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5. The Federal Reserve

An act to provide for the establishment of Federal reserve banks, to furnish an elastic currency, to afford means of rediscounting commercial paper, to establish a more effective supervision of banking in the United States, and for other purposes.
Preamble, Federal Reserve Act, Dec. 23, 1913.

Martin’s job as chairman of the Board of Governors of the Federal Reserve System, which he occupied longer than anyone else, April 1951 through January 1970, was much like his presidency of the New York Stock Exchange.
  A surface difference between the two was that in the earlier position he represented the regulated whereas in the latter he was a regulator.  Perhaps the chief similarity was his support of liberal values and free markets that were demonstrated, as we have seen, by his resistance to New Deal securities restrictions, and later in his promotion of an efficient and competitive monetary system as opposed to its manipulation for political purposes.  In both cases he resisted the presidency’s efforts to control the securities markets.  His ideology trumped his positions.  He wanted both the SEC and the Fed to stay out of the way of private market forces. 

The next chapter reviews Chairman Martin’s battles over monetary policies with Congress, presidents, and economists.  The present chapter develops the environment, especially the monetary ideas and institutions, within which those conflicts occurred.  The American monetary system has a chequered past, not least because of its fluctuating government involvement.  The new republic began with Europe’s gold and silver money, shifting completely to the gold standard at the end of the 19th century, terminating gold’s internal monetary use in 1933, and completely replacing gold by fiat money in the 1970s.

Article I, Section 8, of the U.S. Constitution provides that

The Congress shall have power to coin Money, regulate the Value thereof, and of foreign Coin, and fix the Standard of Weights and Measures.
Congress exercised its monetary powers through a variety of institutions and procedures.  In the beginning, the Bank of the United States (1791-1811), was one of several initiatives of the Federalists to promote economic development.
  Its 20-year charter was not renewed, a fate shared by the second Bank of the United States (1816-36).  Both fell before the Jeffersonians’ and Jacksonians’ dislike of banks and centralized government.

The banks of the United States were succeeded by the Independent Treasury (1846-1914) and Federal Reserve (1914-) systems.  The last was a radical departure from earlier institutions in the ambiguities of its dependence on private and political influences.  The Fed is a good deal removed from the discipline of either.  There was little in the Federal Reserve Act to guide the employment of its extraordinary powers to create and destroy money.  It was created “to furnish an elastic currency,” but its powers and responsibilities were not well-defined at the beginning, and have expanded and become more ambiguous over time.
When Martin came to the Fed, the Great Depression and Keynesian economics had occurred, and the Fed was expected by many, perhaps the majority, to promote employment, growth, and price stability, as well as to monetize government deficits.  The conservative Martin had a more limited view of the Fed’s job, which led to conflicts with presidents, supported by Keynesian economists, who wanted the central bank’s support of their ambitious goals.  This chapter sets the stage for Martin’s time at the Fed by reviewing the political and economic determinants of monetary policy before 1951.  
Of course we cannot consider money without taking account of commercial banks, which have been among the most unchanging of institutions, continuing to borrow in the form of checkable deposits, the largest part of money, and in the United States consisting of a great many small banks scattered throughout the country and a few large banks in the big cities.  The peak number of about 31,000, was reached in 1921, falling to 25,000 during the farm depression of the 1920s, and 14,000 at the end of the Great Depression of 1929-33.  The number was little changed until the mergers following the banking crisis of the 1980s.  


There were few bank failures during the half-century following the Great Depression because of farm prosperity and the conservative behavior of banks, which were heavily invested in government securities (their post-war portfolios did not return to pre-depression allocations until the 1960s) and did not become deeply involved in derivatives until the acceleration of inflation after that decade.
  Martin may have been lucky in the time of his chairmanship, when bank regulation did not demand a large share of the Fed’s attention.  He was not, unlike some of his successors, called on to bail out banks or the financial sector.  On the other hand, he may have been partly responsible for his good fortune through his work for price stability.
The Banks of the United States. 
Whereas it is conceived that the establishment of a bank for the United States...will be very conducive to the successful conducting of the national finances; will tend to give facility to the obtaining of loans, for the use of Government, ... and will be productive of considerable advantage to trade and industry in general: Therefore, be it enacted, etc. That a Bank of the United States shall be established.

