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INTRODUCTION

sive history of money and banking in the United States, from

colonial times to World War 11, the first to explicitly use the
interpretive framework of Austrian monetary theory. But even
aside from the explicitly Austrian theoretical framework under-
girding the historical narrative, this book does not “look” or
“feel” like standard economic histories as they have been writ-
ten during the past quarter of a century, under the influence of
the positivistic “new economic history” or “cliometrics.” The
focus of this latter approach to economic history, which today
completely dominates this field of inquiry, is on the application
of high-powered statistical methods to the analysis of quantita-
tive economic data. What profoundly distinguishes Rothbard’s
approach from the prevailing approach is his insistence upon
treating economic quantities and processes as unique and com-
plex historical events. Thus, he employs the laws of economic
theory in conjunction with other relevant disciplines to trace
each event back to the nonquantifiable values and goals of the
particular actors involved. In Rothbard’s view, economic laws
can be relied upon in interpreting these nonrepeatable histori-
cal events because the validity of these laws—or, better yet,
their truth—can be established with certainty by praxeology, a
science based on the universal experience of human action that
is logically anterior to the experience of particular historical

In this volume, Murray Rothbard has given us a comprehen-
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episodes.! It is in this sense that it can be said that economic
theory is an a priori science.

In sharp contrast, the new economic historians view history
as a laboratory in which economic theory is continually being
tested. The economic quantities observed at different dates in
history are treated like the homogeneous empirical data gener-
ated by a controlled and repeatable experiment. As such, they
are used as evidence in statistical tests of hypotheses regarding
the causes of a class of events, such as inflations or financial
crises, that are observed to recur in history. The hypothesis that
best fits the evidence is then tentatively accepted as providing a
valid causal explanation of the class of events in question, pend-
ing future testing against new evidence that is constantly
emerging out of the unfolding historical process.

One of the pioneers of the new economic history, Douglass C.
North, a Nobel Prize-winner in economics, describes its method
in the following terms:

It is impossible to analyze and explain the issues dealt with
in economic history without developing initial hypotheses
and testing them in the light of available evidence. The ini-
tial hypotheses come from the body of economic theory that
has evolved in the past 200 years and is being continually
tested and refined by empirical inquiry. The statistics pro-
vide the precise measurement and empirical evidence by
which to test the theory. The limits of inquiry are dictated by the
existence of appropriate theory and evidence. . . . The evidence is,
ideally, statistical data that precisely define and measure the
issues to be tested.?

1For good discussions of praxeology, see Ludwig von Mises, Human
Action: A Treatise on Economics, Scholar’s Edition (Auburn, Ala.: Mises
Institute, 1998), pp. 1-71; Murray N. Rothbard, The Logic of Action I:
Method, Money, and the Austrian School (Cheltenham, U.K.: Edward Elgar,
1997), pp. 28-77; and Hans-Hermann Hoppe, Economic Science and the
Austrian Method (Auburn, Ala.: Mises Institute, 1995).

2Douglass C. North, Growth and Welfare in the American Past: A
New Economic History (Englewood Cliffs, N.].: Prentice-Hall, 1966),
pp- 1-2 (emphasis in original).
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This endeavor of North and others to deliberately extend
the positivist program to economic history immediately con-
fronts two problems. First, as North emphasizes, this approach
narrowly limits the kinds of questions that can be investigated
in economic history. Those issues which do not readily lend
themselves to formulation in quantitative terms or for which
statistical data are not available tend to be downplayed or neg-
lected altogether. Thus the new economic historians are more
likely to seek answers to questions like: What was the net con-
tribution of the railroad to the growth of real GNP in the United
States? Or, what has been the effect of the creation of the Federal
Reserve System on the stability of the price level and real out-
put? They are much less likely to address in a meaningful way
the questions of what motivated the huge government land
grants for railroad rights-of-way or the passage of the Federal
Reserve Act.

In general, the question of “Cui bono?”—or “Who bene-
tits?”—from changes in policies and institutions receives very
little attention in the cliometric literature, because the evidence
that one needs to answer it, bearing as it does on human
motives, is essentially subjective and devoid of a measurable or
even quantifiable dimension. This is not to deny that new eco-
nomic historians have sought to explain the ex post aggregate
distribution of income that results from a given change in the
institutional framework or in the policy regime. What their
method precludes them from doing is identifying the ex ante
purposes as well as ideas about the most efficacious means of
accomplishing these purposes that motivated the specific indi-
viduals who lobbied for or initiated the change that effected a
new income distribution. However, avoiding such questions
leaves the quantitative data themselves ultimately unexplained.
The reason is that the institutions that contribute to their for-
mation, such as the railroads or the Fed, are always the complex
resultants of the purposive actions of particular individuals or
groups of individuals aimed at achieving definite goals by the
use of specific means. So the new economic history is not his-
tory in the traditional sense of an attempt to “understand” the
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human motives underlying the emergence of economic institu-
tions and processes.

The second and even more profound flaw in the new eco-
nomic history is the relationship it posits between theory and his-
tory. For North, history is the source of the “empirical evi-
dence”—that is, “ideally, statistical data”—against which the
economic theory is tested. This means that the claim to validity
of a particular theorem is always tentative and defeasible, rest-
ing as it does on its nonfalsification in previous empirical tests.
However, this also means that economic history must be contin-
ually revised, because the very theory which is employed to
identify the causal relations between historical events can
always be falsified by new evidence coming to light in the ongo-
ing historical process. In other words, what the new economic
historians characterize as “the intimate relationship between
measurement and theory” is in reality the vicious circle that
ensnares all attempts to invoke positivist precepts in the inter-
pretation of history.3 For if the theory used to interpret past
events can always be invalidated by future events, then it is
unclear whether theory is the explanans or the explanand in his-
torical research.

Rothbard’s approach to monetary history does not focus on
measurement but on motives. Once the goals of the actors and
their ideas about the appropriate means for achieving these
goals have been established, economic theory, along with other
sciences, is brought to bear to trace out the effects of these
actions in producing the complex events and processes of history
which are only partially and imperfectly captured in statistical
data. This is not to say that Rothbard ignores the quantitative
aspects of historical monetary processes. Indeed, his book
abounds with money, price, and output data; but these data are

3Robert William Fogel, “The New Economic History: Its Findings
and Methods,” in The Reinterpretation of American History, Robert William
Fogel and Stanley L. Engerman, eds. (New York: Harper and Row, 1971),

p-7.
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always interpreted in terms of the motivations of those who
have contributed to their formation. For Rothbard, a particular
price datum is, no less than the Spanish-American War, a histor-
ical event, and its causes must be traced back to the subjective
aims governing human plans and choices.

In flatly rejecting the positivist approach to economic history,
Rothbard adopts the method of historical research first formu-
lated by Ludwig von Mises. In developing this method, Mises
correctly delineated, for the first time, the relationship between
theory and history. It is Rothbard’s great contribution in this vol-
ume—and his earlier America’s Great Depression—to be the first
to consistently apply it to economic history.# It is worth summa-
rizing this method here for several reasons. First, Mises’s writ-
ings on the proper method of historical research have inexplica-
bly been almost completely ignored up to the present, even by
those who have adopted Mises’s praxeological approach in eco-
nomics.5 Second, familiarity with Mises’s method of historical
research illuminates the source and character of the remarkable
distinctiveness of Rothbard’s historical writings. In particular, it
serves to correct the common but mistaken impression that
Rothbard’s historical writings, especially on the origin and
development of the U.S. monetary system, are grounded in
nothing more substantial than an idiosyncratic “conspiracy the-
ory of history.” Third, it gives us an opportunity to elucidate the
important elaboration of Mises’s method that Rothbard con-
tributed and which he deploys to great effect in explicating the
topic of this volume. And finally, we find in Mises’s method a

4Murray N. Rothbard, America’s Great Depression, 5th ed. (Auburn,
Ala.: Mises Institute, 2000).

5As Rothbard has written of Theory and History, the book in which
Mises gives this method its most detailed exposition, this work “has
made remarkably little impact, and has rarely been cited even by the
young economists of the recent Austrian revival. It remains by far the
most neglected masterwork of Mises.” Murray N. Rothbard, Preface to
Ludwig von Mises’s Theory and History: An Interpretation of Social and
Economic Evolution, 2nd ed. (Auburn, Ala.: Mises Institute, 1985), p. xi.
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definitive refutation of the positivist’s claim that it is impossible
to acquire real knowledge of subjective phenomena like human
motives and that, therefore, economic history must deal exclu-
sively with observable and measurable phenomena.

To begin with, Mises grounds his discussion of historical
method on the insight that ideas are the primordial stuff of his-
tory. In his words:

History is the record of human action. Human action is the
conscious effort of man to substitute more satisfactory
conditions for less satisfactory ones. Ideas determine what
are to be considered more and less satisfactory conditions
and what means are to be resorted to to alter them. Thus
ideas are the main theme of the study of history.®

This is not to say that all history should be intellectual history,
but that ideas are the ultimate cause of all social phenomena,
including and especially economic phenomena. As Mises puts it,

The genuine history of mankind is the history of ideas. It is
ideas that distinguish man from all other beings. Ideas
engender social institutions, political changes, technologi-
cal methods of production, and all that is called economic
conditions.”

Thus, for Mises, history

establishes the fact that men, inspired by definite ideas,
made definite judgments of value, chose definite ends, and
resorted to definite means in order to attain the ends chosen,
and it deals furthermore with the outcome of their actions,
the state of affairs the action brought about.8

Ideas—specifically those embodying the purposes and
values that direct action—are not only the point of contact

6Ibid., pp. 224-25.
7Ibid., p. 187.

8Ludwig von Mises, The Ultimate Foundation of Economic Science: An
Essay on Method, 2nd ed. (Kansas City, Mo.: Sheed Andrews and McMeel,
1978), p. 45.
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between history and economics, but differing attitudes toward
them are precisely what distinguish the methods of the two dis-
ciplines. Both economics and history deal with individual
choices of ends and the judgments of value underlying them.
On the one hand, economic theory as a branch of praxeology
takes these value judgments and choices as given data and
restricts itself to logically inferring from them the laws govern-
ing the valuing and pricing of the means or “goods.” As such,
economics does not inquire into the individual’s motivations in
valuing and choosing specific ends. Hence, contrary to the pos-
itivist method, the truth of economic theorems is substantiated
apart from and without reference to specific and concrete his-
torical experience. They are the conclusions of logically valid
deduction from universal experience of the fact that humans
adopt means that they believe to be appropriate in attaining
ends that they judge to be valuable.?

The subject of history, on the other hand, “is action and the
judgments of value directing action toward definite ends.”10
This means that for history, in contrast to economics, actions
and value judgments are not ultimate “givens” but, in Mises’s
words, “are the starting point of a specific mode of reflection, of
the specific understanding of the historical sciences of human
action.” Equipped with the method of “specific understand-
ing,” the historian, “when faced with a value judgment and the
resulting action . . . may try to understand how they originated
in the mind of the actor.”11

91t is true that in deriving theorems that apply to the specific condi-
tions characterizing human action in our world, a few additional facts of
a lesser degree of generality are inserted into the deductive chain of rea-
soning. These include the facts that there exists a variety of natural
resources, that human labor is differentiated, and that leisure is valued as
a consumer’s good. See Mises, Human Action; Rothbard, The Logic of
Action I; and Hoppe, Economic Science and the Austrian Method.

0Mises, Theory and History, p. 298.
Ulbid., p. 310.
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The difference between the methods of economics and his-
tory may be illustrated with the following example. The econo-
mist qua economist “explains” the Vietham War-era inflation
that began in the mid-1960s and culminated in the inflationary
recession of 1973-1975 by identifying those actions of the Fed
with respect to the money supply that initiated and sustained
it.12 The historian, including the economic historian, however,
must identify and then assign weights to all those factors that
motivated the various members of the Fed’s Board of Governors
(or of the Federal Open Market Committee) to adopt this course
of action. These factors include: ideology; partisan politics;
pressure exerted by the incumbent administration; the grasp of
economic theory; the expressed and perceived desires of the
Fed’s constituencies, including commercial bankers and bond
dealers; the informal power and influence of the Fed chairman
within the structure of governance; and so on.

In short, the economic historian must supply the motives
underlying the actions that are relevant to explaining the his-
torical event. And for this task, his only suitable tool is under-
standing. Thus, as Mises puts it,

The scope of understanding is the mental grasp of phenom-
ena which cannot be totally elucidated by logic, mathemat-
ics, praxeology, and the natural sciences to the extent that
they cannot be cleared up by all these sciences.13

To say that a full explanation of any historical event, includ-
ing an economic one, requires that the method of specific
understanding be applied is not to diminish the importance of
pure economic theory in the study of history. Indeed, as Mises
points out, economics

125ome economists would date this inflation from 1965 to 1979, but
the precise dates do not matter for our present purposes. See, for exam-
ple, Thomas Mayer, Monetary Policy and the Great Inflation in the United
States: The Federal Reserve and the Failure of Macroeconomic Policy
(Northampton, Mass.: Edward Elgar, 1999).

13Mises, Human Action, p. 50.
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provides in its field a consummate interpretation of past
events recorded and a consummate anticipation of the
effects to be expected from future actions of a definite kind.
Neither this interpretation nor this anticipation tells any-
thing about the actual content and quality of the actual indi-
viduals” judgments of value. Both presuppose that the indi-
viduals are valuing and acting, but their theorems are
independent of and unaffected by the particular characteris-
tics of this valuing and acting.14

For Mises, then, if the historian is to present a complete
explanation of a particular event, he must bring to bear not only
his “specific understanding” of the motives of action but the
theorems of economic science as well as those of the other
“aprioristic,” or nonexperimental, sciences, such as logic and
mathematics. He must also utilize knowledge yielded by the
natural sciences, including the applied sciences of technology
and therapeutics.l> Familiarity with the teachings of all these
disciplines is required in order to correctly identify the causal
relevance of a particular action to a historical event, to trace out
its specific consequences, and to evaluate its success from the
point of view of the actor’s goals.

For example, without knowledge of the economic theorem
that, ceteris paribus, changes in the supply of money cause
inverse changes in its purchasing power, a historian of the price
inflation of the Vietnam War-era probably would ignore the Fed
and its motives altogether. Perhaps, he is under the influence of
the erroneous Galbraithian doctrine of administered prices with
its implication of cost-push inflation.!6 In this case, he might
concentrate exclusively and irrelevantly on the motives of
union leaders in demanding large wage increases and on the
objectives of the “technostructure” of large business firms in

14Mises, Theory and History, p. 309.
15bid., p. 301.

16John Kenneth Galbraith, The New Industrial State (New York: New
American Library, 1967), pp. 189-207, 256-70.
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acceding to these demands and deciding what part of the cost
increase to pass on to consumers. Thus, according to Mises,

If what these disciplines [i.e., the aprioristic and the natural
sciences] teach is insufficient or if the historian chooses an
erroneous theory out of several conflicting theories held by
the specialists, his effort is misled and his performance is
abortive.1”

But what exactly is the historical method of specific under-
standing, and how can it provide true knowledge of a wholly
subjective and unobservable phenomenon like human motiva-
tion? First of all, as Mises emphasizes, the specific understanding
of past events is

not a mental process exclusively resorted to by historians. It
is applied by everybody in daily intercourse with all his fel-
lows. It is a technique employed in all interhuman relations.
It is practiced by children in the nursery and kindergarten, by
businessmen in trade, by politicians and statesmen in affairs
of state. All are eager to get information about other people’s
valuations and plans and to appraise them correctly.!8

The reason this technique is so ubiquitously employed by
people in their daily affairs is because all action aims at rear-
ranging future conditions so that they are more satisfactory
from the actor’s point of view. However, the future situation
that actually emerges always depends partly on the purposes
and choices of others besides the actor. In order to achieve his
ends, then, the actor must anticipate not only changes affecting
the future state of affairs caused by natural phenomena, but
also the changes that result from the conduct of others who,
like him, are contemporaneously planning and acting.1?

17Mises, Theory and History, p. 301.
18]bid., p. 265.

19As Mises puts it, “Understanding aims at anticipating future condi-
tions as far as they depend on human ideas, valuations, and actions.”
Mises, Ultimate Foundation, p. 49.
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Understanding the values and goals of others is thus an
inescapable prerequisite for successful action.

Now, the method that provides the individual planning
action with information about the values and goals of other
actors is essentially the same method employed by the historian
who seeks knowledge of the values and goals of actors in
bygone epochs. Mises emphasizes the universal application of
this method by referring to the actor and the historian as “the
historian of the future” and “the historian of the past,” respec-
tively.20 Regardless of the purpose for which it is used, therefore,
understanding

aims at establishing the facts that men attach a definite
meaning to the state of their environment, that they value
this state and, motivated by these judgments of value, resort
to definite means in order to preserve or to attain a definite
state of affairs different from that which would prevail if
they abstained from any purposeful reaction. Understand-
ing deals with judgments of value, with the choice of ends
and of the means resorted to for the attainment of these
ends, and with the valuation of the outcome of actions per-
formed.2!

Furthermore, whether directed toward planning action or
interpreting history, the exercise of specific understanding is
not an arbitrary or haphazard enterprise peculiar to each indi-
vidual historian or actor; it is the product of a discipline that
Mises calls “thymology,” which encompasses “knowledge of
human valuations and volitions.”22 Mises characterizes this
discipline as follows:

Thymology is on the one hand an offshoot of introspection
and on the other a precipitate of historical experience. It is
what everybody learns from intercourse with his fellows. It

20Mises, Theory and History, p. 320.
21Mises, Ultimate Foundation, p. 48.
22Mises, Theory and History, p. 265.
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is what a man knows about the way in which people value
different conditions, about their wishes and desires and
their plans to realize these wishes and desires. It is the
knowledge of the social environment in which a man lives
and acts or, with historians, of a foreign milieu about which
he has learned by studying special sources.?3

Thus, Mises tells us, thymology can be classified as “a branch
of history” since “[i]t derives its knowledge from historical
experience.”?* Consequently, the epistemic product of thymo-
logical experience is categorically different from the knowledge
derived from experiments in the natural sciences. Experimental
knowledge consists of “scientific facts” whose truth is inde-
pendent of time. Thymological knowledge is confined to “his-
torical facts,” which are unique and nonrepeatable events.
Accordingly, Mises concludes,

All that thymology can tell us is that in the past definite men
or groups of men were valuing and acting in a definite way.
Whether they will in the future value and act in the same
way remains uncertain. All that can be asserted about their
future conduct is speculative anticipation of the future based
on specific understanding of the historical branches of the
sciences of human action. . . . What thymology achieves is
the elaboration of a catalogue of human traits. It can more-
over establish the fact that certain traits appeared in the past
as a rule in connection with certain other traits.2>

More concretely, all our anticipations about how family mem-
bers, friends, acquaintances, and strangers will react in particu-
lar situations are based on our accumulated thymological expe-
rience. That a spouse will appreciate a specific type of jewelry
for her birthday, that a friend will enthusiastically endorse our
plan to see a Clint Eastwood movie, that a particular student
will complain about his grade—all these expectations are

BIbid., p. 266.
241bid., p. 272.
2lbid., pp. 272, 274.
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based on our direct experience of their past modes of valuing
and acting. Even our expectations of how strangers will react in
definite situations or what course political, social, and economic
events will take are based on thymology. For example, our
reservoir of thymological experience provides us with the
knowledge that men are jealous of their wives. Thus, it allows
us to “understand” and forecast that if a man makes overt
advances to a married woman in the presence of her husband,
he will almost certainly be rebuffed and runs a considerable risk
of being punched in the nose. Moreover, we may forecast with
a high degree of certitude that both the Republican and the
Democratic nominees will outpoll the Libertarian Party candi-
date in a forthcoming presidential election; that the price for
commercial time during the televising of the Major League Soc-
cer championship will not exceed the price for commercials
during the broadcast of the Super Bowl next year; that the aver-
age price of a personal computer will be neither $1 million nor
$10 in three months; and that the author of this paper will never
be crowned king of England. All of these forecasts, and literally
millions of others of a similar degree of certainty, are based on
the specific understanding of the values and goals motivating
millions of nameless actors.

