in
note issue merely depreciates the currency. With free bank-
ing, Gellatin said, "We would then be inundated with insecure

a committee of the New York legislature in support of the
1838 bill to provide free banking in that state. The report
attributed inflation to the existing system of restricted
charter banking, and argued that free benking would prevent
inflation! Hamumond ridicules the comuittee report, pointing
out that one justification for monopoly in banking wes that
it kept down the number of banks and minimized inflation.
"Free Benks and Corporations: The New York Free Banking
Act of 1838," op, cit., pp. 194-95,

1”Suggastlcns on the Banks,” op, eit., p. 431,

#Inia.
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paper.”l This is & shrewd appraisal of competition in
bankins.z Only if the power to create money is divorced
from the operations of banks would competition in banking
be safe.

Brey Hammond points out that free banking, despite the
argunents of men like Gallatin, became deep-rooted in the
Americen banking system. Hammond spesks of it as an out-
growth of the "destruction of centralization and untrameled
exploitation of the continent under individuaelism and laissez-
faire."® Free benking spreed rapidly after its adoption in
Michigen and New York in 1837 and 1838. Hammond asserts
that free banking, without the privilege of note issue but
with the power to create loan deposits, was accepted by the
federal government in the National Banking Act of 1863,

lloreover, "the Federal Reserve banks, the Reconstruction

lietter to Frederick Beasley, September 3, 1836, W
II, 512, For evidence that Gallatin's predictian prcved to
be accurate and that free banking brought numercus benking
abuses and failures, see the following: Hammond, "Banking
in the Early West: Honqpcly. Prohibition, and Laissoz»?airo.'
) ¢it., PP. 6-8 18-15, 25; Andrew McFarland Davis, The
I F?»mo; the National Bsnking System, Senate Documents

3%, 61lst Cong., 24 8688., (1910), DD. 13«301 John Jay
&01, A i, Story O banxing in L AP RIAAE vE LOE Bradford
Rhodes & ' . « above,
PPe 85-87.

Bce. Mints, ope eit., pe. 140,

Sﬂammond "Free Banka end Corporations: The New York
Free Banking Let of 1838," op. cit., p. 184,



191

Finance Corporation, and the Federal Deposit Insurance
Corporation are evidence that free benking, too firmly vested
to have its defects remedied from within, hes hed to have
them compensated from without. nl

Gellatin's proposed solution to the defects of American
banking, however, went to the heart of the problem. He would
have separated the privilege of money creation from the
other functions of money-dealers.® That he did not include
& prohibition of loen deposits is undeniable, but it is
equally clear that if he had seen the possibilities of credit
expansion through losn deposits, he would have argued for
their prohibition.® It has been stated sbove that the private
bankers, in the three decades before the Civil War, extended
discounts only out of their own capital; they probebly did
not create deposits over snd above the eamount of money already

in their possession.?

1% See also, Hammond, "Long and Short Term Credit
in Barly rican Bnnking,; oPs git., Pp. 95~97; Lauchlin

B. Currie, 3 _Suppl
: g (Camby dge: He Un
PP 6-28, 131, 142-43, 158,

®cf. the modem proponents of "100 per cent reserves":
€+ &+, Irvin Figher, (New York: Adelphi Co., 1935).

Currie, op. cit., pp. 151-52,

Ssee the quotation in which Gellatin expands upon the
prineiple that "the proper banking business consists not in
meking currency, but in dealing in existing CUrTrencye » » o
Above, p. 182,

45ee above, p. 85, n, 2,
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One of Galletin's reasons for distinguishing between ‘
notes and deposits, prohibiting the former only, wes mentioned
above. Depositors were better informed and more wary than
note-holders, hence were able better to protect their own
interests.t For smother reason, if benks were prohibited
from issuing notes, their feilures would hurt only depos-
itors.

It would dersnge the beneficial system of transfers

of credit, but would not affect the standard of velue,

which, since no paper currency had been put in eircu-

lation, would, for the community, ecnt%nm to be legal

coin of the country, and nothing else.
Gallatin went on to edd thet the danger of suspension of
specle payments was greeter when benks had two kinds of
demand liabilities, notes snd deposits, then if they had
only deposits. In the above quotation, Gallatin apparently
overlooked the fact that the deposits in banks served the
purpose of money, and that the failure of the banks would
cause the contraction of that part of the money supply
represented by the deposits. Far from not affecting the
"standard of value,"” prices could very well be collapsing,
business calculations upset, end profits falling. The harm

done by such a sequence of events would be as great as in

lsee above, p. 176.
2"Suggestions on the Benks," op. cit., p. 374,
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the case of the loss of money represented by notes., Again
Gallatin's understanding of the role of bank deposits was
deflcient.

One qualifieation should be noted to Callatin's recom-
mendation that the state banks be prohibited from issuing
notes. VWhile in the process of writing his "Considerations
on the Currency,” CGasllatin wrote to Nicholas Biddle as
follows: '

There is a + . . point on which I do not feel myself

sufficiently informed: it 1s the real utility of

country banks to the districts in which they are

situated. I have only general and vague notions

on that subjeet. That the local currencies they

issue sre emomalous and insecure I am satisfied;

but independent of the selfish motives of specu-

lators in those institutions, there is a general

feeling even now in thelr favor, which must have

its foundation in some real utiﬁty. + s« » TO

distingulsh in that case botwut use and abuse is

important, and to me difficulst.
Vhatever information he received from Biddle, he inserted in
‘his essay an acknowledgement thet, in rurel districts, the
system of deposits could not exist to the same extent as in
cities, and that "banks soberly and skilfully sdministered
stimulate industry by the facility which the ir loans afford
to men of enterprise, and that the ablility of those banks to

meke those advances would be much curteiled if altogether

lLetter of August 14, 1830, Writings, II, 439.
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precluded from issuing natas.”l Although Gallatin said no
more on the subjeect in this passage, elsewhere he insisted
that if state banks were to be allowed to continue to issue
notes, their powsrs should be circumseribed,®

Gallatin not only opposed the general idea of extending
indiseriminately the right to issue notes, but he also
opposed the New York Free Banking Law on the grounds that
1t had seversl serious omissions.”® The law contained no
requirement that capltal actualily be peld in, either in
specle or its equivalent. The capital of the free banks
"may be nominal or real, consisting, at the will of the
perties, of specie, mortgages, or stocks of any description,
of nominal debts, or of nothing &t all.™ Nor did the law

1*Cengiderations on the Currency," op. cit., p. 277.
250 below, pp. 215-29.

SFor Gallatin's summary of the provisions of this law,
see "Suggestions on the Banks,™ op, clt., pp. 433-37,

41vid., p. 437, The consequences of the failure %o
require that capital be contributed in sgpeecie, or in the
fallure %o enforce such a reguirement, ere deseribed in
Dewey, State Benking Before the Civil War, pp. 5-22; Dewey

ouge ' s aminating account of the praectices
of that era: "The first installment, which we shall suppose
to be §5 on a share, enables the banks to purchase desks
and the counter and to pay for engraeving 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 meet
contingencies, It then begins to discount notes and
circulate paper. As the bank notes will serve the purpose
of trade in the neighborhood, the specie is sent to distent
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limit the duration of the charters, restrict note issues
relative to capital, or provide for the forfeiture of banke
ing rights one year after & suspension of specie paymen t8.
In these respects, Gallatin objected that the free banks
were not subjeot to the same restrietions elready applied
to the benks chartered by the leglslature. He wanted the
free banks restricted in these matters just as the other
banks were.l

Next, Gallatin objected to e provision in the law con-
cerning the note issues of the free benks, They were re-
quired to deposit with the state certuin kinde of bonds to
the full extent of their note 1ssue. Although this regula-
tion might provide ultimate protection for the note-~holders,
Gallatin thought, 1t did nothing to prevent the immediscte
evils of a suspension of specie payments. In faect, the

provision was actually harmful, "inssmuch as it gives an

places to procure commodities. Then comes the time for pay-
ing the second, third, or fourth instellment. The benk makes
a call on the stockholders, Some of them hypothecase their
astock; that is, pledge it to the bank and with the means
obtained from the bank itself pay in their proportion., Others
have obtained the meens by discounts of acecomodstion noteas. .
» +» Thus, bank capitels are formed by exchenging one kind of
promises to pay for another kind of promises to pay." Guoted
in Dewey, ibid., pp. 7-8, Cf., Lanier, Ope cit., p. 196,

lwm " ;
ggestions on the Banks," op. cit., pp. 434-35
440-46; Jiritings, IT, 566-68. s ;
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unmerited credit to institutions which do not deserve it,
and inspires & general unfounded confidence on the part of
those who from their situation cennot have the information

necessary to diseriminate between & good end a doubtful bank-

noto."l

Thus, in 1841, Gallatin saw certain dangers in the
extension of eredit to the stetes by banks teking 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
thet he would heve prohibited to the banks was dealing in
long-term securities of all kinds.

It is notorious that, independent of the fraudulent
institutions to which the genersl law gave rise,

there is hardly one which has not been induced,
compelled, or invited to deal more or less in publiec
stocks, end which has not been injursd by it.

Exemples might be guoted where the law was, contrary
to the intention of the Legislature, used for the

gsole 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. The example of

a neighboring State has elearly proved the danger,
both to the Steate and %o the banks$, of resorting to
them, even for the purpose of supplying temporary
wents, but still more so when the objeet is to sustain

leguggestions on the Banks,” 0P« % te, Po 441, Cf.
his 1831 ggseunion of a similaé provis on in Connecticut,
above, pp. 169-=70.
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by ertificial meens the credit of the State and the
market price of its stocks.l

8 and Cepital Forma

A principal purpose for which many stetes sought benk
credit was %o finance internasl improvements. Between 1831
and 1841, Gallatin had become disillusioned with this and
other methods of state finencing. In some cases, the states
hed undertaken the public works themselves, pledging the ir
securities to banks in retum for eredit, In other in-
stances, the states chartered corporations to carry out the
lmprovements, assisting these corporations by lending the
credit of the state. Foreign investors, in perticular, were
most willing to purchase the publiec aecurltiesﬁa Real

lLetter to Flagg, December 31, 1841, Mritings, II, 566,
Presumebly, Gallatin would have relied in 1841 upon a
national bank and private bankers to purchase publie
securities, especially those of the federal government.

In connection with Gallatin's recommendation that
commereial banks be prevented from becoming "associations of
irresponsible stoek-jobbers,” it should be noted that the
Benking 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. . ." Boerd of Governors
of the Federal Reserve System, Banking Studie s Pe 87,

2Callender, of% cég., pps 112-14, 153-59; on the stima-
lus afforded by Br 1 capital to bank expension and publie
works in the United States, see Leland H, Jenks, ihg_xf:xnh§gn
of British Capital to 1875 (New York: Alfred A. Knopf, 1927),
PPe ¢ » SO=V0,
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capital was scarce relative to the demand for it, however,
even with the import of British capitel into this country
and increased savings end investment within the United
States. The relative scarclty of capital retarded the
growth of both internal improvements and menufecturing.
Gallatin described the situation as follows: "The increase
of our population and the unparalleled spirit of enterprise
of this nation have always been far in advance of the
accunulation of eapibal.”a In the absence of sufficient
capital, then, the states frequently resorted to bank eredit
to finence the internel improvements. When returns were
long delayed, and the Panie of 1837 struck, several states
defaulted on thelr debts and ruined both their credit and
that of the other states. The United States were referred
to in England es & "nation of swindlers," and "those
perfidious United States,"S

l¢allender, op. cit., pp. 136-43,

®Letter to J, Horsley Palmer, May 1, 1833, %&, v
460, For a comparison with the shortage of capi the
first decade of the century, see Gallatin, "Partial Report on
the subjeet of American Menufactures,” op. aét., Pe 4303
report on "Roeds and Cenals,” op, cit., D. ; end his letter
to Slr Franois Baring & Co., June 6, 1811, in United States,

Treasury Department, "Letters to Foreign Bankers, April 28,
1803 to March 20, 1833," ZM Series, No. 1 (Microfilm copy;
Washington: The National Archives, 1953, p. 175.
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One cen imagine Gallatin's reaction. He spoke of the
great error committed by those stetes which advanced their
eredit for the establishment of banks when banking cepitel
was lecking. Other states, he saild, undertook “premature
and far too extensive laternal improvements," which, when
they were unproductive for & long initiel period, ruined the
credit of the states.t

The honor end Interest of every state require, and
g:stioe demands, that its credit should be restored.
blic and privete credit are intimetely connected.

Thet of individuals is impeired whem public faith

is not preserved. A resumption of specie payments
on the pert of banks end of individusls will a2t once
inspire & greater confidence in the stocks of the
states where it may teke place,2

Some of the clamor, in the 1830's, for bank credit to

finance internal improvements reflected the naive popular

University Press, 1949), pp. 303-41. The latter shows thet
the Barings tried to persuade English investors that not
all Americen states had proven to be poor risks, but with
little lmmedliate success.

For a discussion of internal improvements in the
various states, their fineneing, and their relation to the
Panic of 1837, see lcCGrene, OPs €its, PPes 9-38, 10330,

lﬂ " p

Suggestions on the Banks eit p. 408, CT,

letter to liciol Chevaller, Septeniis 1Y 1ali. Writings,
» 558-57.

2vSuggestions on the Banks," op. gi%. }p 408, Note
how Gallatin took the occasion %o argue 05 r;aumpgzau
of specie payments.
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notion that benks directly creeted eapital.l Gallatin,
however, saw clearly that capital accumulation was a slow
process when a nation had to rely on its own resources, and
that to attrect capital from abrosd required reasonable
gecurity in addition to attractive returns. On the latter
point, he wrote to Willis Hall, chairmen of the Committee on
Benks of the Wew York legislature:
The power to repeal e charter at the will of the
Legislature should be exercised with the greetest
discretion. You mey by legislative enactments divert
capltal from one employment to another, end substitute,
to a certain extent, credit for ecapital, but you cannot
create capital, If you went more capitel, it must be
invited from abroad; and {uu cannot expect that foreign
capital will be invested in the stock of institutions
that may go annihilated by the simple fiat of a popular
agsenbly.

In 1841, in a shrewd letter to Michel Chevalier, Gallatin
sald that there wss more energy than prudence in the United
Stetes. In trying to progress too rapidly, he asserted, the
United States actually had been retarded. Some gstates, not

yet having had sufficient time to accumulate capital, began

See above, pp. 125+26;
alc History: Erie Bollm

OLLMENHN 7

Redlieh

(4 ¢

' LS E 5 il 6 i
Studies in Benking

2Letter of April 3, 1838, El%g_;ggg, II, 534-38, For
a similar statement of the necessity of protecting domestic
ereditors end eepitelists, in order to encourage them to
furnish their resources, see Gallatin's letter to John A
Dix, Mareh 30, 1842, ibid., pp. 589=90.

