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This is a study of the institutions of monetary policy in the complex financial systems of Great Britain and the United States.  By monetary policy I mean the actions of dominant central institutions affecting the value of money, which during the period examined, the 19th and early 20th centuries, normally consisted of claims on gold in the forms of bank and/or government currencies.  But the study is not concerned with normal periods.  It deals with efforts to return to the gold standard at prewar pars after suspensions of convertibility under the pressures of war finance, large increases in the quantity of money, and gold losses: Britain after the Napoleonic wars and World War I and the United States after the War of 1812 and the Civil War.  All four efforts were ultimately successful in the narrow financial sense that convertibility at prewar pars were achieved (although the 1925 British resumption was abandoned in 1931).  But all were accompanied by economic difficulties of varying degrees of severity that might or might not have been unavoidable consequences of the deflations required by resumption.  Sections I-III review the policies and related events of the first three resumptions in chronological order.  The British resumption of 1918-25 does not have a section of its own, but is discussed in connection with the others.


The primary focus is on the determination of the decisions of monetary-policy-making authorities by their interests and the information available to them.  Subject to the constant of heavy government involvement, monetary authorities fall into four categories: private, profit-seeking institutions under (1) greater or (2) lesser government direction, official government agencies under (3) greater or (4) lesser government direction, and direct government control by the (5) executive or (6) legislature.  The early British and American resumptions fall into category #1, the post-Civil War American resumption into #6, and the post-World War I British resumption into #4.  One might quarrel with the last categorization, but it reflects the effective reconstitution of the Bank of England as a government agency during World War I and then its dominance of the government after the war.  It was actually if not legally in the position occupied by Federal Reserve between 1920 and 1933, and Section IV considers the behavior of the Fed during another very difficult period -- one that brought about suspension of the gold standard -- the Great Depression of 1929-33.


We are interested in the effects of the structures of different kinds of monetary authorities -- in particular their interests and information structures -- on their responses to events.  Although some preliminary summaries are presented in Section V, no institutional quality ranking is attempted.  The paper is primarily descriptive to enable the reader to choose.


He [Lord Salisbury, 1830-1903] disliked the type of history which is becoming increasingly common and popular; that in which the facts are gathered round some central idea or ideas of the author, and wherein their effect in supporting or in throwing doubt upon his theories is the aspect in which they are almost exclusively considered. "I want to know what happened, not what the man thinks," would be his irritable comment.

Lady Gwendolen Cecil.

I. The British Resumption of 1821

A. Institutional framework: Parliament, governments, and the Bank of England


Establishment of the Bank. The Bank of England was chartered in 1694 by a government desperate for money for the war with France.  William and Mary's ministers had raised taxes "as far as they dared,” borrowed from “everyone who would lend,” and resorted to tontines and lotteries.  “Finally, and almost as a last resource, they founded the Bank of England.”
  The government's own credit-standing was low.  Investors had not forgotten Charles I's seizure of Tower deposits in 1640 or Charles II's default of 1672.  The government's finances had been placed on a sounder footing after the overthrow of James II in 1688 by the conversion of the king's purse to the national budget -- of the royal debt to the national debt.
  But the land-owning, tax-paying Parliament remained be suspicious of the government and parsimonious in their supplies.

Proposals for a national bank had failed to elicit the necessary support in Parliament or among prospective investors.  But the government's need for money at reasonable rates, obtainable only through a reputable private agency, and the potential profits of such an agency finally combined in Parliament's offer of a corporate charter to “the Governor and Company of the Bank of England,” on the condition that it raised capital of £1,200,000 to be lent to the government at 8 percent.  Interest was to be secured by “Rates and Duties upon Tunnage of Ships and Vessels, and upon Beer, Ale and other Liquors.”  The Bank was to receive £4,000 for “management,” and its charter was to expire on repayment of the principal, with a year’s notice but not before 1706.  Eight percent was below the market rate for government loans, but the Bank's investors must have been persuaded by the profit prospects of a uniquely situated bank.


The Bank had many opponents, including those who believed that easy access to its loans would become a vehicle by which governments circumvented the financial discipline of Parliament.  To allay these fears the Act limited the Bank’s government loans to those authorized by Parliament, and prohibited it from buying Crown property.  The Bank’s first deputy-governor argued that these provisions and the interests of the Bank’s investor-managers were effective safeguards of the freedoms of Parliament and the public.  

There are others, who pretend to be against the Bank lest it should hereafter join with the Prince to make him Absolute and so render Parliament useless.  But tho’ that may at first seem frightful, yet when it’s considered there will not appear any cause for such Fear as is pretended; and it’s morally impossible to be attempted, the concerned in the Bank being restrained by Act of Parliament from advancing any money to the Crown, but under such funds only on which there is a Credit of Loan by Parliament under the Penalty of each Person’s forfeiting treble the value of all the Money Lent; the 1/5 to the Informer, and the other 4/5 cannot be pardoned by the King, but are disposed of by Parliament: nor can it be the Interest of the Bank to make any King absolute, seeing they have no Security for the Fund, nor for the Money that is lodged in the Bank, but the Protection of the Law: For if they should contribute to make any King absolute, they can have no assurance that he would not (nay they may be that confident he would) seize on their Fund and their Money by violence; lest that they who contributed to make him Absolute, should afterwards endeavour to reduce him to a conformity with the Laws of the Land.

Michael Godfrey, A Short Account of the Bank of England, 1695.

There was “more danger of such a Design” from the dozen or so goldsmith-bankers with “most of the running cash of the Kingdom,” Godfrey argued, or from corporations that depended on the royal prerogative and were “under no manner of restraint.”  Secret arrangements between the government and the Bank of England were more difficult because of the large number of people involved, some of whom would surely be opposed. 

The Bank’s management was entrusted to a governor and deputy-governor, who were almost always limited to two successive one-year terms until World War I, and twenty-four directors, most of whom in the early years “were substantial City merchants and members of the leading City companies.”
  Their backgrounds reflected changes in industry and finance, and Clapham wrote about the 1930s that “the London merchant or merchant banker of Victorian type was declining, [and] ships and railways, steel and chocolate, leather and beer, the trades of Canada and South Africa and the China trade all were, or had been, represented.” (1944, ii, p. 419)

The Bank quickly proved its usefulness to the government as a ready source of finance and efficient manager of payments.  Its profits met expectations, but its reserve was continuously under pressure from the government's demand for coin to pay the armies on the Continent ranged against Louis XIV. 
“There was hard and close bargaining between the directors and the Committee of the House in the early months of 1697.” (Clapham, p. 47)  When the government pressed the directors to take at par £1,000,000 of its outstanding debt then selling at a substantial discount, they complained of Parliament’s repeal of the tunnage duties that had been the first security of the Bank’s loans to the government as well as of some of the securities that they were now being asked to accept.  But they gave way in exchange for an extension of its charter to 1710 and  Parliament’s promise to recognize no other “Corporation, Society, Fellowship, Company or Constitution in the nature of a Bank” during the life of the Bank of England.  

Similar negotiations took place several times during the next hundred years.  In 1708, during the War of the Spanish Succession, the charter was extended to 1733, the Bank’s allowable capital was doubled, and its privileges were increased by the prohibition of note issues to any association of more than six persons.
  During another war, in 1781, five years before the expiration of the charter, it was extended to 1807 and the Bank advanced the Government £2,000,000 at 3 percent on the security of Exchequer bills.  In 1800 the charter was continued until 1833 “on condition of three Millions being advanced for the Public Service, without Interest, for six years…; the sole right of Banking as a Corporate Body, and the other privileges are fully recited and confirmed.”

Information, incentives, and the proper structure of a national bank. In his Enquiry into the Nature and Effects of the Paper Credit of Great Britain (1802), Henry Thornton, banker and later member of Parliament and the Bullion Committee, devoted considerable attention to the crucial role of the central bank, the Bank of England, as the sustainer of the credit system.  He was interested in whether such a private institution could be relied upon to act in the public interest.  The two main problems of money are of course too much and not enough.  The Bank's concern for immediate profits is an obvious  safeguard against excessive monetary restraint.  But there are also longer-term considerations of the primacy of its position:

The directors of the bank … have now, by their exclusive power of furnishing a circulating medium to the metropolis, the means of, in some degree, limiting and regulating its quantity; a power of which they would be totally divested, if, by exercising it too severely, they should once cause other paper to become more current in the same manner as their own. (pp. 113-14)


The threat of financial innovation may have been exceeded by the political dangers of increased powers for rival institutions or even the non-renewal of its charter.  But strong natural forces also induced the Bank to operate in the public interest.  


It may be mentioned as an additional ground of confidence in the Bank of England, and as a circumstance of importance in many respects, that the numerous proprietors who chuse the directors, and have the power of controlling them …, are men whose general stake in the country far exceeds that particular one which they have in the stock of the company.  They are men, therefore, who feel themselves to be most deeply interested not merely in the increase of the dividends or in the maintenance of the credit of the Bank of England, but in the support of commercial as well as of public credit in general…. The proprietors .. are not likely to approve of any dangerous extension even of their own paper, [but while they] have thus an interest, on the one hand, in limiting the quantity of paper issued, they are also naturally anxious, on the other, in common with the whole commercial world, to give the utmost possible credit to it… (Paper Credit, pp.109-110)


The agency problem is addressed by identifying the interests of the agent -- the Bank -- with those of the principal – all those dependent on the credit system.  Anticipating later controversies over central bank constitutions, it is interesting but not surprising that few of Thornton’s contemporaries disputed his claim of an identity of interests of a privately owned central bank and the public.  The main point of contention was whether the education of the Bank directors was adequate to their task.  It was less a question of motives than of knowledge.  A hundred years later the emphasis would be reversed.


The problem was still not solved, however, because the motivations of one great agency still threatened the stability of credit.  Another great difference between the centuries was the suspicion of government in the earlier period.  Thornton thought Great Britain fortunate in having a principal bank “quite independent of the executive government,” which because of its ability to raise funds “without the smallest difficulty” in the capital market, was “under little or no temptation either to dictate to the Bank of England, or to lean upon it in any way which is inconvenient or dangerous to the bank itself…. In those countries in which the government is the chief banker or issuer of notes,” on the other hand, “a temptation arises, on the occasion of every public pressure, either to lessen the quantity of precious metal contained in the chief current coin, as one of the means of detaining it in the country, or to allow paper to pass at a considerable and professed discount… These are evils from which we consider ourselves as happily secured by the established principles of good faith which prevail in Great Britain.”
  But not as secure as they might be:

Those principles, however, should, perhaps, lead us even to place ourselves at a distance from that temptation to depreciate coin, or to permit a discount on paper, to which so many other countries have yielded. (Paper Credit, p.190)

The Secretary of the Treasury of the new American republic had delivered a similar lecture to his countrymen a decade earlier in his proposal for a national bank.  They had already been taught a lesson by the monetary abuses of the separate colonial governments:

The emitting of paper money by the authority of Government is wisely prohibited to the individual States, by the National Constitution.  And the spirit of that prohibition ought not to be disregarded by the Government of the United States.  Though paper emissions, under a general authority, might have some advantages, not applicable, and free from some disadvantages, which are applicable, to the like emissions by the States separately; yet they are of a nature so liable to abuse, and it may even be affirmed so certain of being abused, that the wisdom of the Government will be shewn in never trusting itself with the use of so seducing and dangerous an expedient.  In times of tranquillity, it might have no ill consequence, it might even perhaps be managed in a way to be productive of good; but in great and trying emergencies, there is almost a moral certainty of its becoming mischievous.  The stamping of paper is an operation so much easier than the laying of taxes that a government, in the practice of paper emissions, would rarely fail in any such emergency to indulge itself too far, in the employment of that resource, to avoid as much as possible one less auspicious to present popularity. 

 Alexander Hamilton, Report on a National Bank, 1790.


The best available means for keeping government from these temptations was to rely on bank issues redeemable in coin.  “While the discretion of the government is the only measure of the extent of the emissions by its own authority,” under the private banking arrangements then current, “there is a limitation in the nature of the thing….”  The new nation had three banks, but Hamilton argued for a more extensive institution with explicit responsibilities to the national government.  The structure of the proposed national bank and Hamilton’s understanding of the incentives most conducive to the public interest were influenced by the example of the Bank of England.  His rationale of that institution as the best regulator of the currency, is an interesting addition to Thornton’s:


To attach full confidence to an institution of this nature, it appears to be an essential ingredient in its structure that it should be under a private not a public Direction, under the guidance of individual interest, not of public policy; which would be supposed to be, and in certain emergencies, under a feeble or too sanguine administration would really be liable to being too much influenced by public necessity. (Hamilton’s emphasis)

It would be “little less than a miracle” if a public bank did not eventually suffer “calamitous abuse.”  The “only security that can always be relied upon for a careful and prudent administration,” Hamilton argued, is the “keen, steady, and, as it were, magnetic sense of their own interest, as proprietors, in the Directors of a Bank, pointing invariably to its true pole, the prosperity of the institution…”  To ensure that the Bank would not be used to evade the scrutiny of the people’s representatives in Congress, to whom government appropriations had been reserved, he recommended that “No loan shall be made by the bank, for the use or on account of the Government of the United States … to an amount exceeding fifty thousand dollars … unless previously authorised by a law of the United States.”  Hamilton got his bank, with a charter for twenty years, but neither it nor its successor, the second Bank of the United States, were sufficiently circumscribed to survive an opposition led by President Andrew Jackson convinced that “such a concentration of power in the hands of a few men irresponsible to the people” were unacceptable threats to their liberties.

B. Suspension, 1797-1814

The Bank of England was less secure from the dictation of the government than Thornton had believed -- or hoped.  Another French war brought another public deficit and more pressure on the Bank, and between February 1795 and February 1797 its gold reserve fell from £6.1 million to £1.1 million.  When the drain was turned to panic by rumors of a French invasion and the Bank informed the Chancellor of the Exchequer (and Prime Minister) William Pitt that its situation was desperate, he called a council of state on February 26, which declared

… that it is indispensably necessary for the public service that the Directors of the Bank of England should forbear issuing any cash in payment until the sense of Parliament can be taken on that subject and the proper measures adopted thereupon for maintaining the means of circulation and supporting the public and commercial credit of the kingdom at this important juncture.

The order was confirmed by the Bank Restriction Act of May 3 effective until June 24 and kept in force by continuing acts until 1821.  