Annals of Congress, Feb. 25, 1791.
The first Bank. The first Secretary of the Treasury, Alexander Hamilton (1789-95), advocated the federal government’s support of the new country’s industry, trade, and finance, including the establishment of a national bank.
  Congress narrowly voted a twenty-year charter for the bank, with a capital of ten million dollars, of which the U.S. Government might supply two millions.  The Bank’s notes were to be acceptable in payments to the United States, which was a significant addition to the stock of money. 
There were to be twenty-five directors, chosen for one-year terms by and from the stockholders, who would in turn choose the Bank’s president from among their number.  Only citizens of the United States were eligible to be directors, and not more than three-fourths “shall be eligible for the next succeeding year.”  The Bank “may sell any part of the public debt whereof its stock shall be composed, but shall not be at liberty to purchase any public debt whatsoever,” and may not lend more than one-hundred thousand dollars to the Government of the United States, more than fifty thousand dollars to any particular State, or to “any foreign prince or state unless previously authorized by a law of the United States.” 
These provisions were taken from the Bank of England, which was privately owned to limit abuses arising from government control, discouraged cliques by requiring management turnover, and limited the government’s use of the Bank to circumvent the legislature’s fiscal control.  These restrictions were weakly enforced.  Retiring directors tended to be reinstated as soon as they were eligible and the Bank, like banks everywhere, was unable to resist government pressures for finance, especially in wartime.  In fact, the Bank of England was founded in 1694 as part of a deal that included a loan to the government on favorable terms.  This problem was less severe in the early United States, which was not at war during the lives of the Banks of the United States, which coincided with the frugal administrations of Thomas Jefferson (1801-1809) and Andrew Jackson (1829-37).
Table 2 shows that the federal government was often in surplus the first half century, exceptions being the War of 1812 and the early years of the republic, when the largest outlay was interest on the debt inherited from the Confederation.  The rise in debt in 1803 was due to the Louisiana Purchase for $15,000,000, much of which was paid immediately from cash and surplus.  The Purchase took advantage of the excellent credit rating which Hamilton’s fiscal arrangements had earned for the country.  The budget’s components were variable and not easily explained by general principles.  Tariffs, military spending, and federal financing of internal improvements were controversial and partisan, affected by Henry Clay’s American system, the nullification movement in the South brought on by tariffs, and the fears of Jefferson and Gallatin that military preparedness was dangerous because its presence encouraged its use.  There were no substantial long-term commitments like modern (mandatory) entitlements.  Even the civil list, the financing of government, was changeable in the new and growing country.
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1Original 13 states and ME and VT, above and below the Mason-Dixon Line. 2KY, TN, LA, MO, MS, AL, AK, FL, TX, WV. 3Northwest Territory: OH, IN, IL, MI, WI. 4Others (all west of the Mississippi River). 5Senate proceedings not published. 6Vice-president broke tie vote against the Bank. 7FR charter for 20 years (FR Act, Sec. 4), extended indefinitely in 1927 by McFadden Banking Act, Sec. 18. Sources: Annals of Congress, Congressional Globe, Congressional Record. Dates of votes. 1791: H 2/8 S 2/14. 1811: H 1/24 S 2/20; 1816 H 3/14 S 4/13; 1832: H 7/3 S 6/11. 1841: H 8/6 S 7/28. 1913: H 9/18 S 12/19. 

The Banks of the United States were controversial.  John Marshall in his Life of George Washington observed that Hamilton’s economic plans, especially for a national bank, “made a deep impression” on the national debate over the nature of the new government, “and contributed, not inconsiderably, to … those distinct … parties, which, in their long and dubious conflict for power, have since shaken the United States to their centre.”

James Madison opposed the Bank in the House of Representatives because it “did not make so good a bargain for the public as was due to its interests.  The charter to the Bank of England had been granted only for eleven years, and was paid for by a loan to the Government on terms better than could be elsewhere got.  Every renewal of the charter had, in like manner, been purchased; in some instances at a very high price.”
  

Madison also doubted the Bank’s legality.  The Constitution of the United States was a limiting document in which “particular powers” were granted to the central government, “leaving the general mass in other hands.”  It did not mention banks, nor did Congress’ explicit financial powers under the Constitution (to lay and collect taxes, and borrow and coin money and regulate the value thereof) make a national bank “necessary and proper,” he argued.

Nevertheless, the bill chartering the Bank passed.  The House vote was 39-19, with 34 of 35 representatives from above the Mason-Dixon Line in favor compared with 5 of 23 Southerners.  (Senate votes were not yet recorded.)  President Washington sought advice from several quarters about whether he should sign the bill.  Madison, Attorney General Edmund Randolph, and Secretary of State Thomas Jefferson, all Virginians believed the Bank was unconstitutional.  Madison did not see how Congress’s powers cited above implied, or made “necessary,” a national bank.  Necessary instruments were named for other powers.  The power “to declare war” is supported by the power “to raise and support armies” and the power “to regulate the value of money” is supported by the power to punish counterfeiters, but nowhere is found a power to establish a national bank.
Moreover, Jefferson, who had studied Adam Smith, said that “existing banks will, without a doubt, enter into arrangements for lending their agency, and the more favorable, as there will be a competition among them for it; whereas the bill delivers us up bound to the national bank, who are free to refuse all arrangements but on their own terms.”  The Treasury already conducts its business, by means of existing banks.  “This expedient alone suffices to prevent the existence of that necessity which may justify the assumption of a non-enumerated power as a means for carrying into effect an enumerated one.  The thing may be done, and has been done, and well done, without this assumption, [which], therefore, does not stand in that degree of necessity, which can honestly justify it.”

It should also be said that the bulk of Hamilton’s  discussion in his report on a national bank is about the benefits of banks in general, with only a little about its conveniences for the government.
Hamilton, however, in response to Jefferson, thought it enough that a national bank had a “natural relation” to the powers of collecting taxes, regulating trade, and providing for the common defense.  “Now it appears to the Secretary of the Treasury that this general principle is inherent in the very definition of Government …; namely, that every power vested in a Government … includes, by force of the term, a right to employ all the means requisite and fairly applicable to the attainment of the ends of such power and which are not precluded by restrictions and exceptions specified in the constitution or not immoral, or not contrary to the essential ends of political society.”