For the indirect role that credit may play in capital
formation by meesns of forced savings, see below, pp. 201-4,
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public works on no other resources than credit, whereas they
ecould have executed the projects seven or eight years later
without difficulty, As it was, not wanting to impose any
tax, they borrowed annually the sum necessary both for the
improvements end for the always-growing interest on the debt.
Then they tried to remedy their falling credit by estsblish~
ing banks in excess of the needs of the country. The destruc-
tion of their credit standing followed., But the country
would recover and progress again, Gallatin believed, more
blwly but more suroly.l

A% the risk of repetition, it should be made elear that
Gea.l_aun did not oppose internal improvements or believe
them unproductive, but merely that he feared initiating
them more rapidly than existing stocks of capltel would
permit.® There are two or three indications, described
below, that Gallatin realized that the monetization of
privete or public eredit, although it did not ereate real
capital direetly,® mey heve brought sbout "forced savings, "

lretter of September 14, 1841, VWritings, II, 556.

®See above, pp. 12, 24-25; ¥ritings, II, 570-71; ibid.,
PPe 460-61, :

SAlexander Hamilton, and others, hed argued thet &
funded debt was "a specles of capital,” that it extended
"the active capital of a country,” ete. See his "Report
on Menufactures," December, 1791, Re 80 he Secretar
01 _the Ireesury of the United States, on the otate of Lhe

o L &
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and thus released resources for investment. By forced
savinge 1s meant "involuntarily" reduced real consumption
- because of higher pricea.l Moreover, Gallatin would have
preferred that other methads be found of financing invest-
ment or government expenditures.

In 1816, while bemoaning the evils of the suspension
of specie payments, Galletin said that it depreciates the
currency, "in other words, . . «[it raises/ a tax on the
commnity for the beneflt of the banks end the bOTTOW-
erss « « «"2 Pifteen years later, he stated that the paper

L] ",;,4."f ‘I’ 97' 9' 9“ Qf. Redlioh H >

LA 5 L LW 5 L1 O B30 LA tCAllL SEIG OCLUCLEe S 1T

; purnham i i &m ek' 1y ?L»f‘?"i
pan_theories concerning the e ffect of

n_the supply of physical cepltel ng

y of Southern Califomia Press, 1935), pp., 2-6.

Gallatin, on the other hand, took pains to refute
the ldea that the issuance of instruments of debt thereby
added to the real capital of a nation, as in the following
passage: "A public debt does not inerease the existing
amount of cultivated lands, of houses, of consumeble commod=
itles; it makes not the smellest sddition either to the
wealth or to the amnuel labor of a nstion. It does not
appear that 1t cen in any way be en edditional nstional
capitals « + +" "A Sketeh of the Finances of the United
States,” op, cit., pp. 145 ff, GSee also "Considerations
on the Currency,” ope. ¢it., pp. 254-57,

1For & careful study of the various forms in which
saving may appear, see Robertison, "Saving end Hoarding,"
Egs Ln_donetary Theory, pp. 6582,

. ZLetter to Nathaniel Macon, April 23, 181, Viritings,
697,
3 :
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money of the Continental Congress wes néeeasary to carry us
through the war, "though operating as a most unequal tax, .
. ."1 Gallatin disliked the extraction of forced savings
from the consumers, as & method of finaneing expansions,
both on the grounds that it was inequiteble, and that it
tended to bring about speculative booms followed by inevite
able penic end daproaaion.a

There is a striking similarity between Gallatin's
ideas on the expeansion of the money supply es a means of
finaneing capitalistic expansion, and & modern view held
by Dennis H. Robertson. Replying to the argument that the
stream of money demend should be enlerged as long as there
is uneuployment, Robertson wrote as follows about the capital
equipment engendered in sich en expansion:

But we still think thst to press on so rapidly with

its fomation is & mistake, because it sets before

the economic system problems in digestion and read-

Justuent which 1t cennot possibly solve. And we

8611l think that the process by which you propose

to achieve your ends, namely the unreasonable enriche

ment of the entrepreneur class, is fairly end illumi-

netingly desceribed as the infliction of a system of
forced levies on the rest of the community, including

l"canaideratians on the Currency," %E, cit., p. 338,
See also %g;ﬂi, P 311, vhere he states that a depreciated
currency “"operates as a tax," affecting particularly the
consumer, Cf., Paul A, Samuelson, who says, "Inflation is
a mighty tax collector.” Econamion (24 ed.; New York:
MeGraw-Hill Book Co., 1951), p. 163,

a"Cansiderationa on the Currency,” op. cit., pp. 272-73.
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the working class as a vhole, and that sooner or
later their effort to react against this system will
play its part in inducing crisis and collapse.l
Gallatin did not make s0 expliecit a statement of the
concept of forced savings as did Jeremy Bentham and Thomas
Malthus, in earlier decades in England. Bentham even usged
the phrage "foreced frugality.” Also, the concept of
inflation aeting like "indireet texation"™ had been used
occasglonally in Enelaﬁ& by other writexrs. Hence, Gallatin
was making brief, but good, use of a concept thet was not
entirely novel. The theory languished after the first few
decades of the nineteenth century, snd wes not revived egsin
until the twentieth century.®
To summerize, Gallatin believed in the necessity for
limiting expansion af the money supply. His proposed
restrictions on the guality of bank assets would not have
accomplished the desired guentlity control, however. He saw
that deposits should be counted as money, but, like most of
his contemporaries, he falled to see the possibilities of

lothe snake and the ¥Worm," Egsays fonetary Thec
P. 110, Cf, Robertson's "Theories of be ng Poliey,”
Mt' PP 4344; 50’51, 56«57,

 2The above informetion with regerd to the early uses
of the idea of forced savings is derived from Beckwith,
%E;,%%&p, PP 7-%:;Dand f; A‘fH? X, ;A Hazg 0§-ﬁho
velopuent of ¢ o¢ trine o oreed Saving
’ 3%%?3!&

~ Journal of Economies, XLVII (November, 1932), 12
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multiple expansion of deposits by meeans of the extension
of loans.

On free banking, CGellatin made several penetrating
observations, Competition in money-creatlon, he indleceted,
tended merely to depreciate the value of that money. Any
sympathies that he might have had with the effort to
democratlize the Incorporation process were offset by his
dislike of uncontrolled money issue by stete banks, If
note issue were divoreced from other banking functions,
Gallatin preferred that those remaining functions be per-
formed by privaite bankers.

Gellatin feared the excessive use of credit by the
states to finance internal luwprovements. The country was
trying to progress without the troublesome preliminery of
acounuleting capitel. Occasional statements indicate, how=
ever, that he was sware of the phenomenon of foreced savings.
On this point, his ideas were quite modern.



CHAFTER VII
COMMNERCIAL BANKING, CONTINUED
Advantages of Banks

Commercial banks offered certain advantages to the
nation, Gallatin thought, in addition to those associated
with the several bank functions previously enumerated., IHe
stated that banks fostered "commercial punoctuality,” and
that they economized on specie, thereby releasing it for
export.l These unfamiliar ideas require some explanation.

Credit, at least to a certain extent, was necessary to
commerce, Gallatin thonght; 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
prinecipally on the punctual payment of the debts due to him."?
Accordingly, "punctuality in fulfilling engagements™ was an

lrguggestions on the Banks," op. eit., pp. 370-78;
"Considerations on the Currency," op, cit., pp. 253«54;
Writings, II, 512,

2wguggestions 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,
@, 8 5 "The Debt-Deflation Theory of Oreat Depressions,”
Econometrica, I (October, 1933), 341,
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absolutely necessary commercial virtue, as well as a desirable
attribute of everyone., Gallatin then suggested that punc-
tuality had become so commonplace that its origin had been
forgotten, Speaking of "commercial punctuality,” Gallatin
wrote as follows:

It was indubitably due to the establishment of banks,

At the c¢lose of the war of Independence, FPhiladelphia

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, The same effect

was successively produced, as banks were established,

in Wew York, Boston, Baltimore, and the other commercial

cities; and finally almost universally, or wherever

country banking has penetrated,l

Gallatin 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 engagsments,
Other writers of Callatin'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

lnguggestions on the Banks,™ op., ¢it., pp. 370-71,
2Ipid,, p. 371,
duiller, op. eit., pp. 21-22,
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thereby permit a comparison of the advantages of paper money
with 1t8 oconsiderable dissdvanteges, He rengsoned as follows:

If in a country which wants and does possess a
metallic currency of seventy millions of dollars a
paper currency to the same amount should be sube
stituted, the seventy millions in gold and silver,
being no longer wanted for that purpose, will be
exported, and the returns may be convertcd into a
productive capital, and add an equal amount to the
woalth of the country,l

Now, 1f notes of a very low denominstion were excluded,

Gallatin estimated that the c¢ireulation 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 eacnomy
of specie would then be forty million dollars, "This, at

the rate of 5 per cent, a year, may be considered as equal

to an sdditional annual netionel profit of two millions of

dollars,"?

InConsiderations on the Currency,” v Do RSB,
In "Suggestions on the Banks," Gallatin assumed a certain
amount of specie for the country "when in a healthy situa-
tion," then assumed a substitution of paper for psrt of
thﬁ mtal. °E= 2151) Pc 572.

2vGonsiderations on the Curremcy," op. clt., p. 253,
Gallatin was explicit both in the above passages end 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 dee
nomination”™ was "the most simple and efficient mode" of
agssuring that there would not be & net inecrease in paper

money; letter to Biddle, August 14, 1830, Writine«, II, 432,
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The banking system gave rise to a still greater gain,
Gallatin asserted, because of the economy arising from the
use of deposits, In "Suggestions on the Banks;" however,
Gallatin was intent on comparing the benefits with the dangers
of paper money; hence he eliminated deposits from his calcu~
lations. Callatin never indicated that deposits could be a
means to inflationary expansion of the money supply, too;l

Gallatin acknowledged that such economies were an impore
tant advantage attributable to banks, but he added immediately
~that it was achieved only at the cost 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 18 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 secasons
occur when the farmer might thresh his wheat on a
temporary floor exposed to the weather, and dispense
with a barn. Yet, in our climate, 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 preoigua metals, if the substituted paper is
insecure,

lngyuggestions on the Banks,” op, cit., pp. 374-76. Cf,
"Considerations on the Currency,” ¢it., p. 254,

Zngonsiderations on the Currency," ops oit., p. 264, See
also "Suggestions on the Banks," op. cit., pp. 378-79,
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To Gallatin, then,the monetary 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.

Adam Smith was one of the first to advance the idea that
an advantage of bank notes was thelr economizing on specie.
He was intent on refuting the mercantilistic idea that banks,
by the process of issulng notes, thereby directly created
capital; but he also was trying to explain the evident fact
that bank loans enabled individual borrowers to add to their
physical capital.l Smith said, "It is not by augmenting
the cepital of the country, but by rendering a greater part
of thét capital active and productive than would otherwise
be so, that the most judicious operations of banking can in-
crease the industry of the country."2 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 specle and without forced savings, prevailed for a half

lpavid Hume merely made the former point, that of the
confusion of money end capital by the mercantilists; Beckwith,

ODs Qitag PP. 25,
2pdam Smith, An

th% Wba;%% of natio§a,'i’ 1 [, (N TH 8
nam's Sons, s De 303; see aiso lbid., PPs 2?5-79.

Cfy Gallatin, "Suggestlons on the Banks," op, eit., p. 371,
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century more in America.l

Smith's statement of paper money economizing on specie
is oritioized by Charles Rist; on the grounds that the bank
notes might not replace specie, but might be additions to
the money supply., Rist adds, with regard to the use of pa=-
per money or of ecredit, "it is absurd to measure its usefule-
ness by the economy which it permits in the use of the pree
cious metals, since it is impossible to say what quantity
of the precious metals would be negessary in the absence
of g;gagg."z Rist's oriticism is less applicable to Calla=-
tin's use of the idea that paper economizes on specie,
Gallatin not only protected himself by assuming & 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, CGallatin's analysis was predicated
upon the assumption that notes of small denomination would
be prohibited, and that the remaining large 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

1Beckwith, op. cit., p. 6; Brooks, cit., DpP. 154-55;
Niller, ops olt., Pp. 41-42, William Gouge, Iike Gallatin,
thought that the insecurity of a paper system was hot compen-
sated by its economies, Crace Madeleine, op, eit,, p. 140,

2Rist, op, eit., Dp. B6-87,
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the absence of paper currency, but rather that his assumption
with regard to notes of small denomination might not be rea-
sonable,l Given Gallatin's assumption, his conclusions 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. Firat; there
is the problem of whether the additional 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 in the process of discounting busie
ness paper, or otherwise extending loans, in an industrially
undeveloped but rapidly expanding economy, it is reasonable
to suppose that the new money would get spent, rather than
be "wasted" in a move toward increased liqnidity.g

Second, there is the problem of whether the additional
spending would draw upon previously unemployed resources,
and, generally speaking, would inerease incomes and employ-
ment without increasing prices, or whether it would merely
draw resources away from previous employments, thereby tending

to raise prices and money incomes, but not real income. The

1see below, pp. 217-20.

zneakwith 0P, cit., p. 20, Alvin H, Hansen, lioneta
%g%g§z;ggg_%%g§gif§§;i§if(Néw York: MeGraw=-Hill Book %5..
949), PD. 9"70, De
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former is the Keynesian case, the latter, forced savings.l
The evidence shows that unemployment was not a major problem,
and that there certainly was not chronic unemployment, during
the period Galletin was writing. The economy was dominated
by agriculture, in which output and employment tended not to
fall with deolining prices or demand, but rather depended
upon exogenous factors, Even in the growing lndustrial sece~
tor; expansion and plentiful investment opportunities were
the rule, and not contraction, stagnation, and underemployment,®?
The remaining question, then, is whether new 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, Although Gallatin made passing com=

ments showing an acquaintance with the forced savings case,

lgee avove, pp. 121-22, 201-3. Jacob Viner eites two
English writers of the 1820's, T, P, Thompson and Henry Bure
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, Sgudéag in the
Theory of International Trade (New York: Harper r08. ,

pp"

2gee the references cited, above, pp. 197-98. See also
Callatin, "Considerations on tgo Cuarrency,"” op. ¢it., pp. 314~

16; Btatoma%t of the Arte 1factures of % nited States

of America for the Year 1B10 (Philedelphi®: A. COrnman, Junt,,
18147, pp. xxiv, X1iX;

Hammond, "Banking in the Early West:

Monopoly, Prohibition, and Laissez~Faire," op. ¢it., p. 43
Smith and Cole, op, cit., p. 31,

3gee above, pp. 201-3.
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his emphasis was very much on the Adam Smith case, that is,
the economy attridbutable to the export of specie.