The Bank's lending was conservative considering its independence of convertibility and the public's willingness to accept its notes,  But it was helped by the moderation of the government's financial demands as it raised more funds by the income tax and in the capital market.  After an initial period of inflation and a falling international value of the pound, the pound traded at its prewar par value in terms of gold between 1804 and 1808.  However, the next two years saw increases in the government deficit, Bank credit, and domestic prices, and a 20 percent decline in the pound on international markets (X in Figure 1).  

Price indexes were unknown, and the connection between the volume of the bank's currency and "the price level" was tenuous because of the latter's sensitivity to harvests at home and abroad.  But David Ricardo, who may have exerted a greater immediate influence on policy than any other economist in British history, J.M. Keynes not excepted, contended within the framework of the quantity theory of money that the fall in the foreign exchange rate of the pound was caused by the rise in British prices, which could only be due to a rise in money, which was entirely the responsibility of the Bank of England.  Criticisms of the Bank led to the appointment in 1810 of a Bullion Committee of the House of Commons that produced a report written by three economists sympathetic with Ricardo.

Representatives of the Bank testifying to the Committee denied any culpability for the fall in the pound, saying that they had merely lent on the basis of good security as was their practice before the suspension of 1797.  They did not see how they could cause inflation -- a position directly opposed to the Committee, which recommended the resumption of convertibility within two years if the war continued while retaining the existing commitment to resumption within six months after its conclusion.  A motion to this effect was rejected by the House of Commons by a vote of 180 to 45.  The majority sided with the Bank in ascribing fluctuations in the exchange rate and the price of gold to factors other than the Bank’s credit policies. The most forceful opponent of the Bullion Report in the Commons was Nicholas Vansittart, Chancellor of the Exchequer from 1812 to 1823, who later pointed out that the rise in the price of gold between 1810 and 1813 had not been accompanied by an increase in the Bank’s circulation, the price fell between August 1813 and October 1814 while the circulation rose substantially (the French armies suffered a series of defeats beginning in June 1813, culminating in the rout of the Grand Armée at Leipzig in October), and the “violent fluctuations … in the year of Waterloo could certainly not be attributed to changes in the note circulation.”
   The Commons appeared content with a paper standard for the time being, although it resolved to terminate the suspension as soon as “the political and commercial relations of the country” rendered it “compatible with the public interest.”
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The directors did not depart from their disavowals as long as suspension continued.  However, when asked in 1832 by a committee on the renewal of the Bank’s charter if he believed “that the Bank should conduct itself, in its issues, with reference to the state of the foreign Exchanges and the bullion market,” William Ward, a director since 1817, replied: “Certainly; I do not think there is one person in the Bank of England that denies it, or is disposed to act in opposition to it.” (Q2073)
  But he immediately added that “over and over again I have been responsible myself for violating it when some extraordinary case has arisen.” 


The effects of the exigencies of public policy and social pressure on the bank’s language, possibly more than on its behavior, is indicated by the further testimony of Ward.  Asked by the chairman of the 1832 Committee, Lord Althorp, whether the Bank had taken the exchanges into account during the suspension, he replied that after “some enquiries” into the Bank’s history he was of the opinion 

… that upon the whole the Bank did not so greatly disregard that principle previously to 1792; but it is necessary to observe that the Bank has not, until latterly, been in a situation exclusively to judge for itself; when it was most in fault, it was most in accordance with the Government and the Parliament and the public at large; I believe the most unpopular tenet that ever was, was the being a bullionist twenty years ago.


Must not the Bank, governed as it is by prudent merchants, always proceed upon the principle of reducing their issues, when they find their treasure greatly diminished? – I think the practice of the Bank would make that inevitable; but the difficulty has been that during the period I have been speaking of, the measures of the Bank have been very much in connection with other things than those it exclusively could influence. (Q2082-83)


Althorp’s sermon came easily in 1832.  He had not in 1811 contested the plea of the former war secretary, Lord Castlereagh, to “preserve that system of currency” which has so far enabled “us to confine [Napoleon’s] violence to the continent,” Castlereagh’s identification of “winning the war” with rejection of the Bullion Report, or Prime Minister Spencer Perceval’s warning that its adoption would amount to a declaration that the country should not “continue those foreign exertions which they had hitherto considered indispensable to the security of the country [and that] the House, in adopting it would disgrace themselves forever, by becoming the voluntary instruments of their country’s ruin.”
 

C. Resumption, 1814-21. 

Hesitant beginnings. The resumption of cash payments following the defeat of Napoleon was uneven and uncertain.  The authorities “were, generally speaking, in favour of a return to cash payments on the old basis – some day.” (Feavearyear, p. 204)  By an Act of 1803 convertibility of the Bank’s notes was to be resumed six months after the end of the war.  In 1814 this was moved back to July 5, 1815, then to July 5, 1816.
  Resumption would probably have been practicable on the latter date because the exchanges, having risen as money and prices fell, stood at par.  But neither the government nor the Bank had worked out the mechanics of a return to gold, and it was decided not to attempt complete resumption as soon as the exchanges took a favorable turn.  Resumption was moved back to July 5, 1818, and Parliament ordered “that the Directors of the Bank … make such preparations as to their discretion and experience may appear most expedient for enabling them to resume payments in cash without public inconvenience, and at the earliest period ….”

The Bank began the process in November 1816 by offering to pay gold at par for £1 and £2 notes issued before 1812; and in April 1817 added £1 and £2 notes dated before 1816.  At first all went smoothly.  There was little demand for gold from a public that had become accustomed to paper money, and with favorable foreign exchanges there was no profit to be made by exporting gold.  Gold flowed into the Bank, and its reserve reached levels not seen before.  So in September 1817 it offered to redeem all notes issued through 1816.  However, the exchanges had become unfavorable in July, and in the next eighteen months the Bank lost two-thirds of its gold. It took no steps to protect its reserve, possibly because it did not become dangerously low.  Furthermore the Bank, like the public, had become accustomed to an inconvertible system under which unlimited credit might be extended without fear of repercussions.  This was a period of improved economic conditions as, we are told, merchants replenished their stocks – financed to a large extent by the Bank.  “And if the Bank directors,” Tooke wrote, “had not, unfortunately … disregarded in the regulation of their issues the indication by which their predecessors, previous to 1797 professed to be guided, they would have been warned to contract, instead of enlarging, their issues [and so tending] to accelerate the rise of prices of such articles as were in a relative degree of scarcity, and so promote the spirit of speculation and overtrading.” (High and Low Prices, pp. 155-56)  The Bank applied for a further suspension, and Parliament extended the Restriction Act to July 1819 and appointed a committee to inquire into the best approach to resumption.


The question of the standard. While those who wished a return to the old standard hesitated, others proposed fundamental changes.  The proposals fall into three categories: devaluation under the old standard, paper currencies, and a more efficient gold standard with or without depreciation.  After the inflation of 1809-10 some writers had urged a return to gold at the prevailing price to avoid the deflation requisite to a return at the old par.  But the weight of opinion was against them.  The Bullion Committee, this time speaking for the majority, had called such a policy a “breach of public faith and dereliction of a primary duty of Government” (p. 74).  A decade later, on the other hand, Ricardo wrote that if inflation has gone far enough and long enough, the balance of justice, considering the parties entering into contracts at high prices, perhaps in the belief that the old par would not be resumed, would be on the side of devaluation.  Such a case might have existed in 1813 at the height of the price rise.


I never should advise a Government to restore a currency which was depreciated 30 percent to par; I should recommend … that the currency should be fixed at the depreciated value by lowering the standard, and that no further deviations should take place.  It was without any legislation that the currency from 1813 to 1819 became of an increased value, and within 5 percent of the value of gold – it was in this state of things and not with the currency depreciated 30 percent, that I advised a recurrence to the old standard. (Sept. 18, 1821; DR, ix, p. 72)


By that time Ricardo had witnessed the failure of the directors to manage a painless deflation, which reaffirmed his belief that “they did not know how … to manage the difficult machine which was intrusted to them.”  It is interesting to note that in December 1919, when the Cunliffe Commission expressed the official resolve to return to the pre-war standard, the pound was 22 percent below its par with the U.S. dollar and gold.  At its lowest point two months later, the depreciation was 30 percent.  Five years later, three months before the official resumption in May 1925, the Chamberlain-Bradbury Committee on the Currency and Bank of England Note Issues reported:
 “The alternatives are – (a) To return to the gold standard on the basis of a devalued sovereign … and (b) To attempt to find a basis for the currency unit other than gold.  The former need not, now that the current exchange rates are already within a small percentage of the pre-war parity [about 2 percent, compared with 11 percent when the committee was appointed in June 1924], be seriously considered.  It was never, in our opinion, a policy which the United Kingdom could have adopted.”  Alternative (b), specifically the substitution of “the price level of commodities in general for gold,” was considered impractical.  In the committee’s unanimous conclusion that there was “no alternative comparable with a return to the former gold parity of the sovereign … we are supported by the overwhelming majority of opinion, both financial and industrial, represented in evidence before us.”
  This was a misrepresentation.  Although the Bank, the City, and apparently the politicians never thought of any other course than of returning as soon as possible to gold at par (Sayers, Bank of England, i, p. 118), that policy was opposed in other quarters.  Moggridge (1969) reports that of the eleven witnesses before the Committee, only three definitely favored an early return at par, two (including Keynes) opposed a return at any time to the prewar system except with considerable modifications, and the majority, including the representatives of business, accepted the desirability of a return sometime, but probably not in the near future and certainly not at the expense of deflation and industrial strife –“discomforts,” as they were called by the governor of the Bank, now a permanent, full-time official.  Business wanted to wait for the necessary adjustments to take place naturally.  On this occasion, unlike the return of a century earlier, the weight of economic opinion was on the side of the businessmen; this included Pigou, who was on the committee, but not Cannan, one of the three hawkish witnesses. 

Chamberlain-Bradbury noted the potential difficulties of resumption and asked the forbearance of the financial community: “We are satisfied that this policy can, given the loyal cooperation of the principal British Institutions which control the supply of credit, be carried through without risk by the Bank of England…. Indeed, such credit restriction as may become necessary to adjust the general level of sterling prices to a free gold market may well be less drastic than that which would be required in order to maintain a ‘managed’ pound in the neighbourhood of parity.  If the gold standard is firmly re-established, the danger of apprehensions as to the future of exchange leading to sudden withdrawals … will be reduced.
 

Resumption, 1819-21. The resumption committees of the two houses of Parliament made their recommendations in early May 1819, and the Resumption Act, called Peel’s Act after the chairman of the Commons committee, was passed before the end of the month.  It was the first explicit, legally imposed monetary-policy rule – if only for a transition.  Its provisions are listed below.  The last was a signal from Parliament that it had reformed and now desired an uninhibited gold standard.  It would no longer seek to regulate gold flows by means of legally imposed transaction costs.  The first provision was a signal that the Government’s financial needs no longer posed a threat to the Bank and the gold standard.  The others were aimed at a gradual and predictable reduction of money and prices.

To give the Bank greater control over their issue, provision ought to be made for the gradual repayment of £10 million of its holdings of government securities.

From February 1, 1820, the Bank shall be liable to deliver, on demand, a quantity of gold of standard fineness of not less than 60 ounces in exchange for the Bank’s notes at the rate of £4 1s per ounce;

From October 1, 1820, the rate shall be £3 19s 6d;

From May 1, 1821, the rate shall be £3 17s 10½d [the old par]; 

The Bank may at any time between February 1, 1820, and May 1, 1821, fix any rate between £4 1s and £3 17s 10½d, but that such intermediate rate having once been fixed by the Bank, that rate shall not be subsequently increased;

From May 1, 1823, the Bank shall pay its notes on demand in the legal coin of the realm; and 

The laws prohibiting the melting and exportation of the coin of the realm are repealed.

The plan was vehemently opposed by the Bank. The directors still denied any effects of their issue on gold movements or the exchanges, and registered a protest with Parliament against the burdens that would be imposed upon them by the Act -- which made a private establishment responsible for the national currency under a system that required it to anticipate the future.  

If the Directors of the Bank have a true comprehension of the views of the Committees in submitting this scheme to Parliament, they are obliged to infer that the object of the Committees is to secure, at every hazard, and under every possible variation of circumstances, the return of payments in Gold at mint price for Bank Notes at the expiration of two years; and that this measure is so to be managed that the mint price … shall ever afterwards be preserved, leaving the market or exchange price of Gold to be controlled by the Bank solely by the amount of their issues of Notes.

It further appears to the Directors, with regard to the final execution of this plan … that discretionary power is to be taken away from the Bank, and that it is merely to regulate its Issues and make purchases of Gold so as to be enabled to answer all possible demands whenever its Treasury shall be again open for the payment of its Notes….

The Directors … cannot but feel a repugnance [toward] a System which, in their opinion, in all its great tendencies and operations, concerns the Country in general more than the immediate interests of the Bank alone.

It is not certainly a part of the regular duty of the Bank under its original institution to enter into the general views of Policy by which this great Empire is to be governed, in all its Commercial and Pecuniary transaction, which exclusively belong to the Administration, to Parliament, and to the Country at large; nor is it the province of the Bank to expound the principles by which these views ought to be regulated.  Its peculiar and appropriate duty is the management of the concerns of the Banking Establishment as connected with the payment of the Interest of the National Debt, the lodgments consigned to its care and the ordinary Advances it has been accustomed to make to Government.

But when the Directors are now to be called upon, in the new situation in which they are placed by the Restriction Act, to procure a Fund for supporting the whole National Currency, either in Bullion or in Coin, and when it is proposed that they should effect this measure within a given period, by regulating the market price of Gold by a limitation of the Issue of Bank Notes, with whatever distress such limitation may be attended to individuals, or the community at large, they feel it their ... duty to state their sentiments thus explicitly ... to His Majesty’s Ministers on this subject that a tacit ... concurrence at this juncture may not, at some future period, be construed into a previous implied sanction on their part of a System which they cannot but consider fraught with very great uncertainty and risk.

It is impossible for them to decide beforehand what shall be the course of events for the next two, much less for the next four years; they have no right to hazard a flattering conjecture, for which they have not real grounds, in which they may be disappointed, and for which they may be considered responsible.  They cannot venture to advise an unrelenting continuance of pecuniary pressures upon the Commercial world of which it is impossible for them either to foresee or estimate the consequences.