As noted, the source of thymological experience is our inter-
actions with and observations of other people. It is

acquired either directly from observing our fellow men and
transacting business with them or indirectly from reading
and from hearsay, as well as out of our special experience
acquired in previous contacts with the individuals or groups
concerned.26

Such mundane experience is accessible to all who have
reached the age of reason and forms the bedrock foundation
for forecasting the future conduct of others whose actions will
affect their plans. Furthermore, as Mises points out, the use of
thymological knowledge in everyday affairs is straightforward:

26Ibid., p. 313.
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Thymology tells no more than that man is driven by various
innate instincts, various passions, and various ideas. The
anticipating individual tries to set aside those factors that
manifestly do not play any concrete role in the concrete case
under consideration. Then he chooses among the remaining
ones.?’

To aid in this task of narrowing down the goals and desires
that are likely to motivate the behavior of particular individu-
als, we resort to the “thymological concept” of “human charac-
ter.”28 The concrete content of the “character” we attribute to a
specific individual is based on our direct or indirect knowledge
of his past behavior. In formulating our plans, “We assume that
this character will not change if no special reasons interfere,
and, going a step farther, we even try to foretell how definite
changes in conditions will affect his reactions.”?? It is confi-
dence in our spouse’s “character,” for example, that permits us
to leave for work each morning secure in the knowledge that
he or she will not suddenly disappear with the children and
the family bank account. And our saving and investment plans
involve an image of Alan Greenspan’s character that is based
on our direct or indirect knowledge of his past actions and
utterances. In formulating our intertemporal consumption
plans, we are thus led to completely discount or assign a very
low likelihood to the possibility that he will either deliberately
orchestrate a 10-percent deflation of the money supply or
attempt to peg the short-run interest rate at zero percent in the
foreseeable future.

Despite reliance on the tool of thymological experience,
however, all human understanding of future events remains
uncertain, to some degree, for these events are generally a com-
plex resultant of various causal factors operating concurrently.
All forecasts of the future, therefore, must involve not only an

27Tbid.
28Mises, Ultimate Foundation, p. 50.
291bid.
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enumeration of the factors that operate in bringing about the
anticipated result but also the weighting of the relative influ-
ence of each factor on the outcome. Of the two, the more diffi-
cult problem is that of apportioning the proper weights among
the various operative factors. Even if the actor accurately and
completely identifies all the causal factors involved, the likeli-
hood of the forecast event being realized depends on the actor
having solved the weighting problem. The uncertainty inherent
in forecasting, therefore, stems mainly from the intricacy of
assigning the correct weights to different actions and the inten-
sity of their effects.30

While thymology powerfully, but implicitly, shapes every-
one’s understanding of and planning for the future in every
facet of life, the thymological method is used deliberately and
rigorously by the historian who seeks a specific understanding
of the motives underlying the value judgments and choices of
the actors whom he judges to have been central to the specific
event or epoch he is interested in explaining. Like future events
and situations envisioned in the plans of actors, all historical
events and the epochs they define are unique and complex out-
comes codetermined by numerous human actions and reac-
tions. This is the meaning of Mises’s statement,

History is a sequence of changes. Every historical situation
has its individuality, its own characteristics that distinguish
it from any other situation. The stream of history never
returns to a previously occupied point. History is not repeti-
tious.3!

It is precisely because history does not repeat itself that thy-
mological experience does not yield certain knowledge of the
cause of historical events in the same way as experimentation in
the natural sciences. Thus the historian, like the actor, must
resort to specific understanding when enumerating the various

30Mises, Theory and History, pp. 306-08, 313-14.
311bid., p. 219.
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motives and actions that bear a causal relation to the event in
question and when assigning each action’s contribution to the
outcome a relative weight. In this task, “Understanding is in the
realm of history the equivalent, as it were, of quantitative analy-
sis and measurement.”32 The historian uses specific understand-
ing to try to gauge the causal “relevance” of each factor to the
outcome. But such assessments of relevance do not take the form
of objective measurements calculable by statistical techniques;
they are expressed in the form of subjective “judgments of rele-
vance” based on thymology.33 Successful entrepreneurs tend to
be those who consistently formulate a superior understanding
of the likelihood of future events based on thymology.

The weighting problem that confronts actors and historians
may be illustrated with the following example. The Fed increases
the money supply by 5 percent in response to a 20-percent
plunge in the Dow Jones Industrial Average—or, perhaps now,
the Nasdag—that ignites fears of a recession and a concomitant
increase in the demand for liquidity on the part of households
and firms. At the same time, OPEC announces a 10-percent
increase in its members’ quotas and the U.S. Congress increases
the minimum wage by 10 percent. In order to answer the ques-
tion of what the overall impact of these events will be on the pur-
chasing power of money six months hence, specific understand-
ing of individuals” preferences and expectations is required in
order to weight and time the influence of each of these events on
the relationship between the supply of and the demand for
money. The ceteris-paribus laws of economic theory are strictly
qualitative and only indicate the direction of the effect each of
these events has on the purchasing power of money and that the
change occurs during a sequential adjustment process so that
some time must elapse before the full effect emerges. Thus the
entrepreneur or economist must always supplement economic
theory with an act of historical judgment or understanding when

32Mises, Human Action, p. 56.
331bid.
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attempting to forecast any economic quantity. The economic his-
torian, too, exercises understanding when making judgments of
relevance about the factors responsible for the observed move-
ments of the value of money during historical episodes of infla-
tion or deflation.

Rothbard’s contribution to Mises’s method of historical
research involves the creation of a guide that mitigates some of
the uncertainty associated with formulating judgments of rele-
vance about human motives. According to Rothbard, “It is part
of the inescapable condition of the historian that he must make
estimates and judgments about human motivation even though
he cannot ground his judgments in absolute and apodictic cer-
tainty.”34 But the task of assigning motives and weighting their
relevance is rendered more difficult by the fact that, in many
cases, historical actors, especially those seeking economic gain
through the political process, are inclined to deliberately
obscure the reasons for their conduct. Generally in these situa-
tions, Rothbard points out, “the actor himself tries his best to
hide his economic motive and to trumpet his more abstract and
ideological concerns.”35

Rothbard contends, however, that such attempts to obfuscate
or conceal the pecuniary motive for an action by appeals to

34Murray N. Rothbard, “Economic Determinism, Ideology, and The
American Revolution,” The Libertarian Forum 6 (November 1974): 4.
35Mises makes a similar point:

The endeavors to mislead posterity about what really hap-
pened and to substitute a fabrication for a faithful recording
are often inaugurated by the men who themselves played an
active role in the events, and begin with the instant of their
happening, or sometimes even precede their occurrence. To
lie about historical facts and to destroy evidence has been in
the opinion of hosts of statesmen, diplomats, politicians and
writers a legitimate part of the conduct of public affairs and
of writing history.
Mises concludes that one of the primary tasks of the historian, therefore,
“is to unmask such falsehoods.” Mises, Theory and History, pp. 291-92.
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higher goals are easily discerned and exposed by the historian
in those cases “where the causal chain of economic interest to
action is simple and direct.”3¢ Thus, for example, when the steel
industry lobbies for higher tariffs or reduced quotas, no sane
adult, and certainly no competent historian, believes that it is
doing so out of its stated concern for the “public interest” or
“national security.” Despite its avowed motives, everyone
clearly perceives that the primary motivation of the industry is
economic, that is, to restrict foreign competition in order to
increase profits. But a problem arises in those cases “when
actions involve longer and more complex causal chains.”3”
Rothbard points to the Marshall Plan as an example of the lat-
ter. In this instance, the widely proclaimed motives of the archi-
tects of the plan were to prevent starvation in Western Euro-
pean nations and to strengthen their resistance to the allures of
Communism. Not a word was spoken about the goal that was
also at the root of the Marshall Plan: promoting and subsidizing
U.S. export industries. It was only through painstaking research
that historians were later able to uncover and assess the rele-
vance of the economic motive at work.38

Given the propensity of those seeking and dispensing privi-
leges and subsidies in the political arena to lie about their true
motives, Rothbard formulates what he describes as “a theoretical
guide which will indicate in advance whether or not a historical
action will be predominantly for economic, or for ideological,
motives.”3? Now, it is true that Rothbard derives this guide from
his overall worldview. The historian’s worldview, however,
should not be interpreted as a purely ideological construction or
an unconscious reflection of his normative biases. In fact, every

36Rothbard, “Economic Determinism,” p. 4.
37Tbid.
38See, for example, David Eakins, “Business Planners and America’s

Postwar Expansion,” in Corporations and the Cold War, David Horowitz,
ed. (New York: Modern Reader, 1969), pp. 143-71.

39Rothbard, “Economic Determinism,” p. 4.
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historian must be equipped with a worldview—an interrelated
set of ideas about the causal relationships governing how the
world works—in order to ascertain which facts are relevant in
the explanation of a particular historical event. According to
Rothbard, “Facts, of course, must be selected and ordered in
accordance with judgments of importance, and such judgments
are necessarily tied into the historian’s basic world outlook.”40

Specifically, in Mises’s approach to history, the worldview
comprises the necessary preconceptions regarding causation
with which the historian approaches the data and which are
derived from his knowledge of both the aprioristic and natural
sciences. According to Mises:

History is not an intellectual reproduction, but a condensed
representation of the past in conceptual terms. The historian
does not simply let the events speak for themselves. He
arranges them from the aspect of the ideas underlying the
formation of the general notions he uses in their presenta-
tion. He does not report facts as they happened, but only rel-
evant facts. He does not approach the documents without
presuppositions, but equipped with the whole apparatus
of his age’s scientific knowledge, that is, with all the teach-
ings of contemporary logic, mathematics, praxeology, and
natural science.4!

So, for example, the fact that heavy speculation against the
German mark accompanied its sharp plunge on foreign-
exchange markets is not significant for an Austrian-oriented
economic historian seeking to explain the stratospheric rise in
commodity prices that characterized the German hyperinfla-
tion of the early 1920s. This is because he approaches this
event armed with the supply-and-demand theory of money
and the purchasing-power—parity theory of the exchange rate.

40Murray N. Rothbard, Conceived in Liberty, vol. 1, A New Land, A New
People: The American Colonies in the Seventeenth Century, 2nd ed. (Auburn,
Ala.: Mises Institute, 1999), p. 9.

41Mises, Human Action, pp. 47—48.
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These “presuppositions” derived from praxeology lead him to
avoid any attribution of causal significance to the actions of
foreign exchange speculators in accounting for the precipitous
decline of the domestic purchasing power of the mark. Instead
they direct his attention to the motives of the German Reichs-
bank in expanding the money supply. In the same manner, a
modern historian investigating the cause and dissemination of
bubonic plague in fourteenth-century Europe would presup-
pose that the blossoming of religious heresy during that
period would have no significance for his investigation.
Instead he would allow himself to be guided by the conclu-
sions of modern medical science regarding the epidemiology
of the disease.

The importance of Rothbard’s theoretical guide is that it
adds something completely new to the historian’s arsenal of
scientific preconceptions that aids him in making judgments of
relevance when investigating the motives of those who pro-
mote or oppose specific political actions. The novelty and bril-
liance of this guide lies in the fact that it is neither a purely
aprioristic law like an economic theorem nor an experimentally
established “fact” of the natural sciences. Rather it is a socio-
logical generalization grounded on a creative blend of thymo-
logical experience and economic theory. At the core of this gen-
eralization is the insight that the State throughout history has
been essentially an organization of a segment of the population
that forsakes peaceful economic activity to constitute itself as a
ruling class. This class makes its living parasitically by estab-
lishing a permanent hegemonic or “political” relationship
between itself and the productive members of the population.
This political relationship permits the rulers to subsist on the
tribute or taxes routinely and “legally” expropriated from the
income and wealth of the producing class. The latter class is
composed of the “subjects” or, in the case of democratic states,
the “taxpayers,” who earn their living through the peaceful
“economic means” of production and voluntary exchange. In
contrast, constituents of the ruling class may be thought of as
“tax-consumers” who earn their living through the coercive
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“political means” of taxation and the sale of monopoly privi-
leges.42

Rothbard argues that economic logic dictates that the king
and his courtiers, or the democratic government and its special
interest groups, can never constitute more than a small minor-
ity of the country’s population—that all States, regardless of
their formal organization, must effectively involve oligarchic
rule.®3 The reasons for this are twofold. First, the fundamentally
parasitic nature of the relationship between the rulers and the
ruled by itself necessitates that the majority of the population
engages in productive activity in order to be able to pay the trib-
ute or taxes extracted by the ruling class while still sustaining
its own existence. If the ruling class comprised the majority of
the population, economic collapse and systemic breakdown
would swiftly ensue as the productive class died out. The
majoritarian ruling class itself then would either be forced into
productive activity or dissolve into internecine warfare aimed
at establishing a new and more stable—that is, oligarchic—rela-
tionship between rulers and producers.

The second reason why the ruling class tends to be an oli-
garchy is related to the law of comparative advantage. In a
world where human abilities and skills vary widely, the divi-
sion of labor and specialization pervades all sectors of the
economy as well as society as a whole. Thus, not only is it the
case that a relatively small segment of the populace possesses
a comparative advantage in developing new software, selling

42For expositions of the view of the origin and nature of the state as a
coercive organization of the political means for acquiring income, see
Franz Oppenheimer, The State (New York: Free Life Editions, [1914] 1975);
Albert J. Nock, Our Enemy, The State (New York: Free Life Editions, [1935]
1973); and Murray N. Rothbard, For a New Liberty: The Libertarian
Manifesto, 2nd ed. (San Francisco: Fox and Wilkes, 1996), pp. 45-69.

43Rothbard, For a New Liberty, pp. 49-50; and idem, “Economic
Determinism,” pp. 4-5.
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mutual funds, or playing professional football, it is also the case
that only a fraction of the population tends to excel at wielding
coercive power. Moreover, the law of comparative advantage
governs the structure of relationships within as well as between
organizations, accounting for the hierarchical structure that we
almost invariably observe within individual organizations.
Whether we are considering a business enterprise, a chess club,
or a criminal gang, an energetic and visionary elite invariably
comes to the fore, either formally or informally, to lead and
direct the relatively inert majority. This “Iron Law of Oli-
garchy,” as this internal manifestation of the law of comparative
advantage has been dubbed, operates to transform an initially
majoritarian democratic government, or even a decentralized
republican government, into a tightly centralized State con-
trolled by a ruling elite.44

The foregoing analysis leads Rothbard to conclude that the
exercise of political power is inherently an oligarchic enterprise.
The small minority that excels in wielding political power will
tend to coalesce and devote an extraordinary amount of mental
energy and other resources to establishing and maintaining a
permanent and lucrative hegemonic bond over the productive
majority. Accordingly, since politics is the main source of their
income, the policies and actions of the members of this oli-
garchic ruling class will be driven primarily by economic
motives. The exploited producing class, in contrast, will not
expend nearly as many resources on politics, and their actions
in the political arena will not be motivated by economic gain to
the same degree, precisely because they are absorbed in earning
their livelihoods in their own chosen areas of specialization on
the market. As Rothbard explains:

#40ne of the first expositions of the operation of this law, within the
context of social democratic political parties can be found in Robert
Michels, Political Parties: A Sociological Study of the Oligarchical Tendencies
of Modern Democracy (New York: Dover Publications, [1915] 1959).
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the ruling class, being small and largely specialized, is
motivated to think about its economic interests twenty-
four hours a day. The steel manufacturers seeking a tariff,
the bankers seeking taxes to repay their government
bonds, the rulers seeking a strong state from which to
obtain subsidies, the bureaucrats wishing to expand their
empire, are all professionals in statism. They are con-
stantly at work trying to preserve and expand their privi-
leges.45

The ruling class, however, confronts one serious and ongo-
ing problem: how to persuade the productive majority, whose
tribute or taxes it consumes, that its laws, regulations, and poli-
cies are beneficial; that is, that they coincide with “the public
interest” or are designed to promote “the common good” or to
optimize “social welfare.” Given its minority status, failure to
solve this problem exposes the political class to serious conse-
quences. Even passive resistance by a substantial part of the
producers, in the form of mass tax resistance, renders the
income of the political class and, therefore, its continued exis-
tence extremely precarious. More ominously, attempts to sup-
press such resistance may cause it to spread and intensify and
eventually boil over into an active revolution whose likely
result is the forcible ousting of the minority exploiting class
from its position of political power. Here is where the intellec-
tuals come in. It is their task to convince the public to actively
submit to State rule because it is beneficial to do so, or at least
to passively endure the State’s depredations because the alter-
native is anarchy and chaos. In return for fabricating an ideo-
logical cover for its exploitation of the masses of subjects or
taxpayers, these “court intellectuals” are rewarded with the
power, wealth, and prestige of a junior partnership in the rul-
ing elite. Whereas in pre-industrial times these apologists for
State rule were associated with the clergy, in modern times—at

45Rothbard, “Economic Determinism,” p. 5.
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least since the Progressive Era in the U.S.—they have been
drawn increasingly from the academy.#

Politicians, bureaucrats, and those whom they subsidize
and privilege within the economy thus routinely trumpet lofty
ideological motives for their actions in order to conceal from
the exploited and plundered citizenry their true motive of
economic gain. In today’s world, these motives are expressed
in the rhetoric of “social democracy” in Europe and that of
modern—or welfare-state—liberalism in the United States.#”
In the past, ruling oligarchies have appealed to the ideologies
of royal absolutism, Marxism, Progressivism, Fascism,
National Socialism, New Deal liberalism, and so on to camou-
flage their economic goals in advocating a continual aggran-
dizement of State power. In devising his theoretical guide,
then, Rothbard seeks to provide historians with a means of
piercing the shroud of ideological rhetoric and illuminating
the true motives underlying the policies and actions of ruling
elites throughout history. As Rothbard describes this guide,
whenever the would-be or actual proprietors and beneficiaries
of the State act,

when they form a State, or a centralizing Constitution,
when they go to war or create a Marshall Plan or use and

460n the alliance between intellectuals and the State, see Rothbard,
For a New Liberty, pp. 54-69. A particularly graphic example of this
alliance can be found in late-nineteenth-century Germany, where the
economists of the German Historical School were referred to as
“Socialists of the Chair,” because they completely dominated the teaching
of economics at German universities. They also explicitly viewed their
role as providing an ideological shield for the royal line that ruled
Germany and proudly proclaimed themselves to be “the Intellectual
Bodyguard of the House of Hohenzollern.” Ibid., p. 60.

47So-called “neoconservatism,” which dominates the conservative
movement and the Republican Party in the United States, is merely a
variant of modern liberalism. Its leading theoreticians envision a slightly
smaller and more efficient welfare state, combined with a larger and
more actively interventionist global-warfare state.
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increase State power in any way, their primary motivation is
economic: to increase their plunder at the expense of the
subject and taxpayer. The ideology that they profess and
that is formulated and spread through society by the Court
Intellectuals is merely an elaborate rationalization for their
venal economic interests. The ideology is the smoke screen
for their loot, the fictitious clothes spun by the intellectuals
to hide the naked plunder of the Emperor. The task of the
historian, then, is to penetrate to the essence of the transac-
tion, to strip the ideological garb from the Emperor State
and to reveal the economic motive at the heart of the
issue.48

In characterizing the modern democratic State as essentially
a means for coercively redistributing income from producers to
politicians, bureaucrats, and special interest groups, Rothbard
opens himself up to the charge of espousing a conspiracy theory
of economic history. But it is his emphasis on the almost univer-
sal propensity of those who employ the political means for eco-
nomic gain to conceal their true motives with ideological cant
that makes him especially susceptible to this charge. Indeed, the
Chicago School’s theory of economic regulation and the public
choice theory of the Virginia School also portray politicians,
bureaucrats, and industries regulated by the State as interested
almost exclusively in maximizing their utility in the narrow
sense, which in many, if not most, cases involves a maximization
of pecuniary gain.#® However, economists of both schools are
inured against the charge of conspiracy theory because in their
applied work they generally eschew a systematic, thymological

48Rothbard, “Economic Determinism,” p. 5.