In tact; Gallatin's assumptions did not hold, as will
be shown in the following section, Notes of small denomination
were not prohibited generally in the United States, but even
in those instances in which they were prohibited, inferior
substitutes took thelr place rather than specie, This is
eircumstantial evidence that the money supply, even if notes
of small denomination were banned, would not have been the
same a8 i1t would have been under a gimple specie system,
Since bank notes constituted a net addition to the money
supply, and the extra money was spent domestically on fully
employed resources and scarce gaoda.l the forced savings
effect was much more important than any release of specie for

axpert.g

ltn a letter to J, Horsley Palmer of Hay 1, 1833, Calla=
tin indicated that available capital was most profitably em=-
Ployed domestically, not abroad: "That oredit has in tco
many instances been far too much extended (partioularly in
the interior) is indubitable; but it is not loss true that
sapital was drawn in that direction because it could not
be employed as profitably in any other way; and that more is
8till wanted for the sanme purpese is proved by the fact that
there 1s not emough to discount good short paper at 6 per
cent.” Writings, II, 460-61,

ZRockwith, using twentieth century data, concludes that
"a dollar of new bank credit tskes the pPlace of only one or
two cents in specie, Thus the great source of the new eapital
received by borrowers of new bank oredit is compulsory social
saving," 0Op, eit., p. 26, Beckwith does not even consider
the Keynesian case,
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Notes of Small Denomination

The suppression of notes of low denomination was a
popular idea before the Civil War, and CGallatin accepted
the usual arguments in its favor,t Basically, Gallatin;
Gouga; Jackson, and others bellieved that notes of small
denomination unduly increased the money supply,3 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 elass of the community;" and
that losses from bad notes fell mostly on this class,”
Gallatin recommended that notes under ten dollars or, at

least, five dollars, be suppressed by legislation, He cited

250-54; Dorfmen, cit., pp. 608-9, There was much disa-
greament a3 %o what constituted 2 small denomination note
for purposes of prohibition; proposals ranged all the way
from five dollar to one hundred dollar notes, according to
these sources,

Lyiller, op. cgg.i PP« 142-45; Brooks, op, ¢it., pp.

2The corollary was thet notes of large denomination
merely substituted for specie., From this followed Gallatin's
argument that suppression of small notes would permit a
soolety to realize the sconomies of paper money yet keep the
money supply constant.

scallatin, Writings, II, 432; "Considerations on the
Currency,” ¢ps ¢it., pp. 500-2; Union Committee, ogi c&;..
ps 79; "Suggestions on the Banks,” op, cit., Pp. 27
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the prohibition of notes under five pounds in England, and
under one hundred franes in France,l He emphasized that the
supression of small notes in France was a cause of the large
proportion of specie in the French currency.=

Before showing some 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 maneyudealinga;s It is difficult to say whether
the fact that it was legally permissible to issue small notes
aggravated this evil,

lgee the references in Pe 215, n, 3, above, Several of
the states, at one time or another in the first half of the
nineteenth century, restricted notes of small denomination;

Dewey, State Banking Before the Civil War, pp. 63-73.

2Gallatin, Writings, II, 426; "Considerations on the
Currency,”™ Ops © §., Pe 301, Ihnformation furnished by Rist
guggests that latin did not deal with basic causes, in
go far as he attributed the great use of specie in France
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 meking 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. cit., pp. 22933,

3piliistin, op. oit., pp. 13«17, 32-39, 41-58.
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Gallatin 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 one occasion, he said that this
replacement would take place "inatantaneously;“l but for the
most part he envisioned an influx of precious metals from
abroad as a conseqguence of trade, For example, he cited from
his own experlence the fact that the western counties of
annsylvania; for more than twenty years after their first
settlement, did not have enough specie for internal transe-
actions., He contended that this was attributable to the
lack of trade and communications with outside markets. "The
prineiple, almost universally true; that each country will
be naturally supplied with the precious metals according 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, That these
things would not necessarily take place was admitted by Galla=-

tin in the case of the western counties of Pennsylvania

lrgonsiderations on the Currency,™ 2%3 ¢it., p. 301,
Presumably such an immedlate increase would come from domestic

hoards and non-monetary uses,

2ngonsiderations on the Currency," op. cit., p. 315,
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(although he looked upon this as an excaptinn); and wes a
key point in Erick Bollmann's eriticism of the operation of
a metallie standard,l
It is much more reasonable to say that notes of low
denomination arose because of the shortege of specie than
to argue that there was a shortage of specle because of the
use of notes of small denomination. Dillistin shows that a
great variety of small notes, including "shin-plasters” in
amounts less then one dollar, were in quite general circula=-
tion during several periods before the Civil War., "They took
the form of tickets, due bills, and promissory notes and were
in many instances the private obligations of merchants, manue
facturers, and others whose business required them to 'make
change'. . . ."2 They were necessary simply becsuse there
was no subsidlary silver or other coins for small transactions,
The following story is very revealing, It concerns an English
traveler in the United Statas; in 1819, who had made a halfe
dollar purchase in a store in Washington,
I presented a Philadelphis one dollar note; it

would not be taken without a discount of 2 1/2 per

cent, I then tendered a Baltimore bank [note], of the

same amount, This being one hundred miles necarer was

accepted. The storekeeper had no change; to remedy

which, he took a pair of seissors and divided the note
between us: I enquired if the half would pass, and

lsee above, pp. 104=5,
2!)11118171!1, Ops Gi!g' Pe 66,4



219

being answered in the affirmaetive, took it without

hesitation, knowing the want of specie throughout

the country, and being previously familiarized with

Spanish dollars cut into every variety of size, I

now find that demi-notes are a common eirculating

med ium,1

Finally, cases in which notes of small denomination were

prohibited demonstrate that the actual effect was not the
influx of specle, but rather for the community to seize upon
any inferior substitute which it could find, A New York law
of 1835 prohibited notes under five dollars, but its purpose
was defeated as notes from neighboring states flowed into
the circulation of New York, Consequently, the law was ree
pealed in 1838,2 Calletin advocated that the law be re=-
enaotad; but admitted that all notes under twenty dollars
would have to be prohibited to make 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 og
United States coins, then foreign coins, counterfeit pieces,

merchants' notes, demi-notes, and a whole host of other expe~-

louoted in Dillistin, ibid., p. 5-6.
®yeCrane, op, eit., pp. 99-100,

SnSuggestions on the Banks," o2 git., p. 426, Cf,
Gallatin's letter to Biddle, August 14, 1830, Writings, II,
432,

%Union Committee, 0p, cit., D. 79.
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dients waro; of necessity, used,l If some of these exXpe=
dients had been banned, it seems entirely likely that re-
course would have been had to still other media, for example,
demand deposits, "here nonme of these was adequate, as in
western Pennsylvania, there simply would have been a greater
use of barter, Gallatin's assumption that specle would flow
in to take the place of prohibited notes was not well founded

on faot.z

Further Restriction on Note Issues

Gallatin strongly recommended two sorts of limitations
on the lending activities of state banks: a restriction of
note issue to two-thirds of the capital of a bankP and a
restriction of the volume of loans to twice the amount of the
oapital.f In focusing his attention on the relationships be-
tween notes and capital, or loans and oapital; Gallatin was

lsee above, pp. 59-60, 218-19; for evidence that the
same process took place in England when there was a shortage
of money of small denomination, see Niebyl, op. eit., p. 14.

2catterall came to a different conclusion, namely that
prohibition of small notes "would certainly have brought into
circulation a larger amount of specie." Op. cit., p. 429.
He assigns no reasons and offers no analysis in support of
his conclusion,

Sngonsiderations on the Currency,” ops eit., p. 312;
Writings, II, 449.

4nConsiderations on the Currancy;” OE:‘cit" Pe 312;
t B

; Writiggs, II, 449, 512; "Suggestions on anks," op, e¢it.
PPe e ‘22’ 454, g
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taking the view typical of the 1830's and 1840's., His
raccmmandatians; however, were more restrictive on benk
lending than most, Laws providing that the circulation of
a bank should not exceed two and one-half times capital, nor
loans three times capital, were fairly rrequant.l Acgording
to CGallatin, these legal provisions were so lenient as to be
only nominal limitations, He wrote, in 1831, that "amongst
more than three hundred banks, either now existing or which
have railed; and of which we have returns, we have not found
a‘aingle one the loans of which amounted, so long as specie
payments were in forece, to three times, or the issues to
twice, the amount of their capital,"®

The more lenient proviaiena; Gallatin thought, had per-
mitted banks to extend excessively their loans in search of
profits, Some countiry 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 1838-1837 could not have taken place
had the maximum been properly regulated,” Accordingly, in

1Baamond, "Banking in the Early-Weatzv Monopolyé Prohi-
bition, and lLaissez~Faire," o sy Pe 17; Dewey, State
Benking Before the Civil W PN

€nConsiderations on the Curremey,” o $¢s Ps 312,
"Suggestions on the Banks,"™ op, cit., p. 487, Dewey's infore
mation confirms the fact that actusl ecirculation was generally
far less then that permitted in most states; State Banking
Before the Civil War, p. 61.

S”Suggestious on the Banks," op, ¢it,, p. 421,
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the 1830's, Gallatin advocated a prohibition on loans over
twice the capital of a bank, He drew upon his experience
as bank president to conclude, as follows:
I can now say, from actual experience, thet this is
amply sufficient, and will, after defraying expenses,
taxes, and ordinary losses, allow of a dividend of
8 or 9 per cent. a year, The restrictions will take
away the temptation of excessive credits, and necese-

sarily limit fhe issue of paper and increase the
specie basis,

By 1841, Gallatin was inclined to be more restrictivej
he advocated in "SBuggestions on the Banks™ a one and three=
fifths limitaetion 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 Figure 10,
with slight revisions in form.® The bank has extended its
sheatgigé §23;;§3t§m3§1ggn ﬁank, i

Specie $ 300 Circulation and
Loans 1,600  deposits $1,000

Real estate *§0§ Capital égoég

loans to the maximum permissible, Assuming that capital

1Gallatin, letter to Frederick Beasley, September 3,
1838, Writ s LI, 512; "Considerations on the Currency,”

E! 01 ® 3 PP; 281’ 3129
2pp., 420-21,
3Tpid.
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and real estate remain constant, Gallatin asserted that any
increase in the circulation and deposits had to be accome
panied by an inorease in the "specie or available resources
of the bank, And the effect of this would be to strengthen
instead of weakening the bank; since the ratio of available
resources to liabilities payable on demand would thereby be
inereased,"t For example, a new deposit of specie amounting
to $200,000 would leave the bank in the condition shown in
Figure 11,
Pigs ll.=-An American Bank; Balance
Specie $ 500 Cireulation and

Loans 1,600 Deposits $1,200
Real estate : 1 Capital 1,00C

How, if the bank in question were to extend new loans
of $100,000, oreating loan deposits of the same amount, and
if the borrowers rapidly transferred by check the entire sum

- to third parties having accounts in other banks, then the

gituation would be as depicted in Figure 12, The ratio of
loans to capital in Figure 12 is 1,7-1, exceeding the permis=-
sible 1limit of 1.6-1. Yet the bank still has a "reserve ratio"
of specie to demand liabilities of one-third, which seems quite

1rbid., p. 421,



safe by modern atandardsql

Fig. l2.~~in Americen Benk, Balance
188 g 188nds © dollars

- LY (10 nag < . .
Specie $ 400 Circulation and
Loans 1,700 Deposits $1,200
Reel estate ; é& Capitel 0

Benking in the 1840's end banking in the mid-twentieth
century aere not comparable, however, Bray Hammond shows
that the limitations of loans to three times capital and of
notes to twice capital were rarely epproached in early
Americen banking. In 1948, by way of comparison, loens and
investments of Americen benks were eleven times cepital, and
deposit liebllities, thirteen times capital. Hanmond adds,
"There was then more fictitious cepitel, but not enough to
alter the fact that bankers counted much less upon their
liebilities to the public than they do now.,"” The limitstion
of loans relative to cepital "was based evidently on the
unsophisticated supposition that bank capital would be paid

1The minimum legal reserve ratios for member banks of
the Federal Reserve System, on April 1, 1953, were 14 per
cent, 20 per cent, and 24 per cent for country benks, re-
serve city banks, and central reserve city benks, respec-
tively, Board of Governors of the Federal Reserve System,
Federal Re @ s XXXIX (April, 1953), 365.

n & speec ongress on June 29, 1797, Gallatin
indicated that a one~third ratio of specie to lisbilities
"was a general rule for regulating the greantity of cash
kept to answer . . . current demands.” Zinnals of Congress,
5th Cong., lst sess., VII, 412-13,
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in speeie, end it was intended to insure convertibility.“l
George Tucker, in 1839, eriticized Galletin's proposed
limitation of loans relative to capitsl on the grounds that
the capitel of the bemks typically was not "real,™ end did
not congist of spe cle . @

Gallatin was quite insistent, however, on provisions to
insure that capitel would be paid in spe czias,:5 and that the
reserves of & benk be “tantamount to specie.”® Thus, Galla-
tin approached the idea of 2 required specie reserve against
liebilities only incidentally to his several discussions of
other limitations on 1o'ans or note issue.” Nevertheless, he
was in the venguard in seeing thet, for the purpose of maine
talning convertibility, the relation between specie and lia~-
bilities was atrateglc.e It was not until after 1830, or

J-Rammand. "Banking in the Early West: Monopoly, Prohi-
bition, and Laissez-Feaire," op. ¢it., p. 17.

2011;3(1 by Brooks, op. c¢it., p. 240, See zbove, pp. 194 95,

Snpne restrictions can only be made in reference to the
capital actually paid in. . . .” "Considerations on the
Currency,” ope, eit., p. 312,

4"&453381;1011: on the Banks," s De 420, Hammond
would be the first to recognize that atin hed thus pro-
tected himself against the criticism that cepitel was often
not paid in specie.

SvConsiderations on the Currency,” g@. ¢t ., pp. 253,

281, 312, 313; "Suggestions on the Benks, 0P gi};_‘, PPe
421, 455; Union Committee, Op. eit., pp. 73, 77,
SRedlich,

Series of S
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perheps after the Fanlc of 1837, that legel specle reserves

wéra contemplated in America, The originel New York Free

Banking Act of 1838 required & 12 1/2 per cent reserve

against bank notes, but this clause was repealed a year

later, In 1842, Loul slana permanently adopted a 33 1/3

per cent required specle reserve against all cash liabilg-

ties,* Orace Madeleine suggesta that, by about 1840, meany

writers acknowledged that a required speecie reserve relative

to liablilities was desirable, but "the practical difficulties

in the way of such compulsion appesred to be insurmountable."®

Dewey demonstrates the velil of secrecy which typlcally was

drawn over all banking operations, and especially the jeal=~

~ ousy with which information as to the state of the specie

in a bank's vaults was guarded, even against state 1napectian.3
Gallatin saw clearly the need for baunk inspections by

public officials, and for publication of the condition of

banks. IHe approved of a requirement in the banking laws of

New York providing for inspections, at least once every four

months, of the beoks, spéeia on hend, general ability to

1Radlieh, ibid., p. 9; Hammond, "Banking in the Early
wesgz Monopoly, Prohibition, and ssez-Feire," op, eit.,
Poe 7«

2Grace Madeleine, op. cit., p. 162.
Spewey,

_Var, pp. 126~-36.
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fulfill obligations, ete., of every bank in the state.t

As stated ebove, Gallatin approached the idea of a
minimum specie reserve against demand liebilities only
incidentally to discussions of other limitations on bank
lending activities, so that in this respect his attack on
the problem of maintaining convertibility was only indirvect.
The restriction on liebilities to 6ae and three-fifths capi-
tal, however, would have limited effectively the expansion
of the money supply by the banking system, as shown below.
Thus, Gallatin was interested prineipelly in maintaining
specie payments, thinking only secondarily of preventing
expension of the money supply. Peradoxically, however, his
proposel to limit loens to one and three~fifths capitel
would have assured convertibility only in so far as capital
was pald and maintained in specie, but the proposal would
have limited expansion of the money supply more effectively
then do modern reserve requirements.