Representation by the Directors of the Bank of England to the Chancellor of the Exchequer, 

May 20, 1819 (BPP, Monetary Policy, General, 2, pp. 359-62).

But the climate of opinion had changed.  The emergency was over and the sound-money men were ready for a return to “the only true, intelligible, adequate standard of value,” as Robert Peel called it in speaking for the Committee’s resolutions.
  He had voted against the Bullion Report out of ignorance, but had been persuaded that “every consideration of sound policy and of strict justice” – for the laborer, whom depreciation robbed of the value of his wages, as well as for the public creditor – “should induce them to restore the ancient and permanent standard.”  He was convinced that “the difficulties of our situation would be aggravated” by delay.  The only question was one of mechanics -- of how to proceed with resumption.  General statements and good intentions had proven insufficient.  Ricardo told the House that “he was fully persuaded of the truth of the declaration of the hon. Director, that the Bank wished to resume cash payments, but he was just as fully persuaded that they did not know how to set about it.”  He only saw confusion.  “When called before the Committee, the Directors individually admitted that the price of bullion and the rate of exchanges were affected by the amount of their issues.”
  But as an institution they had formally denied it.  “When they avowed such inconsistent opinions, and after the experience which the House had had of their conduct, it would be the highest indiscretion in Parliament not to take out of their hands the preparations for the resumption of cash payments.”  The course chosen should, moreover, “keep the ministers also under control.” 

The plan was passed over the “feeblest opposition.” (Feavearyear, p. 207)  Ricardo expected a gradual deflation of 3 or 4 percent, which was the current premium on gold, and little disruption to finance or trade.  But the Act was perceived differently by others.  Several witnesses before the Resumption Committees had expressed fears that a severe contraction was planned.  John Smith, a London banker with country bank connections, thought that even the gradual reduction of the Bank’s issue which was envisioned “would have the effect of crippling all persons engaged in money transactions, and generally in commerce.... I consider that all persons having very large engagements for future periods would endeavour to diminish them, and that every prudent man would be disposed not to enter into any very large concern … in the way that he has been in the practice of doing.”  For example, “in my own situation as a banker, I should feel it my duty, and most assuredly should limit the acceptances of my house in some degree: but I should be most cautious, and have indeed been most cautious, ever since the question was agitated that they should not be increased.”
  Nathan Rothschild and Alexander Baring agreed with Smith that resumption should be phased in very cautiously over several years – while recognizing that this might prolong doubts of the government’s resolve -- and that considerable financial and commercial distress could not be avoided.  Peel’s father, the first Sir Robert, a Lancashire and Black Country textile manufacturer and M.P. for Tamworth in Staffordshire, opposed the bill and urged the House, “before a measure so destructive of the commercial interests of the country was passed,” to pause to consider the recent Petition of the Merchants of London in Favour of the Restriction of Cash Payments. (Pasco Grenfell, himself a metal merchant and manufacturer, thought the petition represented only a minority view, and had no “reason to believe that any material proportion of that respectable body acquiesced in its views.”)

These fears were heightened by the first resolution, which implied a sale over an unknown period of nearly a third of the Bank’s securities.  Preparations for repayment were announced in July, and in the same month Parliament restored the prohibition against Bank loans to the government for more than three months except on its express authority.

The price of gold dropped to £3 17s 6d almost immediately, the Bank’s notes and deposits fell, and gold flowed in.  Early in 1821, with the reserve at another record level, the Bank expressed its willingness to resume immediate payment in coin of all its notes at par, and an Act was passed permitting it to do so from May 1.  Full convertibility had been achieved in less than two years instead of four, and more importantly for trade, the value of the currency had risen to par in much less time than that.  But these accomplishments were accompanied by severe deflation and unemployment.  Between 1819 and 1822, prices fell 36 percent, on top of the 7-percent drop between 1818 and 1819, with similar falls in the Bank’s currency.  The Bank’s private discounts fell substantially, and between 1818 and 1822 its government securities fell from £27 million to £13 million.  

Ricardo was blamed for what was popularly believed to have been the consequences of his resumption plan, and it was later rumored that he had recanted on his death bed.
  He rejected these charges.  Resumption had been bungled by the Bank, but “he was as it were put upon his trial – his plan had not been adopted, and yet to it was referred the consequences which were distinct from it; and he was held responsible for the plan that had been adopted, which was not his, but was essentially different from it.”
  All would have gone smoothly if the Bank had reduced its circulation “cautiously,” as he and others had recommended, specifically by only as much as would have been necessary to return the currency to par, certainly by no more than 5 percent.  Sir Henry Parnell had told the House during the 1819 debate that the Bank might appropriately increase its circulation.  It should be realized that “what was called a scarcity of money did not depend on the numerical amount of the circulating medium, but upon the state of the markets…. If such a scarcity was to occur, it would be owing to the effect of the plan on the markets and on commercial credit…. The plan might certainly affect credit by diminishing discounts -- this was the only bad effect to be apprehended from it: but if the Bank acted wisely, and did not diminish their discounts or their paper, but rather increased both for some time to come, no harm would be the result.”

So what went wrong?  Why did money and prices fall so much?  What errors did the Bank commit, and why?  Tooke’s explanation is persuasive.  He began by pointing out that Peel’s Act had not forced the 1819-22 contraction of the currency.  At the end of August 1819 the Bank’s circulation was little different from the preceding several months, and the exchange rate was virtually at par.  There had been no repayment by the government of its debt to the Bank.  In short, restoration had been achieved without action by the Bank or the Government.  So what had caused the subsequent contraction? “Either the Directors designedly and forcibly contracted the circulation with a view to prepare for paying in gold,” which was obviously unnecessary, or they “were simply passive in the regulation of their issues, following the routine by which they were guided previously to 1819.  The latter was the fact.  From the fall in the mercantile rate of interest, and the little inducement to speculation,” which might be explained by the public’s expectations of contraction, “the applications for discount of mercantile bills fell off rapidly,” and the government began to pay off its loans while the Bank’s rate remained 5 percent.


Ricardo had tried for a fool-proof rule and been thwarted by the market and the Bank.  The market anticipated resumption, investors believing that this time the authorities meant business.  No one was going to pay 81s. for something that would soon be available for 78s.  But they were quite happy to take the opposite position.  Ricardo and Parnell had foreseen this possibility and had urged that in no circumstances should the Bank accumulate gold.  They thought that the entire operation could probably be managed with no gold purchases by the Bank at all.  Yet its gold rose (in millions) from £4 in August 1819 to £11 in February 1822, while their notes fell from £25 to £18 and their deposits from £6.4 to £5.5.  


There might have been nothing the Bank could have done to avert the contraction.  There might have been no positive discount rate consistent with the stability of money and prices.  But the fact remains that notwithstanding their professed concern for financial distress and their protest against the limits placed on their freedom of action, the directors failed to exercise the discretion left to them.  
II. American Inflation, Suspension, and Resumption, 1811-20

A. The first and second banks of the United States and the War of 1812


The renewal of the charter of the first bank of the United States, originated by Hamilton, was denied by Congress, and it ceased operations in 1811.  Congressman James Madison had been its foremost opponent in 1791, thinking it dangerous -- exposing the public "to all the evils of a run on the bank" -- as well as unconstitutional, its establishment not being expressed as a power of Congress.
  In 1811, however, Madison, now president, supported the Bank's continuance because of its "expediency and almost necessity," and defended its constitutionality on the grounds of "deliberate and reiterated precedents."  Several other Southerners such as Senator William Crawford of Georgia had also come around to the support of a national bank, primarily because it restrained the state banks: "… it prevents excessive discounts and emissions of paper, which but for this check would inevitably take place."
  On the other hand, the northeastern financial interests that supported the Bank in 1791 had turned against it. 


Albert Gallatin, Secretary of the Treasury from 1801 to 1813, estimated that between 1811 and 1816 the number of banks increased from 88 to 246, and their circulation from $23 million to $68 million, while their specie-reserve ratio fell from 42 percent to 28 percent.
  


The creation of new state banks … was a natural consequence of the dissolution of the Bank of the United States.  And, as is usual under such circumstances, the expectation of great profits gave birth to a much greater number than was wanted…. That increase took place on the eve of and during a war which did nearly annihilate the exports and both the foreign and coasting trade.  And, as the salutary regulating power of the Bank of the United States no longer existed, the issues were accordingly increased much beyond what the other circumstances already rendered necessary.


These developments were not entirely due to the loss of the restraining influence of the national bank because the war was financed entirely by debt, mostly bonds purchased with state bank notes.
The British invasion of 1814 was the occasion of suspensions of specie payments by the Treasury and banks outside New England.  (Alienated by Jefferson’s embargo, New England threatened secession and refused to buy government debt, and was therefore less vulnerable to fears of government default.)  As in England, the banks continued to operate and their notes circulated, although at discounts.
 


These conditions persisted beyond the end of the war, and in December 1815 President Madison called it “essential … that the benefits of a uniform national currency should be restored to the community.”
  Secretary of the Treasury Alexander Dallas's proposal for a bank that could lend to the government up to “$30,000,000 at an interest of six percent at such periods and in such sums as shall be convenient” had been rejected by Congress in 1814.  Congress's version was in its turn vetoed by the president.  “The objection of Congress to the original plan had been that the Bank had too much of the government in it.  President Madison’s objection was that in the Bank proposed by Congress the government was left out.” (Hammond, p. 232) 


In his veto message in January 1815 Madison complained that the capital of Congress’s Bank -- a substantial proportion of which, as in all proposals and as in the charter of the first Bank, could be subscribed in the form of government bonds -- was insufficient “to produce, in favor of the public credit, any considerable or lasting elevation of the market price….”
  Furthermore, 

… the bank proposed will be free from all legal obligation to co-operate with the public measures; and whatever might be the patriotic disposition of its directors to contribute to the removal of those embarrassments, and to invigorate the prosecution of the war, fidelity to the pecuniary and general interest of the institution, according to their estimate of it, might oblige them to decline a connexion of their operations with those of the national treasury.  [The peace treaty had been signed December 24 but news did not reach Washington until February.]  Temporary sacrifices of interest, though over balanced by the future and permanent profits of the charter, not being requirable of right in behalf of the public, might not be gratuitously made; and the bank would reap the full benefit of the grant whilst the public would lose the equivalent expected from it.  For it must be kept in view that the sole inducement to such a grant on the part of the public would be the prospect of substantial aids to its pecuniary means at the present crisis.


On the other hand, Daniel Webster said of the administration’s proposal that it 

… looks less like a bank than a department of Governmen.  It will be properly the paper-money department.  Its capital is Government debts; the amount of its issues will depend on Government necessities…. The Government is to grow rich because it is to borrow without the obligation of repaying and is to borrow of a bank which issues paper without liability to redeem it…. Other institutions, setting out perhaps on honest principles, have fallen into discredit through mismanagement or misfortune.  But this bank is to begin with insolvency.  It is to issue bills to the amount of thirty millions, when everybody knows it can not pay them.  It is to commence its existence in dishonor.  It is to draw its first breath in disgrace.


Some legislators agreed with Madison that the desirability of a national bank depended on the financial needs of the Government.  Congressman William Findley of Pennsylvania probably spoke for the majority when he claimed that “the erection of a Bank was not so desirable on account of the government as for the general convenience of the country” – meaning the resumption of convertibility.
  By the end of 1815, with the war over and government finances improving, the president agreed.  Although hardly necessary to the purpose (except possibly as a political buffer, as we will see), the second Bank of the United States was adopted primarily as a means of forcing resumption on the state banks.  Their profits were reputed to be large and their specie reserves adequate, but they were reluctant to resume payment and their state legislatures were not inclined to compel them.  


In shepherding the Bank bill through the House, John Calhoun of South Carolina argued that the constitution required Congress to establish an agency for the regulation of the currency.  “No one … could doubt that” the power (and responsibility) “to coin money [and] regulate the value thereof” meant “that the money of the United States was intended to be placed entirely under the control of Congress.”  Although not foreseen by the founders, money now consisted principally of paper currency that had been allowed to develop in a way that defied the Constitution.  The states were prohibited from issuing money, but “In point of fact,” added Speaker Henry Clay of Kentucky, “the regulation of the general currency is in the hands of the state governments, or, which is the same thing, of the banks created by them.” Calhoun argued that “By a sort of under-current” in the form of a “revolution in the currency …, the power of Congress to regulate the money of the country had caved in, and upon its ruins had sprung up those institutions which now exercised the right of making money for and in the United States.”  It was “incumbent upon Congress to recover … control,” Clay said, and although direct regulation of the state banks was impracticable, the situation might be remedied, a sound currency regained, by the restraining influence of a national bank.


"In what manner," Calhoun asked, "were the public contracts fulfilled?  In gold and silver, in which the Government had stipulated the pay?  No; in paper issued by these institutions; … in paper depreciated from five to twenty percent below the currency in which the Government had contracted to pay … The Constitution having given Congress the power to remedy these evils, they were … deeply responsible for their continuance."  A national bank would be able to raise the condition of the currency by influence and example, in particular by establishing a rule "to take the notes of no bank which did not pay in gold and silver."  If this failed to bring the state banks into line, "Congress must resort to measures of a deeper tone which they had in their power."


Webster responded that a national bank was unnecessary, that the situation simply required a compulsory redemption, and he secured a joint resolution that the government would accept payment only in coin or redeemable bank notes, and would keep no deposits in “any bank which shall not pay its notes, when demanded, in the lawful money of the United States,” that is, gold and silver coin.  The resolution, effective February 1817, and Bank were both approved in April 1816.  As in 1811, most of the nay votes came from the Northeast.


The Bank’s charter was a compromise between the government’s desire for a secure and substantial line of credit and groups that wanted a bank large enough to be an effective regulator of the currency but not so large that it threatened individual liberties or the state banks.  Its capital was $35,000,000 (compared with $10,000,000 for the first Bank and the $50,000,000 desired by Madison), loans to the government were limited to $500,000, and the Bank could not “at any time suspend or refuse payment in gold or silver of any of its … obligations.”  And if it did “at any time refuse or neglect to pay on demand any bill, note or obligation … according to the contract …, the holder of any such bill, note or obligation … shall … be entitled to receive and recover interest … until the same shall be fully paid and satisfied, at the rate of twelve per centum per annum….” 