49For examples, see, respectively, George J. Stigler, “The Theory of
Economic Regulation,” in The Citizen and the State: Essays on Regulation
(Chicago: University of Chicago Press, 1975), pp. 114-41; and James M.
Buchanan, “Politics without Romance: A Sketch of Positive Public Choice
Theory and Its Normative Implications,” in The Theory of Public Choice—II,
James M. Buchanan and Robert D. Tollison, eds. (Ann Arbor: University
of Michigan Press, 1984), pp. 11-22.
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investigation of the actual motives of those individuals or
groups whose actions they are analyzing. Instead, their posi-
tivist methodology inclines them to mechanically impute to real
actors in concrete historical circumstances a narrowly conceived
utility maximization.

James Buchanan, one of the founders of public choice theory,
writes, for instance, that economists pursuing this paradigm tend

to bring with them models of man that have been found use-
ful within economic theory, models that have been used to
develop empirically testable and empirically corroborated
hypotheses. These models embody the presumption that
persons seek to maximize their own utilities, and their own
narrowly defined economic well-being is an important com-
ponent of these utilities.>

George Stigler, who pioneered the theory of economic regu-
lation, argues, “There is, in fact, only one theory of human
behavior, and that is the utility-maximizing theory.” But for
Stigler, unlike Rothbard or Mises, the exact arguments of the
utility function of flesh-and-blood actors are not ascertained by
the historical method of specific understanding but by the
empirical method. Thus, Stigler argues:

The first purpose of the empirical studies [of regulatory policy]
is to identify the purpose of the legislation! The announced
goals of a policy are sometimes unrelated or perversely
related to its actual effects and the truly intended effects should
be deduced from the actual effects. This is not a tautology
designed to gloss over a hard problem, but instead a hypoth-
esis on the nature of political life. . . . If an economic policy
has been adopted by many communities, or if it is persist-
ently pursued by a society over a long span of time, it is
fruitful to assume that the real effects were known and
desired.>!

50Buchanan, “Politics without Romance,” p. 13.
515tigler, “Theory of Economic Regulation,” p. 140.
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By thus discounting the effect of erroneous ideas about the
appropriate means for achieving preferred goals on the choices
made by historical actors, Stigler the positivist seeks to free
himself from the task of delving into the murky and unmeasur-
able phenomenon of motives. Without doubt, if the historical
outcome of a policy or action is always what was aimed at by
an individual or organization—because, according to Stigler,
“errors are not what men live by or on”—then there is no need
to ever address the question of motive. For Stigler, then, there is
no reason for the historian to try to subjectively understand the
motive for an action because the actor’s goal is objectively
revealed by the observed result. Now, Stigler would probably
agree that it is absurd to assume that Hitler was aiming at
defeat in World War II by doggedly pursuing his disastrous pol-
icy on the Eastern front over an extended period of time. But
this assumption only appears absurd to us in light of the thy-
mological insight into Hitler’s mind achieved by examining the
records of his actions, policies, utterances, and writings, and
those of his associates. This insight leads us to an understanding,
which cannot be reasonably doubted by anyone of normal intel-
ligence, that Hitler was fervently seeking victory in the war.

Rothbard insists that the same method of specific under-
standing that allows the historian to grasp Hitler’s objectives in
directing the German military campaign against the Soviet
Union also is appropriate when attempting to discern the
motives of those who lobby for a tariff or for the creation of a
central bank. Accordingly, the guide that Rothbard originates to
direct the economic historian first to a search for evidence of an
unspoken economic motive in such instances is only a guide. As
such, it can never rule out in advance the possibility that an ide-
ological or altruistic goal may serve as the dominant motivation
in a specific case. If his research turns up no evidence of a hid-
den economic motive, then the historian must explore further
for ideological or other noneconomic motives that may be oper-
ating. Thus, as Rothbard points out, his approach to economic
history, whether it is labeled a “conspiracy theory of history” or
not, “is really only praxeology applied to human history, in
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assuming that men have motives on which they act.”>2 This
approach also respects what Mises has called “historical indi-
viduality” by assuming that “[t]he characteristics of individual
men, their ideas and judgments of value as well as the actions
guided by those ideas and judgments, cannot be traced back to
something of which they would be the derivatives.”>3 In sharp
contrast, the positivist methods of Stigler and Buchanan
attempt to force participants in historical events into the Pro-
crustean bed of homo economicus, who ever and unerringly seeks
for his own economic gain.

We can more fully appreciate the significance of Rothbard’s
methodological innovation by briefly contrasting his explana-
tion of the origins of the Federal Reserve System with the expla-
nation given by Milton Friedman and Anna J. Schwartz in their
influential work, A Monetary History of the United States,
1867-1960.5* Since its publication in 1963, this book has served
as the standard reference work for all subsequent research in
U.S. monetary history. While Friedman and Schwartz cannot
exactly be classified as new economic historians, their book is
written from a strongly positivist viewpoint and its methods are
congenial to those pursuing research in this paradigm.> For
example, in the preface to the book, Friedman and Schwartz
write that their aim is “to provide a prologue and a background
for a statistical analysis of the secular and cyclical behavior of
money in the United States, and to exclude any material not rel-
evant to that purpose.” In particular it is not their ambition to
write “a full-scale economic and political history that would be

52Murray N. Rothbard, “Only One Heartbeat Away,” The Libertarian
Forum 6 (September 1974): 5.

53Mises, Theory and History, p. 183.

54Milton Friedman and Anna Jacobson Schwartz, A Monetary History
of the United States, 1867-1960 (Princeton, N.].: Princeton University Press,
1963).

55Gee, for example, North, Growth and Welfare in the American Past,
p-11,n. 6.
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required to record at all comprehensively the role of money in
the United States in the past century.”>¢ Thus, in effect, the
behavior of the unmotivated money supply takes center stage
in this tome of 808 pages including appendices. Indeed, the
opening sentence of the book reads, “This book is about the
stock of money in the United States.”5”

Now Friedman and Schwartz certainly do not, and would
not, deny that movements in the money supply are caused by
the purposeful actions of motivated human beings. Rather,
the positivist methodology they espouse constrains them to
narrowly focus their historical narrative on the observable
outcomes of these actions and never to formally address
their motivation. For, according to the positivist philosophy
of science, it is only observable and quantifiable phenomena
that can be assigned the status of “cause” in a scientific investi-
gation, while human motives are intensive qualities lacking a
quantifiable dimension. So, if one is to write a monetary history
that is scientific in the strictly positivist sense, the title must be
construed quite literally as the chronicling of quantitative vari-
ations in a selected monetary aggregate and the measurable
effects of these variations on other quantifiable economic
variables, such as the price level and real output.

However, even Friedman and Schwartz’s Monetary History
must occasionally emerge from the bog of statistical analysis and
address human motivation in order to explain the economic

S6Friedman and Schwartz, A Monetary History, p. xxii.

57Ibid., p. 3. As doctrinaire positivists, Friedman and Schwartz consis-
tently refer to the “stock” or “quantity” of money rather than to the “sup-
ply” of money, presumably because the former is the observable market
outcome of the interaction of the unobservable money supply and money
demand curves. However, it is likely that Friedman and Schwartz con-
ceive the money stock as a good empirical proxy for the money supply,
because they view the latter as perfectly inelastic with respect to the price
level. On this point, compare Peter Temin’s interpretation. Peter Temin,
Did Monetary Forces Cause the Great Depression? (New York: W.W. Norton,
1976), p. 18.
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events, intellectual controversies, social conflicts, and political
maneuverings that had an undeniable and fundamental impact
on the institutional framework of the money supply. Due to the
awkward fit of motives into the positivist framework, however,
Friedman and Schwartz’s forays into human history tend to be
cursory and unilluminating, when not downright misleading.
For example, their two chapters dealing with the crucial period
from 1879 to 1914 in U.S. monetary history comprise one hun-
dred pages, only 11 of which are devoted to discussing the polit-
ical and social factors that culminated in the establishment of the
Federal Reserve System.58 In these pages, Friedman and
Schwartz suggest that the “money ‘issue’” that consumed
American politics in the last three decades of the nineteenth
century was precipitated by “the crime of 1873” and was almost
exclusively driven by the silver interests in league with the
inflationist and agrarian Populist Party. This movement, more-
over, was partly expressive of the 1890s, a decade which,
according to C. Vann Woodward as quoted by the authors, “had
rather more than its share of zaniness and crankiness, and that
these qualities were manifested in the higher and middling as
well as lower orders of American society.”>® In thus trivializing
the “money issue,” the authors completely ignore the calculated
and covert drive by the Wall Street banks led by the Morgans
and Rockefellers for a cartelization of the entire banking indus-
try, with themselves and their political allies at the helm. This
movement, which began in earnest in the 1890s, was also in part
a reaction to the proposals of the silverite and agrarian infla-
tionists and was aimed at reserving to the banks the gains forth-
coming from monetary inflation.

Friedman and Schwartz thus portray the drive toward a cen-
tral bank as completely unconnected with the money issue and
as only getting under way in reaction to the panic of 1907 and
the problem with the “inelasticity of the currency” that was

58Friedman and Schwartz, A Monetary History, pp. 89-188.
59bid., p- 115, n. 40.
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then commonly construed as its cause. The result is that they
characterize the Federal Reserve System as the product of a
straightforward, disinterested, bipartisan effort to provide a
practical solution to a purely technical problem afflicting the
monetary system.®0 Nowhere in their discussion of the genesis
of the Federal Reserve System do Friedman and Schwartz raise
the all-important question of precisely which groups benefitted
from this “solution.” Nor do they probe deeply into the motives
of the proponents of the Federal Reserve Act. After a brief and
superficial account of the events leading up to the enactment of
the law, they hasten to return to the main task of their “mone-
tary history” which, as Friedman expresses it in another work,
is “to add to our tested knowledge.”6!

For Friedman and Schwartz, then, the central aim of eco-
nomic history is the testing of hypotheses suggested by empiri-
cal regularities observed in the historical data. Accordingly,
Friedman and Schwartz describe their approach to economic
history as “conjectural history—the tale of ‘what might have
been.” 762 In their view, the primary task of the economic histo-
rian is to identify the observable set of circumstances that
accounts for the emergence of the historical events under inves-
tigation by formulating and testing theoretical conjectures
about the course of events that would have developed in the
absence of these circumstances. This “counterfactual method,”
as the new economic historians refer to it, explains the histori-
cal events in question and, at the same time, adds to the “tested
knowledge” of theoretical relationships to be utilized in future
investigations in economic history.63

60Tbid., p. 171.

61Milton Friedman, “The Quantity Theory of Money—A Restatement,”
in Studies in the Quantity Theory of Money (Chicago: University of Chicago
Press, [1956] 1973), p. 18.

621bid., p. 168.

63For more on the nature and use of the counterfactual method, see
Robert William Fogel, “The New Economic History: Its Findings and
Methods,” in The Reinterpretation of American History, Robert William
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Friedman and Schwartz exemplify this method in their treat-
ment of the panic of 1907.64 During this episode, banks swiftly
restricted cash payments to their depositors within weeks after
the financial crisis struck, and there ensued no large-scale fail-
ure or even temporary closing of banks. Friedman and
Schwartz formulate from this experience the theoretical conjec-
ture that, when a financial crisis strikes, early restrictions on
currency payments work to prevent a large-scale disruption of
the banking system. They then test this conjecture by reference
to the events of 1929-1933. In this case, although the financial
crisis began with the crash of the stock market in October 1929,
cash payments to bank depositors were not restricted until
March 1933. From 1930 to 1933, there occurred a massive wave
of bank failures. The theoretical conjecture, or “counterfactual
statement,” that a timely restriction of cash payments would
have checked the spread of a financial crisis, is therefore empir-
ically validated by this episode because, in the absence of a
timely bank restriction, a wave of bank failures did, in fact,
occur after 1929.

Granted, Friedman and Schwartz do recognize that these
theoretical conjectures cannot be truly tested because “[t]here is
no way to repeat the experiment precisely and so to test these
conjectures in detail.” Nonetheless, they maintain that “all ana-
lytical history, history that seeks to interpret and not simply
record the past, is of this character, which is why history must
be continuously rewritten in the light of new evidence as it
unfolds.”®5 In other words, history must be revised repeatedly
because the very theory that is employed to interpret it is itself
subject to constant revision on the basis of “new evidence” that

Fogel and Stanley L. Engerman, eds. (New York: Harper and Row, 1971),
pp. 8-10; and Donald N. McCloskey, “Counterfactuals,” in The New
Palgrave: The New World of Economics, John Eatwell, Murray Milgate, and
Peter Newman, eds. (New York: W.W. Norton, 1991), pp. 149-54.
64Friedman and Schwartz, A Monetary History, pp. 156-68.

651bid., p. 168.
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is continually coming to light in the ongoing historical process.
As pointed out above, this is the vicious circle that characterizes
all attempts to apply the positive method to the interpretation
of history.

As if to preempt recognition of this vicious circle, Friedman
and Schwartz take as the motto of their volume a famous quote
from Alfred Marshall, which reads in part:

Experience . . . brings out the impossibility of learning any-
thing from facts till they are examined and interpreted by
reason; and teaches that the most reckless and treacherous of
all theorists is he who professes to let facts and figures speak
for themselves.06

But clearly, reason teaches us that the observable—and, in some
cases, countable, but never measurable—events of economic
history ultimately are caused by the purposive actions of
human beings whose goals and motives can never be directly
observed. In rejecting the historical method of specific under-
standing, Friedman and Schwartz are led not by reason, but by
a narrow positivist prepossession with using history as a labo-
ratory, albeit imperfect, for formulating and testing theories that
will allow prediction and control of future phenomena. Of the
underlying intent of such a positivist approach to history, Mises
wrote, “This discipline will abstract from historical experience
laws which could render to social ‘engineering’ the same serv-
ices the laws of physics render to technological engineering.”6”

Needless to say, for Rothbard, history can never serve even
as an imperfect laboratory for testing theory, because of his
agreement with Mises that “the subject matter of history . . . is
value judgments and their projection into the reality of
change.”%® In seeking to explain the origins of the Federal
Reserve System, therefore, Rothbard focuses on the question of

661bid., p. xix.
67Mises, Theory and History, p. 285.
68Mises, Human Action, p. 48.
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who would reasonably have expected to benefit from and val-
ued such a radical change in the monetary system. Here is
where Rothbard’s scientific worldview comes into play. As an
Austrian monetary theorist, he recognizes that the limits on
bank credit inflation confronted by a fractional reserve banking
system based on gold are likely to be much less confining under
a central bank than under the quasi-decentralized National
Banking System put in place immediately prior to the passage
of the Federal Reserve Act in 1913. The praxeological reasoning
of Austrian monetary theory also leads to the conclusion that
those who stand to reap the lion’s share of the economic bene-
tits from a bank credit inflation tend to be the lenders and first
recipients of the newly created notes and deposits, namely,
commercial and investment bankers and their clients. Guided
by the implications of this praxeological knowledge and of his
thymological rule about the motives of those who lobby for
State laws and regulations, Rothbard is led to scrutinize the
goals and actions of the large Wall Street commercial and
investment bankers, their industrial clientele, and their relatives
and allies in the political arena.

Rothbard’s analysis of the concrete evidence demonstrates
that, beginning in the late 1890s, a full decade before the panic
of 1907, this Wall Street banking axis and allied special interests
began to surreptitiously orchestrate and finance an intellectual
and political movement agitating for the imposition of a central
bank. This movement included academic economists who cov-
ered up its narrow and venal economic interests by appealing to
the allegedly universal economic benefits that would be forth-
coming from a central bank operating as a benevolent and dis-
interested provider of an “elastic” currency and “lender of last
resort.” In fact, what the banking and business elites dearly
desired was a central bank that would provide an elastic supply
of paper reserves to supplement existing gold reserves. Banks’
access to additional reserves would facilitate a larger and more
lucrative bank credit inflation and, more important, would
provide the means to ward off or mitigate the recurrent finan-
cial crises that had brought past inflationary booms to an
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abrupt and disastrous end in bank failures and industrial
depression.

Rothbard employs the approach to economic history exem-
plified in this treatment of the origins of the Fed consistently
and dazzlingly throughout this volume to unravel the causes
and consequences of events and institutions ranging over the
course of U.S. monetary history, from colonial times through the
New Deal era. One of the important benefits of Rothbard’s
unique approach is that it naturally leads to an account of the
development of the U.S. monetary system in terms of a com-
pelling narrative linking human motives and plans that often-
times are hidden and devious to outcomes that sometimes are
tragic. And one will learn much more about monetary history
from reading this exciting story than from poring over reams of
statistical analysis.

Although its five parts were written separately, this volume
presents a relatively integrated narrative, with very little over-
lap, that sweeps across three hundred years of U.S. monetary
history. Part 1, “The History of Money and Banking Before the
Twentieth Century,” consists of Rothbard’s contribution to the
minority report of the U.S. Gold Commission and treats the
evolution of the U.S. monetary system from its colonial begin-
nings to the end of the nineteenth century.® In this part, Roth-
bard gives a detailed account of two early and abortive
attempts by the financial elites to shackle the young republic
with a quasi-central bank. He demonstrates the inflationary
consequences of these privileged banks, the First and Second
Banks of the United States, during their years of operation, from
1791 to 1811 and from 1816 to 1833, respectively. Rothbard then
discusses the libertarian Jeffersonian and Jacksonian ideological
movements that succeeded in destroying these statist and infla-
tionist institutions. This is followed by discussions of the era of

69Rep. Ron Paul and Lewis Lehrman, The Case for Gold: A Minority
Report of the U.S. Gold Commission (Washington, D.C.: Cato Institute, 1982),
pp- 17-118.
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comparatively free and decentralized banking that extended
from the 1830s up to the Civil War, and the pernicious impact of
the war on the U.S. monetary system. Part 1 concludes with an
analysis and critique of the post-Civil War National Banking
System. Rothbard describes how this regime—which was
aggressively promoted by the investment banking firm that had
acquired the monopoly of underwriting government bonds—
centralized banking and destabilized the economy, resulting in
a series of financial crises that prepared the way for the imposi-
tion of the Federal Reserve System.

Part 2, on the “Origins of the Federal Reserve,” is a paper
that lay unpublished for a long time and just appeared in a
recent issue of The Quarterly Journal of Austrian Economics.”0 Its
main argument is summarized in the text above.

Part 3 contains a formerly unpublished paper, “From Hoover
to Roosevelt: The Federal Reserve and the Financial Elites.”
Here, Rothbard identifies the financial interests and ideology
that drove the Fed to engineer an almost uninterrupted expan-
sion of the money supply from the moment of its inception in
1914 through 1928. This part also includes an analysis of how
concordance and conflict between the Morgan and Rockefeller
financial interests shaped the politics and behavior of the Fed
during the Hoover administration and the first Roosevelt
administration as well as international monetary and domestic
banking and financial policies under the latter administration.

Part 4, “The Gold-Exchange Standard in the Interwar Years,”
previously was published as a chapter in a collection of papers
on money and the State.”! The paper appears here for the first

7OMurray N. Rothbard, “The Origins of the Federal Reserve System,”
Quarterly Journal of Economics 2, no. 3 (Fall 1999): 3-51.

71A version of this piece appeared as Murray N. Rothbard, “The Gold-
Exchange Standard in the Interwar Years,” in Money and the Nation State:
The Financial Revolution, Government and the World Monetary System, Kevin
Dowd and Richard H. Timberlake, Jr., eds. (New Brunswick, N.J.:
Transactions Publishers, 1998), pp. 105-63.
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time in its original and unexpurgated version. Rothbard eluci-
dates the reasons why the British and U.S. governments in the
1920s so eagerly sought to reconstruct the international mone-
tary system on the basis of this profoundly flawed and infla-
tionary caricature of the classical gold standard. Rothbard also
analyzes the “inner contradictions” of the gold-exchange-stan-
dard system that led inexorably to its demise in the early 1930s.

Part 5, “The New Deal and the International Monetary Sys-
tem” is the topic of the fifth and concluding part of the book
and was previously published in an edited book of essays on
New Deal foreign policy.”2 Rothbard argues that an abrupt shift
occurred in the international monetary policy of the New Deal
just prior to U.S. entry into World War II. He analyzes the eco-
nomic interests that promoted and benefited from the radical
transformation of New Deal policy, from “dollar nationalism”
during the 1930s to the aggressive “dollar imperialism” that
prevailed during the war and culminated in the Bretton Woods
Agreement of 1944.