Assume that the bank in Pigure 10% is just meeting &

dual requirement of & 30 per cent specie reserve against

lvsyggestions on the Banks," 9p. oit., pp. 417, 419~

20, Cf., "Considerations on the Currency,” sy P»
318; letter to R, M, T, Hunter, July 12, 1841, . ’
II’ 55‘0

For Galletin's description and approval of certain
other details of the legnl requirements imposed upon New
York banks as of 1841, see "Suggestions on the Benks,"

wo, PPs 415=19.
24ibove, p. 222,
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demend liebilities, and of a one and three-fifths limit

on loans relative to capital; the benk is "loaned up" in
both respects. New deposite of $200,000 are received,
bringing about the situation depicted in Figure 1.1 Now,
the 30 per cent reserve requirement 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 12,2
The other banks in the system would receive new primary de-~
posits, enabling them to extend sdditional credit to some
multiple of the original $200,000 primery deposit in "An
imerican Benk," efter the fashion of the expansion illus-
trated in Figure 9.3 Gallatin's proposal, however, would
have prevented such an sxrension, &s shown above. The specie
reserve rule permits expansion of the money supply whenever
there is an increase in primary reserves; the loans-tos

capital rule permits an expansion of the money supply only

livove, p. 223.
aAbove, Pe 224,

aAbove. ps 179. The precise amount of the expansion
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 ig assumed that 85 per
cent 1s drained off in each transaction.
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in the less-likely event of an increase in paid-in bank
capitel.t

In addition to the loens-to=-capital rule, Gallatin
proposed, less emphatically, that the note circulation of
benks be limited to a maximum of two-thirds the amount of
their aapital.z In so far as there was any tendency to
substitute deposits for notes, this requirement would not
have prevented large expeansions of credit by creating loan
deposits. Loans taken in the form of deposits camn jeopar=
dize convertibility and expend excessively the money supply
just es readily as can loans teken in the form of bank notes.
For banks which had already extended their note issues greatly,
end were not prone to use deposits, the limit on circulation
to two-thirds of capitel would have been restrictive., For
example, calculations from Gallatin's data show that on
Jenuary 1, 1830, country baaks in Maasachusétts had a ratio
of notes to capital of 38 per cent, far below the two~thirds
rule; but country benks in New York had a ratio of 93 per

cent, and in Pennsylvenie, of 104 per cent, and would have

lﬁsaumins. in both cases, that the banks were previously
"loaned up." Under the same assumption, the obverse of the
above statement would be ag follows: The specie reserve rule
forces contraction of the money supply whenever there is a
decrease in primery reserves; the loans-to-capital rule
forces contraction of the money supply only in the less-likely
event of a decrease in paid-in bank cgpital,

3"considerations on the Currency,"
\ i ¥s" op, cit., pp. 312~
14; Britings, II, 449. : ;
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had to contraet their eirculation in order to meet Gallatin's

requirement.?t

Safety Fund System

In 1829, New York enacted legislation designed to pro=~
tect 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 %o pey to the treasurer
of the state a sum equal to 1/2 of 1 per cent of its capital
stock, the payments being mede ennually until they totalled
3 per cent of capital., If the Fund were depleted by future
redemptions of the notes of failed banks, sdditional pay~
ments could be reguired. The law contained other provisions
relating to banks with New York charters, but these are not
relevant to the mein purpose of the Safety Fund, namely, to
provide security to noteholders by a system analogous to

modern deposit insurence. As a consequence of achieving

1Gullat1n "Considerations on the Currency," ggé_ggg
Ppe 313-l4. Thc following celculations have been made from
Gellatin's date to show the relative importence to country
benks, of notes, and to city benks, of deposits, in the
states for whieh information is available; in Massachusetts,
country benks hed deposgita of only 31 per cent of their
notes outstanding, whereas city banks had deposits of 93
per cent of their notes; in New Yoxk, country banks hed
degosits of 81 per cent of their notaa, wherees city banks
196 per cent; and in Pennsylvaenia, the ratios were,
gor eeu%try banks, 49 per cent, and for city banks, 138
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this mein purpose, it was thought that other advantages
would follow: prevention ¢f runs on benks, and promotion
of greater stability of the monetary system.l
Gallatin was extremely eritical of the Safety Fund
System. First, the law made "properly managed"™ benks 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 mismenasgement, at the
expense of the banks which have performed their duty and
been cautiously edministered.” Gellatin thought that the
Fund would be less objectionable
by applying it to easch county, or other district of
country prescribed by law, respectively. Thus the
banks would each be made responsible to the extent
of the tax for the banks only within the same county
or distriet, They would all thereby be induced to
watch and regulate those in their own vieinity.4
Second, the operation of the Act had 2 tendency to en-

courage excessive issues of paper. Referring to the promise

lRrobert E. Chaddock, The Safety Fund I g Cystem ir
New 9= s Senate Dooumanta Ho, € J st ang.,
d sess, s DPe R59-63., For a dotailed treatmans of
the operation of the Fund, see ibid., pp. 270~367.

2Gallatin. "Considerations on the Currency," op. cit.,
Pe 318,

a"aussastiens on the Banks,"
to A, C. Flagg, December 31, 1841,
to John A, Dix, March 30, 1842,

Committee, ope cit ., P« 79.
4”Snggostians on the Banks," op, cit., p. 424,

n, Pe 423; letter
g8, II, 568; letter
s 591; Unien
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of redemption of the notes of failed banks out of the Fund,
Gallatin stated:
Thet provision gives e felse credit to some insti-
tutions, which, not en joylng perfect confidence,
would not otherwise be enabled to keep in circu-
lation the same amount of notes; and 1t therefore
has a tendency unnecessarily to increase the amount
of peper money.

Third, banks with the greatest capital had to pay in
the most to the Fund, city banks paying in about twice as
much as the country bemks. By implication, Gellatin was
saying that the banks that 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 equel rights of all, "2

Fourth, the Fund "provides at best only sgainst ulti-
mete loss, and not et all against the danger of & general
suspension."® These objections by Gallatin to the Safety
Fund System reflect his basic entagonisms toward diserimina<
tion, governmental interference, inflation of the currency,

and suspension of specie payments. They also reflect the

ﬁlxb;g., p. 423; ¥ritings, 1T, 591; Union Comnittee,
GPs i 5 ” *

E“CGnsidarationa on the Currency," op. eit., p. 318;
g;g 3;50 1b$du, PP 315‘14; Chﬂﬁd@@k, op s t?, PPe 338‘42,

¥z 5:;8u88estiona on the Benks," ops cit., ps 423; Uritings,
$ L]
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fact that he was president of the National Bank of New
York, becsuse 1t was the city benks that wers undeniably
diseriminated egainst by the law.l

Although there was this uneven incidence of the burden
of the law, and although 1t did not prevent the numaroub
bank failures of 1840 to 1842 which were its ultimate un=
doing,z the Safety Fund System was not a complete failure.
It was partially suceessful in its minimum function, in
that holders of the notes of insolvent "free benks," not
subjeet to the Fund, suffered worse than holders of the
notes of insolvent banks of the Sefety Fund System.® Hore
importent is the fact that, in Bray Hemmond's words, "the
fund wes a significent and influentiasl experiment in banking

control."*

Lorace Madeleine, op. gﬁg., Pe 156; Lanier, op. cit.,
P« 201, TFor evidence that the opposition to the ety
Fund Law came mostly from the city benks, see Gellatin,
writing on behalf of the “Gentlemen connected with the
banks" of New York City, letter %o John A, Dix, Mareh 30

1842, Writings, II, 588-91; Chaddock, op. ¢it., pp. 267-90.
®Chaddock, op, elt., pp. 309-49.

m. » Pe 340,

4B¢erd of Governors of the Federal Reserve Systenm,
Banking Studles, p. 9. Cf, Chaddock, ops cit., pp. 299,




CHAPTER VIII

BANK OF THE UNITED STATES

The Bank of the United States, as 1t operated under
each of its charters, was a central bank, and 1t was as
such thet Gallatin treated 11‘..1 He saw the Bank as per-
forming the prineipal function of controlling the money
supply in the country. This function is the distinguishing
feature of a central bank.? Among other functiong, that
of acting as the fiscal agent of the government will be
emphasized, because of its importance in Gallatin's time
and in his monetary writings. Although a centrsl bank
may deal with individusls, it "directs a substaential part
of its dealings through other banks,” end it is concerned
with certain "larger interests™ than merely those of its

lce, above, pp. 158-59, See also James O, Wetterau,
;Kew Light on the First Benk of the United States,”

L EAL S

*

A L = 8

¢ Welter 5. Tullh, Zecnopls

25 central bank may be a single institution or a
system of regional banks with a national governing body.
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own stockholders.l These #larger interests” would depend
upon the philogophy of the times as to the role of the
government in the economy, and might very from an effort
to provide price stebllity and order in the money markets,
to an effort "to do ites 'share in creating conditions fa=-
vorable to susteined high employment, stable values, end a
rising level of eonsumption."a Some writers add that,
ideally, the central bank should be the sole bank of issue,
hold the reserves of other banks, and be the prineipal

depository of the gold of the cmantry.s

1Henry Parker Willis,

%ggg%gg (New York: Harper & rothers, | pp. 5-9, 21;
urrlie, %LL_m‘, Pe 34; Beard of Governora of the Faderal
Reserve System, Federal Res : It Pur
» Pe
2Board of Gonmara of 'bhe Federal Reserve Systemn,
%ﬁ;ﬂo’ Pe 1o Cf, Taus sy PPe 3=4, Gallatin thought
terns of the more 11 tod objectives of price stability

and meintenance of convertibility.

aﬁanry Thornton, a contemporary of Callatin, made these
pointe., His 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 Bank of XZnglend notes, The Bank of England had become
the principal holder of the gold reserves of the country.
For Thornton's 1dees on central banking, see Rist, op, cit.,
PP« 383-95; Mints, ops cit., pp. 5%~-06. Callatin, on the
other hend, preferred that all banks meintain convertibility
into specie, hence, that they hold sufficient specie reserves
in t%eiroewn vaults to accomplish this purpose. See above,
PPe 76101,

For opinions of English 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-

tiong in Taus, ops cit., pp. 3-4, and Willis, op. cit.,
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Gallatin, in defending central banking by the First
and Sscond Banks of the United States, felt obliged to
reply to the ergument that the Banks were unconstitutional.
The Jeffersoniens and Jacksonians, with few exceptions,
declared that the creation of & national bank was not saong
the powers delegated %o the federal government. They also
feared the erection of & financlial power allegedly indepen=~
dent of the govarnnant.l

With regerd to the First Bank, Gallatin assserted its
constitutionality as a corollary of the fact of its great
utility to the govermment. He showed that banks were "necese
sary" to the government "for the punctual collection of the

&

revenue,” and the safekeeping and trensmission of publie

p]h 1"’280
For miscellansous other alms and runctions or a cantral
bank see C, O, Kardy re di T Jlicles O : : K= Serve
(Waahmgton: Broo ngn ng tuta,

A Knopr, 15807

1580, Ce Bey 4

Beard’ . : : pp. ot A - , ‘ A_,;‘ ,'i..,,u., o A 53 e : pp. 90‘
¢l; and esrta&h of Jaeknan S mnssas@s te'tgg Eaagréss, in
Jamea De Ri@hardaon, ad.. omplletion of th ages and

gBeaause cugtoms duties vere not payeble immediately
upon receipt of imported goods, the importers hed to furnish
"revenue bonds™ or "customs bonds™ to the government pending
payment. The Bank of the United States frequently assumed
these bonds, enabling the governament to collect 1ts revenues
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moneys." For these purposes, the Bank of the United States
wags the "most convenieat." As contrasted to the state benks,
the Bank of the United States was more useful, end more ge-
cure by virtue of its greater oapit&l.l

In 1803 when Galletin wes trying to convince Jefferson
of the necessity to the Treasury of & braanch in New Orleens
of the Bank of the United States, he argued as follows:

The great adventages we derive from benks, and
especially from the Bank of the United States, are:

lst. A safe place of deposit for the public moneys.

2d, The instantaneous transmission of such moneys
from any one part of the continent to another, the bank
glving us immediate credit at New York, if we want it,
for any sum we may have at Sevannah, or at any other
of thelr offices, or vice versa.

3d. The great facility which an inereased circu~
lation and discounts give to the collection of the
revenue.®

In his reports to the Congress, Gallatin intended to

show that the Benk was "necessary and proper” to the execution

immediately, "The punctuality of payments introduced by
the benking system, and the facilities afforded by the bank
of the United States to the importers indebted for revenue
bonds, are among the cesuses which have ensbled the United
States to collect with so great fecility and with so few
losses, the large revenue derived from the ilmpost.” Galla-
tin, report to congrona on tho "Bank of the United States,™
uareh 2, 1809, Ameri 318 Pepers, l‘inagco & o 352. cf.

Senate Documents, No,
pp. 65"66;

loallatin, "Bank or the United States,"” m;;_@%_ﬁgm
Pape Finance II algo, Gallatin's repert to Congress
T ary 30, 181i o d., 481,
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of functions delegated by the Constitution to the federal
government, hence, that the Benk was constitutional. To
refute the ergument that it was not "necessary"™ because

state banks could be used as the fiscal agent of the govern=-
ment, Gallatin added thaet the "General CGovernment™ should
not be "entirely dependent on institutions over which it

has no contrel whatever.” Unllke the state banks, the
National Bank hed both a greater Interest and & greater
sense of duty "to afford to the Union every assistance within

its power, wl

Gallatin then referred directly to the issue
of constitutionality. Because the Bank charter hed, "for a
number of years, been acted upon, or acquiesced in, as 1if
constitutional ,” and because the Bank was "necessary”™ for the
legitimate powers of the federal goverament, it did not seen
to him thet the Bank was unconstitutional.”