B. Resumption


The Bank and the entire monetary program got off to a rocky start.  Resumption in 1817 was “neither universal nor genuine” (W.B. Smith, 1953, p. 104), and the Bank soon participated in a credit boom as fully as the state banks that it was supposed to restrain.  "Paper does the business still," reported Baltimore's Weekly Register in May.  Spanish silver dollars were at a premium of 11/2 percent in New York in October, 7 percent in October 1818, and increased from there.  Secretary of the Treasury William Crawford admitted as late as February 1820 that in "several of the States the great mass of the circulation is not even ostensibly convertible into specie at the will of the holder," and that, during "the greater part of the time" since legal resumption, "the convertibility of bank notes into specie has been rather nominal than real in the largest part of the Union."
   


The Bank pursued an aggressive branching policy – 18 by the end of 1817 -- but the head office in Philadelphia failed to control them.  The notes of any branch were redeemable at all, and some of them, especially Baltimore, vied to see who would be largest – with Philadelphia not far behind.  The Bank was at first tolerant of the state banks’ tardiness in redeeming their notes.  But prices increased and gold left the country during the boom, and the Treasury’s peacetime surplus was beginning to bite.  Unlike Britain, where resumption was in the hands of the Bank of England, it was managed in the United States by the Treasury – but with no less pain.  The government’s postwar surplus was paid with bank notes that had become redeemable and Treasury notes issued during the war.  The latter were high-powered money and the basis for much of the recent credit expansion, and were now disappearing.  Bank reserve losses were aggravated by the leisurely pace with which the Treasury deposited its specie receipts.  The Bank took steps to recover control of its notes and credit, and began a contraction in July 1818.  Its loans were reduced from $45 million to $41 million during the next eight months, but its "frantic attempts to secure specie [were] of little avail," and it had to borrow from abroad to maintain its own convertibility.  Its demands for payment in specie of the state bank notes coming to it, and refusing the notes of those who did not pay in specie contributed to the panic of 1819.  Its “grim efforts” to collect its debts aroused a popular hatred of the Bank that “was never extinguished.” (Hammond, p. 259; also Rothbard, 1962, ch. 1)  


The following effect of the Bank and government's early attempts to force discipline on the state banks was told by John Sherman:


My father was appointed by Mr. Madison, on the 9th of November, 1813, as Collector of Internal Revenue for the Third District of Ohio…. He took great care in the selection of his deputies, and in all cases required bonds, with security, from each deputy.  At this period the only money in Ohio was local paper money.  No silver or gold coins could be had, and the purchasing power of notes varied with the success or defeat of our armies in the field.  Internal taxes were imposed on distilled spirits, on the retailing of spirits, on salt, sugar, carriages, sales at auction, a stamp duty of one per cent. on bank notes, on all notes discounted by a bank, and on inland bills of exchange….


No difficulty seems to have occurred until July, 1817, when the government, without previous notice, refused to take the paper then in circulation in Ohio but demanded notes of the Bank of the United States … This left upon the hands of his deputies a large amount of money that soon became utterly worthless.  The system of local banking failed [and some of] my father's deputies … became embarrassed and insolvent. [Their] bonds proved worthless, and the whole loss and liability fell upon my father .. the most unfortunate event of his life. (Recollections …, i, pp. 18-19)


Portions of the Bank’s balance sheet are depicted in Figure 2.  Its notes and private deposits fell more than one-half in the eighteen months between July 1818 and January 1820.  By July 1821 it had become a net debtor to the state banks.  The greatest change was in its public deposits.  Andrew Jackson’s bank-hating adviser, William Gouge, later wrote of this episode that “The Bank was saved and the people were ruined.” (1833, Pt. II, p. 110)  

He might better have blamed the government.  Although the Bank's management was inadequate, or worse, more recent writers have pointed to evidence that its policy was the Treasury's, in particular, William Crawford's, who had become secretary in 1816.  "Though imperfect and incomplete," observed Hammond (p. 249), "resumption was an achievement and 
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the secretary's own.  The Bank supplied the machinery, the secretary supplied the brains.  He tutored, corrected, and prodded the Bank's president." 


The Treasury surplus that came with peace and the weakness of the Bank placed Crawford in a position of command over monetary policy.  The transfer of Treasury deposits from the state banks to the new Bank of the United States made the latter a large creditor of the state banks.  But it could not collect and was short of the specie to pay the Treasury or those banks to which it was indebted.  The Treasury required specie to pay off the holders of its debt, many of whom were foreigners.  This included the $11 million issue to finance the Louisiana purchase that was payable in four annual instalments beginning in 1817.  William Jones, the first president of the Bank, blamed its problems on the export of specie resulting from the Treasury's policies.  But Crawford continued to urge the Bank to curtail its loans and to press the state banks for specie. "The axe must be applied to the root of the evil," he wrote to Langdon Cheeves, shortly after the latter took over from Jones in March 1819, and suggested that the Bank might even aim for 100-percent reserves.


The House of Representatives appointed a committee to investigate the Bank in November 1818.  But its report in January 1819 focused on narrow problems of management rather than on questions of monetary policy.
  The committee proposed no fundamental reforms because "the Secretary of the Treasury has full power to apply a prompt and adequate remedy whenever the situation of the Bank shall require it" -- evidently meaning, Hammond writes, "the power to remove government deposits from the Bank." (p. 258)  There were rumblings in Congress but the majority seemed content to leave resumption to Crawford.


By April 1820, Walter Smith wrote in his chapter entitled "Safe and sound," the "period  of emergency was over." The "premium on Spanish dollars had disappeared, business failures were no longer frequent, and markets were dull."  By 1821, "New York and other states were able to market their bonds easily and at moderate rates of interest." (pp. 124, 127)  Thorp's Business Annals, however, calls 1820 a year of continued depression, distress, failure, and tight money, and dates the beginning of revival in the spring of 1821. (p. 119)

III. Civil War, Suspension, and Resumption, 1862-79

A. The Independent Treasury


President Jackson began the transfer of government deposits from the Bank of the United States to state banks, the so-called "pet" banks, in 1833, and for a dozen years the question of government depositories was hotly debated.  Congress finally determined that the government should avoid problems both of political favoritism and bank failures by keeping its money in its own vaults.
  The Independent Treasury Act of 1846 provided 

That the treasurer of the United States, the treasurer of the mint of the United States, the treasurers … of the various branch mints, all collectors of the customs, … all receivers of public moneys at the several land offices, all postmasters, and all public officers of whatsoever character … are hereby required to keep safely, without loaning, using, depositing in banks, or exchanging for other funds than as allowed by this act, all the public money collected by them … till the same is ordered by the proper department or officer of the government to be transferred or paid out…. (Sec. 6; Krooss, ii, pp. 1163-73)


The measure was ridiculed by Webster:


The use of money is in the exchange.  It is designed to circulate, not to be hoarded.  All the Government should have to do with it is to receive it today, that it may pay it away tomorrow.  It should not receive it before it needs it, and it should part with it as soon as it owes it.  To keep it – that is, to detain it, to hold it back from general use, to hoard it, is a conception belonging to barbarous times and barbarous governments.
 


He recalled that in 1833 the Treasury had “admonished and directed” its bank depositories “to extend their accommodation to individuals, since the public moneys in their vaults would enable them to give such additional accommodation.  Now, Sir, under this bill, any officer who shall do any one of the same things, instead of being praised, is to be … adjudged guilty of embezzlement and of a high misdemeanor, and is to be confined, for aught I know, in cells as dark and dismal as the vaults and safes which are to contain our metallic currency.”


Certainly the new system exposed the money supply to shocks from fluctuating federal budgets.  Seasonal movements in net Treasury receipts often took reserves from circulation at the times they were most needed, such as the autumnal pressures on the money markets imposed by the financing of crop movements.  But secretaries were sensitive to the money markets, and frequently supplied funds in times of stress through early debt redemptions and interest payments.  The conduct of  President Franklin Pierce’s secretary, James Guthrie, in the summer of 1853 was typical:
 

… the amount still continuing to accumulate in the Treasury, apprehensions were entertained that a contraction of discounts by the city banks of New York would result, … and … might have an injurious influence on financial and commercial operations.  With a view, therefore, to give public assurance that money would not be permitted to accumulate in the Treasury, a public offer was made on the 30th of July to redeem … the sum of $5 million of the loans of 1847 and 1848 …


In the Treasury Report of 1856 Guthrie called attention to the uncertainties that destroy 

… confidence, and with it credit, inducing the hoarding of the precious metals, the withdrawal of deposits, the return of bank notes for redemption, the consequent stagnation of commerce in all its channels and operations, the reduction of prices and wages with inability to purchase and pay, bank suspensions and general insolvency…. The independent treasury, when over-trading takes place, gradually fills its vaults, withdraws the deposits, and, pressing the banks, the merchants and the dealers, exercises that temperate and timely control which serves to secure the fortunes of individuals and preserve the general prosperity. (pp. 31-32)

B. Resumption.  


The lack of a fiscal plan corresponding to the needs of the war led to runs on gold and suspension by the banks and the Treasury at the end of 1861.  The fears of those demanding gold were justified.  Four-fifths of government war spending was financed by debt, one-fifth of which was non-convertible currency -- the famous “greenbacks” – and the dollar price of gold doubled between 1861 and 1864.  The prices of goods in general rose seventy-five percent.  The resumption of dollar convertibility at its pre-war value required a substantial deflation.


A House resolution concurring in the view of Treasury Secretary Hugh McCulloch about "the necessity for a contraction of the currency with a view to as early a resumption of specie payment as the business interests of the country would permit" was approved by a vote of 144-6 in December 1865.  McCulloch set about the task in earnest, but the "resolution soon proved not to reflect the real sentiment of the people."
  "The secretary was denounced as an impractical and dangerous theorist who expected to achieve specie payments by a 'few legislative whereases and be it enacteds'," while American industry was paralyzed by the deflation and uncertainty resulting from his "species of experiment," to take a sampling from letters to Thaddeus Stevens and William Fessenden
  In April 1866 Congress limited the contraction to $10,000,000 a month for the next six months and $4,000,000 a month thereafter.  McCulloch protested: “How rapidly [the notes] may be retired must depend upon the effect which contraction may have upon business and industry, and can be better determined as the work progresses.”  He thought Congress’s limit could be doubled “without injuriously affecting legitimate business…. There is a great adaptability in the business of the United States, and it will easily accommodate itself to any policy which the government may adopt.”
  He later complained of the hyprocrisy of congressmen and declared that the demoralizing effects of inflationary paper currency on the people needed to be rooted out as quickly as possible.  Resumption should not be made to wait until it becomes easy.
  But he proceeded under the new law as rapidly as he could, and had cut the greenbacks almost in half when in February 1868 Congress froze them at the amount then in circulation -- $347 million.  James G. Blaine of Maine later recalled the pressures on Congress:


Mr. McCulloch, in trying to enforce the policy of contraction, represented an apparently consistent theory in finance; but the great host of debtors who did not wish their obligations to be made more onerous, and the great host of creditors who did not desire that their debtors should be embarrassed and possibly rendered unable to liquidate, united on the practical side of the question and aroused public opinion against the course of the Treasury Department.  In the end, outside of banking and financial centers, there was a strong and persistent demand for repeal of the Contraction Act.  [A]lthough it might be admitted that the entire nation would be benefited by the ultimate result, the people knew that the process would bring embarrassment to vast numbers and would reduce not a few to bankruptcy and ruin. (1886, p. 328)

Among the justifications for the 1868 bill given by the Chairman John Sherman of the Finance Committee when he introduced it to the Senate after it had passed the House 127-32 were:


First. It will satisfy the public mind that no further contraction will be made when industry is in a measure paralyzed…. It may be wise, it may be beneficial, but still it has been so rapid as to excite a stringency that is causing complaint, and I think the people have a right to be relieved from that.


Second. This bill will return to the legislature their power over the currency, a power too important to be delegated to be delegated to any single officer of the government. [T]he question of the amount of the currency ought to be fixed by Congress.  We have the power to coin money, and to regulate the value thereof…. If contraction ought to be established as the policy it should be by Congress, not by the Secretary of the Treasury, and it is not wise to confer upon any officer of the government a power of this kind, which can be and may be properly controlled and limited by Congress.


Three approaches to resumption were advanced.  Furthest from McCulloch, who shared Horace Greeley's attitude that "the way to resume is to resume," were the opponents of any deflation.  These included the Greenback Party and overlapped with the silver interests that later led the fight against the gold standard.  The middle way advocated by Sherman – that resumption should be achieved naturally and gradually, without restriction, by letting the country grow into the stock of currency – became, with fits and starts, the official policy.  “Unofficially,” however, “procrastination became the norm; and after a few years many congressmen were paying only lip service to the resumption ideal.”  (Timberlake, 1993, p. 91) 


The resumption period can be divided into two parts according to the direction of changes in the aggregate stock of money, including bank deposits: 1865-68 and 1875-78, on the one hand, which saw declines in money, the second very slight (see Figure 3), and deflations of 4.5 percent and 3.8 percent per annum; and the “procrastination” years 1868-75, when money grew at a rate of 4.3 percent and deflation slowed to 2.4 percent per annum.  Output growth was persistently strong (falling only once, by 0.6 percent in 1874), although somewhat weaker during 1875-78 (2.9 percent) than 1865-68 (4.2 percent) and 1868-75 (4.7 percent).
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President Grant’s first Secretary of the Treasury, George Boutwell, reissued $5,000,000 of retired greenbacks in October 1872, during a period of financial stringency, by interpreting the prescription of the Act of 1868 as a minimum rather than as a fixed figure.  Sherman speaking for the majority of his committee protested, but the committee minority sympathized with Boutwell’s response that relief from panics had never been attained even in England “without the personal intervention of men possessing power.”  Furthermore, deflation ought to be avoided because “we have no right morally” to alter debtor-creditor relations.  His use of the greenback “reserve” was

… in its effect … substantially what is done by the government of Great Britain through the Bank of England.  The Secretary furnished temporary relief … by adding to the circulation of the country, diminishing its value … and changing the relations of debtor and creditor…. Clothed with authority by law, … the Secretary of the Treasury could not sit silent and inactive while ruin was blasting the prospects of many and creating the most serious apprehensions in all parts of the country.  It was a great responsibility; but it is a responsibility which must be taken by men who are clothed with the authority …


Congress was unwilling to interfere with the secretary, and Sherman chided his colleagues for their lip-service to resumption while promoting devious increases in money and allowing the premium on gold to continue.
  It had fallen from 100 percent at the end of the war to 11 percent in October 1870, but remained near that level the next six years.  However, Sherman did not push a more rigorous policy until after the 1874 elections in which the Democrats won control of the House of Representatives and gained several seats in the Senate.  The Republican majority of the lame-duck Congress decided that their loss had been caused by the Democrats’ exploitation of frictions between the hard- and soft-money wings of the GOP, and in the interests of party unity, looking toward the 1876 presidential election, they adopted a compromise resumption plan worked out by Sherman.  Three parts are particularly noteworthy: First, the limit on national bank notes was removed.  Nationally chartered banks were permitted to issue currency backed by government bonds, but the total issue had been limited to $300,000,000, one-half to the states and territories according to population and one-half “apportioned by the Secretary of the Treasury … having due regard to existing banking capital, resources, and business.”
  Southern and western regions believed that they had not received their fair shares, and the removal of the limit appealed to them and other soft-money groups.  As an offsetting appeal to conservatives, it was made “the duty of the Secretary of the Treasury” to redeem greenbacks at the rate of eighty percent of the notes issued by new national banks or of increases in the notes of existing national banks, with the proviso that greenbacks, which had risen to $382,000,000, would not be reduced below $300,000,000.  Finally, “on and after January 1, 1879, the Secretary of the Treasury shall redeem, in coin, the United States legal-tender notes then outstanding, on their presentation for redemption, at the office of the assistant treasurer of the United States in the city of New York, in sums of not less than fifty dollars.”