—]Joseph T. Salerno
Pace University

72Murray N. Rothbard, “The New Deal and the International
Monetary System,” in Watershed of Empire: Essays on New Deal Foreign
Policy, Leonard P. Liggio and James J. Martin, eds. (Colorado Springs,
Colo.: Ralph Myles, 1976), p. 19.
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used British pounds, pence, and shillings as its money.

Great Britain was officially on a silver standard, with
the shilling defined as equal to 86 pure Troy grains of silver,
and with silver as so-defined legal tender for all debts (that is,
creditors were compelled to accept silver at that rate).
However, Britain also coined gold and maintained a bimetallic
standard by fixing the gold guinea, weighing 129.4 grains of
gold, as equal in value to a certain weight of silver. In that way,
gold became, in effect, legal tender as well. Unfortunately, by
establishing bimetallism, Britain became perpetually subject to
the evil known as Gresham’s Law, which states that when gov-
ernment compulsorily overvalues one money and undervalues
another, the undervalued money will leave the country or dis-
appear into hoards, while the overvalued money will flood
into circulation. Hence, the popular catchphrase of Gresham’s
Law: “Bad money drives out good.” But the important point to
note is that the triumph of “bad” money is the result, not of per-
verse free-market competition, but of government using the

ﬁ s an outpost of Great Britain, colonial America of course

[Previously published in a volume edited by U.S. Representative Ron Paul (R-
Texas) and Lewis Lehrman, The Case for Gold: A Minority Report of the U.S.
Gold Commission (Washington, D.C.: Cato Institute, 1983), pp. 17-118.—
Ed.]
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compulsory legal tender power to privilege one money above
another.

In seventeenth- and eighteenth-century Britain, the govern-
ment maintained a mint ratio between gold and silver that con-
sistently overvalued gold and undervalued silver in relation to
world market prices, with the resultant disappearance and out-
flow of full-bodied silver coins, and an influx of gold, and the
maintenance in circulation of only eroded and “lightweight”
silver coins. Attempts to rectify the fixed bimetallic ratios were
always too little and too late.!

In the sparsely settled American colonies, money;, as it always
does, arose in the market as a useful and scarce commodity and
began to serve as a general medium of exchange. Thus, beaver
fur and wampum were used as money in the north for
exchanges with the Indians, and fish and corn also served as
money. Rice was used as money in South Carolina, and the most
widespread use of commodity money was tobacco, which
served as money in Virginia. The pound-of-tobacco was the cur-
rency unit in Virginia, with warehouse receipts in tobacco circu-
lating as money backed 100 percent by the tobacco in the ware-
house.

While commodity money continued to serve satisfactorily in
rural areas, as the colonial economy grew, Americans imported
gold and silver coins to serve as monetary media in urban cen-
ters and in foreign trade. English coins were imported, but so
too were gold and silver coins from other European countries.
Among the gold coins circulating in America were the French

In the late seventeenth and early eighteenth centuries, the British
maintained fixed mint ratios of from 15.1-to-1 of silver grains in relation to
gold grains, to about 15.5-to-1. Yet the world market ratio of weight, set by
forces of supply and demand, was about 14.9-to-1. Thus, silver was con-
sistently undervalued and gold overvalued. In the eighteenth century, the
problem got even worse, for increasing gold production in Brazil and
declining silver production in Peru brought the market ratio down to 14.1-
to-1 while the mint ratios fixed by the British government continued to be
the same.
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guinea, the Portuguese “joe,” the Spanish doubloon, and Brazil-
ian coins, while silver coins included French crowns and livres.

It is important to realize that gold and silver are international
commodities, and that therefore, when not prohibited by gov-
ernment decree, foreign coins are perfectly capable of serving as
standard moneys. There is no need to have a national govern-
ment monopolize the coinage, and indeed foreign gold and sil-
ver coins constituted much of the coinage in the United States
until Congress outlawed the use of foreign coins in 1857. Thus,
if a free market is allowed to prevail in a country, foreign coins
will circulate naturally. Silver and gold coins will tend to be
valued in proportion to their respective weights, and the ratio
between silver and gold will be set by the market in accordance
with their relative supply and demand.

SHILLING AND DOLLAR MANIPULATIONS

By far the leading specie coin circulating in America was the
Spanish silver dollar, defined as consisting of 387 grains of pure
silver. The dollar was divided into “pieces of eight,” or “bits,”
each consisting of one-eighth of a dollar. Spanish dollars came
into the North American colonies through lucrative trade with the
West Indies. The Spanish silver dollar had been the world’s out-
standing coin since the early sixteenth century, and was spread
partially by dint of the vast silver output of the Spanish colonies
in Latin America. More important, however, was that the Spanish
dollar, from the sixteenth to the nineteenth century, was relatively
the most stable and least debased coin in the Western world.2

2The name “dollar” came from “thaler,” the name given to the coin of
similar weight, the “Joachimsthaler” or “schlicken thaler,” issued since
the early sixteenth century by the Count of Schlick in Joachimsthal in
Bohemia. The Joachimsthalers weighed 451 Troy grains of silver. So suc-
cessful were these coins that similar thalers were minted in Burgundy,
Holland, and France; most successful of these was the Maria Theresa
thaler, which began being minted in 1751 and formed a considerable por-
tion of American currency after that date. The Spanish “pieces of eight”
adopted the name “dollar” after 1690.
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Since the Spanish silver dollar consisted of 387 grains, and
the English shilling consisted of 86 grains of silver, this meant
the natural, free-market ratio between the two coins would be
4 shillings 6 pence per dollar.3

Constant complaints, both by contemporaries and by some
later historians, arose about an alleged “scarcity of money,”
especially of specie, in the colonies, allegedly justifying numer-
ous colonial paper money schemes to remedy that “shortage.”
In reality, there was no such shortage. It is true that England, in a
mercantilist attempt to hoard specie, kept minting for its own pre-
rogative and outlawed minting in the colonies; it also prohibited
the export of English coin to America. But this did not keep
specie from America, for, as we have seen, Americans were able
to import Spanish and other foreign coin, including English,
from other countries. Indeed, as we shall see, it was precisely
paper money issues that led, by Gresham’s Law, to outflows
and disappearance of specie from the colonies.

In their own mercantilism, the colonial governments early
tried to hoard their own specie by debasing their shilling stan-
dards in terms of Spanish dollars. Whereas their natural
weights dictated a ratio of 4 shillings 6 pence to the dollar,
Massachusetts, in 1642, began a general colonial process of
competitive debasement of shillings. Massachusetts arbitrarily
decreed that the Spanish dollar be valued at 5 shillings; the idea
was to attract an inflow of Spanish silver dollars into that
colony, and to subsidize Massachusetts exports by making their
prices cheaper in terms of dollars. Soon, Connecticut and other
colonies followed suit, each persistently upping the ante of
debasement. The result was to increase the supply of nominal
units of account by debasing the shilling, inflating domestic
prices and thereby bringing the temporary export stimulus to a
rapid end. Finally, the English government brought a halt to this
futile and inflationary practice in 1707.

3Since 20 shillings make £1, this meant that the natural ratio between
the two currencies was £1 = $4.44.



A History of Money and Banking in the United States 51
Before the Twentieth Century

But the colonial governments had already found another,
and far more inflationary, arrow for their bow: the invention of
government fiat paper money.

GOVERNMENT PAPER MONEY

Apart from medieval China, which invented both paper
and printing centuries before the West, the world had never
seen government paper money until the colonial government
of Massachusetts emitted a fiat paper issue in 1690.4> Massa-
chusetts was accustomed to launching plunder expeditions
against the prosperous French colony in Quebec. Generally, the
expeditions were successful, and would return to Boston, sell
their booty, and pay off the soldiers with the proceeds. This
time, however, the expedition was beaten back decisively, and
the soldiers returned to Boston in ill humor, grumbling for their
pay. Discontented soldiers are ripe for mutiny, so the Massa-
chusetts government looked around in concern for a way to pay
the soldiers. It tried to borrow £3,000—£4,000 from Boston mer-
chants, but evidently the Massachusetts credit rating was not
the best. Finally, Massachusetts decided in December 1690 to
print £7,000 in paper notes and to use them to pay the soldiers.
Suspecting that the public would not accept irredeemable
paper, the government made a twofold pledge when it issued
the notes: that it would redeem them in gold or silver out of tax

4Government paper redeemable in gold began in the early ninth cen-
tury, and after three centuries the government escalated to irredeemable
fiat paper, with the usual consequences of boom-bust cycles, and run-
away inflation. See Gordon Tullock, “Paper Money—A Cycle in Cathay,”
Economic History Review 9, no. 3 (1957): 393-96.

5The only exception was a curious form of paper money issued five
years earlier in Quebec, to become known as “card money.” The govern-
ing intendant of Quebec, Monsieur Mueles, divided some playing cards
into quarters, marked them with various monetary denominations, and
then issued them to pay for wages and materials sold to the government.
He ordered the public to accept the cards as legal tender, and this partic-
ular issue was later redeemed in specie sent from France.
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revenue in a few years and that absolutely no further paper
notes would be issued. Characteristically, however, both parts
of the pledge went quickly by the board: The issue limit disap-
peared in a few months, and all the bills continued unredeemed
for nearly 40 years. As early as February 1691, the Massachu-
setts government proclaimed that its issue had fallen “far short”
and so it proceeded to emit £40,000 of new money to repay all
of its outstanding debt, again pledging falsely that this would
be the absolute final note issue.

But Massachusetts found that the increase in the supply of
money, coupled with a fall in the demand for paper because of
growing lack of confidence in future redemption in specie, led to
a rapid depreciation of new money in relation to specie. Indeed,
within a year after the initial issue, the new paper pound had
depreciated on the market by 40 percent against specie.

By 1692, the government moved against this market evalua-
tion by use of force, making the paper money compulsory legal
tender for all debts at par with specie, and by granting a pre-
mium of 5 percent on all payment of debts to the government
made in paper notes. This legal tender law had the unwanted
effect of Gresham’s Law: the disappearance of specie circulation
in the colony. In addition, the expanding paper issues drove up
prices and hampered exports from the colony. In this way, the
specie “shortage” became the creature rather than the cause of
the fiat paper issues. Thus, in 1690, before the orgy of paper
issues began, £200,000 of silver money was available in New
England; by 1711, however, with Connecticut and Rhode Island
having followed suit in paper money issue, £240,000 of paper
money had been issued in New England but the silver had
almost disappeared from circulation.

Ironically, then, Massachusetts’s and her sister colonies’
issue of paper money created rather than solved any “scarcity
of money.” The new paper drove out the old specie. The con-
sequent driving up of prices and depreciation of paper
scarcely relieved any alleged money scarcity among the pub-
lic. But since the paper was issued to finance government



A History of Money and Banking in the United States 53
Before the Twentieth Century

expenditures and pay public debts, the government, not the
public, benefited from the fiat issue.

After Massachusetts had emitted another huge issue of
£500,000 in 1711 to pay for another failed expedition against
Quebec, not only was the remainder of the silver driven from
circulation, but, despite the legal tender law, the paper pound
depreciated 30 percent against silver. Massachusetts pounds,
officially 7 shillings to the silver ounce, had now fallen on the
market to 9 shillings per ounce. Depreciation proceeded in this
and other colonies despite fierce governmental attempts to
outlaw it, backed by fines, imprisonment, and total confisca-
tion of property for the high crime of not accepting the paper
at par.

Faced with a further “shortage of money” due to the money
issues, Massachusetts decided to press on; in 1716, it formed a
government “land bank” and issued £100,000 in notes to be
loaned on real estate in the various counties of the province.

Prices rose so dramatically that the tide of opinion in Mass-
achusetts began to turn against paper, as writers pointed out
that the result of issues was a doubling of prices in the past 20
years, depreciation of paper, and the disappearance of Spanish
silver through the operation of Gresham’s Law. From then on,
Massachusetts, pressured by the British Crown, tried intermit-
tently to reduce the bills in circulation and return to a specie
currency, but was hampered by its assumed obligations to
honor the paper notes at par of its sister New England
colonies.

In 1744, another losing expedition against the French led
Massachusetts to issue an enormous amount of paper money
over the next several years. From 1744 to 1748, paper money in
circulation expanded from £300,000 to £2.5 million, and the
depreciation in Massachusetts was such that silver had risen on
the market to 60 shillings an ounce, ten times the price at the
beginning of an era of paper money in 1690.

By 1740, every colony but Virginia had followed suit in fiat
paper money issues, and Virginia succumbed in the late 1750s
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in trying to finance part of the French and Indian War against
the French. Similar consequences—dramatic inflation, shortage
of specie, massive depreciation despite compulsory par laws—
ensued in each colony. Thus, along with Massachusetts” depre-
ciation of 11-to-1 of its notes against specie compared to the
original par, Connecticut’s notes had sunk to 9-to-1 and the Car-
olinas” at 10-to-1 in 1740, and the paper of virulently inflationist
Rhode Island to 23-to-1 against specie. Even the least-inflated
paper, that of Pennsylvania, had suffered an appreciation of
specie to 80 percent over par.

A detailed study of the effects of paper money in New Jersey
shows how it created a boom-bust economy over the colonial
period. When new paper money was injected into the economy,
an inflationary boom would result, to be followed by a defla-
tionary depression when the paper money supply contracted.6

At the end of King George’s War with France in 1748, Parlia-
ment began to pressure the colonies to retire the mass of paper
money and return to a specie currency. In 1751, Great Britain
prohibited all further issues of legal tender paper in New Eng-
land and ordered a move toward redemption of existing issues
in specie. Finally, in 1764, Parliament extended the prohibition
of new issues to the remainder of the colonies and required the
gradual retirement of outstanding notes.

Following the lead of Parliament, the New England colonies,
apart from Rhode Island, decided to resume specie payment and
retire their paper notes rapidly at the current depreciated market
rate. The panicky opponents of specie resumption and monetary
contraction made the usual predictions in such a situation: that
the result would be a virtual absence of money in New England
and the consequent ruination of all trade. Instead, however,
after a brief adjustment, the resumption and retirement led to
a far more prosperous trade and production—the harder money
and lower prices attracting an inflow of specie. In fact, with

®Donald L. Kemmerer, “Paper Money in New Jersey, 1668-1775,”
New Jersey Historical Society, Proceedings 74 (April 1956): 107—44.
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Massachusetts on specie and Rhode Island still on depreciated
paper, the result was that Newport, which had been a flourish-
ing center for West Indian imports for western Massachusetts,
lost its trade to Boston and languished in the doldrums.”. 8

In fact, as one student of colonial Massachusetts has pointed
out, the return to specie occasioned remarkably little disloca-
tion, recession, or price deflation. Indeed, wheat prices fell by
less in Boston than in Philadelphia, which saw no such return to
specie in the early 1750s. Foreign exchange rates, after the
resumption of specie, were highly stable, and “the restored
specie system operated after 1750 with remarkable stability
during the Seven Years War and during the dislocation of inter-
national payments in the last years before the Revolution.”?

Not being outlawed by government decree, specie remained
in circulation throughout the colonial period, even during the

7Before Massachusetts went back to specie, it was committed to accept
the notes of the other New England colonies at par. This provided an
incentive for Rhode Island to inflate its currency wildly, for this small
colony, with considerable purchases to make in Massachusetts, could
make these purchases in inflated money at par. Thereby Rhode Island
could export its inflation to the larger colony, but make its purchases with
the new money before Massachusetts prices could rise in response. In
short, Rhode Island could expropriate wealth from Massachusetts and
impose the main cost of its inflation on the latter colony.

8If Rhode Island was the most inflationary of the colonies, Maryland’s
monetary expansion was the most bizarre. In 1733, Maryland’s public
land bank issued £70,000 of paper notes, of which £30,000 was given away
in a fixed amount to each inhabitant of the province. This was done to
universalize the circulation of the new notes, and is probably the closest
approximation in history of Milton Friedman’s “helicopter” model, in
which a magical helicopter lavishes new paper money in fixed amounts
of proportions to each inhabitant. The result of the measure, of course,
was rapid depreciation of new notes. However, the inflationary impact of
the notes was greatly lessened by tobacco still being the major money of
the new colony. Tobacco was legal tender in Maryland and the paper was
not receivable for all taxes.

9Roger W. Weiss, “The Colonial Monetary Standard of Massachusetts,”
Economic History Review 27 (November 1974): 589.
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operation of paper money. Despite the inflation, booms and
busts, and shortages of specie caused by paper issues, the specie
system worked well overall:
Here was a silver standard . . . in the absence of institutions
of the central government intervening in the silver market,
and in the absence of either a public or private central bank
adjusting domestic credit or managing a reserve of specie or
foreign exchange with which to stabilize exchange rates. The
market . . . kept exchange rates remarkably close to the leg-
islated par. . . . What is most remarkable in this context is the
continuity of the specie system through the seventeenth and
eighteenth centuries.10

PrRIvATE BANK NOTES

In contrast to government paper, private bank notes and
deposits, redeemable in specie, had begun in western Europe
in Venice in the fourteenth century. Firms granting credit to
consumers and businesses had existed in the ancient world
and in medieval Europe, but these were “money lenders” who
loaned out their own savings. “Banking” in the sense of lend-
ing out the savings of others only began in England with the
“scriveners” of the early seventeenth century. The scriveners
were clerks who wrote contracts and bonds and were there-
fore in a position to learn of mercantile transactions and
engage in money lending and borrowing.1!

There were, however, no banks of deposit in England until
the civil war in the mid-seventeenth century. Merchants had
been in the habit of storing their surplus gold in the king’s mint
for safekeeping. That habit proved to be unfortunate, for when

10Ibid., p. 591.

11During the sixteenth century, before the rise of the scriveners, most
English money-lending was not even conducted by specialized firms, but
by wealthy merchants in the clothing and woolen industries, as outlets
for their surplus capital. See J. Milnes Holden, The History of Negotiable
Instruments in English Law (London: Athlone Press, 1955), pp. 205-06.
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Charles I needed money in 1638, shortly before the outbreak of
the civil war, he confiscated the huge sum of £200,000 of gold,
calling it a “loan” from the owners. Although the merchants
finally got their gold back, they were understandably shaken by
the experience, and forsook the mint, depositing their gold
instead in the coffers of private goldsmiths, who, like the mint,
were accustomed to storing the valuable metal. The warehouse
receipts of the goldsmiths soon came to be used as a surrogate
for the gold itself. By the end of the civil war, in the 1660s, the
goldsmiths fell prey to the temptation to print pseudo-ware-
house receipts not covered by gold and lend them out; in this
way fractional reserve banking came to England.12

Very few private banks existed in colonial America, and they
were short-lived. Most prominent was the Massachusetts Land
Bank of 1740, issuing notes and lending them out on real estate.
The land bank was launched as an inflationary alternative to gov-
ernment paper, which the royal governor was attempting to
restrict. The land bank issued irredeemable notes, and fear of its
unsound issue generated a competing private silver bank, which
emitted notes redeemable in silver. The land bank promptly
issued over £49,000 in irredeemable notes, which depreciated
very rapidly. In six months’ time the public was almost univer-
sally refusing to accept the bank’s notes and land bank sympa-
thizers vainly accepting the notes. The final blow came in 1741,
when Parliament, acting at the request of several Massachusetts
merchants and the royal governor, outlawed both the land and
the silver banks.