In his "Considerations on the Currency,” some twenty
years later, Gellatin gave greater attention to the 1ssue
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 was a strict constructionist with regard to thisg

lGallat.m, "Benk of the United States," American State
Papers, Finance II, 352. '

BM. ? PQ 481‘
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elauso.l Rather, he thought that the Bank was "sanctioned
‘exclusively by that clause which gives to Congress power
to make @ll laws which shall be necessary and proper for
carrying into execution any of the powers vested in the
government of the United States."®

In a long discussion, Galletin indiceted that, in his
6p$.nion, the "necessary and proper" clause did not meen
"absolutely necessary.” Since there are almost always
altematﬁo means of accomplishing & given purpose, no one
means is "absolutely necessary.”™ The question, then, was
whether "some other equally efficient mode™ besides his
proposals for & prohibitive stamp tex 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 tho value of the currency, provide for uniform taxation,
and prevent the impairment of contracts. |

On the other hand, "mesans proposed for carrying into
effect any speciel or expressed power vested in Congress
should be highly useful and important, having clearly and
bona ride that object in view which is the avowed purpose,”
and not some disgulised motive. The chartering of the Bank

1"Connidarationa on the Currency,” op, cit., pp. 321-25,

“1vid., p. 325,
S5ee above, p. 139,
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of the United States, in 1791, was opposed on the grounds
that the real, although hidden, motives were "the consoli-
dation of a moneyed aristocracy, end to further the views
at that time ascribed to a certain party end to its pre-
sumed leader,"t

In 1831, Gallatin did not believe that the Bank of the
Gnitad States would further "a moneyed aristocrecy.”a Hore=
over, "Experience + . . has confirmed the great utility end
importence of a bank of the United States in 1ts connection
with the Treasury.™ He recited the advantages to the govern~
ment of the Bank, in much the same lenguage &s in his 1809
and 1811 reports on the "Bank of the United States.™ He
emphasized that the Benk transmitted gratuitously and "at
a moment's warning™ government funds from place to place
within the country.®

Having had experience with state bank notes varyigg
greatly in value from place to place at any one time, Calla=-
tin now added enother ergumen’ designed to show the consti-

lvconsiderations on the Currency," op. eit., pp. 327-28,

3Ho recommended certaln modifications of the charter
of the Bank, however, designed to assure that the Bank
would further the public interest. See below, pp. 260-64.

3"conaiderationa on the Currency,” 0D, e;s-, Pp. 328-29.
For an exceptional cese, in 1818 and 1819, ¢h the Benk
limited the places in which it would honor Treasury drafts
see the letter from Willlem H, Crawford to Gellatin, July 24,

1819, in Gallatin's lrltings, II, 112-15.
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tutional necessity of & national bank. The Bank of the
United Stetes, by presenting for prompt redemption state
bank notes that came into its hands, helped to assure con-
vertibility into specie. A unifora currency was thereby
promoted, thus meeting the minimum requirement for uniform
taxation in that persons in different parts of the country
would pay thelr taxes in currencies of equal value relative
to spenio.-l Constitutionally, Congress was bound to assure
a uniform ocurrency, snd Gallatin thought that this could be
accomplished either by a prohibitive tax on state banks
notes, in order to bring sbout a metallic currenecy, or by a
reguletory national bank. Therefore, Congress had the right
to esteblish a nationel bank under both the "necessary and
proper” clause end the reguirement that Congress should make

provision for a uniforam cumney‘z

lsee above, pp. 93-94,

“The 1819 Supreme Court decision in the case of
MeCulloch ;g. 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 hed 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,” MeCulloch E_g. The State of Marylend, 4 Wheaton
421, Marshall cited the public functions served by the Bank
of the United States, and added that the state banks ecould
not perform them as well,

In 1824, the Supreme Court reaffirmed its 1819 decision,
making more explicit the fact that the Benk of the United
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In the course of stating the advanteges to the govem~
ment, of the First Bank of the United States, Callatin re~
plied in part to the most telling argument agalnst renewal
of the charter, nauely, that it was dominated by foreigners,
It was true, he acknowledged, that the high percentage of
foreign stoekholders in the Bank necessitated an annual
renit tance abroad of the dividends, with a consequent drain
of resources from the United States. He turned the tables
on this argument, however, by showing that if the bank were
liquidated the foreigners' proportion of the capital,
%7,200,000, would have to be remltted abroad at once.t Thus,
the renewal of the charter would act "as a foreign loan,
bearing an interest of 8 1/2 per cent. a yaar."z In general,
Gallatin believed that eny disadventages of forelgn ownership
of part of the stock of the Bank were more than offset by the
gervices the Bank rendered the country.

There were other advantages of the Bank of the United
States to the government. As has been stated, the Bank made

States was not a "mere private eorperatim”~ it was created
net principally for profit, but for "public end national
purposes.” Osborn vs. The Bank of the United States, 9
Wheaton 859-60,

1‘!11&%; this proved to be the case, and was a factor con-
tributing to the suspension of specie payments in 1814, see
ahﬂf., Po 97&

23&11&%411 s 1809 report on the "Bank of the United
States,” 4 perg, Finence II, 352, The 8 1/2
per cent a year was t e averege dividend rate of the Bank,




243

direct loans to the govemment, end assisted the Treasury
to borrow from the public.t In 1831, Gallatin discussed
the role of the Bank of the United States in assisting war
financing by the government., ¥%With the outbreak of a war,
the government needs additional funde, requiring the levy
of new taxes,

The utmost diligence and skill cannot render such

new taxes productive before twelve or eighteen

months. The estimated amount must be anticipated,

and advances to thet extent . . . may justly be

expected from the Bank of the United States,2
In addition to such direct loans, the Bank would "powerfully
asslst” the process of Treasury borrowing in the money market.
The Bank would do so "by effording fecilities to the money=
lenders," especially by meking advences to them to meet ine
stallments on the government securities. This would prevent
"glutting the merket™ with sales of the securities when new
installments ceme due, end would thereby tend to support the
market for the government stoekn.a

Another adventage of the Bank of the United States to
the fiscal affairs of the government was the profit derived
by the federal government on its ownership of stock in the

Bank. Gallatin presented this argument only in connection

livove, p. 27. cCf. Writinge, I, 228,
a"Considerations on the Currency,” op. cit., p. 346.

“Ivig.
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with the First Benk. 4s eerly as 1796, he pointed out that
the government ownsd five thousend shsres of stock in the
Benk, 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 1/2 per cent aversge ennual dividend was a
source of profit to the government .l

To conclude the discussion of Caellatin's treatment of
the Benk of the United Staetes as a fiscal agent of the govern~
ment, it is necessary merely to confirm his Judgment as to its
great utility. Both the First and Second Banks were the prine
cipal depositories for government funds, until President Jack-
son had the federal deposits removed from the Second Benk
in 1833.% Both the First and Second Banks trensmitted, with
rare exceptions, government funds without cost to the govern-
ment. This was a valuable aarvicn,3 which the state banks
could not have performed as well,

lus sketch of the Finances of the United States,™
t tsy Pe 97, Cf. Holdsworth, The F
United States, p. 73.

Swalter B. &mith, o ey DPe 16077, For the extent
of the government deposits in the Bank, see

ibid., pp. 48-51;

Gallatin, report on "Public Deposites in Benks, ¢
ggfgg_ggggxg, Finance } % 216-18; Wcttsrau, ‘ Pe 28723
oldswor he First Benk of th 1ited States, pp. 53, 58.

3Catterall ops cit., p. 467,
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In fact, both the First and Second Beanks got the "lion's
share™ of the foreign and domestic exchange business for the
country as & whole by virtue of their superior resources,
wide distribution of their funds, and universal recognition
of drafts on their brenches.® Whereas both the First and
Second Benks transmitted govermment funds domestically withe-
out cost to the government, they levied a charge for the
trensnission 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 Bmks,® and wes probably the basis for
the assertion by Jackson that the Second Benk had failed to
provide & uniform curroncy-5 Gallatin's extended reply pro=-
vides as good an answer as any to Jackson's argumbnt. Al=-
though it was true that drafts of the Bank end its branches
were received at par only at the place of issue, Gallatin
showed thet this was only because it involved an expense to

trensmit funds from one place to another.

lHo1asworth,
54-55; Wetterau,

®3

%Oldﬂmrth, L€ = 080 K ! .‘.:; H2LOU SLHLES, PP«

ODs ;Eo, Pe M, Oattera J 2&‘, PPe 141"‘430

SGallatin letter to Biddle, August 14, 1830, ¥ritings,
II, 438; Catterall, op. cit., pp. 194~95.
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The 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. « « « When this objec~
tion is mede, 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 gratultously,--an
operation which has io connection with the uni-
fornity of currency.

In 1841 he restated the argument. A new Bank might "bring

exchenge nearer to par,” thet i1s, transait funds more

cheaply,
But it is a greaet error to suppose that it can
afford a generally uniform currency, or one which
shall at the seame time be of the same 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
perrorg that which gold and silver cennot accom=
plish,

For all practical purposes, the Bank of the United
States fumlished a uniform currency, as Catterall says,
because the discount "was aiwayl small, and did not affect
the mass of the people, since the smallest denomination of

the bank's peper was receivable at par wherever there was

lvConsiderations on the Currency,” o tey, Pe 342,
See also "Suggestions on the Banks,"” clt., po 452;

Writings, IT, 438,

2nguggestions on the Banks," %fg ¢it., p. 452, As &
matter of fact, some of the obligations of the First amnd
Second Benks were an even better currency then Gallatin

gave them credit for being, since, in the Chio valley, their
notes “"commonly carried & premium over coin because the
cauldobe used for interregional exchangs™; Berry, g_g,__gig.,
P. 540,
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an office of the bank, end all the notes were receivable
at par in payments to the government."l In the United
States before the Civil War, internal communications and
e clearing system for bank obligations were not yet so
well developed that funds ordinerily could be transmitted
at so0 negligible & coet that the bank could bear the ex=-
penses

The soundness of Galletin's views that the central bank
was extremely useful as a fiscal agent to the government is
further attested to by the fact that the First Bank esta=-
blished certain of its branches solely because of the desires
of the Secretary of the Treasury, thereby aiding the Treasury
in its fiscal Operatima.g Wetterau adds the following
pointe: The Bank of the United States acted as en agent for
subscriptions to new government loans, and for paying the
salaries of govermment officiels. It cooperated with the

Hint in holding government bullion end foreign coins, turning

lRaiph C. H. Catterall, "The Successes and Failures of
the First and Second Banks or the United States," Academy
of Political Science, Proceedings, I (1910»11) aoeo Gallatin,
“Considerations on the 2P _cd .. PP- 341—43. Cr.
Catterall, The Second Baupk of he Ynited States PP. 137-40;
Walter B. Sml bes PPe 236-37, race ‘adeleine

Under freely oempetitiu ccnditieua the

rate of premium or discount en bills would be settled by
the forces of supply and demend operating at any given time,
the remedy ageinst undue exactions being the elternative of
trenemi tting specie." Op, cit., p. 35.

2
Wetterau, op. cit., p. 272; Holdsworth, The First Bank
of the United S5tstes, D. 73.
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them over to the Mint as necessary. Finally, as pointed
out above, it alded the Treasury in the collection of
customs bonds.l The Second Bank served equally well as

a service agency for the gavernmont.?‘

First end Sscond g As Re ato
of © G [

More importent, if amything, than service as & fiscal
agent for the government is the tesk of regulating the cur-
rency. Both the First end Second Banks of the United States
performed this centrgl banking function by continually pre=-
senting for redemption in gpecie the state bank notes that
came into thelr possession. It thus prevented them from
extending thelr discounts =0 fer that they hed more notes in
circulation then they were eble to redeem in specie upon
demand. The result was that bank notes tended toward per
with specie, hence toward uniform velue. In addition to
being far safer for the noteholder, the money supply was to
gome degree prevented from rising unduly. Gellatin described
this regulatory process and emphesized its mportaneo.a He

1Wetterau, op. eit., pp. 271-72,

20&‘5%01‘&11 s 3
45377,

SvConsiderations on the Currency,” op. cig. pp. 334
336; "Suggestions on thc Banks," op : o3 P 5 g :
Catterall, The Second Bank of the
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believed that the stability of the currency and "a just
performance of contrects” depended almost entirely upon
the actions of the Benk of the United States,t

If the Bank of the United States wes to heve more notes
of the state banks to present for redemption then the state
banks had notes of the National Bank, it required that the
latter maintein a creditor status in relation to the state
banke. That 18, it was necessery for the Bank of the United
States to keep its discounts moderate in amount es compared
to those of the state banks in order to remein their ereditor.2
Gallatin thought that the actions of the Second Benk had been
"irreproachable™ in keeping ite issues "extremely moderate
and its treasure considersble™ as late as Hovember, 1830,
when he was writing his essay for VWalsh'e Rev;gz.s

In "Considerations on the Currency," Gallatin presented
the imperfect data from which he drew his conclusion that
the Second Bank had restrained the state benks and had not

Hammond, "Jackson, Biddle, and tha Bank of the Unitcd States,"
%g, 1,5., Pp. 2~3; Holdsworth, The f n
t F_gg Pe 51,

lgallatin, letter to Robert Walsh, Jr., April 27, 1830,

w_?_g_ & o 426; "Considerations on the Currency," 92:...9.&2':
P 350

Suggeatians on the Banks," O%g cit., p. 395; letter
to Palmer, May 1, 1833, Vritings, II, 4

SLetter to Palmer, ;___%g_. He cautioned Biddle, however,
against further increase his circulation relative to
specle; letter of August 14, 1830, Writings, II, 434.
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itself overissusd. For all state benks, including those
for vhich he hed estimates only, circulation was reduced
from $66,000,000 to less than $40,000,000 between 1816 and
1820. In the same period, the Benk of the United States
began operations and issued $4,000,000 of notes. From
1820 to 1830, Gallatin caleulated thet "the whole eamount
of the peper currency has durng those ten years incressed
about forty-five, and that portion which is issued by the
State banks only twenty-two and a half per cent, "t

The fact that the Bank of the United States had re-
stricted the expension of the state banks, while itself
meeting the increased monetary needs of a nation growing
in weslth and populatlo@ was proved, he thought, by the
frequent complaints that the Bank "operates as a screw."
Relative to capital and specle, however, CGellatin concluded
thet the stete benks hed been restreined no more then the
Bank restrained itself; and the dividends of the former
"eertainly far exceeded" those of the Benk of the United
States.® By 1832 or 1833, however, Gallatin believed that

Inconsideretions on the Currency," Ops cit ., P. 334,

3_13%.. pp. 335-36. Calculations from Gallatin's data
on reportiug banks Indicate that, on Jemuary 1, 1830, 281
state banks had a ratio of specie reserves to demand lisbili-
ties of 16.7 per cent, while the Bank of the United States
had a reserve ratio of 25 per cent. The reserve ratio of

the state banks certainly does not appear to be t00 conser=
vative in view of the record of bank fei lures. See Appendix
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the Bank had lost its power to regulate the curresncy,
because its discounts end issues had become excessive.l
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 federel government, much of which came to
the Benk in the notes of state banks. Moreover, by agree-
ment with the Secretary of the Treasury, the Bank was to
decide what notes it would aaeoj)t as equivalent to specie
in payments to the government. The se factors, toagether
with the refusal to receive its own brench paper at par,

helped assure that the Bank of the United States received

Iv, ibid., pp. 360-82, These figures should be accepted
oniy as approximations. The data accepted by Smith and
Cole indicate that the totel money supply, including de-
posits, increased by 44.5 per cent during the 1820's,
Op. eit., ps 39, Catterall states that the note iLssues
of the state banks were never as large between 1817 and
1830 as they were in 1816. He thought that this was a
wonderful improvement, end he cited Gallatin to the effect
that 1t was attributable almost wholly to the Second Benk.
Catterall, ne oSecond Beap g United States Pe 444,

3G

1"8uggeationn on the Benks,” +y Pe 394, Catterall
disagrees, pointing out that the state banks as & 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,
Cattcmll, ' 2 C O L Bank of the 2 VB0 2L LUe 8, PP+ 435,
451, In Gallatin's defense, it should be pointed out that a
relative increase in the amount of discounts by the Bank after
1830 might have caused it to lose its creditor status with
particular banks, even if not with the state banks as a whole,
end to that degree lose its i'gﬁlatory ower. OSee the data

in Appendix V of Catterall, ss PP« 501-3,
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more notes of the state banks then vice versa.l Sinmilar
considerations apply to the First Bemk, which was very |
conservatively menaged, and kept both ite loens and its
note issues lower than its ten million dollar capital.z
Gallatin believed that the Bank of the United States
was instrumental in achieving end meintaining convertibility
of notes into specie. He thought thet the suspension of
1814~181%7 would not have occurred if the origina) Benk of
the Unlted States had been rechartered, that the resumption
in 1817 was sttributable to the efforts of the new Bank,
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 end note issues that contri-

buted to the general suspension of 183 .3

lcatterall, ibid., pp. 434-37.