Hamilton’s view prevailed in the short term when Washington signed the Bank bill, and constitutionally in reference to the second Bank of the U.S. in 1819, when Chief Justice John Marshall declared for the Supreme Court what has been called the doctrine of implied powers.  

The government which has a right to do an act, and has imposed on it the duty of performing that act, must, according to the dictates of reason, be allowed to select the means; and those who contend that it may not select any appropriate means, that one particular mode of effecting the object is excepted, take upon themselves the burden of establishing that exception. . . . The power of creating a corporation, though appertaining to sovereignty, is not like the power of making war, or levying taxes, or of regulating commerce, a great substantive and independent power, which cannot be implied as incidental to other powers, or used as a means of executing them. It is never the end for which other powers are exercised, but a means by which other objects are accomplished. . . . The power of creating a corporation is never used for its own sake, but for the purpose of effecting something else. No sufficient reason is, therefore, perceived, why it may not pass as incidental to those powers which are expressly given, if it be a direct mode of executing them.

McCulloch v. Maryland, U.S. Supreme Court, 1819.

The Bank soon developed reputations for safety and efficiency.  It exercised its legislated advantage over state banks by erecting branches in Boston, New York, Baltimore, and Charleston within a few months of opening the main office in Philadelphia in December 1791, which helped it become an efficient fiscal agent for the government.  It also financed state banks by holding their notes, although also sometimes behaving like a modern central bank “by pressing [them] for redemption of their notes and checks and thereby restraining their extension of credit.”
 

The Bank financed federal government deficits in its early years, and assisted the bond market in the interests of financial stability.  The bonds issued in connection with the federal assumption of State and Continental Congress debts were objects of speculation and sharp price rises followed by collapses during the Panics of 1791 and 1792.  In a lender-of-last-resort plan conducted by Hamilton, leading banks, including the U.S. Bank, “having initially contributed to the bubble, began to contribute to the alleviation of the bubble’s collapse.”
  It was a model of assistance, anticipating Bagehot’s 75 years later, accompanied by collateral and high interest rates unlike the firm-specific bailouts that have become common since 1980.

Although the Bank’s charter, like that of the Bank of England, had limited its lending to the government in the interests of the latter’s fiscal responsibility, the temptations for abuse were too great to resist.  Congress was unwilling to levy taxes sufficient to cover even routine expenses, and deficits rose with Indian wars and threatened hostilities with Britain and France.  “Thus it appears,” John Holdsworth wrote,
… that the Bank of the United States accommodated the Government whenever called upon and continued the loans to suit its convenience…. This indebtedness … amounted to $6,200,000 at the close of the year 1795, … nearly two-thirds of the entire capital of the bank.  The bank naturally became restive and impatient; the loan of so large a proportion of its funds crippled its services to commerce and manufactures and made it difficult to “facilitate the financial operations of the Government by temporary loans.”

The government was forced to turn elsewhere, such as bond issues and selling its Bank stock, “rendered necessary by the stupid failure of Congress to provide adequate revenues by resort to taxation, or its desire to embarrass the administration.”
  The frugality of Jefferson’s administration relieved the problem.  The national debt fell despite the large loan for the Louisiana Purchase, but Secretary of the Treasury Albert Gallatin (1801-1814) still found the Bank useful.  Its “affairs … have been wisely and skillfully managed,” he reported to Congress in support of the Bank’s continuation in 1809:

The numerous banks now established, under the authority of the several States, might, it is true, afford considerable assistance to Government in its fiscal operations.  There is none, however, which could effect the transmission of public moneys with the same facility, and to the same extent, as the Bank of the United States is enabled to do through its several branches.

The Bank applied for the early renewal of its charter in 1808, but Gallatin delayed its consideration until after the retirement of the disapproving Jefferson.  Notwithstanding Gallatin’s recommendation and disagreements with Great Britain that suggested a need for war finance, renewal of the charter was narrowly defeated in Congress.  Its supporters and opponents had changed since its founding.  Some of the business interests in need of finance now resented the Bank’s competition and restraint.  The country’s three banks in 1791 had expanded to 90 in 1811, and were rapidly increasing.  A major stockholder of the Bank, Stephen Girard, bought the Philadelphia office “virtually on the hoof, acquiring all at once the staff … and the building.”

The Bank was a creditor of the state banks, and when it redeemed their notes for coin, acted “as a brake on credit expansion [and] antagonized sanguine entrepreneurs who sought loans for their speculative venture,” sound-money historians thought.  Some agrarians had become reconciled to banking but resented federal interference.  Kentucky Congressman Richard Johnson argued that the Bank “would contract very much the circulation of the state bank notes, and would in many other respects come in collision with state rights.”