120nce again, ancient China pioneered in deposit banking, as well as
in fractional reserve banking. Deposit banking per se began in the eighth
century A.D., when shops would accept valuables, in return for warehouse
receipts, and receive a fee for keeping them safe. After a while, the deposit
receipts of these shops began to circulate as money. Finally, after two cen-
turies, the shops began to issue and lend out more receipts than they had
on deposit; they had caught on to fractional reserve banking. Tullock,
“Paper Money,” p. 396.
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One intriguing aspect of both the Massachusetts Land Bank
and other inflationary colonial schemes is that they were advo-
cated and lobbied for by some of the wealthiest merchants and
land speculators in the respective colonies. Debtors benefit from
inflation and creditors lose; realizing this fact, older historians
assumed that debtors were largely poor agrarians and creditors
were wealthy merchants and that therefore the former were the
main sponsors of inflationary nostrums. But, of course, there
are no rigid “classes” of debtors and creditors; indeed, wealthy
merchants and land speculators are often the heaviest debtors.
Later historians have demonstrated that members of the latter
group were the major sponsors of inflationary paper money in
the colonies.13, 14

130n the Massachusetts Land Bank, see the illuminating study by
George Athan Billias, “The Massachusetts Land Bankers of 1740,”
University of Maine Bulletin 61 (April 1959). On merchant enthusiasm for
inflationary banking in Massachusetts, see Herman J. Belz, “Paper
Money in Colonial Massachusetts,” Essex Institute, Historical Collections
101 (April 1965): 146-63; and Herman J. Belz, “Currency Reform in
Colonial Massachusetts, 1749-1750,” Essex Institute, Historical Collections
103 (January 1967): 66—84. On the forces favoring colonial inflation in gen-
eral, see Bray Hammond, Banks and Politics in America (Princeton, N.]J.:
Princeton University Press, 1957), chap. 1, and Joseph Dorfman, The
Economic Mind in American Civilization, 1606-1865 (New York: Viking
Press, 1946), p. 142.

l4For an excellent biographical essay on colonial money and bank-
ing, see Jeffrey Rogers Hummel, “The Monetary History of America to
1789: A Historiographical Essay,” Journal of Libertarian Studies 2 (Winter
1978): 373-89. For a summary of colonial monetary experience, see
Murray N. Rothbard, Conceived in Liberty, vol. 2, Salutary Neglect, The
American Colonies in the First Half of the Eighteenth Century (New
Rochelle, N.Y.: Arlington House, 1975), pp. 123-40. A particularly illu-
minating analysis is in the classic work done by Charles Jesse Bullock,
Essays on the Monetary History of the United States (New York:
Greenwood Press, [1900] 1969), pp. 1-59. Up-to-date data on the peri-
od is in Roger W. Weiss, “The Issue of Paper Money in the American
Colonies, 1720-1774,” Journal of Economic History 30 (December 1970):
770-84.
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REVOLUTIONARY WAR FINANCE

To finance the Revolutionary War, which broke out in 1775,
the Continental Congress early hit on the device of issuing fiat
paper money. The leader in the drive for paper money was
Gouverneur Morris, the highly conservative young scion of the
New York landed aristocracy. There was no pledge to redeem
the paper, even in the future, but it was supposed to be retired
in seven years by taxes levied pro rata by the separate states.
Thus, a heavy future tax burden was supposed to be added to
the inflation brought about by the new paper money. The
retirement pledge, however, was soon forgotten, as Congress,
enchanted by this new, seemingly costless form of revenue,
escalated its emissions of fiat paper. As a historian has phrased
it, “such was the beginning of the ‘federal trough,” one of
America’s most imperishable institutions.”15

The total money supply of the United States at the beginning
of the Revolution has been estimated at $12 million. Congress
launched its first paper issue of $2 million in late June 1775, and
before the notes were printed it had already concluded that
another $1 million was needed. Before the end of the year, a full
$6 million in paper issues was issued or authorized, a dramatic
increase of 50 percent in the money supply in one year.

The issue of this fiat “Continental” paper rapidly escalated
over the next few years. Congress issued $6 million in 1775, $19
million in 1776, $13 million in 1777, $64 million in 1778, and $125
million in 1779. This was a total issue of over $225 million in five
years superimposed upon a pre-existing money supply of $12
million. The result was, as could be expected, a rapid price infla-
tion in terms of the paper notes, and a corollary accelerating
depreciation of the paper in terms of specie. Thus, at the end of
1776, the Continentals were worth $1 to $1.25 in specie; by the
fall of the following year, its value had fallen to 3-to-1; by
December 1778 the value was 6.8-to-1; and by December 1779,

15Edmund Cody Burnett, The Continental Congress (New York: W.W.
Norton, 1964), p. 83.
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to the negligible 42-to-1. By the spring of 1781, the Continentals
were virtually worthless, exchanging on the market at 168 paper
dollars to one dollar in specie. This collapse of the Continental
currency gave rise to the phrase, “not worth a Continental.”

To top this calamity, several states issued their own paper
money, and each depreciated at varying rates. Virginia and the
Carolinas led the inflationary move, and by the end of the war,
state issues added a total of 210 million depreciated dollars to
the nation’s currency.

In an attempt to stem the inflation and depreciation, various
states levied maximum price controls and compulsory par laws.
The result was only to create shortages and impose hardships
on large sections of the public. Thus, soldiers were paid in Con-
tinentals, but farmers understandably refused to accept pay-
ment in paper money despite legal coercion. The Continental
Army then moved to “impress” food and other supplies, seiz-
ing the supplies and forcing the farmers and shopkeepers to
accept depreciated paper in return. By 1779, with Continental
paper virtually worthless, the Continental Army stepped up its
impressments, “paying” for them in newly issued paper tickets
or “certificates” issued by the army quartermaster and commis-
sary departments. The states followed suit with their own mas-
sive certificate issues. It understandably took little time for
these certificates, federal and state, to depreciate in value to
nothing; by the end of the war, federal certificate issues alone
totaled $200 million.

The one redeeming feature of this monetary calamity was that
the federal and state governments at least allowed these paper
issues to sink into worthlessness without insisting that taxpayers
shoulder another grave burden by being forced to redeem these
issues specie at par, or even to redeem them at all.1® Continentals

16As one historian explained, “Currency and certificates were the
‘common debt’ of the Revolution, most of which at war’s end had been
sunk at its depreciated value. Public opinion . . . tended to grade claims
against the government according to their real validity. Paper money had
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were not redeemed at all, and state paper was only redeemed
at depreciating rates, some at the greatly depreciated market
value.l” By the end of the war, all the wartime state paper had
been withdrawn from circulation.

Unfortunately, the same policy was not applied to another
important device that Congress turned to after its Continental
paper had become almost worthless in 1779: loan certificates.
Technically, loan certificates were public debt, but they were
scarcely genuine loans. They were simply notes issued by the
government to pay for supplies and accepted by the merchants
because the government would not pay anything else. Hence,
the loan certificates became a form of currency, and rapidly
depreciated. As early as the end of 1779, they had depreciated
to 24-to-1 in specie. By the end of the war, $600 million of loan
certificates had been issued. Some of the later loan certificate
issues were liquidated at a depreciated rate, but the bulk
remained after the war to become the substantial core of the
permanent, peacetime federal debt.

The mass of federal and state debt could have depreciated
and passed out of existence by the end of the war, but the
process was stopped and reversed by Robert Morris, wealthy
Philadelphia merchant and virtual economic and financial czar
of the Continental Congress in the last years of the war. Morris,
leader of the nationalist forces in American politics, moved to
make the depreciated federal debt ultimately redeemable in
par and also agitated for federal assumption of the various
state debts. The reason for this was twofold: (a) to confer a vast
subsidy on speculators who had purchased the public debt at
highly depreciated values, by paying interest and principal at

the least status.” E. James Ferguson, The Power of the Purse: A History of
American Public Finance, 1776-1790 (Chapel Hill: University of North
Carolina Press, 1961), p. 68.

7In Virginia and Georgia, the state paper was redeemed at the highly
depreciated market rate of 1,000-to-1 in specie.
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par in specie;!® and (b) to build up agitation for taxing power
in the Congress, which the Articles of Confederation refused to
allow to the federal government. The decentralist policy of the
states’ raising taxes or issuing new paper money to pay off the
pro rata federal debt as well as their own was thwarted by the
adoption of the Constitution, which brought about the victory
of the nationalist program, led by Morris’s youthful disciple
and former aide, Alexander Hamilton.

THE BANK OF NORTH AMERICA

Robert Morris’s nationalist vision was not confined to a
strong central government, the power of the federal govern-
ment to tax, and a massive public debt fastened permanently
upon the taxpayers. Shortly after he assumed total economic
power in Congress in the spring of 1781, Morris introduced a
bill to create the first commercial bank, as well as the first cen-
tral bank, in the history of the new Republic. This bank,
headed by Morris himself, the Bank of North America, was
not only the first fractional reserve commercial bank in the
U.S,; it was to be a privately owned central bank, modeled
after the Bank of England. The money system was to be
grounded upon specie, but with a controlled monetary infla-
tion pyramiding an expansion of money and credit upon a
reserve of specie.

The Bank of North America, which quickly received a federal
charter and opened its doors at the beginning of 1782, received
the privilege from the government of its notes being receivable
in all duties and taxes to all governments, at par with specie. In
addition, no other banks were to be permitted to operate in the
country. In return for its monopoly license to issue paper

18As Morris candidly put it, this windfall to the public debt specula-
tors at the expense of the taxpayers would cause wealth to flow “into
those hands which could render it most productive.” Ferguson, Power of
the Purse, p. 124.
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money, the bank would graciously lend most of its newly cre-
ated money to the federal government to purchase public debt
and be reimbursed by the hapless taxpayer. The Bank of North
America was made the depository for all congressional funds.
The first central bank in America rapidly loaned $1.2 million to
the Congress, headed also by Robert Morris.1?

Despite Robert Morris’s power and influence, and the
monopoly privileges conferred upon his bank, it was per-
ceived in the market that the bank’s notes were being inflated
compared with specie. Despite the nominal redeemability of
the Bank of North America’s notes in specie, the market’s lack
of confidence in the inflated notes led to their depreciation
outside its home base in Philadelphia. The bank even tried to
shore up the value of the notes by hiring people to urge
redeemers of its notes not to ruin everything by insisting upon
specie—a move scarcely calculated to improve ultimate confi-
dence in the bank.

After a year of operation, however, Morris, his political
power slipping after the end of the war, moved quickly to end
his bank’s role as a central bank and to shift it to the status of a
private commercial bank chartered by the state of Pennsylva-
nia. By the end of 1783, all of the federal government’s stock in
the Bank of North America, which had the previous year
amounted to five-eighths of its capital, had been sold by Morris
into private hands, and all U.S. government debt to the bank

19When Morris failed to raise the legally required specie capital to
launch the Bank of North America, Morris, in an act tantamount to
embezzlement, simply appropriated specie loaned to the U.S. by France
and invested it for the government in his own bank. In this way, the bulk
of specie capital for his bank was appropriated by Morris out of govern-
ment funds. A multiple of these funds was then borrowed back from
Morris’s bank by Morris as government financier for the pecuniary ben-
efit of Morris as banker; and finally, Morris channeled most of the money
into war contracts for his friends and business associates. Murray N.
Rothbard, Conceived in Liberty, vol. 4, The Revolutionary War, 1775-1784
(New Rochelle, N.Y.: Arlington House, 1979), p. 392.
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had been repaid. The first experiment with a central bank in the
United States had ended.20

At the end of the Revolutionary War, the contraction of the
swollen mass of paper money, combined with the resumption
of imports from Great Britain, combined to cut prices by more
than half in a few years. Vain attempts by seven state govern-
ments, in the mid-1780s, to cure the “shortage of money” and
reinflate prices were a complete failure. Part of the reason for
the state paper issues was a frantic attempt to pay the wartime
public debt, state and pro rata federal, without resorting to
crippling burdens of taxation. The increased paper issues
merely added to the “shortage” by stimulating the export of
specie and the import of commodities from abroad. Once again,
Gresham’s Law was at work. State paper issues—despite com-
pulsory par laws—merely depreciated rapidly, and aggravated
the shortage of specie. A historian discusses what happened to
the paper issues of North Carolina:

In 1787-1788 the specie value of the paper had shrunk by
more than fifty percent. Coin vanished, and since the paper
had practically no value outside the state, merchants could
not use it to pay debts they owed abroad; hence they suf-
fered severe losses when they had to accept it at inflated
values in the settlement of local debts. North Carolina’s
performance warned merchants anew of the menace of
depreciating paper money which they were forced to receive
at par from their debtors but which they could not pass on
to their creditors.2!

Neither was the situation helped by the expansion of bank-
ing following the launching of the Bank of North America in
1782. The Bank of New York and the Massachusetts Bank

20See ibid., pp. 409-10. On the Bank of North America and on
Revolutionary War finance generally, see Curtis P. Nettels, The Emergence
of a National Economy, 1775-1815 (New York: Holt, Rinehart, and Winston,
1962), pp. 23-34.

2INettels, National Economy, p. 82.
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(Boston) followed two years later, with each institution enjoy-
ing a monopoly of banking in its region.22 Their expansion of
bank notes and deposits helped to drive out specie, and in the
following year the expansion was succeeded by a contraction of
credit, which aggravated the problems of recession.23

THE UNITED STATES: BIMETALLIC COINAGE

Since the Spanish silver dollar was the major coin circulating
in North America during the colonial and Confederation peri-
ods, it was generally agreed that the “dollar” would be the basic
currency unit of the new United States of America.2¢ Article I,
section 8 of the new Constitution gave to Congress the power
“to coin money, regulate the value thereof, and of foreign coin”;
the power was exclusive because the state governments were
prohibited, in Article I, section 10, from coining money, emitting
paper money, or making anything but gold and silver coin legal
tender in payment of debts. (Evidently the Founding Fathers
were mindful of the bleak record of colonial and Revolutionary
paper issues and provincial juggling of the weights and denom-
inations of coin.) In accordance with this power, Congress
passed the Coinage Act of 1792 on the recommendation of Sec-
retary of Treasury Alexander Hamilton’s “Report on the Estab-
lishment of a Mint” of the year before.?5

22Gee Hammond, Banks and Politics, pp. 67, 87-88.

23Nettels, National Economy, pp. 61-62. See also Hammond, Banks and
Politics, pp. 77-80, 85.

24 As Jefferson put it at the time: “The unit or dollar is a known coin,
and the most familiar of all to the mind of the public. It is already adopt-
ed from South to North, has identified our currency, and therefore hap-
pily offers itself a unit already introduced.” Cited in J. Laurence
Laughlin, The History of Bimetallism in the United States, 4th ed. (New
York: D. Appleton, 1901), p. 11, n. 3.

25The text of the Coinage Act of 1792 may be found in ibid., pp. 300-01.
See also pp. 21-23; and A. Barton Hepburn, A History of Currency in the

United States with a Brief Description of the Currency Systems of all Commercial
Nations (New York: MacMillan, 1915), pp. 43-45.
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The Coinage Act established a bimetallic dollar standard for
the United States. The dollar was defined as both a weight of
371.25 grains of pure silver and/or a weight of 24.75 grains of
pure gold—a fixed ratio of 15 grains of silver to 1 grain of
gold.26 Anyone could bring gold and silver bullion to the mint
to be coined, and silver and gold coins were both to be legal ten-
der at this fixed ratio of 15-to-1. The basic silver coin was to be
the silver dollar, and the basic gold coin the $10 eagle, contain-
ing 247.5 grains of pure gold.?”

The 15-to-1 fixed bimetallic ratio almost precisely corre-
sponded to the market gold/silver ratio of the early 1790s,28 but
of course the tragedy of any bimetallic standard is that the
fixed mint ratio must always come a cropper against inevitably
changing market ratios, and that Gresham’s Law will then come
inexorably into effect. Thus, Hamilton’s express desire to keep
both metals in circulation in order to increase the supply of
money was doomed to failure.??

Unfortunately for the bimetallic goal, the 1780s saw the
beginning of a steady decline in the ratio of the market values
of silver to gold, largely due to the massive increases over the
next three decades of silver production from the mines of
Mexico. The result was that the market ratio fell to 15.5-to-1 by
the 1790s, and after 1805 fell to approximately 15.75-to-1. The
latter figure was enough of a gap between the market and mint
ratios to set Gresham’s Law into operation so that by 1810 gold

26The current Spanish silver dollars in use were lighter than the ear-
lier dollars, weighing 387 grains. See Laughlin, History of Bimetallism, pp.
16-18.

27Golden half-eagles (worth $5) and quarter-eagles (worth $2.50) were
also to be coined, of corresponding proportional weights, and, for silver
coins, half-dollars, quarter-dollars, dimes, and half-dimes of correspon-
ding weights.

28Gjlver had declined in market value from the 14.1-to-1 ratio of 1760,
largely due to the declining production of gold from Russian mines in
this period and therefore the rising relative value of gold.

29See Laughlin, History of Bimetallism, p. 14.
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coins began to disappear from the United States and silver coins
began to flood in. The fixed government ratio now significantly
overvalued silver and undervalued gold, so it paid people to
bring in silver to exchange for gold, melt the gold coins into bul-
lion and ship it abroad. From 1810 until 1834, only silver coin,
domestic and foreign, circulated in the United States.30

Originally, Congress provided in 1793 that all foreign coins
circulating in the United States be legal tender. Indeed, foreign
coins have been estimated to form 80 percent of American
domestic specie circulation in 1800. Most of the foreign coins
were Spanish silver, and while the legal tender privilege was
progressively canceled for various foreign coins by 1827, Span-
ish silver coins continued as legal tender and to predominate in
circulation.3! Spanish dollars, however, soon began to be heav-
ier in weight by 1 to 5 percent over their American equivalents,
even though they circulated at face value here, and so the
American mint ratio overvalued American more than Spanish
dollars. As a result, the Spanish silver dollars were re-exported,
leaving American silver dollars in circulation. On the other
hand, fractional Spanish silver coins—half-dollars, quarter-dol-
lars, dimes, and half-dimes—were considerably overvalued in
the U.S., since they circulated at face value and yet were far
lighter weight. Gresham’s Law again came into play, and the
result was that American silver fractional coins were exported
and disappeared, leaving Spanish silver fractional coins as the
major currency. To make matters still more complicated, Amer-
ican silver dollars, though lighter weight than the Spanish,
circulated equally by name in the West Indies. As a result,

30For a lucid explanation of the changing silver-gold ratios and
how Gresham’s Law operated in this period, see ibid., pp. 10-51. See
also J. Laurence Laughlin, A New Exposition of Money, Credit and Prices
(Chicago: University of Chicago Press, 1931), pp. 93-111.

31These “Spanish” coins were almost exclusively minted in the
Spanish colonies of Latin America. After the Latin American nations
achieved independence in the 1820s, the coins circulated freely in the
United States without being legal tender.
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American silver dollars were exported to the Caribbean. Thus,
by the complex workings of Gresham’s Law, the United States
was left, especially after 1820, with no gold coins and only
Spanish fractional silver coin in circulation.32

THE FIRST BANK OF THE UNITED STATES: 1791-1811

Alinchpin of the Hamiltonian financial program was a central
bank, the First Bank of the United States, replacing the abortive
Bank of North America experiment. Hamilton’s “Report on a
National Bank” of December 1790 urged such a bank, to be
owned privately with the government owning one-fifth of the
shares. Hamilton argued that the alleged “scarcity” of specie cur-
rency needed to be overcome by infusions of paper and the new
bank was to issue such paper, to be invested in the assumed fed-
eral debt and in subsidy to manufacturers. The bank notes were
to be legally redeemable in specie on demand, and its notes were
to be kept at par with specie by the federal government’s accept-
ing its notes in taxes—giving it a quasi-legal tender status. Also,
the federal government would confer upon the bank the prestige
of being the depository for its public funds.

In accordance with Hamilton’s wishes, Congress quickly
established the First Bank of the United States in February 1791.
The charter of the bank was for 20 years, and it was assured a
monopoly of the privilege of having a national charter during
that period. In a significant gesture of continuity with the Bank
of North America, the latter’s longtime Bank of North America
president and former partner of Robert Morris, Thomas Willing
of Philadelphia, was made president of the new Bank of the
United States.