®Holdsworth, T
49«51; Wetterau, g

SnConsiderations on the Curreney,” %. g;i., Pp. 282-86;
gsection entitled "Causes and Incidents o e Bank Suspen-
sions,” in "Sugzestions on the Banks,"™ op, ¢it., pp. 385-4086,
} Adams, cit., PP. 474-75, Dewey agrees that the
rash of state mnkiié after the demise of the First Bank con-
tributed to the suspension of specie payments in 18l14.
] Ak :.., ALEY AR U £100 i LOU ‘ WS UOS pp. 144'45. Thcr’

. buting to the suspension,
however, and it is doubtful that the First Bank, had it been
rechartered, could have prevented the general suspension.

The evidence is much stronger that the Second Bank, by pledg-
ing its finaencial support to those banks that undertook to
resume specie payments, was instrumentel in bringing about
general resumption in 1817, Catterall, The Second Bank of

e ¥ ppt

Vs &
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The knowledge that particular banks could be restrained
in thelr note lssue by being called upon for frequent redemp-
tion In specis of their notes led Gallatin to advoeate the
widespread use of facilities for clearing balances due be-
tween banks. He knew that a system for frequent clearings
and ecolleections would facilitate the banking business in
any given locellty, and he saw that sdequate provision for
clearings would limlt the expmmsion of my one bank to that
which could be sustained by ita specie reserve. More then
that, however, Gallatin apparently believed that adequete
cleering facilities would prevent excessive ilssues and conse-
quent depreclation of the notes of the bankina gystem as a
whole.l

.ates, pp. 23-26; Hamuond, "Jackson, Biddle and
the Bank Of the United Stetes,” oD, oit., pp. 3-4; Walter B.
Smith, ?&2&&, Ppe 103-5,

e ¢ argues that Jackson's rsmoval of the publie
deposlts and destruction of the Second Beank were first in
time md importance as causes of the spsculative bubble of
1836-37, the suspension of specie p ts of 1837, and the
panic of thet year. i te, PP. 91-92, Saulth belisves
that the operations of the Bank under its state charter after
1836 contributed to the instability, but were not primary
causes. %ﬁ-ﬂ&* PP. 255-61l, The stimulus to the state
banks by the meeipﬁ of federal deposits, and by other
policles of the government, contributed to the 1836-37
speculation and instability, according to Smith. Ibid.,

Pp. 184-85,

lGallatin, Note B, "On Scotch Benks,™ appended to
"Considerztions on the Currency," op, cit., pp. 348-50;
"Suggestions on the Banks," op. ci%., pp. 424-25, Cf.
Mints, op, eit., p. 136,
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Gallatin was the first writer in America to suggest
a clearing house for New York, according to Hodlich.l
Gaellatin maintained that

a general _gﬁ_ggﬁgégg might be established, in which
P

each bank shou ace a sum in specie proportionate
to its capital, which would be carried to its credit
in the books of the office. Xach bank would be daily
debited or credited in those books for the balence
of its account with all the other banks. Each bank
might at eny 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 1t wes diminiglnd one~half, or in any other pro=-
portion agreed on.*
Similer errangements might be mede in other districts,
Gellatin suggested, except that in order to obviate the
necessity of establishing the cash office, "the balences
due by the benks in each district might be paid by drafts
on New York, or any other place agreed on."3 For the country
as e whole, however, Gallatin believed that am adequate
clearing system was impractical.

Gallatin saw in such a system much more than convenience
to the banking and business community. He thought it would
Prevent dangerous expangions of the money supply. Note his
comments on the system of cleerings and collections in Scot-

land:

ZvSuggestions on the Banks," op. eit., pp. 424-25.
3Ibég., Pe 4250
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The great and efficient method of preventing the
cver=-igsulng of bank-notes end the depreciation of
thelr value consists in the practice, rigorously
adhered to by all the banks, of exchaenging esach
other'’s notes twice a week, anéd paying immedietely
the balances. The stete 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 instently
correct it, and force a bank acting improperly to
alter its mode of conduct, This method is the same
which, tho with less rigor end uniformity, is

successfully used by the f&&&gﬁ_ﬂgﬁk} of Boston,
and by the Benk of the Un iad States, for preventing
excessive isswes of paper.

Galletin is correct in saying that edequete clearings
would tend to prevent individual banks from incurring de-
mand liabilities in excess of thelr 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.8 Therefore, adequate provision
for clearings or redemption certainly would have dampened
inflationary increases in the money supply on the basis of
a glven amount of reserves.

Ag HMinte points out, however, to prevent excessive

issue by individual banks is not necessarily to prevent an

l”Canaidaratlona on the Currency," p. 350, Gallatin
does not discuss fur ther the Safety ¥und System of the
Boston and other Massachusetts banks,

®5ee above, p. 249,
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increase in ths money supply.l If, for exauple, there is
an influx of specle into the banking system, providing
additlonal reserves, tho bamks as a whole could expand by
several times their fractionsl reserves.® Even though fre-
quent clearings or the necessity for redemption in specis .
might prevent excessive lssue relstive to reserves, it may
not have prevented inflationary Incresses in the money
supply.

Some genersl conclusions are possible with regaerd to
the rcle of the First and Second Banks of the United States
in regulating the money supply. In the first half of the
nineteenth century, the United States was expending rapidly,
and, as Hammond points out, the principal task of the central
bank was to restrain the banking system from contributing to
over-rapid expension.® Both the First and Second Benks per-
formed invalusble services to the economy in checking the

loans and note issues of the stete banka."‘ ¥hen Jackson and

3‘H1nss, epe cits, pps 105-7,
235es above, ppe 177=79.

sﬂwmond, "Jackson, Biddle, and the Bank of the United
Stetes,” op. cit., pps 3, 9, Cf, Gallatin's letter to
Chaml{ar, September 14, 1841, Writings, II, 556.

‘Wattarau, 9B ¢ib., pp. 283-84; Catterall, "The Suc~
cesses and Fallures of the First end Second Banks of the

United States," 202; Walter B, h, op. ecit. 236«
g‘?; 1;ﬁerr:,v,, d aft., PP, l&}g, 4&'. T ¥ .3
The one period during which the Bank did not exercise
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his supporters destroyed the Second Bank as a publiec insti-
tution, they fomented the very evils they deplored.l
Although it is true that the general role of the Bank
of the United States as & central bank was to check over-
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
benks cooperated with each other, the Bank of the United
States alding the other banks when they were distresssd.z
Also, the Second Bank on occasion "afforded ease as holder

of the ultimate reserves and lender of last resort."a

sufficient restraint, especially in its owm discounting,
was from 1817-18., Smith, op. c¢it., pp. J.Og-'l, 252; Catterall,
he Second Bank 1 States, p. 439.

lHgmnond, "Jackson, Biddle, and the Bank of the United
States,™ op, cit., p. 8; Gallatin, "Suggestions on the Banks,"
OPs g;st' PP« 390-02,

8Holdswarth, he I's nk of the Unite betes, PPe
41, 125, Holdsworth mentions an exception to this poliey of
extending aid to banks when they were pressed: during a period
of "financial stringeney™ in 1796, the New York branch of the
Bank of the 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 occasionel stresses
gnd strains in the chief money mrkets"; op. cit., pp. 272,
73

3E{amxme:n:u!.. "Jackson, Biddle, and the Bank of the United
States,” o sy Pe 3, Dee also Walter B. Smith, op. cit.,
Pe 253, n there are exceptions: the Bank mey have aggra-
vated the depressions of 1819 and 1834 by contracting exces-

gively, even though the role of the Bank wes a minor one.
SM’.th. QP e g;tcg PP 118025, 252,
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To sumnerize, the two Banks of the United States were
central banks, and Galletin supported them on that eccount.
He was keenly awére of the central bank function of regula-
ting the money supply. He saw clearly the role of the Bank
of the United States in checking inflationary expaensions.
8ince the purposes of restraining the state benks and pre-
gserving specle payments were his overwhelming considerstions,
Gallatin's discussions of central banking s it opereted in
times of economic contractions were few and far between.
Nevertheless, in several instences he did recommend that
the central bank adopt counter-deflationary policies.l And
in 1841 he made the following excellent statement of the
role in contractions of a central bank esdequastely supplied
with specle:

In that case the bank would be the great reservoir

which might, if applied properly, supply sudden de-
mands, and at critical times sustain the other banks,
g;‘::org’:gfge local currency, and lessen the commercial

The means of regulating the currency thet Gsllatin pro=-
posed and thet the Bank of the United States exercised were
simple end direct. The central benk, in a creditor relstion-
ghip to the state banks, restrsined them by frequently pre-

senting thelr notes for redemption in specie. Control of

lsee above, pp. 146-49, 156-57.
3"&1@@31;10:13 on the Bamks," op, elt,, p. 455,



259

this sort was more efficient in some respects than that

exercised by the Federal Reserve banks in the mid-twentieth

contury.l
The Federsl Reserve banks are in a debtor relationship

to the bsnks that are to be controlled, since they hold as

deposit liabilities the reserves of the member banks. Con-

trol over the money supply depends on the ability of the

central bank to influence the size of the earhing asgsets

of the member banks by acting upon their reserves. 4An

effort to contract the money supply may be nullified, however,

if the effect of higher legal reserve requirements or of

"open-market” sales of securities is merely to utilize

"excess reserves.” Or, an effort to expend the money supply

may be nullified if the effect of lower reserve requirements

or of "ppen—markat“ purchases is merely to create or increase

Yexcess renervna.'z

Moreover, according to Currie, the pre-
vailing repugnence of the member banks to indebtedness to
the Federal Reserve banks has made manipulstion of the redis-

count rate obsolete as a method of control. In short, the

lcr. Emond, "Jackson, Biddle, end the Benk of the United
States," op, ¢it., p. 2.

2Federal Reserve Benks are empowered, within limits, to
extend direct loans to non~benksg, es did the Bank of the
United States. These direct losns are used aparinsly, howb
ever, Hdwin W. Kemmerer, The ABC of the Federal Resery
System (11th ed.; Princeton: Princeton Unlvers Y resa,

1, Pp. 163-66.




260

regulatory powers of the central bank are weskened because
80 much Initiative still lies with the coumercial benks in
determining what the size of their reserves and of their
earning assets shall be.l In meny respects, the teehnigue
of central benking 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 from the standpoint of stability of prices
and incomes, when there was an increase in the specie re-~
serves of the benking system. For Gallatin's day, however,

the latter problem was the more remote.
Che it 0

Although Galletin recognlzed thet 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 meke the Bank more

lon the methods and limitations of control over the

money supply under the Federal Reserve System, see Currie,

urrie is optimistic that monetary weapons can be made more
effective, however. See also Board of Governors of the
Federal Re Yederal Reserve Policy, No. 8 of
Postwar Hec ; s 4947}, Karl R. Bopp

; ed tradition ageinst rediscounting”

has been exaggerated. "Three Decades of Federal Reserve
Policy,"™ ibid., pp. 5-7.

0 B
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responsible and more efficient in its role as a semi-publiec
institution.

In his 1809 report on the "Benk of the United States,"
CGellatin proposed the following modificetions in the cherter
if 1t were to be renewed after 1811, in order "to give to
the institution all the public utility of which it is suscep~-
tible":t

1., The Benk should pay interest on the public deposits
whenever they exceed three million dollars.

2. The Bank should be required, if cal led upon, "to
lend to the Unlted States a sum not exceeding three-fifths
of its capital, at a rate of interest not exceeding six per
cent, "%

3+ The ceapital stock should be increased from ten million
dollars to thirty million dollars. Of the capitel, 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 capitel were to be in specie or in securitiss of the
federal government, and were spread out over ten installments.

4. The federal government should appoint a "few" of the

lamericen State Papers, Finance II, 352.

®Ibid., p. 353,
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directors, and the auﬁserlbing gtates & "few" of the directors
of the brench in their stete.

The soclal utility of these propossls, Galletin thought,
would scerue from the interest on government deposits; the
avallable loans up to eighteen million dollars; the gradual
increase in capital, "not more rapid than mey be required by
the progressive state of the eountry";l and the fact "thet
the Benk itself would form an additional bond of common
interest and union, amongst the seversl States,"®

In his "Considerations on the Currency," Gallatin indl-
cated the ways in which the Benk of the United States was
held socislly accountable:

Placed under the control of the general government,
relying for its existence on the correctness, prudence,
and skill with which it shall be administered, per-
petually watched and occasionally checked by both
the Treasury Department and rival institutione end
without a monopoly, yet with & cepital and resources
adequate to the object for which it was establighed,
the bank . , . affords the strongest security which
cen be given with respect to paper not only for its
ultimate solvency, but alsg for thse uninterrupted
soundness of its currency.“

Wiriting to Nicholas Biddle in 1830, Gallatin pointed

out that the opposition to the First Bank head not been so

1Ibid.
2Ibid.

S"Conaiderations on the Currency,” op. eit., pp. 333-34.
Cf. CGallatin letter to Palmer, May 1, 1873, : P ¢ ¢
462-63,
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widespread as 1t then was to the Second, yet the First Bank
. had been defeated in its effort at recharter. Therefore,
he advised Biddle to compromise with his opponents in order
~ %o enhance the possibilities of recharter. Gallatin made
the following proposals:

le Tax the interest revenues derived in the process of
issuing the notes of the Bank of the United States. Such a
tax would enable the publie to participate in the economy
realized by the substitution of paper money for specie.