Passage of the Resumption Act in January 1875 was received with a mixture of skepticism and indifference.  Financial writers were unclear whether the Act was inflationary or deflationary, and thought its purposes were purely political. (Unger, 1962, pp. 260-62)  A date had been set for resumption, but they saw nothing in the act to bring it about.  It was a mere wish, a futile gesture that did nothing but create four more years of uncertainty.
  The dedicated resumptionist Senator Carl Schurz of Missouri asked whether some of the notes redeemed by the Treasury would be reissued, as in the past.  Sherman answered that he would leave the interpretation of “redeem” to future Congresses, when greenbacks were down to the target of $300,000,000.  “The case that is put … may never arise…. But if there is any doubt upon that question, I leave every Senator to construe the law for himself; and if there is a doubt about it, I say it is not wise as practical men dealing with practical affairs, seeking to accomplish a result, to introduce into this bill a controversy which will prevent that unity that is necessary to carry out the good that is contained in this bill.”
  The hard-money Democratic Senator Allen Thurman of Ohio complained that “it is very difficult to find what is in [the bill].  We know that there is a great deal of omission but the least possible amount of commission that ever I have seen in a great public measure.”
  


Anti-resumptionists were unable to get a repeal through the Senate, and never approached the two-thirds majority needed to override the inevitable presidential veto.  So the lame-duck measure remained on the books until, to the surprise of nearly everyone, it was implemented as written.  It turned out to be more restrictive than had been thought, especially in the hands of Sherman, who became Rutherford B. Hayes’s Secretary of the Treasury (1877-81) to apply the law that he had written.  Although the $80 reduction in greenbacks for every $100 increase in national bank notes sounded mildly inflationary, it forced a significant contraction because the greenbacks were high-powered money – fractional reserves upon which an inverted pyramid of deposits rested.  Furthermore, Sherman did not reissue greenbacks; when he redeemed them they stayed redeemed.


In fact the gold premium began to fall before Sherman took office.  From 11 percent in October 1876, it dropped to 7 percent at the end of the year, to 3 percent at the end of 1877, and finally to par on December 17, 1878.  The rise in the dollar was not associated with any political event.  The financial markets were no more impressed than the politicians by the Resumption Act, and the movement in late 1876 cannot be attributed to the outcome of the Hayes-Tilden election, which was not settled until March 1877.  Nor is it likely that confidence in the dollar was increased by Sherman’s accession to the Treasury – for his “record on finance was spotty…. To contractionist die-hards he seemed ‘a trickster by birth, and habit,’ who had ‘been on all sides of the financial question.’”
  The disappearance of the premium went hand-in-hand with the decline in money.


Of the resumptions that ended the four longest suspensions in Britain (1813-21 and 1918-25) and the United States (1817-20 and 1865-79) before the 1930s, the last was least painful.  The obvious explanation – that it was also the slowest – has a good deal of merit.  For most of the period, nature was allowed to take its course.  Congress and the Treasury waited for the economy, as Sherman recommended, to grow into the money stock.  History – particularly the National Bureau of Economic Research in Mitchell’s Business Cycles and Thorp’s Annals -- has labeled 1873-79 a depression.  But that was partially in accordance with the traditional association of deflation and depression in the minds of economic statisticians.
  As noted above, annual aggregate output fell only in 1874 and its average growth exceeded 4 percent.  But the question remains: why did resumption take so long?  The answer seems to be that a large cross-section of the electorate – acting through Congress -- was involved in the decision, and that while feelings often ran high, the important groups were characterized by moderation.  Nearly all wanted resumption sometime, like the British businessmen and economists of the 1920s, but not at the price of present pain.  No one with the self-assurance and influence of a David Ricardo or a Montagu Norman was at hand to make the public take its medicine.  Sherman and the country were fortunate in the large positive international trade balance that coincided with the Resumption Act.
  But his history strongly suggests that Sherman would not have forced resumption against an unfavorable tide.  His own political career did not permit it.  Ohio was a swing state, between East and West, the geographical center of the nation’s population for most of the last half of the 19th century, and its politicians did not have the luxury of settling into an eastern hard-money or western easy-money position.  Sherman was a part-time farmer, and his comment to his constituents that he had come home "to fix his fences" is reputedly the origin of the phrase. 


Furthermore – and this may be the most important reason – there was no third party at hand whom the politicians could assign to administer the medicine.  This was the era of what the young Woodrow Wilson called Congressional Government.
  “The checks and balances which once obtained,” he wrote, “are no longer effective.”  The federal courts were under the appointive power of Congress and the Supreme Court had declared its reluctance “to interfere with the political discretion of either Congress or the President.”  The President’s cabinet had been made “humble servants” of Congress.  In line with its British heritage, Congress in the course of exercising its power of the purse expected the Secretary of the Treasury, at least, to be its agent. We have seen Sherman's expression of this view.  Two decades later, while speaking for a resolution that prescribed the Treasury’s cash management in considerable detail, Democratic Senator James Beck of Kentucky reminded his colleagues that whereas the laws creating the other Executive Departments enjoined their secretaries to advise and act under the direction of the president, the Secretary of the Treasury was required “to make report and give information to either branch of the Legislature … and generally to perform all such services relative to the finances as he shall be directed to perform…. We with the Secretary of the Treasury manage the purse; the President and the other Secretaries control the sword.”
    The Congress of the 1870s exercised its constitutional authority over the currency directly.  It had not delegated that authority to an agency independent of congressional appropriations.  There was no central bank.  In the previous American resumption a strong secretary had been able to use the second Bank.  But between 1865 and 1879 the legislators were directly accountable for the currency.  These are the reasons – the political costs of imposing pain -- that are usually given for divorcing the politicians from monetary policy.  But a single-minded devotion to the monetary theory of the day carries costs of its own. 

IV. The Federal Reserve and the Great Depression


The Federal Reserve Board was the primary agency of the government in matters of banking and currency…. I concluded it was indeed a weak reed for a nation to lean on in time of trouble.

Herbert Hoover, Memoirs, ii, pp. 210, 212.

A. The Federal Reserve System 
The avowed purpose. In National Bank Acts passed during the Civil War Congress drove state bank notes from circulation by a punitive 10-percent per annum tax and provided for a "uniform national currency" issued by a system of nationally chartered banks and backed by U.S. bonds.  This system received a large share of the blame for the frequent severe crises that struck the financial system.  Reformers sought an “elastic” money supply, one not restrained by the high and rigid cash reserve requirements of national banks or the U.S. bond collateralization of the currency.  Carter Glass introduced the Federal Reserve bill to the House of Representatives in September 1913 with a reference to the “intense dissatisfaction with the prevailing national banking and currency system …”


Financial textbook writers of Europe have characterized our American system as “barbarous,” and eminent bankers of this country who, from time to time, have appeared before the Banking and Currency Committee of the House have not hesitated to confess that this bitter criticism is merited…. Five times within the last 30 years financial catastrophe has overtaken the country under this system; … The System literally has no reserve force.  The currency based upon the Nation’s debt is absolutely unresponsive to the Nation’s business needs.  The lack of cooperation and coordination among the more than 7,300 national banks produces a curtailment of facilities at all periods of exceptional demand for credit. (CR, 63d Cong., 1st, sess., p. 4642-51; Krooss, iii, p. 2343-46)


Glass proposed a system of quasi-public banks to keep the nation’s reserve and extend credit as required on the basis of that reserve.  Nowhere in the vision of the Lynchburg, Virginia, newspaper proprietor was there a recognition of the money centers and their banks as intermediaries between the nation’s savers and investors, as central banks in the most fundamental sense of the term.


The whole fight of the great bankers is to drive us from our firm resolve to break down the artificial connection between the banking business of this country and the stock speculative operations at the money centers…. Under existing law we have permitted banks to pyramid credit upon credit and to call these credits reserves. It is a misnomer; they are not reserves.  And when financial troubles come and the country banks call for their money with which to pay their creditors they find it all involved in stock-gambling operations.  There is suspension of payment and the whole system breaks down under the strain, causing widespread confusion and almost inconceivable damage.


The avowed purpose of this bill is to cure this evil; to withdraw the reserve funds of the country from the congested money centers and to make them readily available for business uses in the various sections of the country to which they belong.


Very good for borrowers in net saving sections, but not so good for savers in those sections or for borrowers in other sections.  As a matter of fact, however, the bill (as proposed and enacted) did nothing to keep money at home.  The required reserves of national banks continued to be required, and therefore continued to be unavailable to fulfill the purpose of reserves – even less that the discretionary and usually available money market loans that Glass abhorred.  Their transfer from commercial bank vaults to Federal Reserve vaults did not change this.  Nor did the bill inhibit the flow of credit to its most profitable uses.  For good or bad, country banks continued to find the money centers convenient and profitable outlets for short-term investments, and by the same token, good sources of credit.  


The contributions of the Federal Reserve to the elasticity of money is open to question.  But it is ironic that the foremost service of Glass’s creation during the Great Depression of 1929-33 was as lender-of-last resort to the New York banks when their stock loans collapsed.

Establishment. Few would have predicted that a long-lived American central bank, with a charter of indefinite duration, would owe its establishment to a Democratic president, leader of the party traditionally most jealous of federal encroachments on the rights of individuals and states.  A central bank was far from inevitable in the early years of the century.  It is true that there was considerable support for such an institution and for monetary reform generally.  But that had always been the case, and the reformers had seemed no stronger than at any other time since Jackson’s veto of the second Bank.  A national bank did not even have the clear support of the Republican party in the early 1900s, unlike the Whigs in the 1830s and 1840s.  Main Street Republicans were almost as wary of Wall Street as their Democratic neighbors.  Republicans were divided and Democrats were opposed.  “Banking reform at the beginning of 1912 seemed a dead issue, of interest only to a few bankers and a seriously divided National Citizens’ League for Sound Banking.” (Kolko, 1963, p. 217)


With the benefit of hindsight, however, after witnessing the rise of government intervention in all aspects of the public interest and the leading part played by Woodrow Wilson, subsequent generations have treated the founding of the Federal Reserve as a natural consequence of the succession of post-Civil War panics, that finally spurred Congress to action.  There is something to be said for this view because the panic of 1907 set in motion events that heightened public awareness of currency problems and made the monetary system a logical object of attention for the reform administration coming to office in 1913.  


The panic of 1907, which saw call money rates above 100 percent, was accompanied by the usual palliatives, including clearinghouse loan certificates, increased Treasury bank deposits, and an emergency financial pool arranged by J.P. Morgan.
  But these measures were insufficient to prevent a restriction of payments in New York that spread throughout the country.  A difference between 1907 and previous crises was the rapid response of Congress.  Senate Finance Committee Chairman Nelson Aldrich proposed a plan for temporary currency expansions in emergencies, as well as, looking toward more fundamental solutions, a National Monetary Commission “to inquire into and report to Congress at the earliest date practicable what changes are necessary or desirable in the monetary system of the United States or in the laws relating to banking and currency ...”
  The Commission proposed a system of National Currency Associations that except for the composition of the central board and its authority over the branches and the voluntary participation of commercial banks in the new system was very similar to the Federal Reserve Act approved in December 1913.
  


Among the differences between the bills were the establishment of Aldrich's National Reserve Association as a single corporate body so that the central board had complete authority over the branches, including the determination of the uniform discount system.  The central board was to consist of two directors elected by the board of directors of each branch, one of the two a non-banker to “fairly represent the agricultural, commercial, industrial, and other interests of the district,” nine directors elected from the branches at large (votes weighted toward the big banks but not more than one director from any district), and seven ex officio members: the governor of the NRA and chairman of the board to be appointed by the president of the United States for a ten-year term from a list of three provided by the board of directors of the NRA, two deputy governors elected by the board for seven years, the secretaries of the Treasury, Agriculture, and Commerce and Labor, and the comptroller of the currency.


The Aldrich bill was unfortunate in its timing.  The Republicans had lost control of the House in the election of 1910, and would also lose the Senate and the Presidency in 1912.  Democrats associated Aldrich with the “money trust,” and had taken a stand against his bill in the 1912 campaign.  But the banking community continued to push for monetary reform and found an ally in Carter Glass of the House Banking and Currency Committee.  Glass’s cooperation was conditional, however.  He objected to the degree of centralization in the Aldrich bill, and imposed on the basic Aldrich plan an alternative organization of privately controlled independent regional banks.  His goal was to break Wall Street’s dominance by building rival concentrations of financial power.
  The president-elect was favorably disposed to Glass’s plan when it was explained to him in December 1912, but thought it needed a “capstone” – a central board – to control and coordinate the system.  Glass was privately aghast (Link, p. 212) at this backward step toward the centralization of the Aldrich plan.  But he accommodated Wilson with a Federal Reserve Board of six public members appointed by the president and three bankers chosen by the regional banks, although the bankers had to be dropped to placate the populist following of William Jennings Bryan.  His biographer Robert Link notes the weakness of Wilson’s resistance, apparently influenced by the argument of his confidant Louis Brandeis that “The power to issue currency should be vested exclusively in Government officials even when the currency is issued against commercial paper.  The American people will not be content to have the discretion necessarily involved vested in a Board composed wholly or in part of bankers; for their judgment may be biased by private interests or affiliation…. The conflict between the policies of the Administration and the desires of the financiers and of big business is an irreconcilable one.”
 However, the powers of the Board over the separate regional bank corporations were not clear.  They were vaguely “supervisory” in a manner that led to conflicts of authority.  Nor was there any concern for the production of knowledge.  It was not necessary in the Federal Reserve Act that the central board in charge of monetary policy be experienced in banking or the financial markets or that they should carry out their work in the proximity of those markets.  Problems of knowledge and information were dismissed.  It was enough to want to do "the right thing."  In fact, knowledge (experience) was a disqualification because it meant “bias” and “interest.”