The Bank of the United States promptly fulfilled its infla-
tionary potential by issuing millions of dollars in paper money

320n the complex workings of fractional coins as against dollar coins
in this period, see the excellent article by David A. Martin, “Bimetallism
in the United States before 1850,” Journal of Political Economy 76
(May—June 1968): 428-34.
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and demand deposits, pyramiding on top of $2 million in
specie. The Bank of the United States invested heavily in loans
to the United States government. In addition to $2 million
invested in the assumption of pre-existing long-term debt
assumed by the new federal government, the Bank of the
United States engaged in massive temporary lending to the
government, which reached $6.2 million by 1796.33 The result of
the outpouring of credit and paper money by the new Bank of
the United States was an inflationary rise in prices. Thus,
wholesale prices rose from an index of 85 in 1791 to a peak of
146 in 1796, an increase of 72 percent.34 In addition, speculation
boomed in government securities and real estate values were
driven upward.® Pyramiding on top of the Bank of the United
States’s expansion and aggravating the paper money expansion
and the inflation was a flood of newly created commercial
banks. Whereas there were only three commercial banks before
the founding of the United States, and only four by the estab-
lishment of the Bank of the United States, eight new banks were
founded shortly thereafter, in 1791 and 1792, and 10 more by

33Schultz and Caine are severely critical of these operations: “In
indebting itself heavily to the Bank of the United States, the Federal
Government was obviously misusing its privileges and seriously endan-
gering the Bank'’s stability.” They also charged that

the Federalists had saddled the government with a military
and interest budget that threatened to topple the structure of
federal finances. Despite the addition of tax after tax to the
revenue system, the Federal Government’s receipts through
the decade of the ‘90s were barely able to cling to the skirts
of its expenditures. (William J.Schultz and M.R. Caine,
“Federalist Finance,” in Hamilton and the National Debt, G.R.
Taylor, ed. [Boston: D.C. Heath, 1950], pp. 6-7)

34Similar movements occurred in wholesale prices in Philadelphia,
Charleston, and the Ohio River Valley. U.S. Department of Commerce,
Historical Statistics of the United States, Colonial Times to 1957 (Washington,
D.C.: Government Printing Office, 1960), pp. 116, 119-21.

35Nettels, National Economy, pp. 121-22.



70 A History of Money and Banking in the United States:
The Colonial Era to World War 11

1796. Thus, the Bank of the United States and its monetary
expansion spurred the creation of 18 new banks in five years.36

The establishment of the Bank of the United States precipi-
tated a grave constitutional argument, the Jeffersonians arguing
that the Constitution gave the federal government no power to
establish a bank. Hamilton, in turn, paved the way for virtually
unlimited expansion of federal power by maintaining that the
Constitution “implied” a grant of power for carrying out vague
national goals. The Hamiltonian interpretation won out offi-
cially in the decision of Supreme Court Justice John Marshall in
McCulloch v. Maryland (1819).37

Despite the Jeffersonian hostility to commercial and central
banks, the Democratic-Republicans, under the control of quasi-
Federalist moderates rather than militant Old Republicans,
made no move to repeal the charter of the Bank of the United
States before its expiration in 1811 and happily multiplied the
number of state banks and bank credit in the next two decades.38
Thus, in 1800 there were 28 state banks; by 1811, the number had
escalated to 117, a fourfold increase. In 1804, there were 64 state
banks, of which we have data on 13, or 20 percent of the banks.
These reporting banks had $0.98 million in specie, as against
notes and demand deposits outstanding of $2.82 million, a

36]. Van Fenstermaker, “The Statistics of American Commercial Banking,
1782-1818,” Journal of Economic History (September 1965): 401; J. Van
Fenstermaker, The Development of American Commercial Banking 1782-1837
(Kent, Ohio: Kent State University, 1965), pp. 111-83; William M. Gouge,
A Short History of Paper Money and Banking in the United States (New York:
Augustus M. Kelley, [1833] 1968), p. 42.

37Marshall, a disciple of Hamilton, repeated some of Hamilton’s argu-
ments virtually word for word in the decision. See Gerald T. Dunne,
Monetary Decisions of the Supreme Court (New Brunswick, N.J.: Rutgers
University Press, 1960), p. 30.

380n the quasi-Federalists as opposed to the Old Republicans, on
banking and on other issues, see Richard E. Ellis, The Jeffersonian Crisis:
Courts and Politics in the Young Republic (New York: Oxford University
Press, 1971), pp. 277 ff.
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reserve ratio of 0.35 (or, a notes plus deposits pyramiding on
top of specie of 2.88-to-1). By 1811, 26 percent of the 117 banks
reported a total of $2.57 million; but the two-and-a-half-fold
increase in specie was more than matched by an emission of
$10.95 million of notes and deposits, a nearly fourfold increase.
This constituted a pyramiding of 4.26-to-1 on top of specie, or a
reserve ratio of these banks of 0.23.3°

As for the Bank of the United States, which acted in conjunc-
tion with the federal government and with the state banks, in
January 1811 it had specie assets of $5.01 million, and notes and
deposits outstanding of $12.87 million, a pyramid ratio of 2.57-
to-1, or a reserve ratio of 0.39.40

Finally, when the time for rechartering the Bank of the
United States came in 1811, the recharter bill was defeated by
one vote each in the House and Senate. Recharter was fought
for by the Madison administration aided by nearly all the Fed-
eralists in Congress, but was narrowly defeated by the bulk of
the Democratic-Republicans, including the hard-money Old
Republican forces. In view of the widely held misconception
among historians that central banks serve, and are looked
upon, as restraints upon state or private bank inflation, it is

3%Van Fenstermaker notes that there has been a tendency of historians
to believe that virtually all bank emissions were in the form of notes, but
that actually a large portion was in the form of demand deposits. Thus,
in 1804, bank liabilities were $1.70 million in notes and $1.12 million in
deposits; in 1811 they were $5.68 million and $5.27 million respectively.
He points out that deposits exceeded notes in the large cities such as
Boston and Philadelphia, sometimes by two- or threefold, whereas bank
notes were used far more widely in rural areas for hand-to-hand transac-
tions. Van Fenstermaker, “Statistics,” pp. 406-11.

400f the Bank of the United States’s liabilities, bank notes totaled $5.04
million and demand deposits $7.83 million. John Jay Knox, A History of
Banking in the United States (New York: Bradford Rhodes, 1900), p. 39.
There are no other reports for the Bank of the United States extant except
for 1809. The others were destroyed by fire. John Thom Holdsworth, The
First Bank of the United States (Washington, D.C.: National Monetary
Commission, 1910), pp. 111£f., 138—44.
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instructive to note that the major forces in favor of recharter
were merchants, chambers of commerce, and most of the state
banks. Merchants found that the bank had expended credit at
cheap rates and had eased the eternal complaint about a
“scarcity of money.” Even more suggestive is the support of the
state banks, which hailed the bank as “advantageous” and wor-
ried about the contraction of credit if the bank were forced to
liquidate. The Bank of New York, which had been founded by
Alexander Hamilton, in fact lauded the Bank of the United
States because it had been able “in case of any sudden pressure
upon the merchants to step forward to their aid in a degree
which the state institutions were unable to do.”41

THE WAR OF 1812 AND ITS AFTERMATH

War has generally had grave and fateful consequences for
the American monetary and financial system. We have seen that
the Revolutionary War occasioned a mass of depreciated fiat
paper, worthless Continentals, a huge public debt, and the
beginnings of central banking in the Bank of North America.
The Hamiltonian financial system, and even the Constitution
itself, was in large part shaped by the Federalist desire to fund
the federal and state public debt via federal taxation, and a
major reason for the establishment of the First Bank of the
United States was to contribute to the funding of the newly
assumed federal debt. The Constitutional prohibition against
state paper money, and the implicit rebuff to all fiat paper were
certainly influenced by the Revolutionary War experience.

41Holdsworth, First Bank, p. 83. See also ibid., pp. 83-90. Holdsworth,
the premier historian of the First Bank of the United States, saw the over-
whelming support by the state banks, but still inconsistently clung to the
myth that the Bank of the United States functioned as a restraint on their
expansion: “The state banks, though their note issues and discounts had been
kept in check by the superior resources and power of the Bank of the United
States, favored the extension of the charter, and memorialized Congress
to that effect.” Ibid., p. 90 (italics added).
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The War of 1812-15 had momentous consequences for the
monetary system. An enormous expansion in the number of
banks and in bank notes and deposits was spurred by the dic-
tates of war finance. New England banks were more conserva-
tive than in other regions, and the region was strongly opposed
to the war with England, so little public debt was purchased in
New England. Yet imported goods, textile manufactures, and
munitions had to be purchased in that region by the federal
government. The government therefore encouraged the forma-
tion of new and recklessly inflationary banks in the Mid-
Atlantic, Southern, and Western states, which printed huge
quantities of new notes to purchase government bonds. The
federal government thereupon used these notes to purchase
manufactured goods in New England.

Thus, from 1811 to 1815 the number of banks in the country
increased from 117 to 212; in addition, there had sprung up 35
private unincorporated banks, which were illegal in most states
but were allowed to function under war conditions. Specie in
the 30 reporting banks, 26 percent of the total number of banks
of 1811, amounted to $2.57 million in 1811; this figure had risen
to $5.40 million in the 98 reporting banks in 1815, or 40 percent
of the total. Notes and deposits, on the other hand, were $10.95
million in 1811 and had increased to $31.6 million in 1815
among the reporting banks.

If we make the heroic assumption that we can estimate the
money supply for the country by multiplying by the proportion
of unreported banks and we then add in the Bank of the United
States’s totals for 1811, specie in all banks would total $14.9 mil-
lion in 1811 and $13.5 million in 1815, or a 9.4 percent decrease.
On the other hand, total bank notes and deposits aggregated to
$42.2 million in 1811 and $79 million four years later, so that an
increase of 87.2 percent, pyramided on top of a 9.4 percent
decline in specie. If we factor in the Bank of the United States,
then, the bank pyramid ratio was 3.70-to-1 and the reserve ratio
0.27 in 1811; while the pyramid ratio four years later was 5.85-
to-1 and the reserve ratio 0.17.
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But the aggregates scarcely tell the whole story since, as we
have seen, the expansion took place solely outside of New Eng-
land, while New England banks continued on their relatively
sound basis and did not inflate their credit. The record expan-
sion of the number of banks was in Pennsylvania, which incor-
porated no less than 41 new banks in the month of March 1814,
contrasting to only four banks which had existed in that
state—all in Philadelphia—until that date. It is instructive to
compare the pyramid ratios of banks in various reporting states
in 1815: to only 1.96-to-1 in Massachusetts, 2.7-to-1 in New
Hampshire, and 2.42-to-1 in Rhode Island, as contrasted to 19.2-
to-1 in Pennsylvania, 18.46-to-1 in South Carolina, and 18.73-to-1
in Virginia.42

This monetary situation meant that the United States gov-
ernment was paying for New England manufactured goods
with a mass of inflated bank paper outside the region. Soon, as
the New England banks called upon the other banks to redeem
their notes in specie, the mass of inflating banks faced imminent
insolvency.

It was at this point that a fateful decision was made by the
U.S. government and concurred in by the governments of the
states outside New England. As the banks all faced failure, the
governments, in August 1814, permitted all of them to suspend
specie payments—that is, to stop all redemption of notes and
deposits in gold or silver—and yet to continue in operation. In
short, in one of the most flagrant violations of property rights in
American history, the banks were permitted to waive their con-
tractual obligations to pay in specie while they themselves
could expand their loans and operations and force their own
debtors to repay their loans as usual.

Indeed, the number of banks, and bank credit, expanded
rapidly during 1815 as a result of this governmental carte

42Van Fenstermaker, “Statistics,” pp. 401-09. For the list of individual
incorporated banks, see Van Fenstermaker, Development, pp. 112-83, with
Pennsylvania on pp. 169-73.
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blanche. It was precisely during 1815 when virtually all the pri-
vate banks sprang up, the number of banks increasing in one
year from 208 to 246. Reporting banks increased their pyramid
ratios from 3.17-to-1 in 1814 to 5.85-to-1 the following year, a
drop of reserve ratios from 0.32 to 0.17. Thus, if we measure
bank expansion by pyramiding and reserve ratios, we see that a
major inflationary impetus during the War of 1812 came during
the year 1815 after specie payments had been suspended
throughout the country by government action.

Historians dedicated to the notion that central banks restrain
state or private bank inflation have placed the blame for the
multiplicity of banks and bank credit inflation during the War
of 1812 on the absence of a central bank. But as we have seen,
both the number of banks and bank credit grew apace during
the period of the First Bank of the United States, pyramiding on
top of the latter’s expansion, and would continue to do so
under the Second Bank, and, for that matter, the Federal
Reserve System in later years. And the federal government, not
the state banks themselves, is largely to blame for encouraging
new, inflated banks to monetize the war debt. Then, in particu-
lar, it allowed them to suspend specie payment in August 1814,
and to continue that suspension for two years after the war was
over, until February 1817. Thus, for two and a half years banks
were permitted to operate and expand while issuing what was
tantamount to fiat paper and bank deposits.

Another neglected responsibility of the U.S. government for
the wartime inflation was its massive issue of Treasury notes to
help finance the war effort. While this Treasury paper was inter-
est-bearing and was redeemable in specie in one year, the
cumulative amount outstanding functioned as money;, as it was
used in transactions among the public and was also employed
as reserves or “high-powered money” by the expanding banks.
The fact that the government received the Treasury notes for all
debts and taxes gave the notes a quasi-legal tender status. Most
of the Treasury notes were issued in 1814 and 1815, when their
outstanding total reached $10.65 million and $15.46 million,
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respectively. Not only did the Treasury notes fuel the bank infla-
tion, but their quasi-legal tender status brought Gresham’s Law
into operation and specie flowed out of the banks and public
circulation outside of New England, and into New England and
out of the country.43

The expansion of bank money and Treasury notes during the
war drove up prices in the United States. Wholesale price
increases from 1811 to 1815 averaged 35 percent, with different
cities experiencing a price inflation ranging from 28 percent to 55
percent. Since foreign trade was cut off by the war, prices of
imported commodities rose far more, averaging 70 percent.** But
more important than this inflation, and at least as important as
the wreckage of the monetary system during and after the war,
was the precedent that the two-and-a-half-year-long suspension
of specie payment set for the banking system for the future.
From then on, every time there was a banking crisis brought on
by inflationary expansion and demands for redemption in
specie, state and federal governments looked the other way and
permitted general suspension of specie payments while bank
operations continued to flourish. It thus became clear to the
banks that in a general crisis they would not be required to meet
the ordinary obligations of contract law or of respect for prop-
erty rights, so their inflationary expansion was permanently
encouraged by this massive failure of government to fulfill its
obligation to enforce contracts and defend the rights of property.

Suspensions of specie payments informally or officially per-
meated the economy outside of New England during the panic

4For a perceptive discussion of the nature and consequences of
Treasury note issue in this period, see Richard H. Timberlake, Jr., The
Origins of Central Banking in the United States (Cambridge, Mass.: Harvard
University Press, 1978), pp. 13-18. The Gresham Law effect probably
accounts for the startling decline of specie held by the reporting banks,
from $9.3 million to $5.4 million, from 1814 to 1815. Van Fenstermaker,
“Statistics,” p. 405.

#Historical Statistics, pp. 115-24; Murray N. Rothbard, The Panic of 1819:
Reactions and Policies (New York: Columbia University Press, 1962), p. 4.
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of 1819, occurred everywhere outside of New England in 1837,
and in all states south and west of New Jersey in 1839. A gen-
eral suspension of specie payments occurred throughout the
country once again in the panic of 1857.45

It is important to realize, then, in evaluating the American
banking system before the Civil War, that even in the later years
when there was no central bank, the system was not “free” in
any proper economic sense. “Free” banking can only refer to a
system in which banks are treated as any other business, and
that therefore failure to obey contractual obligations—in this
case, prompt redemption of notes and deposits in specie—must
incur immediate insolvency and liquidation. Burdened by the
tradition of allowing general suspensions that arose in the
United States in 1814, the pre-Civil War banking system,
despite strong elements of competition when not saddled with
a central bank, must rather be termed in the phrase of one econ-
omist, as “Decentralization without Freedom.”46

450n the suspensions of specie payments, and on their importance
before the Civil War, see Vera C. Smith, The Rationale of Central Banking
(London: PS. King and Son, 1936), pp. 38—46. See also Dunne, Monetary
Decisions, p. 26.

46Smith, Rationale, p. 36. Smith properly defines “free banking” as

a regime where note-issuing banks are allowed to set up in
the same way as any other type of business enterprise, so
long as they comply with the general company law. The
requirement for their establishment is not special condition-
al authorization from a government authority, but the ability
to raise sufficient capital, and public confidence, to gain
acceptance for their notes and ensure the profitability of the
undertaking. Under such a system all banks would not only
be allowed the same rights, but would also be subjected to
the same responsibilities as other business enterprises. If
they failed to meet their obligations they would be declared
bankrupt and put into liquidation, and their assets used to
meet the claims of their creditors, in which case the share-
holders would lose the whole or part of their capital, and the
penalty for failure would be paid, at least for the most part,
by those responsible for the policy of the bank. Notes issued
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From the 1814-1817 experience on, the notes of state banks cir-
culated at varying rates of depreciation, depending on public
expectations of how long they would be able to keep redeeming
their obligations in specie. These expectations, in turn, were heav-
ily influenced by the amount of notes and deposits issued by the
bank as compared with the amount of specie held in its vaults.

In that era of poor communications and high transportation
costs, the tendency for a bank note was to depreciate in propor-
tion to its distance from the home office. One effective, if time-
consuming, method of enforcing redemption on nominally
specie-paying banks was the emergence of a class of profes-
sional “money brokers.” These brokers would buy up a mass of
depreciated notes of nominally specie-paying banks, and then
travel to the home office of the bank to demand redemption in
specie. Merchants, money brokers, bankers, and the general
public were aided in evaluating the various state bank notes by
the development of monthly journals known as “bank note
detectors.” These “detectors” were published by money brokers
and periodically evaluated the market rate of various bank
notes in relation to specie.”

“Wildcat” banks were so named because in that age of poor
transportation, banks hoping to inflate and not worry about
redemption attempted to locate in “wildcat” country where
money brokers would find it difficult to travel. It should be
noted that if it were not for periodic suspension, there would

under this system would be “promises to pay,” and such
obligations must be met on demand in the generally accept-
ed medium which we will assume to be gold. No bank
would have the right to call on the government or on any
other institution for special help in time of need. . . . A gen-
eral abandonment of the gold standard is inconceivable
under these conditions, and with a strict interpretation of the
bankruptcy laws any bank suspending payments would at
once be put into the hands of a receiver. (Ibid., pp. 148-49)

47See Richard H. Timberlake, Jr., Money, Banking, and Central Banking
(New York: Harper and Row, 1965), p. 94.
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have been no room for wildcat banks or for varying degrees of
lack of confidence in the genuineness of specie redemption at
any given time.

It can be imagined that the advent of the money broker was
not precisely welcomed in the town of an errant bank, and it
was easy for the townspeople to blame the resulting collapse of
bank credit on the sinister stranger rather than on the friendly
neighborhood banker. During the panic of 1819, when banks
collapsed after an inflationary boom lasting until 1817, obsta-
cles and intimidation were often the lot of those who attempted
to press the banks to fulfill their contractual obligation to pay in
specie.

Thus, Maryland and Pennsylvania, during the panic of 1819,
engaged in almost bizarre inconsistency in this area. Maryland,
on February 15, 1819, enacted a law “to compel . . . banks to pay
specie for their notes, or forfeit their charters.” Yet two days after
this seemingly tough action, it passed another law relieving
banks of any obligation to redeem notes held by money brokers,
“the major force ensuring the people of this state from the evil
arising from the demands made on the banks of this state for
gold and silver by brokers.” Pennsylvania followed suit a month
later. In this way, these states could claim to maintain the virtue
of enforcing contract and property rights while moving to pre-
vent the most effective method of ensuring such enforcement.