The second Bank. The declaration of war in June 1812, was no surprise, but the Republican administration remained firmly opposed to domestic taxes, which became a problem when the financial interests of the Federalist Northeast failed to support government bond issues.  “Public credit began to fail … and it became necessary to take bids below par,” financial historian Davis Dewey wrote.  Subscriptions were received at 12% percent discount, then 20%, and as the war progressed, in State bank notes worth 65% in specie.  “The total loss to the government in disposing of its loans during the war period 1812-16 was enormous.  [I]n 1830 the committee of ways of means of the House estimated that for loans … over $80,000,000 the treasury received but $34,000,000 as measured in specie.”

The number of Banks and their circulation nearly tripled during the war, and their metallic reserve ratio fell from 42% to 28%.  The British attacks on Washington and Baltimore in August 1814, provoked a run on the specie in the weakened state banks and a general suspension of convertibility.  There was some belated resort to domestic taxes, but not enough to make up for diminished customs receipts.  The national debt, which had been reduced from $83 million to $45 million between 1800 and 1811, reached its pre-Civil War peak of $127 million in 1815, financed largely by depreciated State bank notes.

Madison, now president (1809-17), had developed a more favorable view of a national bank to restore “the benefits of a national currency,” as well as, in Secretary of the Treasury A.J. Dallas’s proposal, financial assistance to the government.  Congress shared the administration’s desire for a national bank, but not to the same degree and substituted its own more modest bank, which Madison vetoed because its capital was insufficient “to produce, in favor of the public credit any considerable or lasting elevation of the market price…. [I]t must be kept in view that the sole inducement to such a grant [of a bank charter] on the part of the public,” he alleged, would be the prospect of substantial aids to its pecuniary means at the present.”
  Madison’s veto on January 15, 1815, came after peace had been agreed by the Treaty of Ghent on December 24, 1814, but before the news reached America in February.

“The objection of Congress to the original plan,” Bray Hammond wrote, “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.”
  The compromise agreed in April 1816, reflected sound-money interests tempered by some of the government’s desire for a line of credit.  Its capital would be $35,000,000, compared with $10,000,000 for the first Bank and the $50,000, 000 desired by Madison, with government loans limited to $500,000, compared with $100,000 by the first Bank.


Speaking for the Bank bill in the House of Representatives, John Calhoun turned the constitutional objection around.  The Constitution in fact required an agency to regulate 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.”  However, it now consisted principally of paper currency which had been allowed to develop in a way that defied the Constitution.  “By a sort of under-current, [in a] revolution of 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.”  


“In point of fact,” Speaker Henry Clay added, “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.”  It was “incumbent upon Congress to recover … control.”  Although the direct regulation of the state banks was impracticable, a sound currency might be regained by the restraining influence of a national bank.  

Daniel Webster, who would later be a frequent counsel for the second Bank of the United States, including the McCulloch v. Maryland case, opposed its creation.  The war was over and all that was needed to restore the value and stability of the currency was its compulsory redemption.  He proposed that the government accept payment only in coin or redeemable bank notes, and keep no deposits in “any bank which shall not pay its notes, when demanded, in the lawful money of the United States.”
  Webster’s resolution and the second Bank’s 20-year charter were approved in April 1816.  

“The Bank began business in the midst of temptations on every hand to over-extend itself,” joining the post-war speculation that it was supposed to control and almost failing along with numerous state banks when the bubble burst.  There was little control of the Bank’s branches, several of which created obligations beyond the abilities of other branches to redeem them.  It survived only with the help of the U.S. Treasury, but at the end of the decade was in a position to force the general resumption of convertibility.

Under pressure from the Treasury, the Bank required its claims on state banks to be redeemed in specie, inducing falls in bank credit, money, and prices, which’s with the fall in exports to Europe, contributed to the Panic of 1819 and the depression of 1819-21.
  “The Bank’s “grim efforts” to collect its debts aroused a popular hatred that “was never extinguished,” Hammond wrote.  “The Bank was saved and the people were ruined,” Jackson’s bank-hating advisor William Gouge observed in 1832, during the debate over its renewal.  (An example of these long memories, of John Sherman in particular, is presented below).  Maryland was only one of several states that attempted to tax the Bank.  After all, the state banks had to pay state taxes.  In September 1819, six months after the McCulloch vs. Maryland decision, an agent of the Ohio state’s auditor jumped over the counter of the U.S. Bank’s Chillicothe office and seized the funds which the state regarded as due.

The Bank’s fortunes turned up during the generally prosperous 1820s, and some claim that it was the first conscious central bank.  “Not only did it expand [credit] while reserves fell" during the gold drain of 1831, Richard Timberlake wrote, “but it practiced forbearance in presenting notes of other banks for redemption.”
  In 1825, on the other hand, the Bank sought self-protection by contracting credit while the country was losing specie.  Explanations of the Bank’s behavior have varied between its stabilizing influence and critics’ claim that it was a monopolistic-predator.  In fact, the Bank’s credit tended to vary with that of the state banks, expanding in good times (reducing its reserve ratio) and contracting in hard times, but more conservatively, typical of large suppliers seeking market stability, like U.S. Steel in the 20th century and Saudi Arabia today.