The Federal Reserve Act had something for nearly everyone.  The burden of the nation’s reserve was shifted to a public organization that did not compete with privately owned banks, legal impediments to bank participation in international finance were lessened – Aldrich had seen his promise of a plan “to make the United States the financial center of the world” made good
 – and although national banks were compelled to join the Federal Reserve System, the pain of doing so was lessened by reductions in reserve requirements.  In fact membership was not compulsory because national banks could switch to state charters and opposition from state banks had been circumvented by allowing them voluntary  membership.  Finally, the populists and progressives were persuaded to accept the new bankers’ organization by subjecting it to government control and substituting government currency for bank notes. 

The opposition in Congress focused on the danger of political or big-bank control of the monetary system raised by the existence of a central board.  Although he had been less than thrilled with Wilson’s insistence on the “capstone,” Glass warmly defended it in the House:

… no semblance of acquisitiveness prompts [the Federal Reserve Board’s] operations; no banking interest is behind, and no financial interest can pervert or control it.  It is an altruistic institution, a part of the Government itself, representing the American people, with powers such as no man would dare misuse. 

Carter Glass, House of Representatives, 63d Cong., 1st sess, Sept. 10, 1913; Cong.Record, p. 4644.

Structural problems. The Federal Reserve began business under several disadvantages that were in the end fatal for the monetary system that it was supposed to cure.  Its founders differed significantly about the purposes of the institution they were creating.  It had been advanced initially as a support mechanism for clearinghouses during financial panics.  Republican Congressman Everis Hayes of California noted that if the objective was in fact an elastic currency, simple adjustments to existing clearinghouse arrangements would be sufficient.  “I believe that it would be safer to make efforts at the reform of our system more strictly along the lines of our own financial evolution than by borrowing from some foreign system.”
  But by the fall of 1913 Congress was being asked to consider a radical departure, “the most powerful banking institution in all the world,” with “the control and management of the banking and the credits of this country,” lamented Republican Frank Mondell of Wyoming.
  

The sources of the knowledge and incentives required of its managers to act intelligently in the public interest were also unclear.  Finally, the lines of authority in a fairly complex federal system were incompletely specified.  Mondell was one of those who wondered how the proposed powers would be exercised.  The framers of the bill “will, no doubt, wax heatedly vociferous and flamboyantly eloquent in their declarations … that the people, through their Government, alone have the right to control the issue of currency and supervise the business of banking.  The gentlemen may as well save themselves that kind of effort, for they will fool nobody whose opinion is worthwhile….”  Supervision “so far as is necessary for the benefit and protection of all the people” is generally accepted.  However, “The people pretty clearly understand nowadays that control through a Government bureau, by political appointees, is not synonymous with control by the people and for the people.  Neither do people of ordinary intelligence confuse regulation and management.  We regulate the railroads, we do not manage them.  We regulate the packing of meats, we do not appoint the men who run the business.”  Speaker Clark promised that presidents would “appoint men only of ability, character, and patriotism on the Federal reserve board, and then keep close watch on them to the end that all the people may be treated impartially and that our prosperity may increase.”  Mondell spoke for the minority and the 19th century when he pleaded for a self-regulating system within a legal framework of equal rights before the law.  The “Speaker unwittingly suggests the strongest argument against the proposed plan when he [takes] the view that it is wise or necessary to add to the present tremendous power of the presidential office a further ‘stupendous trust’ which he can only hope to properly fulfill by keeping a ‘close watch’ on his appointees.”


There was little consideration, not to say meeting of minds, about guidelines for Federal Reserve officials.  Few wanted bankers to run the system, and Democrat Finley Gray thought they should be specifically excluded on grounds of ignorance as well as conflict of interest.  Bankers “know no more about public currency than any other citizen of the country, he said.”

Banking is one thing and public currency is another thing.

Banking involves receiving deposits and extending credit for private profit.

Public currency embraces the control of the issue of money, its volume and distribution, to promote the general welfare.

Banks should have no more to do with the issue and control of public currency than an elevator company should have to control the supply and distribution of grain….

History shows that wherever general public duty comes in conflict with private selfish gain in the same person, selfish gain always prevails over public duty.

What we contend for is not that bankers are worse or less to be trusted than other men, but that they are not better nor more to be trusted in serving the public welfare as against their private interests than other men….

Bankers stand in a peculiar position and have a greater opportunity than other people to gain advantage by the control of public currency and should not, therefore, have the same right to advise respecting public currency that others have with only a common or public interest in the currency.

Government abuse of the system’s currency powers was also feared.  If neither bankers nor the Treasury were to be trusted with the currency, how were decisions to be made?.  Congressman Simeon Fess of Ohio argued that the bill was “faulty because it directly provides for partisan activity in the currency question.  Of all the questions that ought to be exempt from party bias, it is the money question – the banking question…. Whenever a considerable portion of the voters are convinced either by reason or the lack of it that the Government’s function is to issue notes, that portion will seek to be heard as often as the opportunity offers.”
  Congressman Callaway also had an idea of the interests that would tend to exercise such a concentration of “power in the Executive infinitely greater than was dreamed of by President Jackson.”  House majority leader Oscar Underwood had declared that the issue “resolved itself into faith in the President’s Board, the whole question being whether the board was angel or devil.”  The President controlled the Board, and the Board in combination with the banks controlled the currency.  But “Where,” Callaway asked, will the people come in?  We are told to ask no questions; have faith, simple faith…. Faith, faith, faith; faith in man, fallible man, swept by all the passions, prejudices, and ambitions, mental misgivings, shortsightedness, and misconceptions of man.”  The country had experienced discretionary government, and  “Who usually gets a hearing, the man on the ground or the trusting man?  Who has been favored in this Government, the principal business of which for the last fifty years has been granting favors to those who were sufficiently close, powerful, and persistent to get what they wanted?  Has it been the people with faith?  Is it faith or ‘eternal vigilance’ that insures us ‘life, liberty, and justice’?”  

The decisive victory of the bill – 54-34 in the Senate, with all the Democrats and two regular and three progressive Republicans voting yea, and 298-60 in the House, with all but two Democrats and forty-nine Republicans and Progressives in the majority – may be credited to the political skill of President Wilson.  It was his “crowning achievement,” the outstanding exercise of his considerable political skills in which he reconciled divergent interests and maintained “unrelenting pressure upon both houses of Congress until final victory was achieved.” (Link, 1956, p. 240)  But it could not have passed if there had not been a change in attitudes since Andrew Jackson’s time, and even since the narrow passage of the National Bank Act in 1863, toward the role of government in the economy.

However, the question of who was in charge was not settled.  The Board’s powers over the twelve district Federal Reserve Banks were not as complete as supposed by Callaway.  Changes in discount rates required Board approval, and it might temporarily suspend reserve requirements and require member banks to discount each others’ paper at rates fixed by the Board, but it was otherwise limited to the “general supervision” of the district Fed Banks and member commercial banks.  The district Banks could control the quantity of loans at existing discount rates and engage in open-market operations, and therefore, it would appear, determine aggregate money and credit.  Confusion between the Banks and the Board about lines of authority promoted animosity, inaction, and even on crucial occasions, paralysis.

 Even if the Federal Reserve Board was meant to possess real power over the currency, as President Wilson, at least, intended, Congress paid no more regard for the sources of knowledge necessary for intelligent action than for incentives.  Missouri congressman L.C. Dyer ridiculed the depiction of the Board as the “supreme court of American finance” by quoting from a report of the St. Louis Clearing House Association to the effect that whereas justices had been trained for a profession that was compatible with judgeships, the Board could not include any stockholder or officer of a bank
 – although at least two of the five presidential appointments were to be “experienced in banking and finance.”  These appointments were for ten years, a term expiring every two years.  The Board also included the secretary of the Treasury and the comptroller of the currency.  The policy disagreements between the Board and the Reserve Banks may be attributed to differences in their motives and knowledge arising from different backgrounds and environments.  One of these differences is the greater political sensitivity of the Board arising from its physical proximity to the president and Congress as well as to the considerable Washington experience of most of its members.  Another related difference has been one of knowledge of banking and the financial markets arising from experience and location.  Many Reserve Bank presidents have been bankers, and they all function in a bankers’ milieu, in daily contact with bankers and the financial markets.  Their greater reliance on market forces, particularly interest rates, compared with the frequent preference of the Board either for inaction or for quantitative controls, may be traced both to the experiences of the presidents with market forces and to their relative remoteness from political influences.

B. The Great Depression

What the Fed did …The New York Fed responded vigorously to the stock market crash of October 1929.  The Dow-Jones Industrial Average had tripled from 64 to 191 between August 1921and February 1928, and then doubled to its peak in early September 1929.  The bulk of stock purchases had been leveraged with loans from brokers and dealers, and the turn-around in prices led to the calling in of these loans and forced sales of the collateral.  The decline was slow at first, reaching 299 on Saturday, October 26.  Panic broke out on Monday, and in the greatest two-day crash in its history, the Dow plummeted to 261 at the market’s close on Monday and to 212 at its lowest point on Tuesday.  It could have been worse.  Friedman and Schwartz (1963, pp. 335, 339) write:


The situation was greatly eased … by the willingness of the New York banks to take over the loans.  In the first week after the crash, those banks increased their loans to brokers and dealers by $1 billion and the rest of their loans by $300 million…. Accordingly [they] had to and did acquire additional reserves, … partly by borrowing from the Federal Reserve Bank of New York, which in [Governor] Harrison’s words, kept its “discount window wide open and let it be known that member banks might borrow freely to establish the reserves required against the large increase in deposits resulting from the taking over of loans called by others.


After a 3 a.m. meeting with his directors, Harrison informed the Stock Exchange Clearing Committee before it met to announce the call loan rate Tuesday morning that the New York Fed was prepared to buy $100 million of government securities.  In the event it bought $132 million, exceeding the amount authorized by the Open Market Investment Committee.  Because of these “timely and effective” actions, according to Friedman and Schwartz, “there were no panic increases in money market rates such as those in past market crises, and no indirect effects on confidence in banks which might have arisen if there had been any sizable defaults on security loans.”  The market rallied to 230 by Tuesday’s close and to 274 on Thursday.  Harrison defended New York’s actions to the other Reserve Bank governors:

… it is not at all unlikely that had we not bought governments so freely, thus supplementing the reserves built up by large additional discounts, the stock exchange might have had to yield to the tremendous pressure brought to bear upon it to close on some one of those very bad days, the last part of October.


Some Board members were “indignant” at New York’s action and said the banks should have been forced to discount.  The others were “inclined to agree … but excused the New York bank on grounds that it was a critical emergency.”
  But they did not wish to go any further, and denied Harrison’s request for purchases of $200 million to reduce member bank indebtedness to the Fed.  
Open market purchases were limited to $25 million a week during November under authority from the Board given in September.  Harrison finally got the Board’s approval, by a four-to-three vote, for additional purchases in December, and bought $155 million that month. The effect on bank reserves was more than offset by a reduction in member bank borrowing from the Fed.  By the end of the year, Federal Reserve credit had fallen 10 percent from its high point at the end of October and was one-eighth less than at the end of 1928.  Its increase in the last quarter of the year was the smallest since 1926, which had also marked the beginning of an economic downturn.  However, no more open-market purchases were permitted until March.

The Index of Industrial Production had peaked in July, and after falling 4 percent the next three months dropped 10 percent during November and December.  But at the January 28 meeting of the Open Market Policy Conference, eight of the other eleven Reserve Bank Governors voted against Harrison’s policy of “affirmative ease” through open market purchases.  They thought loan liquidation should be allowed to proceed and that the Fed should not intervene to hasten the fall in money rates.  
The Board relented in March and narrowly gave its approval for security purchases up to $50 and a reduction in the New York Bank’s discount rate.  They were moved by Research Director Goldenweiser’s “very pessimistic” summary of business conditions which persuaded him that “the depression was much graver than he anticipated and [that] we ought to consider whether the System could not be helpful….”
  But this sentiment was neither general in the Federal Reserve System nor long-lived at the Board.  When the Open Market Policy Conference met on March 24, most of the Reserve Bank governors declared the open market purchases “unwise” and suggested that money rates had been eased too rapidly.  Towards the end of April, New York applied for a reduction of its discount rate to 3 percent not only to aid business and reverse the price fall but also to “revive” the bond market which Harrison said “historically” and “logically” preceded economic recovery.

In the midst of the greatest deflation in American history, the Federal Reserve Board, worried about inflationary speculation, unanimously refused Harrison’s request -- for three reasons:

1. There is no evidence of money not being available to business on reasonable terms, and no reason to believe that further reductions in rates will help to revive business;

2. Further ease in money would probably result in further increasing speculative activity. (New York bank loans to brokers are at the highest level on record.)

3. Gold movements: Gold is coming from the Orient and Brazil – not Europe.  (Harrison was concerned that high interest rates in the United States might drain gold from Europe.)

A few days later, the Board reversed itself and voted four to three to approve New York’s request to lower its discount rate – possibly because the Bank of England and the Bank of France had cut their rates to 3 percent.  Harrison continued to press the Board for open market purchases throughout the summer of 1930.  His efforts were in vain, and by September he had come around to the position of the Board and the majority of the Reserve Banks.  After a brief recovery in January, industrial production had fallen 13 percent between February and August, over half of that coming in the last two months.  But at the Open Market Policy Conference on September 25 Harrison voted with the nine-to-three majority for the status quo.  He shared the majority’s satisfaction with the current monetary ease.  Permission was sought only for the security purchases necessary to offset gold exports.