During the 1814-1817 general suspension, noteholders who
sued for specie payment seldom gained satisfaction in the
courts. Thus, Isaac Bronson, a prominent Connecticut banker in
a specie-paying region, sued various New York banks for pay-
ment of notes in specie. He failed to get satisfaction, and for his
pains received only abuse in the New York press as an agent of
“misery and ruin.”48

48Hammond, Banks and Politics, pp. 179-80. Even before the suspen-
sion, in 1808, a Bostonian named Hireh Durkee who attempted to demand
specie for $9,000 in notes of the state-owned Vermont State Bank, was met
by an indictment for an attempt by this “evil-disposed person” to “realize
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The banks south of Virginia largely went off specie payment
during the panic of 1819, and in Georgia at least general sus-
pension continued almost continuously to the 1830s. One cus-
tomer complained during 1819 that in order to collect in specie
from the largely state-owned Bank of Darien, Georgia, he was
forced to swear before a justice of the peace in the bank that
each and every note he presented to the bank was his own and
that he was not a money broker or an agent for anyone else; he
was forced to swear to the oath in the presence of at least five
bank directors and the bank’s cashier; and he was forced to pay
a fee of $1.36 on each note in order to acquire specie on demand.
Two years later, when a noteholder demanded $30,000 in specie
at the Planters” Bank of Georgia, he was told he would be paid
in pennies only, while another customer was forced to accept
pennies handed out to him at the rate of $60 a day.4

During the panic, North Carolina and Maryland in particu-
lar moved against the money brokers in a vain attempt to prop
up the depreciated notes of their states” banks. In North Car-
olina, banks were not penalized by the legislature for suspend-
ing specie payments to “brokers,” while maintaining them to
others. Backed by government, the three leading banks of the
state met and agreed, in June 1819, not to pay specie to brokers
or their agents. Their notes immediately fell to a 15-percent dis-
count outside the state. However, the banks continued to
require—ignoring the inconsistency—that their own debtors
pay them at par in specie. Maryland, during the same year,
moved to require a license of $500 per year for money brokers,
in addition to an enormous $20,000 bond to establish the busi-
ness.

a filthy gain” at the expense of the resources of the state of Vermont and
the ability of “good citizens thereof to obtain money.” Ibid., p. 179. See also
Gouge, Short History, p. 84.

¥Gouge, Short History, pp. 141-42. Secretary of the Treasury
William H. Crawford, a Georgia politician, tried in vain to save the Bank
of Darien from failure by depositing Treasury funds there during the
panic. Rothbard, Panic of 1819, p. 62.
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Maryland tried to bolster the defense of banks and the attack
on brokers by passing a compulsory par law in 1819, prohibit-
ing the exchange of specie for Maryland bank notes at less than
par. The law was readily evaded, however, with the penalty
merely adding to the discount as compensation for the added
risk. Specie furthermore was driven out of the state by the oper-
ation of Gresham’s Law.50

In Kentucky, Tennessee, and Missouri, stay laws were passed
requiring creditors to accept depreciated and inconvertible bank
paper in payment of debts, else suffer a stay of execution of the
debt. In this way, quasi-legal tender status was conferred on the
paper.>l Many states permitted banks to suspend specie pay-
ment, and four western states—Tennessee, Kentucky, Missouri,
and Illinois—established state-owned banks to try to overcome
the depression by issuing large issues of inconvertible paper
money. In all states trying to prop up inconvertible bank paper,
a quasi-legal status was also conferred on the paper by agreeing
to receive the notes in taxes or debts due to the state. The result
of all the inconvertible paper schemes was rapid and massive
depreciation, disappearance of specie, succeeded by speedy lig-
uidation of the new state-owned banks.52

An amusing footnote on the problem of banks being pro-
tected against their contractual obligations to pay in specie

50Ibid., pp. 64-68. Other compulsory par laws were passed by Ohio
and Delaware.

51The most extreme proposal was Tennessee politician Felix Grundy’s
scheme, never adopted, to compel creditors to accept bank notes of the
state bank or forfeit the debt; that would have conferred full legal tender
status on the bank. Ibid., p. 91; and Joseph H. Parks, “Felix Grundy and
the Depression of 1819 in Tennessee,” Publications of the East Tennessee
Historical Society 10 (1938): 22.

520nly New England, New York, New Jersey, Virginia, Mississippi,
and Louisiana were comparatively untouched by the inconvertible paper
contagion, either in the form of suspended specie banks continuing in
operation or new state-owned banks emitting more paper. For an analy-
sis of the events and controversies in each state, see Rothbard, The Panic
of 1819, pp. 57-111.
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occurred in the course of correspondence between one of the ear-
liest economists in America, the young Philadelphia state Sena-
tor Condy Raguet, and the eminent English economist David
Ricardo. Ricardo had evidently been bewildered by Raguet’s
statement that banks technically required to pay in specie often
were not called upon to do so. On April 18, 1821, Raguet replied,
explaining the power of banks in the United States:

You state in your letter that you find it difficult to compre-
hend, why persons who had a right to demand coin from the
Banks in payment of their notes, so long forebore to exercise
it. This no doubt appears paradoxical to one who resides in
a country where an act of parliament was necessary to pro-
tect a bank, but the difficulty is easily solved. The whole of
our population are either stockholders of banks or in debt to
them. It is not the interest of the first to press the banks and
the rest are afraid. This is the whole secret. An independent
man, who was neither a stockholder or debtor, who would
have ventured to compel the banks to do justice, would have
been persecuted as an enemy of society.>3

THE SECOND BANK OF THE UNITED STATES,
1816-1833

The United States emerged from the War of 1812 in a chaotic
monetary state, with banks multiplying and inflating ad lib,
checked only by the varying rates of depreciation of their notes.
With banks freed from redeeming their obligations in specie,
the number of incorporated banks increased during 1816, from
212 to 232.54 Clearly, the nation could not continue indefinitely
with the issue of fiat money in the hands of discordant sets of

53Raguet to Ricardo, April 18, 1821, in David Ricardo, Minor Papers on
the Currency Question, 1809-23, Jacob H. Hollander, ed. (Baltimore: Johns
Hopkins Press, 1932), pp. 199-201; Rothbard, Panic of 1819, pp. 10-11. See
also Hammond, Banks and Politics, p. 242.

54New note issue series by banks reached a heavy peak in 1815 and

1816 in New York and Pennsylvania. D.C. Wismar, Pennsylvania
Descriptive List of Obsolete State Bank Notes, 1782-1866 (Frederick, Md.:
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individual banks. It was apparent that there were two ways out
of the problem: one was the hard-money path, which was advo-
cated by the Old Republicans and, for their own purposes, the
Federalists. The federal and state governments would have
sternly compelled the rollicking banks to redeem promptly in
specie, and, when most of the banks outside of New England
could not, to force them to liquidate. In that way, the mass of
depreciated and inflated notes and deposits would have been
swiftly liquidated, and specie would have poured back out of
hoards and into the country to supply a circulating medium.
The inflationary experience would have been over.

Instead, the Democratic-Republican establishment in 1816
turned to the old Federalist path: a new central bank, a Second
Bank of the United States. Modeled closely after the First Bank,
the Second Bank, a private corporation with one-fifth of the
shares owned by the federal government, was to create a
national paper currency, purchase a large chunk of the public
debt, and receive deposits of Treasury funds. The Second Bank
of the United States’s notes and deposits were to be redeemable
in specie, and they were given quasi-legal tender status by the
federal government’s receiving them in payment of taxes.

That the purpose of establishing the Second Bank of the
United States was to support the state banks in their inflation-
ary course rather than crack down on them is seen by the
shameful deal that the Second Bank made with the state banks
as soon as it opened its doors in January 1817. At the same time
that it was establishing the new bank in April 1816, Congress
passed a resolution of Daniel Webster, at that time a Federalist
champion of hard money, requiring that after February 20, 1817,
the United States should accept as payments for debts or taxes
only specie, Treasury notes, Bank of the United States notes, or
state bank notes redeemable in specie on demand. In short, no
irredeemable state bank notes would be accepted after that

J.W. Stovell, 1933); and idem, New York Descriptive List of Obsolete Paper
Money (Frederick, Md.: ].W. Stovell, 1931).
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date. Instead of using the opportunity to compel the banks to
redeem, however, the Second Bank of the United States, in a
meeting with representatives from the leading urban banks,
excluding Boston, agreed to issue $6 million worth of credit in
New York, Philadelphia, Baltimore, and Virginia before insist-
ing on specie payments from debts due to it from the state
banks. In return for that agreed-upon massive inflation, the
state banks graciously consented to resume specie payments.5
Moreover, the Second Bank and the state banks agreed to mutu-
ally support each other in any emergency, which of course
meant in practice that the far stronger Bank of the United States
was committed to the propping up of the weaker state banks.

The Second Bank of the United States was pushed through
Congress by the Madison administration and particularly by
Secretary of the Treasury Alexander J. Dallas, whose appoint-
ment was lobbied for, for that purpose. Dallas, a wealthy
Philadelphia lawyer, was a close friend, counsel, and financial
associate of Philadelphia merchant and banker Stephen Girard,
reputedly one of the two wealthiest men in the country. Toward
the end of its term, Girard was the largest stockholder of the
First Bank of the United States, and during the War of 1812
Girard became a very heavy investor in the war debt of the fed-
eral government. Both as a prospective large stockholder and as
a way to unload his public debt, Girard began to agitate for a
new Bank of the United States. Dallas’s appointment as secre-
tary of Treasury in 1814 was successfully engineered by Dallas
and his close friend, wealthy New York merchant and fur trader
John Jacob Astor, also a heavy investor in the war debt. When
the Second Bank of the United States was established, Stephen
Girard purchased the $3 million of the $28 million that

550n the establishment of the Bank of the United States and on the
deal with the state banks, see Ralph C.H. Catterall, The Second Bank of the
United States (Chicago: University of Chicago Press, 1902), pp. 9-26,
479-90. See also Hammond, Banks and Politics, pp. 230-48; and Davis R.
Dewey, The Second United States Bank (Washington, D.C.: National
Monetary Commission, 1910), pp. 148-76.
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remained unsubscribed, and he and Dallas managed to secure
for the post of president of the new bank their good friend
William Jones, former Philadelphia merchant.5¢

Much of the opposition to the founding of the Bank of the
United States seems keenly prophetic. Thus, Senator William H.
Wells, Federalist from Delaware, in arguing against the bank
bill, said that it was

ostensibly for the purpose of correcting the diseased state of
our paper currency by restraining and curtailing the overis-
sue of bank paper, and yet it came prepared to inflict upon
us the same evil, being itself nothing more than simply a
paper-making machine.>”

In fact, the result of the deal with the state banks was that their
resumption of specie payments after 1817 was more nominal
than real, thereby setting the stage for the widespread suspen-
sions of the 1819-21 depression. As Bray Hammond writes:

[Slpecie payments were resumed, with substantial short-
comings. Apparently the situation was better than it had
been, and a pretense was maintained of its being better than
it was. But redemption was not certain and universal; there
was still a premium on specie and still a discount on bank
notes, with considerable variation in both from place to
place. Three years later, February 1820, Secretary [of the
Treasury] Crawford reported to Congress that during the
greater part of the time that had elapsed since the resump-
tion of specie payments, the convertibility of bank notes into

560n the Girard-Dallas connection, see Hammond, Banks and Politics,
pp- 231-46, 252; Philip H. Burch, Jr.,, Elites in American History, vol. 1, The
Federalist Years to the Civil War (New York: Holmes and Meier, 1981), pp.
88, 97,116-17,119-21; and Kenneth L. Brown, “Stephen Girard, Promoter
of the Second Bank of the United States,” Journal of Economic History
(November 1942): 125-32.

57 Annals of Congress, 14th Cong., 1st sess., April 1, 1816, pp. 267-70.
See also ibid., pp. 1066, 1091, 1110ff; cited in Murray N. Rothbard, The
Case for a 100 Percent Gold Dollar (Washington, D.C.: Libertarian Review
Press, 1974), p. 18 n. See also Gouge, Short History, pp. 79-83.
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specie had been nominal rather than real in the largest por-
tion of the Union.>8

One problem is that the Bank of the United States lacked the
courage to insist on payment of its notes from the state banks.
As a result, state banks had large balances piled up against
them at the Bank of the United States, totaling over $2.4 million
during 1817 and 1818, remaining on the books as virtual inter-
est-free loans. As Catterall points out, “so many influential
people were interested in the [state banks] as stockholders that
it was not advisable to give offense by demanding payment in
specie, and borrowers were anxious to keep the banks in the
humor to lend.” When the Bank of the United States did try to
collect on state bank notes in specie, bank President Jones
reported, “the banks, our debtors, plead inability, require
unreasonable indulgence, or treat our reiterated claims and
expostulations with settled indifference.”5

From its inception, the Second Bank launched a spectacular
inflation of money and credit. Lax about insisting on the required
payment of its capital in specie, the bank failed to raise the $7
million legally supposed to have been subscribed in specie;
instead, during 1817 and 1818, its specie held never rose above
$2.5 million. At the peak of its initial expansion, in July 1818, the
Bank of the United States’s specie totaled $2.36 million, and its
aggregate notes and deposits totaled $21.8 million. Thus, in a
scant year and a half of operation, the Second Bank of the United
States had added a net of $19.2 million to the nation’s money
supply, for a pyramid ratio of 9.24, or a reserve ratio of 0.11.

Outright fraud abounded at the Second Bank of the United
States, especially at the Philadelphia and Baltimore branches,

58Hammond, Banks and Politics, p. 248. See also Condy Raguet, A
Treatise on Currency and Banking, 2nd ed. (New York: Augustus M. Kelley,
[1840] 1967), pp. 302-03; Catterall, Second Bank, pp. 37-39; and Walter
Buckingham Smith, Economic Aspects of the Second Bank of the United States
(Cambridge, Mass.: Harvard University Press, 1953), p. 104.

SCatterall, Second Bank, p. 36.
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particularly the latter. It is no accident that three-fifths of all of
the bank’s loans were made at these two branches.®0 Also, the
bank’s attempt to provide a uniform currency throughout the
nation floundered on the fact that the western and southern
branches could inflate credit and bank notes and that the
inflated notes would wend their way to the more conservative
branches in New York and Boston, which would be obligated to
redeem the inflated notes at par. In this way, the conservative
branches were stripped of specie while the western branches
could continue to inflate unchecked.®1

The expansionary operations of the Second Bank of the
United States, coupled with its laxity toward insisting on specie
payment by the state banks, impelled a further inflationary
expansion of state banks on top of the spectacular enlargement
of the central bank. Thus, the number of incorporated state
banks rose from 232 in 1816 to 338 in 1818. Kentucky alone char-
tered 40 new banks in the 1817-18 legislative session. The esti-
mated total money supply in the nation rose from $67.3 million
in 1816 to $94.7 million in 1818, a rise of 40.7 percent in two
years. Most of this increase was supplied by the Bank of the
United States.62

600n the expansion and fraud at the Second Bank of the United
States, see Catterall, Second Bank, pp. 28-50, 503. The main culprits were
James A. Buchanan, president of the Baltimore mercantile firm of Smith
and Buchanan, and the Baltimore Bank of the United States cashier
James W. McCulloch, who was simply an impoverished clerk at the mer-
cantile house. Smith, an ex-Federalist, was a senator from Maryland and
a powerful member of the National Democratic-Republican establish-
ment.

61As a result of the contractionary influence on the Boston branch of
the Bank of the United States, the notes of the Massachusetts banks actu-
ally declined in this period, from $1 million in June 1815 to $850,000 in
June 1818. See Rothbard, Panic of 1819, p. 8.

62Total notes and deposits of 39 percent of the nation’s reporting state
banks was $26.3 million in 1816, while 38 percent of the banks had total
notes and deposits of $27.7 million two years later. Converting this pro
rata to 100 percent of the banks gives an estimated $67.3 million in 1816,
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The huge expansion of money and credit impelled a full-
scale inflationary boom throughout the country. Import prices
had fallen in 1815, with the renewal of foreign trade after the
war, but domestic prices were another story. Thus, the index of
export staples in Charleston rose from 102 in 1815 to 160 in 1818;
the prices of Louisiana staples at New Orleans rose from 178 to
224 in the same period. Other parts of the economy boomed;
exports rose from $81 million in 1815 to a peak of $116 million
in 1818. Prices rose greatly in real estate, land, farm improve-
ment projects, and slaves, much of it fueled by the use of bank
credit for speculation in urban and rural real estate. There was
a boom in turnpike construction, furthered by vast federal
expenditures on turnpikes. Freight rates rose on steamboats,
and shipbuilding shared in the general prosperity. Also, general
boom conditions expanded stock trading so rapidly that
traders, who had been buying and selling stocks on the curbs on
Wall Street for nearly a century, found it necessary to open the
tirst indoor stock exchange in the country, the New York Stock
Exchange, in March 1817. Also, investment banking began in
the United States during this boom period.®3

Starting in July 1818, the government and the Second Bank
began to see what dire straits they were in; the enormous infla-
tion of money and credit, aggravated by the massive fraud, had
put the Bank of the United States in real danger of going under
and illegally failing to sustain specie payments. Over the next
year, the bank began a series of heroic contractions, forced cur-
tailment of loans, contractions of credit in the south and west,
refusal to provide uniform national currency by redeeming its

and $72.9 million in 1818. Add to the latter figure $21.8 million for Bank of
the United States notes and deposits, and this yields $94.7 million in 1818,
or a 40.7-percent increase. Adapted from tables in Van Fenstermaker,
“Statistics,” pp. 401, 405, 406.

63Rothbard, Panic of 1819, pp. 6-10; Historical Statistics, pp. 120, 122,
563. See also George Rogers Taylor, The Transportation Revolution,
1815-1860 (New York: Rinehart, 1951), pp. 334-36.
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shaky branch notes at par, and seriously enforcing the require-
ment that its debtor banks redeem in specie. In addition, it pur-
chased millions of dollars of specie from abroad. These heroic
actions, along with the ouster of bank President William Jones,
managed to save the Bank of the United States, but the massive
contraction of money and credit swiftly brought the United
States its first widespread economic and financial depression.
The first nationwide “boom-bust” cycle had arrived in the
United States, impelled by rapid and massive inflation, quickly
succeeded by contraction of money and credit. Banks failed,
and private banks curtailed their credits and liabilities and sus-
pended specie payments in most parts of the country.

Contraction of money and credit by the Bank of the United
States was almost unbelievable, total notes and deposits
falling from $21.9 million in June 1818 to $11.5 million only a
year later. The money supply contributed by the Bank of the
United States was thereby contracted by no less than 47.2 per-
cent in one year. The number of incorporated banks at first
remained the same, and then fell rapidly from 1819 to 1822,
falling from 341 in mid-1819 to 267 three years later. Total
notes and deposits of state banks fell from an estimated $72
million in mid-1818 to $62.7 million a year later, a drop of 14
percent in one year. If we add in the fact that the U.S. Treasury
contracted total Treasury notes from $8.81 million to zero dur-
ing this period, we get the following estimated total money
supply: in 1818, $103.5 million; in 1819, $74.2 million, a con-
traction in one year of 28.3 percent.t4

The result of the contraction was a massive rash of defaults,
bankruptcies of business and manufacturers, and liquidation of
unsound investments during the boom. There was a vast drop
in real estate values and rents and in the prices of freight rates
and slaves. Public land sales dropped greatly as a result of the
contraction, declining from $13.6 million in 1818 to $1.7 million

64These estimates are adapted from the tables in Van Fenstermaker,
“Statistics,” pp. 401-06, and Development, pp. 66—-68. The data for 38
percent of incorporated banks in 1818, and for 54 percent in 1819, are
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in 1820.65 Prices in general plummeted: The index of export sta-
ples fell from 158 in November 1818 to 77 in June 1819, an annu-
alized drop of 87.9 percent during those seven months. South
Carolina export staples dropped from 160 to 96 from 1818 to
1819, and commodity prices in New Orleans dropped from 200
in 1818 to 119 two years later.

Falling money incomes led to a precipitous drop in imports,
which fell from $122 million in 1818 to $87 million the year later.
Imports from Great Britain fell from $43 million in 1818 to $14
million in 1820, and cotton and woolen imports from Britain fell
from over $14 million each in 1818 to about $5 million each in
1820.