The primary force ending the Bank was President Jackson’s conviction that it was unconstitutional, supported by his oppositions to significant government activities, banks, and large corporations in general.  Added to these were the Bank’s enemies and its lack of friends.  The state banks resented its restraint, there was a popular fear of its power, and it was no longer needed to finance a deficit or stabilize the currency.  Regarding the last, the Bank’s contribution to stability, the principal reason for its creation, might have reduced its apparent need, and an important reason for banks has always been the support of government debt.
  Clay had opposed the Bank’s renewal in 1811, but by 1816 had learned “that war cannot be carried on without the aid of banks.”
  “Times have changed,” Missouri Senator Thomas “Old Bullion” Benton declared.  “The war made the bank; peace will unmake it.”


The peacetime usefulness of the Bank as a central bank, that is, its contribution to stability, was disputed at the time, and later, but any judgment of its performance depends on the time period chosen and especially the fiscal behavior of the government.  The Bank’s unhappiest period, its early years, when it was thrust into the inconvertibility and speculation left by the war, were not of its own making, but of the government’s fiscal policy.  The war had been financed by bonds sold for seemingly unrestrained State bank paper, and the Bank was expected to restore a gold-backed currency.  A good part, maybe most, of the blame for its initial ineptness and then the crushing deflation should be laid at the door of the federal government.  Madison et. al. wanted a central bank to pull them out of the hole they had dug by their political cowardice.  

This has been true throughout American history.  Inflations have been caused by politically weak fiscal policies, and central banks have been criticized for ending or slowing them, bringing the inevitable depressions – under the Federal Reserve and before.  

During the 1830s, after several years of frequent fiscal and therefore monetary misbehavior, the main criticism of the Bank was not what it had done but what it might do, of what it was capable of doing.  When Bank President Nicholas Biddle defended the Bank against the charge of hostility towards the state banks by claiming that it had often relieved them when they might “have been destroyed by an exertion of the power of the Bank,” Senator Benton exclaimed:  “This is enough!  Proof enough for all who are unwilling to see a moneyed oligarchy established in this land, and the entire Union subjected to its sovereign will.  The power to destroy all other banks is admitted and declared; the inclination to do so is known to all rational beings to reside with the power!  Policy may restrain the destroying faculties for the present; but they exist; and will come forth when interest prompts and policy permits.”
  

The Bank’s charter did not elapse until 1836, but Jackson’s opponents in Congress decided to make it a campaign issue by voting for its extension in 1832.  Jackson took up the gauntlet by vetoing the act, and after he was vindicated by his reelection, began the withdrawal of government deposits from the Bank.  

Jackson’s veto of the Bank bill has been condemned by historians, who, less aware than Jefferson of market solutions, have been unable to conceive of a world ungoverned by official institutions.  “In destroying the Bank,” historian Arthur Schlesinger, Jr., wrote, “Jackson had removed a valuable brake on credit expansion; and in sponsoring the system of deposit in state banks, he had accelerated the tendencies toward inflation.”  The 19th- century historian William Graham Sumner declared that Jackson “unjustly, passionately, ignorantly, and without regard to truth assailed a great and valuable institution.”  Bank historian R.C.H. Catterall declared that “few greater enormities are chargeable to politicians than the destruction of the Bank of the United States.”


There was, however, no sign that the economy missed the Bank.  The popular story that its decline allowed excessive state bank expansions and a speculative boom which precipitated the Panic of 1837 and the ensuing depression is unsupported by the evidence.  In fact, bank reserve ratios remained strong and their credit expansions followed inflows of capital, especially from Great Britain, and increases in specie.  “Since the reserve ratio did not fall below its previous level after the removal of the government deposits from the Second Bank,” Peter Temin concluded, “the explanation that sees the ‘freeing’ of the state banks … as the genesis of the inflation must be rejected.”  The end of the American inflation came in 1837 with the increase in the Bank of England’s discount rate as it reacted to its loss of gold, along with the fall in the price of cotton (America’s main export) that came with reduced British demand.


In fact, the end of the Bank, and attempts to replace it that ended in 1841, were shortly followed by what has been called America’s First Great Moderation—a recession-free, 16-year period from 1841 until 1856, the longest economic expansion in U.S. history: characterized by high rates of economic growth and private capital formation, and low financial and macroeconomic volatility, despite, Joseph Davis and Marc Weidenmier, write, “a low level of government spending and the absence of a central bank.”  The economy’s performance was similar to that of the Second Great Moderation of 1984-2007.  It was led “by a surge in durable goods production,” supported by the adoption of general purpose technologies (ships, railroad, and telegraph),  increased financial market integration, immigration, western expansion, the absence of major international conflict, and low and stable tariff rates.  The development of financial markets, reflected in falling interest rate differentials between cities, took advantage of the telegraph, new modes of transportation, and the spread of correspondent banking.  
The Independent Treasury. 

Be it enacted … Sec. 6.  That the Treasurer of the United States … and all public officials … are hereby required to keep safely, without loaning, using, [or] depositing in banks … 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. 18. That on January 1, 1847, and thereafter, all duties, taxes, sales of public lands, debts, and sums of money accruing or becoming due to the United States … shall be paid in gold or silver coin only, or in treasury notes….