Some of the highlights of the Great Depression which are particularly relevant to the Federal Reserve are depicted in Figure 4.  Money, prices, and output fell between 25 and 35 percent between the ends of 1929 and 1932.  Money and output had recovered by the end of the decade, but after rising sharply in 1934 and 1935, the price level was fairly stable until the United States entered the war.  This reflected a high level of money demand (and therefore a low velocity of money) on the part of a public frightened of new enterprises.  The low interest rates throughout the decade also indicate the lack of interest in investment, which in 1939 was still almost 40 percent less than in 1929.
  The jump in interest rates at the end of 1931 was a response to the British departure from gold and fears of a liquidity crisis.  Of course the greatest symbol of the 
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Great Depression, not shown in the figure, was unemployment, which rose from 3 percent of the labor force in 1929 to 25 percent in 1933 and was still 17 percent in 1939.  The last piece of data to which I call the reader's attention, particularly significant for monetary policy, was the country's monetary gold stock, which in millions of dollars was 3,900, 4,012, and 17,643, at the ends of 1929, 1933, and 1939.  The Federal Reserve's fear of speculation and inflation throughout the period must be seen in light of these data -- falling and then stable prices, high unemployment, low inflation, and generous gold reserves.

Friedman and Schwartz blame the Fed's failures during the Great Depression to its lack of leadership.  They contrast the conviction and leadership qualities of the first head of the New York Fed, Benjamin Strong, and the more modest bureaucratic qualities of his successor.  After two years of admirably strenuous efforts against the alternately active opposition and inertia of the majority, Harrison "reverted to his natural character, that of an extremely competent lawyer and excellent administrator, who wanted to see all sides of an issue and placed great value in conciliating opposing points of view and achieving harmony." (1963, p. 414)  This underestimates the man and misjudges his purposes.  Harrison may or may not have been less persuasive than Strong, and he may or may not have been correct in his objectives.  But he fought the majority for a longer continuous period than Strong (with delicate health) had ever been able to muster, and in 1930, at least, did not rest until his objective had been secured -- namely, "to keep the member banks in the principal money markets of the country practically out of debt at the the Federal Reserve Banks, and to preserve a condition of credit ease in those markets."

The Fed was quiet after its immediate reaction to the October 1929 crash until after the inauguration of the new president in 1933 -- except for two short bursts.  The first followed Britain's suspension of convertibility in September 1931, and the jump in Bank Rate to 6 percent.  The Fed raised its own discount rate to slow the export of gold, and increased its credit by $800 million, more than offsetting the $500 million gold loss but not enough to offset the public's currency holdings.  Member bank reserves fell 13 percent, or $300 million.  The public did not seem worried about the gold standard, that is, about the solvency of the Treasury or the Federal Reserve.  There was no run on gold.  But they were mightily concerned about the solvency of banks – especially small rural banks.  Member banks lost 35 percent of their reserves between August and December 1931.  The smallest losses were for New York City at 13 percent and the largest were 47 percent for Country banks.  Two-thirds of these losses were replaced by discounts at the Fed, which continued to grow for the shrinking Country banks.  New York City banks, on the other hand, had recovered their reserves by May 1932 while repaying their debts to the Fed.  This is not to say that all was well in New York.  One-quarter of its forty-eight banks failed between mid-1931 and mid-1932, and assets and liabilities fell in the same proportion as the city’s excess reserves rose from 1 to 30 percent of total reserves.

Its actions at the end of 1931 were explained by the New York Reserve Bank in a paper prepared for the Open Market Policy Conference on November 30:

In the past three months the United States has gone through an extraordinary financial crisis in which were combined the largest gold export movement in the history of the country and a heavy domestic withdrawal of currency continuing a movement of almost a year’s duration.  These foreign and domestic drains upon bank reserves were met in the classic way by increases in discount rates combined with a policy of free lending.  This is the method of meeting such an emergency described by Walter Bagehot in his Lombard Street in the following terms:

“Whatever persons – one bank or many banks – in any country holding the banking reserve of that country, ought at the very beginning of an unfavorable foreign exchange at once to raise the rate of interest …”

High-sounding words, but the Fed’s response to the internal drain was half-hearted.  The following spring, Congressman James Strong suggested to Board chairman Eugene Meyer that “if we had commenced along in October or November and bought government securities, would we not have been apt to have checked those failures that happened in January and prevented the recession in bank credits?”  It was not as easy as that, Meyer replied:

There were so many other complications, Mr. Strong; … Within a few weeks after September 21, $750,000,000 was withdrawn by foreign countries from their balances here and taken in the form of gold.  No country in the history of the world has ever been able to stand that kind of drain of gold.  It is true that during that period we also imported some gold; but in view of the large drafts on this country by foreigners, chiefly due to repatriation of foreign central bank reserves and, I believe, even some remittances by Americans out of the country from fright, purchase of securities by the reserve banks at that time were impracticable.  We could not undertake anything of that character in October without increasing the loss of gold…. You will remember at that time we had to raise the discount rate from 1½ to 2½ and 3½ percent.  Purchases at that time would not have had a stabilizing effect.  They would have tended to neutralize the effect of the advances in the discount rate, which was an important intrinsic and also an important psychological factor at that time. 


The occasion of this exchange was a renewal of the efforts of some members of the House Banking and Currency Committee to commit the Federal Reserve to the goal of price stabilization.
  A new bill to that effect had been submitted by Alan Goldsborough of Maryland, who chaired hearings on the bill in March and April 1932.  Congressman Strong, who had submitted a similar bill in 1926, pressed his case to Meyer:

You know I have a great deal of confidence in your judgment …; but I do think, in the operation and use of these powers of the Federal reserve system, … we should give them a measure to follow.  For instance, I think … we should direct them to use their powers toward stabilization of the purchasing power of money ….


Now, as to how long they should proceed, and when they should stop, will be a matter of judgment, which I am willing to trust you on; but it does seem to me that there ought to be some measure of value that they should be directed to follow.


Now I want to ask you this question: The Reconstruction Finance Corporation and the Glass-Steagall bill have for their purposes the enlargement of the credit structure so as to bring more credit into use, and in a manner an inflation, or what probably you might term a reflation of the deflation; is that not as practical a thing as if we directed you to use the powers to stabilize the purchasing power of money? …

Meyer would not be pinned down, and alluded to the uncertain effects of any particular course of action.  Strong then connected reports of an end of the fall in bank credit to the Fed’s new policy of open-market purchases.  “If … you keep on buying $25,000,000 a week, a turn will probably come, will it not?”  Meyer resisted the implied cause and effect, and raised various difficulties, finally saying: “I do not think we can do anything more than we are doing. …” 

The other period of Fed activity was prodded by the president and the first session of the 72nd Congress, which replaced the 71st Congress that had been part of the 1928 landslide sweeping Republican majorities of 267-167 and 56-39 into the House and Senate.  In the election of 1930 the Republicans lost the House 214-220 and retained the Senate only by 48-47.  Former Republican George Norris of Nebraska was now an Independent, and many nominal Republicans as well as Democrats felt free to follow their own consciences. 

The president had not called a special session – although he had met congressional leaders in October -- but when Congress met in December 1931 he announced that “the time is ripe for forward action to expedite our recovery,” and submitted an eighteen-point legislative program.  The necessity of a balanced federal budget always took first place in Hoover’s plans – as it did it in Franklin Roosevelt’s 1932 presidential campaign.  But most of his program aimed to increase the availability of credit to the private sector.  Since we will be interested in the consistency of what he considered the three essential conditions of recovery – a balanced budget, the maintenance of the gold standard, and increasing credit – the highlights of his program as described in his Memoirs (ii, pp. 97-100) are listed below:

1. Since tax receipts had fallen by more than one-half and “the stability of the American government was the first necessity in the world, I proposed to balance the budget by drastic decreases and postponements of ordinary expenditures, and increased taxation.”

2. A Reconstruction Finance Corporation was proposed with authority to borrow up to $3 billion from the Treasury or private sources for the purpose of lending to farm credit and mortgage agencies and for industrial investment.  (Points 9-12 proposed government loans to Federal Land Banks, the continuation of the Federal Farm Board for the stabilization of agricultural prices, a system of Home Loan Discount Banks to protect home mortgages, and RFC loans and other funding for relief and public works.)

3.  Eligibility requirements for Federal Reserve discounting would be liberalized during the emergency. Fed officials had said that their discounting was hindered by the shortage of “eligible” paper, that is, short-term loans for commercial (real) transactions.  The Glass-Steagall Act (see below) empowered the Fed, “Until March 3, 1933, and in exceptional and exigent circumstances,” to lend to member banks on “promissory notes secured to the satisfaction of” the Reserve Bank concerned. 

4. Government bonds would be made “temporarily eligible for part coverage of the currency, so as to compensate for our fluctuating gold supply and to prevent our being forced off the gold standard.”

5. The Federal Reserve would be authorized “to expand credit further by open market operations and lowered discount rates so as to counteract the credit stringencies caused by foreign withdrawals.  While we knew that Reserve action had been futile in stopping booms, we hoped it might have some effect by expanding credit in depression.”


There was no love lost between the president and Congress.
   But Hoover got most of his program, in particular the parts dealing with monetary policy.  A meeting with congressional leaders and Harrison and Meyer of the Federal Reserve led to the passage of points 3 and 4 in February 1932.  The Glass-Steagall Act might have become as memorable as the government’s letter of 1847 to the Bank of England suspending its reserve requirement if the Fed had acted on it with enthusiasm.  The Act relaxed the Fed’s reserve constraint, but it failed to produce a change in policy.  Significant open market purchases did not begin until April, six weeks after the passage of the Act, and were accompanied by a decline in Fed discounting.  

Harrison told the executive committee of his directors on April 4 that apparently “the only way to forestall some sort of radical financial legislation by Congress is to go further and faster with our own program.”  When Harrison reported to a full meeting of his directors on April 7 that the executive committee of the Open Market Policy Conference was deeply divided about the wisdom of accelerating the purchase program, and had voted to continue the existing program [of $25 million a week], one of the directors asked “if a more vigorous program on the part of the Federal Reserve System would not be helpful in defeating the Thomas bonus bill [to be financed by fiat money] and other similar legislation.  Governor Harrison said that Senator Thomas had indicated to him that he might be satisfied not to press for congressional action if the System would proceed more vigorously.”  The Bank directors accordingly voted to have the Bank, subject to the approval of the Board, buy for its own account up to $50 million of government securities, outside the System account and before the meeting of the Conference, which was set for April 12.

Friedman and Schwartz, A Monetary History …, pp. 384-85, from Harrison’s Notes.


Governor Meyer reminded the Conference that the Senate had before it a resolution asking the Federal Reserve Board to state its program.  Pressure also came from the administration.  Treasury Secretary Ogden Mills had complained: “For a great central banking system to stand by with a 70% gold reserve without taking active steps in such a situation was almost inconceivable and almost unforgivable.”
  The Fed increased its holdings of government securities from (in millions) $885 on April 6 to $1,801 on June 29, an average increase of $76 a week.
  They then rose about $8 a week until reaching $1,851 on August 10, where they remained until the end of the year.  Congress had adjourned July 16, and the lame-duck session that convened in December was powerless.


… and why. The Fed’s timidity between 1929 and 1933 has been blamed on the loss of Governor Benjamin Strong of the New York Reserve Bank.  Irving Fisher testified to Congress in 1935 and Friedman and Schwartz wrote in 1963 that Strong had vigorously pursued price stability by neutralizing gold flows, and they pointed to New York’s aggressive open-market purchases during the recessions of 1924 and 1927.
  Strong’s death in 1928 removed at once the intellectual architect and the driving personality behind the forceful pursuit of economic stability in the 1920s.  He was deemed irreplaceable in either capacity.  

Wicker (1966, 1969) and Brunner and Meltzer (1968) contend that this view of Strong and of Fed policy in the 1920s is too simple.  Price and economic stability were desired, but policy was also influenced by other factors.  Strong shared the common opinion that some liquidation following a boom was beneficial.  And there is nothing in his statements or actions to suggest that he would have defended the gold standard any less staunchly than his successors.  The general outline of the Fed’s actions in the Great Depression is not dissimilar from that of the 1920s.  It continued to neutralize gold flows through open market operations and took the price level into account.  That its actions were not sufficient to offset the tremendous internal drain is evident.  But this suggests continuity of policy, albeit unfortunate, instead of its opposite.  The “period between  1922 and 1933,” Wicker writes, “reveals a record of fundamental consistency and harmony with no sharp breaks in either the logic or interpretation of monetary policy.”
  That consistency is found in what Wicker calls the “Strong rule” expressed at a Governors’ Conference in 1926: 

As a guide to the timing and extent of any purchases which might appear desirable, one of the best guides would be the amount of borrowing by member banks in principal centers, and particularly in New York and Chicago.  Our experience has shown that when New York City banks are borrowing in the neighborhood of $100 million or more, there is then some real pressure for reducing loans, and money rates tend to be markedly higher than the discount rate.  On the other hand, when borrowings of these banks are negligible, as in 1924, the money situation tends to be less elastic and if gold imports take place, there is liable to be some credit inflation…. In the event of business liquidation now appearing it would seem advisable to keep the New York City banks out of debt beyond something in the neighborhood of $50 million.  It would probably be well if some similar rule could be applied to the Chicago banks, although the amount would, of course, be smaller and the difficulties greater because of the influence of the New York market.


The Strong rule was applied in 1924, 1927, and as we have seen, 1930.  It is difficult to see how Harrison could have been more faithful to Strong’s legacy than in his efforts in the latter year.  The Fed came to the assistance of the money markets in the wake of the crash, and when that assistance was no longer required, that is, when the New York and Chicago banks were out of debt to the Fed, it was ended.  Of the other occasions of the Fed’s arousal, late 1931 was a traditional response to an external gold drain and the spring of 1932 was under political duress.  

That the Federal Reserve was not unaware of the wider economy is clear from the Board’s 1923 Annual Report and Governor Strong’s discussions of price levels.  But continuity in policy is to be found in money market conditions – in what the decision-makers saw and felt, in their direct experiences.  They were in behavior, if not quite their words, like the Bank of England directors a century before.  Fed officials did not go as far as the Bank directors in denying the macroeconomic influence of their actions.  But when they – Strong not excepted – were pressed to take responsibility for that influence, they found so many other effects, outside their control, that their own powers seemed almost insignificant.   Not so with money market conditions.  In April 1932, Congressman Thomas Jefferson Busby of Mississippi urged the Fed “to cooperate with Congress, and launch out and shake off some of its fears about what might happen” if it tried to stop the deflation.