The great fall in prices aggravated the burden of money debts,
reinforced by the contraction of credit. Bankruptcies abounded,
and one observer estimated that $100 million of mercantile debts
to Europe were liquidated by bankruptcy during the crisis. West-
ern areas, shorn of money by the collapse of the previously
swollen paper and debt, often returned to barter conditions, and
grain and whiskey were used as media of exchange.t¢

In the dramatic summing up of the hard-money economist
and historian William Gouge, by its precipitous and dramatic
contraction “the Bank was saved, and the people were ruined.”¢”

THE JACKSONIAN MOVEMENT
AND THE BANK WAR

Out of the bitter experiences of the panic of 1819 emerged the
beginnings of the Jacksonian movement, dedicated to hard
money, the eradication of fractional reserve banking in general,

converted pro rata to 100-percent figures. Bank of the United States fig-
ures are in Catterall, Second Bank, p. 502. On the contraction by the
Second Bank, see ibid., pp. 51-72.

650n Treasury note contraction in this period, see Timberlake, Origins
of Central Banking, pp. 21-26.

66See Rothbard, Panic of 1819, pp. 11-16.
67Gouge, Short History, p. 110.
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and of the Bank of the United States in particular. Andrew Jack-
son himself, Senator Thomas Hart “Old Bullion” Benton of
Missouri, future President James K. Polk of Tennessee, and
Jacksonian economists Amos Kendall of Kentucky and Condy
Raguet of Philadelphia, were all converted to hard money and
100-percent reserve banking by the experience of the panic of
1819.68 The Jacksonians adopted, or in some cases pioneered in,
the Currency School analysis, which pinned the blame for
boom-bust cycles on inflationary expansions followed by con-
tractions of bank credit. Far from being the ignorant bumpkins
that most historians have depicted, the Jacksonians were
steeped in the knowledge of sound economics, particularly of
the Ricardian Currency School.

Indeed, no movement in American politics has been as fla-
grantly misunderstood by historians as the Jacksonians. They
were emphatically not, as historians until recently have
depicted, either “ignorant anti-capitalist agrarians,” or “repre-
sentatives of the rising entrepreneurial class,” or “tools of the
inflationary state banks,” or embodiments of an early proletar-
ian anticapitalist movement or a nonideological power group or
“electoral machine.” The Jacksonians were libertarians, plain
and simple. Their program and ideology were libertarian; they
strongly favored free enterprise and free markets, but they just
as strongly opposed special subsidies and monopoly privileges
conveyed by government to business or to any other group.
They favored absolutely minimal government, certainly at the
federal level, but also at the state level. They believed that gov-
ernment should be confined to upholding the rights of private
property. In the monetary sphere, this meant the separation of
government from the banking system and a shift from infla-
tionary paper money and fractional reserve banking to pure
specie and banks confined to 100-percent reserves.

In order to put this program into effect, however, the Jackso-
nians faced the grueling task of creating a new party out of

68Rothbard, Panic of 1819, p. 188.
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what had become a one-party system after the War of 1812, in
which the Democrat-Republicans had ended up adopting the
Federalist program, including the re-establishing of the Bank of
the United States. The new party, the Democratic Party, was
largely forged in the mid-1820s by New York political leader,
Martin Van Buren, newly converted by the aging Thomas Jef-
ferson to the laissez-faire cause. Van Buren cemented an alliance
with Thomas Hart Benton of Missouri and the Old Republicans
of Virginia, but he needed a charismatic leader to take the pres-
idency away from Adams and what was becoming known as
the National Republican Party. He found that leader in Andrew
Jackson, who was elected president under the new Democratic
banner in 1828.

The Jacksonians eventually managed to put into effect vari-
ous parts of their free-market and minimal-government eco-
nomic program, including a drastic lowering of tariffs, and for
the first and probably the last time in American history, paying
off the federal debt. But their major concentration was on the
issue of money and banking. Here they had a coherent program,
which they proceeded to install in rapidly succeeding stages.

The first important step was to abolish central banking, in
the Jacksonian view the major inflationary culprit. The object
was not to eliminate the Bank of the United States in order to
free the state banks for inflationary expansion, but, on the con-
trary, to eliminate the major source of inflation before pro-
ceeding, on the state level, to get rid of fractional reserve bank-
ing. The Bank of the United States’s charter was up for
renewal in 1836, but Jackson denounced the bank in his first
annual message, in 1829. The imperious Nicholas Biddle,®®

69Biddle continued the chain of control over both Banks of the United
States by the Philadelphia financial elite, from Robert Morris and
William Bingham, to Stephen Girard and William Jones. See Burch,
Elites, p. 147. See also Thomas P. Govan, Nicholas Biddle: Nationalist and
Public Banker, 1786-1844 (Chicago: University of Chicago Press, 1959),
pp. 45, 74-75, 79.
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head of the Second Bank, decided to precipitate a showdown
with Jackson before his re-election effort, so Biddle filed for
renewal early, in 1831. The host of National Republicans and
non-Jacksonian Democrats proceeded to pass the recharter bill,
but Jackson, in a dramatic message, vetoed the bill, and Con-
gress failed to pass it over his veto.

Triumphantly re-elected on the bank issue in 1832, President
Jackson lost no time in disestablishing the Bank of the United
States as a central bank. The critical action came in 1833, when
Jackson removed the public Treasury deposits from the Bank of
the United States and placed them in a number of state banks
(soon labeled as “pet banks”) throughout the country. The orig-
inal number of pet banks was seven, but the Jacksonians were
not interested in creating a privileged bank oligarchy to replace
the previous monopoly; so the number of pet banks had
increased to 91 by the end of 1836.70 In that year, Biddle man-
aged to secure a Pennsylvania charter for his bank, and the new
United States Bank of Pennsylvania functioned as a much-
reduced but still influential state bank for a few years thereafter.

Orthodox historians have long maintained that by his reck-
less act of destroying the Bank of the United States and shifting
government funds to the numerous pet banks, Andrew Jackson
freed the state banks from the restraints imposed on them by a
central bank. Thus, the banks were supposedly allowed to
pyramid notes and deposits rashly on top of existing specie and
precipitate a wild inflation that was later succeeded by two
bank panics and a disastrous deflation.

Recent historians, however, have totally reversed this con-
ventional picture.”! In the first place, the record of bank infla-
tion under the regime of the Bank of the United States was

7OHammond, Banks and Politics, p. 420.

71For an excellent biographical essay and critique of historical inter-
pretations of Jacksonism and the Bank War, see Jeffrey Rogers Hummel,
“The Jacksonians, Banking, and Economic Theory: A Reinterpretation,”
Journal of Libertarian Studies 2 (Summer 1978): 151-65.
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scarcely ideal. From the depths of the post-1819 depression in
January 1820 to January 1823, under the regime of the conser-
vative Langdon Cheves, the Bank of the United States
increased its notes and deposits at an annual rate of 5.9 percent.
The nation’s total money supply remained about the same in
that period. Under the far more inflationist regime of Nicholas
Biddle, however, the Bank of the United States’s notes and
deposits rose, after January 1823, from $12 million to $42.1 mil-
lion, an annual increase of 27.9 percent. As a consequence of
this base of the banking pyramid inflating so sharply, the total
money supply during this period vaulted from $81 million to
$155 million, an annual increase of 10.2 percent. It is clear that
the driving force for monetary expansion was the Bank of the
United States, which acted as an inflationary rather than a
restraining force upon the state banks. Looking at the figures
another way, the 1823 data represented a pyramid ratio of
money liabilities to specie of 3.86-to-1 on the part of the Bank
of the United States and 4-to-1 of the banking system as a
whole, or respective reserve ratios of 0.26 and 0.25. By 1832, in
contrast, the Bank of the United States’s reserve ratio had fallen
to 0.17 and the country as a whole to 0.15. Both sets of institu-
tions had inflated almost precisely proportionately on top of
specie.”2

The fact that wholesale prices remained about the same over
this period is no indication that the monetary inflation was not
improper and dangerous. As “Austrian” business cycle theory
has pointed out, any bank credit inflation sets up conditions for
boom-and-bust; there is no need for prices actually to rise. The
reason that prices did not rise was that the increased produc-
tion of goods and services sufficed to offset the monetary
expansion during this period. But similar conditions of the
1920s precipitated the great crash of 1929, an event that

72For the Bank of the United States data, see Catterall, Second Bank,
p. 503; for total money supply, see Peter Temin, The Jacksonian Economy
(New York: W.W. Norton, 1969), p. 71.
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shocked most economists, who had adopted the proto-mone-
tarist position of Irving Fisher and other economists of the day
that a stable wholesale price level cannot, by definition, be
inflationary. In reality, the unhampered free-market economy
will usually increase the supply of goods and services and
thereby bring about a gently falling price level, as happened in
most of the nineteenth century except during wartime.

What, then, of the consequences of Jackson’s removal of the
deposits? What of the fact that wholesale prices rose from 84 in
April 1834, to 131 in February 1837, a remarkable increase of 52
percent in a little less than three years? Wasn’t that boom due to
the abolition of central banking?

An excellent reversal of the orthodox explanation of the boom
of the 1830s, and indeed of the ensuing panic, has been provided
by Professor Temin.” First, he points out that the price inflation
really began earlier, when wholesale prices reached a trough of
82 in July 1830 and then rose by 20.7 percent in three years to
reach 99 in the fall of 1833. The reason for the price rise is sim-
ple: The total money supply had risen from $109 million in 1830
to $159 million in 1833, an increase of 45.9 percent, or an annual
rise of 15.3 percent. Breaking the figures down further, the total
money supply had risen from $109 million in 1830 to $155 mil-
lion a year and a half later, a spectacular expansion of 35 percent.
Unquestionably, this monetary expansion was spurred by the
still-flourishing Bank of the United States, which increased its
notes and deposits from January 1830 to January 1832 from a
total of $29 million to $42.1 million, a rise of 45.2 percent.

Thus, the price and money inflation in the first few years of
the 1830s were again sparked by the expansion of the still-dom-
inant central bank. But what of the notable inflation after 1833?
There is no doubt that the cause of the price inflation was the

73Temin, Jacksonian Economy, passim. See also Hugh Rockoff, “Money,
Prices, and Banks in the Jacksonian Era,” in The Reinterpretation of
American Economic History, R. Fogel and S. Engerman, eds. (New York:
Harper and Row, 1971), pp. 448-58.
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remarkable monetary inflation during the same period. For the
total money supply rose from $150 million at the beginning of
1833 to $267 million at the beginning of 1837, an astonishing rise
of 84 percent, or 21 percent per annum.

But as Temin points out, this monetary inflation was not
caused by the liberated state banks expanding to a fare-thee-
well. If it were true that the state banks used their freedom and
their new federal government deposits to pyramid wildly on
the top of specie, then their pyramid ratio would have risen a
great deal, or, conversely, their reserve ratio of specie to notes
and deposits would have fallen sharply. Yet the banks’ reserve
ratio was 0.16 at the beginning of 1837. During the intervening
years, the reserve ratio was never below this figure. But this
means that the state banks did no more pyramiding after the
demise of the Bank of the United States as a central bank than
they had done before.”

Conventional historians, believing that the Bank of the
United States must have restrained the expansion of state banks,
naturally assumed that they were hostile to the central bank.
But now Jean Wilburn has discovered that the state banks over-
whelmingly supported the Bank of the United States:

We have found that Nicholas Biddle was correct when he
said, “state banks in the main are friendly.” Specifically, only
in Georgia, Connecticut, and New York was there positive
evidence of hostility. A majority of state banks in some states
of the South, such as North Carolina and Alabama, gave
strong support to the Bank as did both the Southwest states
of Louisiana and Mississippi. Since Virginia gave some sup-
port, we can claim that state banks in the South and South-
west for the most part supported the Bank. New England,
contrary to expectations, showed the banks of Vermont and
New Hampshire behind the Bank, but support of Massa-
chusetts was both qualitatively and quantitatively weak.

74Temin, Jacksonian Economy, pp. 68-74.
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The banks of the Middle states all supported the Second
Bank except for those of New York.7>

What, then, was the cause of the enormous monetary expan-
sion of the 1830s? It was a tremendous and unusual expansion
of the stock of specie in the nation’s banks. The supply of
specie in the country had remained virtually constant at about
$32 million, from the beginning of 1823 until the beginning of
1833. But the proportion of specie to bank notes, held by the
public as money, dropped during this period from 23 percent
to 5 percent, so that more specie flowed from the public into
the banks to fuel the relatively moderate monetary expansion
of the 1820s. But starting at the beginning of 1833, the total
specie in the country rose swiftly from $31 million to $73 mil-
lion at the beginning of 1837, for a rise of 141.9 percent or 35.5
percent per annum. Hence, even though increasing distrust of
banks led the public to withdraw some specie from them, so
that the public now held 13 percent of its money in specie
instead of 5 percent, the banks were able to increase their notes
and deposits at precisely the same rate as the expansion of
specie flowing into their coffers.

Thus, the Jackson administration is absolved from blame for
the 1833-37 inflation. In a sense, the state banks are as well; cer-
tainly, they scarcely acted as if being “freed” by the demise of the
Bank of the United States. Instead, they simply increased their
money issues proportionately with the huge increase of specie.
Of course, the basic fractional reserve banking system is scarcely
absolved from responsibility, since otherwise the monetary
expansion in absolute terms would not have been as great.”

75Jean Alexander Wilburn, Biddle’s Bank: The Crucial Years (New York:
Columbia University Press, 1979), pp. 118-19, quoted in Hummel,
“Jacksonians,” p. 155.

76Moreover, if the Jacksonians had been able to move more rapidly in
returning the banking system to a 100-percent-specie basis, they could
have used the increase in specie to ease the monetary contraction
required by a return to a pure specie money.
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The enormous increase in specie was the result of two fac-
tors: first and foremost, a large influx of silver coin from Mex-
ico, and second, the sharp cut in the usual export of silver to the
Orient. The latter was due to the substantial increases in China’s
purchase of opium instead of silver from abroad. The influx of
silver was the result of paper money inflation by the Mexican
government, which drove Mexican silver coins into the United
States, where they circulated as legal tender. The influx of Mex-
ican coin has been attributed to a possible increase in the pro-
ductivity of the Mexican mines, but this makes little sense, since
the inflow stopped permanently as soon as 1837. The actual
cause was an inflation of the Mexican currency by the Santa
Anna regime, which financed its deficits during this period by
minting highly debased copper coins. Since the debased copper
grossly overvalued copper and undervalued gold and silver,
both of the latter metals proceeded to flow rapidly out of Mex-
ico until they virtually disappeared. Silver, of course, and not
gold, was flowing into the United States during this period.
Indeed, the Mexican government was forced to rescind its
actions in 1837 by shifting the copper coinage to its proper ratio.
The influx of Mexican silver into the U.S. promptly ceased.””

A bank credit inflation the magnitude of that of the 1830s is
bound to run into shoals that cause the banks to stop the expansion
and begin to contract. As the banks expand, and prices rise,
specie is bound to flow out of the country and into the hands of
the domestic public, and the pressure on the banks to redeem in
specie will intensify, forcing cessation of the boom and even mon-
etary contraction. In a sense, the immediate precipitating cause is
of minor importance. Even so, the Jackson administration has
been unfairly blamed for precipitating the panic of 1837 by issu-
ing the Specie Circular in 1836.

77Mexico was pinpointed as the source of the inflow of specie by
Temin, Jacksonian Economy, p. 80, while the disclosure of the cause in
Mexican copper inflation came in Rockoff, “Money, Prices, and Banks,”
p. 454.
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In 1836 the Jackson administration decided to stop the enor-
mous speculation in Western public lands that had been fueled
during the past two years by the inflation of bank credit. Hence,
Jackson decreed that public land payments would have to be
made in specie. This had the healthy effect of stopping public
land speculation, but recent studies have shown that the Specie
Circular had very little impact in putting pressure on the banks
to pay specie.”® From the point of view of the Jacksonian pro-
gram, however, it was as important as moving toward putting
the U.S. government finances on a purely specie basis.

Another measure advancing the Jacksonian program was also
taken in 1836. Jackson, embarrassed at the government having
amassed a huge budget surplus during his eight years in office,
ordered the Treasury to distribute the surplus proportionately to
the states. The distribution was made in notes presumably
payable in specie. But again, Temin has shown that the distribu-
tion had little impact on movements of specie between banks and
therefore in exerting contractionist pressure upon them.”

What, then, was the precipitating factor in triggering the panic
of 1837? Temin plausibly argues that the Bank of England, wor-
ried about inflation in Britain, and the consequent outflow of
gold, tightened the money supply and raised interest rates in the
latter half of 1836. As a result, credit contraction severely

78Public land sales by the federal government, which had been going
steadily at approximately $4 million—$6 million per year, suddenly spurt-
ed upward in 1835 and 1836, to $16.2 million and $24.9 million respec-
tively. The latter was the largest sale of public lands in American history,
and the 1835 figure was the second largest. Temin, Jacksonian Economy,
p. 124. The first demonstration of the negligible impact of the Specie
Circular on the position of the banks was Richard H. Timberlake, Jr.,
“The Specie Circular and Distribution of the Surplus,” Journal of
Political Economy 68 (April 1960): 109-17, reprinted in Timberlake,
Origins, pp. 50-62. Timberlake defended his thesis in idem, “The Specie
Circular and the Sale of Public Lands: A Comment,” Journal of Economic
History 25 (September 1965): 414-16.

79Temin, Jacksonian Economy, pp. 128-36.
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restricted the American cotton export trade in London, exports
declined, cotton prices fell, capital flowed into England, and
contractionist pressure was put upon American trade and the
American banks. Banks throughout the United States—includ-
ing the Bank of the United States—promptly suspended specie
payments in May 1837, their notes depreciated at varying rates,
and interregional trade within the country was crippled.

While banks were able to evade specie payments and con-
tinue operations, they were still obliged to contract credit in
order to go back on specie eventually, since they could not hope
to be creating fiat money indefinitely and be allowed to remain
in business. Finally, the New York banks were compelled by law
to resume paying their contractual obligations, and the other
banks followed in the fall of 1838. During the year 1837, the
money supply fell from $276 million to $232 million, a large
drop of 15.6 percent in one year. Total specie in the country con-
tinued to increase in 1837, up to $88 million, but growing pub-
lic distrust of the banks (reflected in an increase in the propor-
tion of money held as specie from 13 percent to 23 percent) put
enough pressure upon the banks to force the contraction. The
banks’ reserve ratio rose from 0.16 to 0.20. In response to the
monetary contraction, wholesale prices fell precipitately, by
over 30 percent in seven months, declining from 131 in Febru-
ary 1837 to 98 in September of that year.

In 1838 the economy revived. Britain resumed easy credit
that year, cotton prices rose, and a short-lived boomlet began.
Public confidence in the banks unwisely returned as they
resumed specie payment, and as a result, the money supply
rose slightly during the year, and prices rose by 25 percent,
increasing from 98 in September 1837 to 125 in February 1839.

Leading the boom of 1838 were state governments, who, find-
ing themselves with the unexpected windfall of a distributed
surplus from the federal government, proceeded to spend the
money wildly and borrow even more extravagantly on public
works and other uneconomic forms of “investment.” But the
state governments engaged in rashly optimistic plans that their
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public works would be financed heavily from Britain and other
countries, and the cotton boom on which these hopes depended
collapsed again in 1839. The states had to abandon their projects
en masse. Cotton prices declined, and severe contractionist pres-
sure was put on trade. Furthermore, the Philadelphia-based
Bank of the United States had invested heavily in cotton specu-
lation, and the falling price of cotton forced the Bank of the
United States, once again, to suspend payments in October
1839. This touched off a wave of general bank suspensions in
the south and west, but this time the banks of New York and
New England continued to redeem their obligations in specie.
Finally, the Bank of the United States, having for the last time
played a leading role in generating a recession and monetary
crisis, was forced to close its doors two years later.

With the crisis of 1839 there ensued four years of massive
monetary and price deflation. Unsound banks were finally
eliminated; unsound investments generated in the boom were
liquidated. The number of banks during these four years fell by
23 percent. The money supply fell from $240 million at the
beginning of 1839 to $158 million in 1843, a seemingly cata-
clysmic drop of 34 percent, or 8.5 percent per annum. Prices fell
even further, from 125 in February 1839 to 67 in March 1843, a
tremendous drop of 42 percent, or 10.5 percent per year.

During the boom, as we have indicated, state governments
went heavily into debt, issuing bonds to pay for wasteful public
works. In 1820, the total indebtedness of American states was a
modest $12.8 million; by 1830, it rose to $26.5 million. But then
it started to 