That on April 1, 1847, and thereafter, every officer or agent engaged in making disbursements on account of the United States … shall make all payments in gold and silver coin, or in treasury notes if the creditor agrees to receive said notes.
Independent Treasury Act, Aug. 6, 1846.

The end of the Bank of the United States required the federal government to find a new depository or depositories, which, as between 1811 and 1816, had to be the state banks.  It fell to the Secretary of the Treasury to select the banks, and in 1836, Congress directed that all states and territories include depositories.  The Act of June 1836 to Regulate the Deposits of Public Money provided that the federal surplus be distributed among the states “in proportion to their respective representation in the Senate and House of Representatives of the United States,” a process which ended the next year when the surplus turned to deficit.
  

The panic and bank suspensions of May 1837, led the new president, Martin Van Buren, to call a special session of Congress for September 4, before which he advocated the separation of government from the banks, that it collect, keep, and disburse its own funds.  This would separate public funds from the risks of banking, lessen the volatility of the currency, and remove the choice of depositories, the so-called “pet banks,” from the realm of politics. The end of the Second Bank and Panic of 1837 had already brought the Independent Treasury system into effect, but it was not until after almost three years of debate that Van Buren’s plan was narrowly accepted by Congress in June 1840.

It was criticized in the Senate by Daniel 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.

The Independent Treasury was repealed in 1841 by the Whig Congress in preparation for a third United States Bank, which, however, was vetoed by the democrat John Tyler, who had succeeded to the presidency after the early death of William Henry Harrison.  “The subject” resumed “the old weary round of discussion in Congress,” until early in the administration of former Jackson supporter, President James Polk, the Independent Treasury was narrowly reestablished by a vote on party lines in 1846, and it managed the federal government’s cash until the coming of the Federal Reserve in 1913.


Despite its inconsistent, even irrational, formal construction, the Treasury’s monetary performance between 1846 and 1914 compares favorably with the Federal Reserve’s which succeeded it.  I say “irrational” because the requirement that the Independent Treasury accumulate (buy and sell) gold according to the dictates of its budgetary balance may not be consistent with the gold standard’s fixed gold value of the dollar.  The purpose of the monetary authority under the gold standard was to maintain the price of gold at $20.67 an ounce, which might or might have been allowed by the federal budget.  The stability of the gold value of the dollar under the Independent Treasury was due to the intelligence and sensitivity of secretaries who manipulated, even violated, laws which rigidly followed would have been self-contradictory. 

The system exposed the monetary base to shocks from federal budgets, although it also contained an element of automatic stabilization.  Prosperity and inflation might restrain money and credit by the government’s accumulation of specie through rising excise and customs taxes.  On the other hand, there was a longer-term deflationary effect because of the government’s tendency to run surpluses.  During the last quarter of the century, Treasury cash balances varied between $50 million and $250 million compared with an average monetary base of $1 billion, and a good part of its stabilizing operations of sometimes doubtful legality included what we now call open-market operations.  Funds “still continuing to accumulate in the Treasury,” Secretary James Guthrie reported to Congress in the summer of 1853,
… apprehensions were entertained that a contraction of discounts by the city banks of New York … 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 … $5 million of the loans of 1847 and 1848.

Secretary Howell Cobb behaved similarly after the Panic of 1857, but not without limit, and worried that the market had become too dependent.  He defended the Treasury’s halt to debt purchases in the 1857 Treasury Report:

There are many persons who seem to think that it is the duty of the Government to provide relief in all cases of trouble and distress [and that] it not only can, but ought to relieve them.
The Mexican War was financed in a straightforward manner.  The national debt rose from $16 million to $63 million between mid-1846 and mid-1849, but the government issues were all placed at par.  “This success may well be compared” Dewey wrote, “with the financiering of the War of 1812, when loans … were sold with difficulty and at a discount,” and subsequently depreciated.  “The ease of the treasury was due not so much to a wiser intelligence as to the great increase in the wealth of the country and to the advance in government credit…. More significant than any other tribute to the credit of the government was the fact that the loan was subscribed for in specie – the first loan subscribed for on this basis since the foundation of the government.”


This comparative “ease” may have been due less to good luck than to the government’s limit of its deficits to the market’s understanding of its ability to repay.  Particular problems during the War of 1812 were the war’s unpopularity in large sections of the country, especially New England, which threatened secession and refused to buy government securities, along with the government’s reluctance or inability to raise taxes.  Congress approved the declaration of war in 1812 by the narrowest margin in history, 60%, the House after a 4-day closed session.  No Federalists voted for the war.

There was considerable opposition to the Mexican War by those who saw its purpose as the expansion of slave territory, including Congressman Abraham Lincoln, whose “spot resolutions” demanded that President Polk provide Congress with the location (the "spot") upon which blood was spilt on American soil, as he had claimed when asking Congress to declare war.  Henry Thoreau’s essay on Civil Disobedience and his publicized refusal to pay taxes were aimed especially at the Mexican War.  Nevertheless, Congress voted overwhelmingly for the war. 