2, Underteke at par trensactions for the genersl publie
in inlend drefts and bills of exchenge. Admitting that
parity of exchange snd a uniform cur rency were not the same
thing, nevertheless it would be well to propitiate the oppo-
sition to the Second Bank by transmitting gratuitously funds
between branches of the Bank.l

3. Alternatively to the tax on the interest revenues
from notes 1ssues, provide for the public to share in the
Benk's dividends over & certain rete. The Bank was entitled
to "a reasonable profit"™ in addition to the usual interest
on its capital , but the United States was "justly entitled
to participate in the adventages which the bank derives
from its charter, by being permitted to issue paper end to

lgallatin, letter to Nicholes Biddle, August 14, 1830,
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extend its operations over the whole ecauntry."l

Biddle refused to compromise, however, and the battle
between him and Jeckson grew increasingly bitter after 1822,2

It is not inconceivable that the compromises and charter
modifications that Gallatin suggested might have placated
Jackson end made the Second Bank en even more sociaslly useful
instrument, 1f they had been adopted before the height of
the "Bank War," As it was, the Jacksoniens killed the Benk,
and there was no centralized control over the monetery system

of the United States for the next three~quarters of a eentury.a

111'313_., Pe 437, ©See also "Considerations on the Cure-
rency, o cit., P« 340,

b‘tote the similarity
the recent Report of the
=) tligcal Y

of

fad AR A

L@ DO e :
enacted on the net earnings of the Federal Reserve Banks in
excess of dividend requirements, to replece the voluntary
contributions now being mede to the Treasury by the Board
of Governors. Senate Documents, No. 129, B8lst Cong., 24
sess. (1950), p. 51.

82 £f.; Schlesinger,
1 ‘;".; O the

* Sk %

2Grace Madeleine, op. QLE., PP+«
tey PPe 74~114; Catterall, The
< : s PPe 195‘814 and ps SILY

Spive years after the expiration of the charter of the
Second Bank, Gallatin suggested thet, if a bank could over-
come political interests, a new Bank of the United States
might be chartered subject to the following restrictiona:
its capital should be limited to fifteen million dollars;
its earning assets should be restricted to one and one-half
times 1ts capitel; it should be forbidden to deal in mere
chandise, real estate, or stocks; it should be regularly end
riserousiy inspected by federal officials; and precautions
should be taken to prevent its degenerating into & local
institution. "Suggestions on the Banks," op, cit., pp. 453~
56.
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Gellatin saw thst the Bank of the United States served
'userully as a fiscal agent for the government and as &
regulator of the currency. He made several proposals de~
signed to Increase the sociel utility of the Bank. His
counsel did not prevail, however; his ideass on the Bank
were not a decisive influence on the policles pursued by
the nation. WNevertheless, these ideas are significant as

& contribution to the theory of central banking.



CHAPTER IX
MONETARY THEORY
e Ra

The rate of interest, Gallatin asserted, depended not
on the quantity of money inm eirculation, "but on the propor-
tion between the amount or supply of capitel which may be
lomed and the demend for that capital."1 Gallatin was
using the term ”capitai” to mean loesnable funds. Hence he
was seying that the interaction of the supply of loanable
funds with the demand for loanable funds determined the rate
of 1ntereat.2

Gallatin was attempting to rebut the prevalent notion
that increases in the quantity of noney lowered the rate of
interest, and thereby stimulated 1ndust:y.3 In so doing,
he merely was repeating David Hume's theory of the rate of

interest and attack on mercantilist doctrines, of some

lngonsiderations on the Currency,” op. c¢it., p. 258.

2M1ller, ops cit., p. 37.

5Ibid., pp. 35-38. Alexander Hamilton was cme writer
who believed that the rate of interest was a function of the
supply of money.
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eighty years before.+

Gallatin's statements, however, were
much sketchier than Hume's.

Banks tended to lower the rate of interest, according
to Gallatin, not by increasing the supply of currency but
by adding to the supply of loanable funds. "Their cepital--
that which they bring into action--and their credit have a
tendency to reduce the rate of interest."> Gallatin ignored
the troublesome fact thet banks increased the supply of
losnable 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 determinent of the rate
of interest.,

Gallatin mentioned elsewhere some factors affecting the
supply of loanable funds in connection with discussions of
government barrowing. The avellability 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."® 1In 1846,

lror a summary and analysis of Hume's interest end guan-
tity theories, see Hansen, op, cit., Appendix A, pp. 215-18.

Gallatin, letter to Leonard Maison, December 20, 1836,
Writings, II, 515,
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he cautioned that "men of property are perhaps more timid
than others,”™ and will not offer their funds to a govern-
ment "so long es 1t is controlled by men whom they consider
as reckless, and as entertaining rether lex opinions respec-
ting public eredit.™l Under such ¢ircumstances, the govern-
ment must borrow on much dearer terms thaen if public confi-
dence was unimpaired. Referring to the loan thus obtained,
he said:

There will always be found bold speculators, who will

advence it at & premium--enhenced by the want of come

petition, and proportionate to the risks they may be

supposed to incur. Independent of this, 1t 18 most

certain that the rate of interest at which loans may

be obteined, will aéwaya be inereased in proportion

t0 their magnitude.
Thet is, the "pure"” rate of interest is increased by a risk
premium; monopolistic elementes in the supply of loanable
funds tend to rel se the rate of interest; eand the price of
loeneble funds veries directly with the demand. :

On several other ocecasions, Gallatin pointed out the
simple fact that increased amounts of public securities put
on the market tended to worsen the terms on which the govern~

ment could borrow.° 1In addition to governmen ¢ borrowing, the

lgellatin, "War Expenses,” appendix to The Oregon
Suestion, p. 66. '
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demend for lbanable funds, as & factor acting upon their
price, depenied on "the existing demand for other objects."l
The combination of the se demand end supply factors deter~
mined the rate of interest. "Whatever this may be, the money
wented by the public must be purchased et its market price."‘?‘
The only "honest"” way is for the government to barrow at the
market rate; any other fiscal "contrivence is nothing but
quackery, if not something wor se, "9

Gallatin's loanable funds theory of the rate of interest
is the essence of modern interest theory. Present-day refine-
ments distinguish, on the demand sid e, between the desire for
funds for the purpose of increasing one's liguidity and the
investment demand for funds for the purchase of real capital.
The aggregate "supply of loensble funds"™ may be broken down
into new gross savings (including depreciation) out of current
income, dishoardings, end newly-created money.4 Another

of the House of Representatives, January 10, 18123, iﬂg_gm,
I, 512-13; "Suggestions on the Banks,” op. cit., p. 4

5"&13503%:1@3 on the Benks,"” op. cit., p. 413,

4see o, g., Alvin H, Hansen, "Classical, Lomnsble-Fund,

and Keynesien Interest Theories,” CQuarterly Jou
¢s, LXV (August, 1951), 429-327 T

a.n§ Ege Rate of Interest,” §ga;g Lg Mgeta;x”rhgogz, PP

1-38.
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significant addition to the theory of interest hes been the
recognition that the volume of savings, end probably the
volume of investment, depend on the level of 1ncome.l There=-
fore, a complex of schedules relating savings eand the rate
of interest, and a complex of schedules relating investment

and the rate of interest, for different levels of income are
ngcessary to a compliete theory of the rate of interest.®

Even though CGallatin's theory of the rate of interest
would not be adeguate for problems that involve eggregate
savings, investment, or income, nevertheless it was quite
serviceable for hls purposes. That is, he used the loansble
funds analysis to demenstrate certein consequences of in-
creased government borrowing, end to attack usury laws.

Exemples from 1811, 1812, end 1846 have been given in
which Gallatin warned his colleagues or contemperaries that

increased government borrowing tended to increase the cost

17a the Keynesien view, savings depend on current income;
in the Robertsonian view, savings depend on the income of an
immediately preceding perlod, the pericd being defined in such
& way that there has not been time to spend that income. See
fggeggmn, ibid., pp. 4-5; Keynes, gp. eit., pp. 77-84, 96-97,

For a discussion of the determinants of investment, see
Fellner, op, ¢it., pp. 21~42, 55-83, 95-97.

2schedules of liguidity demand and of dishoarding, plus
the money supply are also necessary, &s mentioned above.
J« R, Hicks + Keynes end the 'Classics': A Suggested
Interpretation,” Hconometrica, V {April, 19%7), 147-5%;
Hensen, "Classical, Loanak fund , and ﬁaynesian Interest
Theories," op. cit., pp. 420-32,
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of the funds to the government. Hspecially on the eve of
the War of 1812, he argued tiat “In proportion to the amount
wanted for the service of the year, and to the increase of
stock of the puwblic debt at zmrklat, the terms must naturelly
became less favorable."t For his purpose of insisting upon
the difficulties in government borrowing and the c¢onsequent
need for a balenced federal budget, his sketchy loemable
funds theory of the rate of intersst served well enough.

When he argued thet the governmsnt should borrow at
whatever terms 1t could get on the market, Gallatin alse
expressed his feelings against usury laws.

If it becomss necessary 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 esdventage of not being trammelled by i O vl
Wm, which may compel the individue

o“lpayaa earer price for the loen than he otherwise
would ,

Gallatin did not eleborate upon the above sentences, bub

it seems elear that he was expressing both his lalssez-faire
dislike of interferences with a coumpetitive narket, and alse
his recognition that usury laws may defest their own purposes.
He implied that usury laws forced borrowers and lenders to

evade the law, if the supply of losneble funds were so short

§ m;l.etter to Ezekiel Bacon, January 10, 1812, lritings,
. o )

B“Suggeatians on the Banks,"” gg . e%ég.. Pe 413, Under-
lining added. See also Writings, I, .
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relative to the demand for them that the equilibrium rate of
interest tended to exceed the legal maximum. When 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 lam.l

There were other difficulties with usury laws. With
& 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 "demend for
capitel™ fell off, the banks tended to "lay on their oars,”
meking no loans, or to "discount doubtful paper” in order to
get the meximum rete. On the other hand, if the demand be-
cane great, the banks had to "reject good paper, or discount
more then prudence would dictate."® If interest rates had
been allowed to rise, the higher price of loasnable funds
would have rationed the scarce supply.

Precision may be given te Gallatin's argument by Figure
13. Line 88 is the positively-sloped supply schedule of

loanable funds at various rates of interest: DD is the

1Miller cites Richard Hildreth to the effect that only
the banks refralned from evading the usury laws, for fear of
loging their charters. Op. e;%., P« 184, In addition to
Gelletin and Hildreth, a few other writers attacked usury
laws, but their protests were ineffective and largely un=-
heeded during Galletin's lifetime. Ibid., pp. 182-86,

" égallaun, letter to Biddle, August 14, 1830, Writings,
F] u
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FPig. 1l3.--Effects of a 6 per cent usury law
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negatively~sloped denend schedule. The market is cleared
at 6 per cent, OE units of loensble funds exchanging hends.
It is assumed that the demend schedule then fells, that is,
shifts to D'D', eand, in sccordance with Gellatin's obser-
vation of actual practice, 21l loans still tske place at
the 6 per cent rate. Now, only OA units are lent, whereas

at the eqpilibrium:rate,l OB would have been exchanged.

1p¢, as determined by the intersection of the supply
curve with D'D',

The situation in which funds continue to be lent at
the maximum legal rate even after the fall in demand could
be interpreted as evidence of & kink in the supply curve
at the 6 per cent rate, so that the supply cwve is KLS,
Eech lender refuses to sell below the 6 per cent rate for
fear of spoiling the market.
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The market 1s not cle ared; the banks "lay on their cars."t
Finally, assume that the demand schedule shif ts upward and
to the right, to D"D". At the maximum rate of 6 per cent,
potential berrowers of OH exist, but the banks prefer to
extend loans amounting only to OE. They "reject good
paper" amounting to EH., OF units would have been lent at
the equilibrium rete of FG, if thers had been no usury law.
Or, the other possibility suggesteld by Gallatin, the baunks
shift their supply schedule to the right (not shown) until
it intersects D"D" at point J. If S8 was based on the
amount of thelr reserves, among other things, and they have
been maﬁaed to increase the supply only bscausge the usury
law hag limited the rate at which they can lend, then they
may now be dlscounting "more than prudence would dictate."
In coneclusion, Gellatin's antegonism toward usury laws
was thoroughly cmsis?sént with his philosophy of political
economy. Moreover, in so far &s he analyzed the effects of

such lews, his ideas were sound.

Anelyses of the relationships between the money supply
and the price level, or between the rate of spending and the

lor, alternatively, they "discount doubtful paper";
thet 18, the units measured along the horizontal axis are
no longer equivalent to those in Fig. 13.
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level of incoms, sre a gource of frequent dispute in eco-
nomic literature. Certeinly Gallatin found it difficult to
explain these relationships. In the final analysis, his
ideag contain the rudiments of the modern “cash balance"
approach to the quantity theory, end, for certain problems,
a recognition of the short-run variability of tle rate of

. spending of a given amount of monsey. Genuine contributions
such as these, however, must be sifted from much chaff.

As did many others of his time, Gellatin salid that there
was "a certain guantity" of money needed by the soclety at
any one tima.l According to Brooks, the prevailing belief
in the first half of the nineteenth century, as in the colo=-
nial period, was the idea of "a proper amount of money,"
thet each country needed "a certain amount," or an "adequate

supply,”™ or a "sufficient amomt™ of money for daily dealinsa.z

lnconsiderations on the Currency,”™ ge,,_gﬁ,o. PPe 246-47
258-59, 299, See aslso the 1792 petition to Congress, drarte&
by Gellatin, expressing the opposition of western Pennsyl-
venians to the whiskey tax. Adams, op, cit., p. 88.

.?.Brooka, %»_?_g;;., Pps 328-29. The ides of s more or
less fixed need for "a certain amount"™ of money was & corole
lary of the commodity theory, as Brooks points out. In the
comnodity theory, both money and other goods have absolute
values, end prices are determined by & comperison of these
values. With prices determined, it follows that "s certain
anount™ of money is needed to effect exchanges of the goods.
Ibid., ps 830, Gallatin occasionally showed vestiges of

the commodity theory.
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Some of the difficulties with this concept were dis-
cussed ebove, in connection with & passage from "Considera-
tions on the Currency,” in which Galletin seid that additions
to the specie stock beyond what is needed were tsken out of
circulation, whereas additions of irredeemable peper money
beyond the proper amount depreciated the value of the money.l

Without further explenation (end Gallatin provides
none), the concept of "a proper amount™ of money combines
poorly with the quantity theory explanetion that an increase
- in the money supply raises prices. To the quantity theorist,
prices ad just to changes in the quentity of money. Who, then,
is to say what is the proper amount of money?

Gallatin's statements can be reconciled by use of the
"equation of exchange.” If M represents the average quantity
of money in circuletion during e given period, for example,

a year; V the velocity of circulation of that money, 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 ell
things sold for money during the year; them MV = PT. That
ig, the total value of the money that changes hends equals
the total value of the things purcha sed with this monoy.z

Now, if M increases and V stays the same, then there must be

1&‘3070, PPe 118=22,

“Irving Fisher, The Purchasing Power of loney (New York:
Maemillen, 1910), pp. 26-27 and passim.
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an increase in the elements on the right~hand side of the
equation, Galletin's statement that additions toc the specie
stock beyond the proper amount are e xchanged for menufac=
tured goods or for imports might be taken to mean that only
T rises.! On the other hand, his assertion that additions
to the amount of irredeemsble paper causes a corresponding
rise in prices would be represented by a rise in P alone.

Ags the following quotation will indicate, Gallatin
seemed to have in mind the relationships shown by the equation
of exchange!