Mr. Busby -- I do not know whether you know it or not, but about one-fourth of the homes in my state have been sold for taxes during the present month…. Sixty thousand homes, 7,000,000 acres of land, one-fourth of all the property, because the people can not pay taxes; and when people get in that kind of condition, they can not … listen to fine-spun theories of fears that might arise in the event you took some step forward.

Gov. Harrison -- Of course, you know Mr. Congressman, that up until the end of February we did not have capacity to do what you wanted us to do.  Now, then, if you have any criticism of us, I think it is only since the 1st of March –

Mr. Goldsborough (of Maryland, Chmn. of the Committee) -- I do not think that is hardly fair, Governor, for this reason: That the Federal Reserve Board were urged to help Congress pass such legislation long before last February.


Perhaps some further legislation was needed? 


Mr. Harrison.  I do not think there is any necessity for further legislation at the present time, if we could assume that the provisions of the Glass-Steagall bill are permanent, rather than limited to one year.  That is unavoidably a restraining influence, certainly, on some of the managers of the system – 


Mr. Busby. If you drive right up to the time when you need it, when you need any extension, Congress will be in session next year …


The congressman said that, considering the large gold reserve, "I can not understand … the Federal Reserve Board taking such hesitant uncertain or undeclared attitudes toward tackling the economic depression with which we are overwhelmed."


Mr. Harrison: But you have got to remember one other thing, Mr. Congressman.  There is always difficulty about the mechanics and the speed with which we operate.  First of all, it is not always easy, over a certain number of days, to buy as many Government securities as you might want.  They are most popular investments and they are sometimes hard to get, and without completely disorganizing the market you sometimes can not purchase them as rapidly as you want them.


There is another reason why you may not be able to go as fast as you might like to go, and that is this: That you run the risk, if you go too fast, of flooding the market or the banks with excess reserves faster than they can use them, or faster than is wise for them to use them.  The proper and orderly operation of the open market, I think, is to create a volume of excess reserves gradually, gradually increasing them, and keeping it up constantly, and not have periods when you have got excess reserves one week and none another week.

The banking crises of 1930-31 and 1933 provide no exception to the Fed’s focus on the central money markets.  We save the 1933 collapse for last.  The first three were identified by Friedman and Schwartz as occurring in late 1930, mid-1931, and following Britain’s departure from gold in September 1931.  The first crisis in particular, they contended, turned a mild recession into a severe depression as “a contagion of fear” swept the country.  They believed that “under the pre-Federal Reserve banking system, the final months of 1930 would probably have seen a restriction, of the kind that occurred in 1907, of convertibility of deposits into currency.  By cutting the vicious circle set in train by the search for liquidity, restriction would almost certainly have prevented the subsequent waves of bank failures that were destined to come in 1931, 1932, and 1933.” (p. 311)  They found the Fed’s neglect of these crises culpable because correct, “lender-of-last resort,” actions simply called for “the policies outlined by the System itself in the 1920s, or for that matter by Bagehot in 1873.” (p. 407)

Elmus Wicker’s recent study of the timing and geographical incidence of these failures in  The Banking Panics of the Great Depression raises a problem with Friedman and Schwartz’s analysis; namely that the crises of the 1930s were not primarily – the first two not at all – liquidity crises, and were unrelated to the money markets.  We have seen how readily the New York Fed supplied funds to the money market in October 1929 and September 1931.  But the banking crises to which Friedman and Schwartz refer were problems of solvency, not liquidity.  Banks in the interior – primarily small rural banks -- failed because their borrowers failed.  The prices of farm products fell 17, 27, and 25 percent in 1930, 1931, and 1932.  It is misleading to pick out specific periods as special “crises.”  The problem was on-going.  Although the rate of failures was not unchanging, the three crises of 1930-31 accounted for just forty percent (about 2,100 of 5,100) of failures during 1930-32.
  Furthermore, failures were geographically concentrated.  None became national in scope or exerted significant pressure on, not to say panic, in the New York money market. 

The 1933 Bank Holiday was a special case.  Although the failure rate was still high, it was declining and there was reason to hope for stability when the Governor of Michigan declared a bank holiday on February 14.  Banks in nearby states suffered heavy withdrawals, they were protected by bank holidays, and by the time Roosevelt was inaugurated on March 4, banks had been closed or withdrawals restricted in all forty-eight states.
  However, as Wicker (p. 132) reports, 

… there is no evidence of a credit squeeze in the New York money market during the 1933 crisis.  New York City banks were flush with liquidity and were reluctant converts to a bank moratorium.  Large Chicago banks were equally loath to request a moratorium.  That is not to say that there were not considerable strains placed on the Chicago banks…. There were runs on outlying banks and huge withdrawals [from] Loop banks in anticipation of a moratorium.  Credit nevertheless was available in the New York and Chicago money markets throughout the crisis at reasonable rates.

Short-term interest rates, which had hovered around one percent since the previous summer, jumped to three and four percent, but these were hardly panic rates.  “Governor Harrison and the New York Fed deserve credit for having exercised initiative in preventing a panic in the New York money market by supplying needed reserves through the bill market when security purchases were not feasible …”

Why didn’t somebody do something? The inactivity of the Federal Reserve in the face of the catastrophic deflation of 1930-33 may be traced to the structure and incentives of the organization as it was created in 1913.  The agency to which Congress had delivered its responsibility for monetary matters was true to its own interests and perception of events.  The New York Fed was sensitive to its immediate surroundings – the central money market – and so was the Board, to political pressures, and it had felt no urgency to act after the pressure to support government bonds was relaxed in 1921.

The question remains why other branches of government did not intervene.  The 71st and 72nd Congresses (1929-33) were probably no more divided on monetary matters than the 43rd (1873-75) and 53rd (1893-95).  But both 19th-century bodies adopted firm monetary measures, the former by committing to a date for resumption and the latter by reversing its Democratic predilections when earlier silver legislation threatened the monetary standard.  These were sound-money actions.  On the other hand, the Republican 39th and 40th Congresses, which favored sound money in principle, yielded, as we saw, to “the great hosts” of debtors and creditors “outside of banking and financial centers,” to slow and then stop Secretary McCulloch’s too vigorous application of its earlier Contraction Act.  How much different from 1932, when the dangers of “disorganizing the [bond] market” prevented the Federal Reserve’s relief of Congressman Busby’s desperate constituents.  

A substantial minority, especially in the House, sought action.  More than fifty bills to increase money and prices were introduced in the 72nd Congress, and although none became law their defeats became narrower with time and deflation.  A modified version of the Goldsborough bill passed the House 289 to 60 but was watered down in the Senate to an ineffectual resolution.
  Senator Carter Glass, a founder then defender of the Federal Reserve System to whom many of his colleagues deferred on monetary matters, was a powerful force, even in the minority party, against reform.  He went along with the president’s initiative taken at the end of 1931 to relax some of the credit restrictions in the Federal Reserve Act only reluctantly after Hoover brought in Fed Chairman Meyer.
  In the scales of decision between sound and easy money, a significant weight in the form of the Federal Reserve Act had been placed on the side of the former.

From a detached intellectual viewpoint, this outcome was not inevitable.  The Federal Reserve had been assigned macroeconomic objectives.  The gold standard was not in danger in 1913, and the Federal Reserve Act would not have been passed if it had been seen merely as a fount of liquidity for New York banks.  The Fed expressly accepted its macro-responsibilities in the 1920s, particularly in the Board’s 1923 Annual Report and in statements by Benjamin Strong.  Furthermore, the operation of the 19th-century gold standard did not imply the sacrifice of prosperity to convertibility.  Herbert Hoover knew this in his bones.  His attempts to promote credit expansion by the Fed or, failing that, through new agencies, while preaching sound money, a balanced budget, and commitment to the gold standard, was in the classical tradition.  We cannot know for sure what he would have done when the crunch came, but his statements and actions, like the British government’s in 1847, did not preclude – almost invited -- suspension if required by economic well-being and the electorate.  

Hoover’s ineffectiveness has been attributed to his strained relations with Congress, even the heavily Republican Congress elected in 1928.  He had long supported increasing government intervention in the economy – which he liked to call cooperation -- while simultaneously preaching an undefined “individualism.”
  A substantial part of the New Deal was the implementation of earlier proposals by Hoover.  And he was not averse to interfering with the Federal Reserve.  From 1925, as Secretary of Commerce he had “urged his ‘S’ Street neighbor, Board member Adolph Miller, … to restrict credit sufficiently to deter speculation.” (Burner, 1979, p. 245).  He made similar statements in public and furnished information to congressional critics of the Fed’s inaction.  In August 1927 he complained of credit inflation to Daniel Crissinger and George James of the Board.  They “argued against my ‘parochial view’ of world affairs but assured me they would not let the situation get out of hand.”  Secretary Hoover turned to the president.

I urged President Coolidge, as I had done eighteen months before, to send for Crissinger and express alarm at the situation.  Mr. Coolidge, a strict legalist, again insisted that the Reserve Board had been created by the Congress entirely independent of the Executive and that he could not interfere.  The Secretary of the Treasury, Mr. Mellon, also declined and seemed to think my anxiety was alarmist and my interference unwarranted. (Memoirs, p. 11)


Although a highly successful businessman and famously effective administrator of international relief, Hoover showed little political acumen.  He was uncomfortable with the give-and-take required to get things through a Congress that had minds of its own.  He was also, especially during the narrowly divided 72nd Congress, destructively partisan – a sentiment that was reciprocated – and saw in every Democratic monetary measure – from Goldsborough’s “rubber-dollar” to various “greenback” and “pork-barrel” measures – an attack on the gold standard that would have the effect of drying up credit by destroying confidence in the currency.  Nevertheless, it is difficult to escape the conclusion that if the Federal Reserve had not existed the president and Congress would have felt a greater urgency to take charge of monetary affairs.


In conclusion, from the viewpoint of the sensory knowledge of one’s experiences and environment which has been emphasized  in our history, the Fed’s behavior was inevitable.  Reading history does not mean knowing it, which probably requires living it.  The Federal Reserve was a different institution from the 19th-century Bank of England in two very important ways.  First, the Bank was a private organization, with possible conflicts of interest, of which Parliament was always suspicious and over which it stood ready to assert its authority.  The monetary standard was always the responsibility of Parliament.  In the United States, monetary oversight became the responsibility of an official agency with some of the trappings of independence – such as long-tenure of office – normally associated with the judiciary.  This brings us to the other difference between the Fed and the 19th-century Bank -- the former’s insulation from the private sector.  The Bank of England was a commercial bank whose survival and profit depended on the survival and profit of its customers.  That was not true of the Fed.  The fall in its earnings as a result of its reduced discounts and security purchases posed no immediate threat to the incomes or job security of Fed decision-makers.  The independence of money from politics may be a necessary for sound money, but the founders of the Fed ignored the other part of the Hamilton-Thornton prescription for a central bank – the dependence of a private commercial bank on the prosperity of its customers.

Similar results, for similar reasons although arrived at by a different route, were seen in Britain.  The Bank of England after 1914 was also a very different institution from the 19th-century Bank.  Under the pressure of war, the Bank became almost exclusively the agent of government.  The government had always been an important customer, but governors began to serve at the pleasure of the government instead of the stockholders.  When in 1917 Chancellor of the Exchequer Bonar Law became impatient with Governor Walter Cunliffe’s insistence on the Bank’s prerogatives in financial matters, he let it be known that either he or Cunliffe would have to go unless the latter acknowledged that “the views of the British Government as represented by me must be carried out.”
  Cunliffe yielded, but departed in short order, and after Sir Brian Cockayne served as governor from 1918 to 1920, Montagu Norman held the office from 1920 to 1944 – a great change from the nearly universal practice of two-year governors since 1694.   Deputy-governors also began to serve long terms, and even the traditionally limited turnover among the directors had been ended at the turn of the century.  The Bank grew almost as far as the Federal Reserve from the concerns of business.  There had always been a disinclination by the government to let the Bank fail, but any ambiguity regarding that position was ended by the war.  It was unthinkable that the position of the official monetary authority be altered except by Parliament.  Finally -- and here is where the Bank grasped the power that had been given to the Fed -- through its prestige and single-minded purpose combined with divisions in government and among the public, the Bank was able to impose convertibility between 1925 and 1931 almost without regard to its economic effects – which Norman considered “greatly exaggerated and … much more psychological than real.”

V. Summary

The American resumption of 1820 was rapidly if unevenly enforced and largely managed by the Secretary of the Treasury through a weak Bank of the United States dependent on the secretary's forbearance in collecting claims on it.  The presence of the Bank was probably irrelevant to the postwar inflation and deflation, except that the lower political costs to the government by being able to act through the Bank enabled it to force resumption more quickly.  (Perhaps it ought to be noted that Secretary Crawford had strong presidential ambitions.)

A rule for the contemporary British resumption which represented the "triumph of science and truth over prejudice and error" was dictated by Parliament but managed by the Bank of England.
  There was much finger-pointing at the more severe than anticipated deflation, but the contradictions in Ricardo's rule and the Bank's failure to adjust for them may both be criticized.  On the other hand, optimism regarding the success of an attempt to impose a novel procedure on a traditional institution was hardly justified.  

Certainly the slowest and possibly the least painful of the four resumptions was the one managed by a contentious Congress that was deeply divided and sensitive to the electorate on many issues, including finance.  A comparison of this experience with the previous American resumption puts a new construction on "the era of good feeling."

The Federal Reserve was removed from motives of either profit or politics, as well as the information of the marketplace except in the central money markets.  Illinois congressman A.J. Sabath would not have had to ask the House, as he asked Board Chairman Eugene Meyer in 1931: "Does the Board maintain that there is no emergency existing at this time?"

The intellectual domination of the expert and virtually independent monetary authority across the Atlantic resembled the Federal Reserve's, and the political reaction was as complete.  The British and American Treasuries assumed control of monetary policy in the 1930s, and while the Fed regained a degree of monetary control in 1951, Bank Rate remained entirely the decision of the Chancellor of the Exchequer until 1998.

. . . . . . . . . .
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