The Civil War saw greatly expanded taxes.  The autobiography of John Sherman, member and sometimes chairman of the Senate Finance Committee includes the following anecdote:

So sweeping were the [tax] provisions that it was frequently a matter of joke as well as comment.  Some one remarked to [fellow committee member, Vermont] Senator Collamer that everything was taxed except coffins.  He rejoined: ‘Don’t say that to Sherman or he will have them on the tax list before night!’

The willingness, even eagerness, of the public to support the war was a subject of comment.
  Even so, the large deficits exceeded the Treasury’s credit, and it suspended the gold convertibility of the dollar at the end of 1861.  The interest rates required to sell government bonds were high, and Congress turned to inconvertible legal-tender currency (greenbacks).  

It also arranged for a system of “national banks” chartered by the Comptroller of the Currency, an agency of the U.S. Treasury created for the purpose.  The National Bank Act of 1863 was a war measure, a device for promoting the demand for federal government debt, which permitted national banks to count greenbacks as reserves and issue currency (national bank notes) secured by government bonds.  The spread of national banks was less than desired as most banks preferred state charters because of their lighter regulation and lower reserve requirements.  In 1865, Congress levied a 10% tax on state bank notes, which caused a change in the ratio of national to state banks from 467/1,089 to 1,294/349.  With the growth of payment by check encouraged by the law, most banks returned to state charters -- 70% by 1914 – where they have remained.


The National Bank Act was too late to help the war effort but the money stock tripled during the war, prices rose 80%, and the gold premium on the dollar rose to 200% (see Figure 1).  At the end of the war, a House resolution stating “the necessity for a contraction of the currency with a view to as early a resumption of specie payment at the business interests of the country would permit,” passed by a vote of 144-6.  The Secretary of the Treasury, Hugh McCulloch, determined to bring the country back to the specie basis … at the earliest date practicable.”

When the Treasury accordingly contracted the money stock, however, “the resolution soon proved not to reflect the real sentiment of the people,” Dewey observed.
  Debtors did not want deflation, creditors did not want their borrowers ruined, and an avalanche of complaints to Congress induced it to slow and then, in 1868, halt the retirement.  The retirement of the greenbacks remained an active political issue for the next decade, and was never carried through, but the dollar reached its prewar gold value in January 1879.  Resumption was accomplished not by reducing the currency (which actually rose) but by the growth of the economy into the existing currency.  Thinking in terms of MV = PY, P was restored to its prewar value by a growth in Y rather than a reduction in M.  Despite economists’ criticisms of the irresponsibility of the slow (14-year) resumption, its success, that is, without a serious economic downturn, must be attributed to Congress’s and the Treasury’s sensitivity to the electorate, unlike the Federal Reserve in the Great Depression.


The slow American resumption of 1864-79, at least twice as long as the U.S. and U.K. resumptions after the Napoleonic Wars and World War I, was criticized by sound-money economists, historians, and observers at the time and afterward, on the grounds of morality (financial honesty) as well as economics.  In fact, the post-Civil War resumption was probably the least damaging of the group – deflation was slower and smoother, and prosperity generally reigned –because policy was more sensitive to the electorate.  The determinations of the expert, politically distant central banks rode roughshod over the electorate in a way that the politically sensitive Congress was unable or unwilling to do.  Deflations on the heels of inflations are damaging.  Many plans are bound to be disappointed.  Once resumption is decided, “embarrassment” of “the great host[s] of debtors … and … creditors” [who are voters], as Congressman James G. Blaine said, ought to be avoided.


The Treasury, overseen by the House of Representatives, continued its management of the currency in the interests of stability during and following the resumption, assisted by a sophisticated understanding of monetary theory and practice lacking in those in authority the next century.  When George Boutwell (1869-73), President Grant’s first secretary of the Treasury, was criticized for reissuing $5,000,000 of retired greenbacks in 1872, when deflation was the official policy, he replied that relief from panics had never been attained even in England “without the personal intervention of men possessing power.”  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.

Speaking for the Morrison resolution that directed the Treasury’s cash management, Kentucky Senator James Beck reminded his colleagues that whereas the laws creating the other executive departments enjoined their heads to advise and act under the direction of the president, the secretary of the Treasury was required to “report … 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.”


Congressmen complained of the large amounts in Treasury vaults that might be used to save interest expenses, and the Appropriation Act of 1881 gave the Treasury discretion to redeem government debt.  Balances remained high, however, and rose further during the Cleveland administration (1885-89), which desired a “prudent” reserve.
  On the other hand, Secretary Charles Fairchild (1887-89), who “always considered the needs of banks,” used a Civil War loophole in the law (to allow loan proceeds to be deposited in such specie-paying banks as the secretary might select) to expand Treasury bank deposits from $13 million to $54 million during recession.  On the other hand, President Benjamin Harrison’s (1889-93) Secretary William Windom (1889-91), “a strict observer of the letter of the Law of 1846, “believed that the policy of depositing public money in banks was wholly unjustifiable,” and cut the Treasury’s bank deposits to $21 million; but also said after relieving the stringency of 1890 that the Treasury’s practice “to furnish relief” has, “when possible, in all commercial crises from 1846 to the present time … been its uniform policy.
 
Those wanting more money in the economy got House and Senate agreement to the Morrison resolution (July 1886) which directed the Treasury to apply “its surplus or balance … over $100,000,000 … to the payment of the interest-bearing indebtedness of the United States” at a maximum rate of $10,000,000 a month.