It 1s obvious that the aggregate value of the annual
payments nade in currency,g which regulastes 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 ob jects which are or may
be annually sold or axchangsd.:‘" The amount of the
value of the currency wented, or the demand for currency
in every country, depends, therefore, prinecipelly on
its wealth, but is modified in some degree by the state
of society.4

Galletin's stetement, like the equation of exchenge, does
not indicate the direction in which cause and effect will
run. They both are trulsms. On the one hand, Gallatin
states that MV, in effect, "reguletes the value of the cur-

rency wented,"” which would seem to make chemges from the

lce, ebove, pp. l21-22,

' @+, MV, Footnote added.

- T PI. Footnote added.

4nconsiderations on the Currency," op. cit., p. 247.
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money side cause chenges in PT, On the other hand, he also
says that MV "must itself principally depend on the aggre-
gete value of « « « all the objects which are or may be
annually sold or exchanged,™ which would seem to meke
changes in PT ceuse changes in MV, 8o fer, a framework
for enaslysies of monetery phenomens has been presented, but
no basis for determining causal relaticnships.

The demand for money, CGallatin indiceted, depended on
the wealth and "the state of soeiety."l By the latter he
meant institutional factors such as the devel opment of come
merce as compared to agriculture, and the presence or absence
of a system of slavery. He added thei the "want and demand
for currency increase in proportion to the density of the
population, the consequent multiplication and growth of
towns, and thg divielon of labor."® In other words, these
institutlonal fectors determine the proportion of people's
"engegements”™ and weelth that they wish to hold command over

in the form of money.

11bid., pp. 244, 247,

‘”‘__b_;g., PP« 247, 286; "Suggestions on the Banks,”
ogi g;i.. Pe 371, Howard S, Ellis has analyzed the factors
affecting "income velocity," that 1s, the turnover of money
in oxehanse for the current ocutput of goode and services.
Prineipally these factors are the number of stages in the
productive process, and the "degree of overlapping™ betwsen
payments periods and anom perieda. "Some rundsmentals in
the Theory of Velocity," Quarte: Jou ) nomics
LII (May, 1938), 431-73,
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Gallatin's analysis may be illustrated as follows, If
W is the physical wealth of the soclety, end k is the fraction
of the value of the wealth and of the things currently pur-
chased for money that people wish to hold in the form of cure
rency,t then M = KP(T + ).2

Since k is the proportion of annuel payments held, on
the average, in cash, while V is the number of times per year
that the cash turns over in order teo effect those payments,
then k is the reeciprocal of ¥V in the equation of exchange
presented sbove. The followers of Yarshall, in their "cash
balance™ version of the quentity theory, drop the ¥, while
reinterpreting k as thet propertion of real ennual natiomneal
income that "people wish to have enough money on hand to
purcmwam.":5 -

Gallatin, of course, did not anticipate all these
developments, but he seems to have stated the relationship

1"Enry merchant, every person who enjoys or earns a
certain income, always keep on hand & certain emount of
currency proportionate to his engagements, to his wealth,

end to his wants." "Suggestions on the Bmks&" o) .y
pe 371, Cf. "Considerations on the Currency, .y
PPe 243-44.

2¢f, above, ps 71, in which Alfred Marshall is quoted
as he relates the demand for money to income and to wealth
or pgogerty. See Hensen's commentary on Marshall, op. cit.,
PPe &=0. ;

SRobertson, Mo pp. 180-8l1. Robertson also recon=
ciles the velocity approach with the cash balance approach.
The Marshallian k is the reciprocal of Ellis' “"income
velocity." :
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between ¥V and k. First, he pointed out that a dollar,
"passing from hend to hand, effects in & given time, a year
for instance, & great number of payments,” go thet the amount
of money needed is much less than the "“gross amount of pay=
ments made in currency™ in that year.l With regard to that
money supply, he then said, "Its value must elways, there-
fore, bear a certain proportion to the aggregate value of
the lend, labor, and all objects whatever thus paid for with
c:n.u:rexwy."'8 In other words, Gallatin epperently recognized
the relationship between the more recent cash balance theory
end the equation of exchenge, both applying to total trans-
actions. Although the uentity theory of money was “"over-
whelningly predominent® emong the monetary writers of Calla-
tin's day, few refined the theory as did Gallatin, once he
got beyond the idea of "a proper amount” of money.s

Gellatin sometimes stated the quantity theory as in-
volving & directly proportional relationship between the

lngonsiderations on the Currency,” op. cit., p. 243,

alm., Pe 244.

5Brooka, oet eit., pps 339-56, Bollmann wes another
writer, in addition to Gallatin, vwho had the rudiments of
the cash bslance approach, A few other writers discussed
determdnents of velocity or of the demend for money. Ibid.,
PPe 345+46, 353-56,

Henry Thornton, in England, hed views vary similer to
Gallatin's. See M. W, Holtrop, "Theories of the Velocity
of Circuletion of loney in Eariiar Economlie Literature,"

» & supplement to the Economic Journsl, I
515.
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guantity of money and the price level., In these cases, he
was talking about large issues of inconvertible paper money,
and was implying that V (or k) end T would stay the same,
so that the increased money had the sole effect of pushing
up prieoa.l Here, then, is not just a truism, but a state-
ment of a functional relationship, subject to ampiriea;
verification, and, if established, useful for prediction.
Alvin Hensen esserts that the quantity theory is strictly
applicable to “a country rich in natural resources, but
industrielly undeveloped and rapidly expanding.“z His data
show that the Marshalllen Kk was remaerkebly steble over tem
year intervels between 1800 and 1870.° Under these circum=
stances, additions to the money supply are spent at the same
rate as previous dollars were circulating, thereby directly
increasing the money value of consumption and investment
expenditures. Moreover, the new money tends to lower interest

rates, thereby further stimulating invsstmant.‘

l"canaidarations on the Currency,” op. cit., pp. 249,
256, 267; ibid., p. 246 is quoted above, D

Pe 173. See also

This s,applias'ﬁ@ eurren-;outpéfm- "2004s, not to all trans-
actions. Data are not evailable for the latter.

4Tn technical language, the liquidity function is com-
pletely interest inelastic, and the 1nvaatmant function is
more or less interest elastic. New money is spent instead
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Hansen's enalysis of the effect of changes in M on the
rate 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, hé was neg-
lecting the fact that M is one, although only one, of the
determinants of the interest rete., Yet he was correct in
his belief that the net effect of new money was to raise
prices, since the resultant incresse in the rate of spending
on & limited output of goods and gservices would be infla-
tionary. This assumes full employment, which,‘by and large,
was the case during Gallatin's 11ret1mn.1

There is little doubt that the conditions necessary for
the quantity theory to be generally.velid accurately deseribe
the United States of Gallatin's day. Additions to the money
supply by the banking system most certainly were spent. The
country was predominantly agricultural, but rich in invest-
ment opportunities. Manufacturing and internal communications
were being developed rapidly. The philosophy of the times
gave maximum scope to the efforts of the entorpriaer.z

of going to satisfy a demand for liquidity. Investmant in-
creanea. Incoma, or price times output, risas. Hansen,

lsmith end Cole, op. c¢it., p. 31.
2

X Conventlion,” p. 41: énd the Tolerences s
and the diacuss on above, pp. 197-98 218, 214 n. 1.
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It is under these circumstances that the quantity theory is
mogt applicable.

VWhen he was taking & less sweeping view, however, of
the operation of monetary forces, Gallatin asserted that the
demand for money was not constant, in other words, that the
proportion k was subject to fluctuetion.l "I also think,"
Gellatin steted in 1830, "that the depreciation of a paper
currency does not exclusively depend on, or always corre-
spond with, its excess. . . ."’?‘ The extent of deprecistion
also depends on the degree of confidence in the issuing
government. The value of the pgper varies with the assurance
thaet the government will show restraint in future issuss,
and soon will redeem the inconvertible paper.s

Certain ecriticisms applicable to Gallatin's use of the
quantity theory, and his deperture from it in so far as he
said that the veloelty of money did not remain constent,
are now ln order. Brooks criticizes Galletin for failing
to understand clearly that the quantity theory epplied to
"long run csusal relationships between the quantity of money

1nphe proportion may very, according to the rapidity
of the eirculstion, and to the meens used in order to econo-
mize the curremocy. + . " ™Considerations on the Currency,”
QE:_OLE», PP 245, 246' 252,

Swritings, II, 428.

S"Considerations on the Currency," op. cit., p. 261-82,
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end the price level." Given sufficient time, the veloecity
of money would return to "normal"™ following a change in the
quentity of money. Gellatin failed to realize this, accord-
‘ing to Brooks, when he stated that changes in the quentity
of money did not result in strictly proportionel chenges in
its value.t

Gallatin wes not unaware that the strictly proportional
relationship 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 gquantity of

lBrooka, Ops Cite, ps 354, For Irving FPisher's asser-
tion that the quantity theory involves & long run perioed,

see The Pg;gha?;gg P§ggg of Mbgg;, 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 ¥
over shorter periods, for example, the business cyecle,
M" ppn 55"73.
‘ Brooks, incidentally, attributes to Gallatin an un-
signed essay on the "Bank of the United States," in the
ANeTrl car '2___ __, ’ ~ VA , Ix (M&I’ch, 1831)’ 345-—83» BrOOka.
549, 354-55. He gives no evidence to support
his contention, however, and he is probably mistaken. The
two calendars of the Gallatin collection in the New-York
Historical Society give no indicetion that Gallatin might
have written this essay. Andrews, op. e¢it.. 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. Dorfmen's conclusion
is based upon evidence in correspondence between Nicholas
Biddle and Tucker, in the Biddle Papers in the Library of
Congress. Dorfman, o%, cit., II, 882, and p. xx of the
"Bibliographic Notes.
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money affect price levels.t Gellatin's other use of the
strict quantity theory was in situastions in which increases
in ¥ overwhelmed any short-run disturbances of ¥V, so that
P rose rapidly and in rough proportion to the incresse in
M., 7This, Gallatin asserted, described the inflationery
effects of the issues of irredeemable notes by John Law's
bank, in France, from 1716-1720,2

 As to Gallatin's qualifications to the strict quantity
theory, his evidence is convineing that ¥ (or k) might not
be stable during short, cyclical fluctuations of economie
aetivity.s It should not be inferred that Gallatin discussed,

1OEE fgt., pe. 269, The same passage argues that not all
prices e affected equally by changes in M. See also
Gallatin's letter to A. J, Dallas, September 25, 1815,

Yritings, I, 654-55.

SvConsiderations on the Currency,"” ope. cit., pp. 257-
58. Fisher's discussion of Law's scheme comes to the same
conclusion. The Purchasing : oney, pp. 25253,

SnConsiderations on the Currency,” op. g%t., Ppe 261-63.
Modern studles of various velocity concepts give a mixed
picture as to the stability, or lack of stability, of k or V.
James W. Angell found that an index of the velocity of money
in all trensactions was quite unstable, both eyeclically and
secularly, for the period 1919-1934, The B of ‘lone
(New York: McGrew-Hill Book Co., 1936), pp. 1Lle-26 ndex
of veloecity in trensactions involving only currently produced
goods and services, however, was remarkably stable from 1909~
1930, oy PP. 136-44, 153-55., Jawmes Tobin found that the
"liquidity demand for money,” as & factor scting upon k,
varied yearly from 1919-45, especially with changing interest
rates, "Monetary Velocity and “onetary Policy--A Rejoinder,"

Review of Beonomics end Statistics, XxK (November, 1948),
“" .
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except by inference, long-run and ghort-run concepts. The
contention is simply that, first, Gallatin stated that there
was @ certain general relationship between increeses in the
quentity of money and eventual increases in prices; and,
second, he recognized that there may be temporary situations
in which the demand for money varied so that chenges in the
supply of money did not cause immediete and proportional
changes in prices. Brooks's criticism would not ‘aoem to be
entirely warraanted.

Keynaaiang levy enother sort of criticism at the quantity
theory.} Welter S. Saelant, for example, argues that the con=-
cept of k or ¥ is a catch-all that feils to identify the basic
foreces at work. It 1s necessary to break down the aggregate

figure into its active components, a@coi’ding to this view.®

1Donpi'se his departure in some cases from the version of
the quantity theory that restricts its use to a strictly pro-
portional relationship between M end P, Gallatin still be-
lieved that changes in money flows were aetive, not passive.
The belief that changes in money flows can cause chenges in
incomes 1s the essence of the quantity theory approsach,
broadly concelved, Cf. William J, Fellner, "Eaployment
Theory and Business Cycles,™ Howard 8., Ellis, ed. é__ﬁ%’:ny
of Con orery Eeonomles zPhilad.olphiaz The Blakiston Os,y

Robertson, Momey, pp. 117-19.

“salant » "The Demand for Money and the Concept of Income
Velocity," Journal of Political Eeonomy XLIX (June, 1941)
3956~421, : e a . |

Te, "A Note on Veloeity "
stics, XKXI (May, 1949), 153=54.
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As mentioned above, Galletin acknowledged thaet the demand
for money was varieble in the short run, and that 1t required
further investigation. His conclusion was that the value of
money depended not only on its quantity but also on confidence
in the discretion and good intent of the government to redeem
inconvertible papor.l Although there were doubtless other
factors involved besides confidence in the 1issuer, neverthe-
less it is true that Gallatin pressed the analysis beyond
the aggregate, k, in trying to analyze the factors immedistely
affecting the value of money.

For other problems, Gallatin was content to deal with
the aggregete rather than to bresk it down into its compo-
nents. As far as price levels were concerned, he was ine
terested primarily in the protection of the creditor as a
party to long term contracts. He sought price stebility
over periods of twenty to f.hi.rty years.a For such problems,
and for a country with plentiful investment opportunities,
the quantity theory is an appropria.to and useful toel.

Conglugion

It is fitting to conclude the present study with the
above section on Gallatin's treatment of the quantity theory

1800 above, p. 99..

£Gallatin, letter to Inghem, December 31, 1829,
Yiritings, II, 417.
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of money. His discussion of "the proper amount" of money,
like his shifts between the nominslist theory and the com=-
modity theory, demon strates 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 fellure to see the signifi-
of derivative deposits.

On the other hand, Cellatin's rudimentary cash belance
version of the quentity theory, qualified by the recognition
that there may be short-run fluctuations in the demand for
money, serves as an example of ideas that enticipated later
developments in theory and policy., He saw the incompati-
bility of long=-term lending with short-term lisbilities 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, Gallatin recognized the need
for control of the money supply by & responsible central
authority. He emphasized the useful functions that a cen-
tral bank could perform.

The quentity theory also provides a final link in the
chain of Gellatin'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
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supply was dominated by the volatile demand liabilities of
state banks, expecislly since losses arising from depre=~
clation and default fell most heavily on the poorer members
of the community. 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 momases in prices and thereby discriminated
against creditors offended his basic principles.

Avoidence of debt, elimination of privilege and unfair
gain, and maintenance of slow but sure economic progress
were fundemental to hie thinking, and were intimately cone-
nected. "Sound money"™ was crucial to them all. Gallatin
would have understood perfectly the following words of a
recent Premier of Frence, Antolne Pinay: "Money reflects
the image of the country. The first duty of & government
is, therefore, to defend the currency, for by defending the
currency it defends everything. ol

louoted by iichael A, Heilperin, "The Pinay Phenomenon,"
Fortune, XLVI (August, 1952), p. 80.
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