Some thought the Treasury’s help came at the expense of market discipline.  The Commercial and Financial Chronicle noted:
The time was when our banks provided beforehand for the fall trade and so trimmed their sales through the summer months to avert a storm by preparing themselves for the crop demand.  Of late years they have looked to the Treasury wholly and have gone through the summer trenching on their reserves regardless of any increased drain sure to come later on.
pertains 
In 1886, Ohio’s A.J. Warner quoted Lord Overstone, author of the monetary rule in the Bank (of England) Charter Act of 1844: “In adopting a paper circulation we must unavoidably depend for a maintenance of its due value upon the adoption of a strict and judicious rule for the regulation of its amount.  Senator Beck argued that it was a responsibility of Congress to direct the secretary to relieve him of temptation and political embarrassment.  Maine’s Nelson Dingley, on the other hand, thought Congress should avoid “a question which exclusively pertains to administration.”  The compromise between rules and discretion involved a minimum balance at the Treasury with debt purchases subject to conditions.

Monetary policy during the last decades of the 19th century was dominated by the politics of silver.  The United States was officially on a bimetallic (gold and silver) monetary standard, but because the market price of silver had been higher than the mint price, the silver dollar had not been in circulation since 1836, and was officially discontinued in 1873.  However, the price of silver began to fall in 1872, due to the great western silver strikes, reinforced by a shift in demand from silver to gold as several countries shifted from silver- to gold-based currencies.  The price of silver fell from $1.33 an ounce in 1870 to 94¢ in 1888 and 53¢ in 1910, meaning a fall in the gold/silver ratio from 15.5/1 to 39/1 (about 75/1 in 2017), given the price of gold fixed at $20.67.

A fall in gold production combined with the increased demand for gold produced a one-third fall in the general price level between 1873 and 1896.  A similar price decline in Great Britain caused this period to be named “the Great Depression,”
  Those opposed to deflation along with silver producers wanted to restore silver to the money stock, that is, return to bimetallism.  They hoped the increased demand would raise the price of silver, but in any case their proposals (given increased political weight by the admission of six western states to the Union between 1886 and 1890) included government purchases at above market prices.
Their sound money opponents saw the dependence of international trade and finance on a sound dollar, meaning the continuation of the gold standard that the United States shared with the leading trading nations, which would be upset by the introduction of volatile silver.  In a compromise reached during the recession of 1890-91, the Sherman Silver Purchase Act provided for the government’s purchase of 4.5 million ounces of silver “at no more than” $1.18 an ounce, with Treasury notes issued for the purchase.


This arbitrage opportunity led to gold drains from the Treasury, paid for with silver money, and a run on American gold by foreigners fearful of the country’s commitment to the gold value of the dollar.  Under the pressure of these withdrawals, Congress repealed the Silver Purchase Act during a special session called by the sound money President Grover Cleveland in 1893. Ohio Senator John Sherman defended the Act and his change of mind:
Sir, ‘give the devil his due.’ The law of 1890 may have many faults, but I stand by it yet, and I will defend it, not as a permanent public policy, not as a measure that I take any pride in, because I yielded to the necessity of granting relief, but I do say that … without it, in 1891 and 1892, we would have met difficulties that would have staggered us …. The immediate result of the measure was to increase our currency, and thus relieve our people from the panic then imminent, similar to that which we now suffer.  The very men who now denounce from Wall Street this compromise were shouting ‘Hallelujah!’ for their escape by it from free coinage.

Legislators again showed a combination of economic understanding and sensitivity to their constituents lacking in the next century.


However, the silver movement, led by Senator William Jennings Bryan, who in his keynote address at the 1896 Democratic convention promised that “mankind shall not be crucified upon a cross of gold,” still threatened and the gold standard was not assured.  The government sold bonds to bolster its gold reserves, which, however, were themselves withdrawn from the Treasury.  Only with Bryan’s defeat in 1896 and the rise in world gold production in the 1890s was the convertibility of the dollar assured, enabling Congress to shift formally from bimetallism to gold in the Gold Standard Act of 1900.  

U.S. monetary policy from the end of the 19th century, as in other leading trading nations, most conducted by central banks, aimed at stability under the gold standard.  Both Houses of Congress were controlled by the Republican Party from 1895 to 1911.  Presidents were Republican throughout the period, except Grover Cleveland (1885-89, 1893-97), who was also a sound-money man.  That sound money was a national goal was strongly suggested by national elections.  After closely contested contests between the parties in the five presidential elections between 1876 and 1892, when the ratios of Democratic to Republican votes were 1.06, .99, .99, 1.02, and 1.07, the former’s adoption of Bryan and easy money brought four consecutive landslide losses with Democratic/Republican ratios of 0.91, 0.88, 0.67, and 0.84 between 1896 and 1908.

Rhode Island Senator Nelson Aldrich (father of Mrs. John D. Rockefeller, Jr., and grandfather of Chase National Bank Chairman Winthrop Aldrich) was a member of the Senate Finance Committee from 1881 to 1911, chairman from 1899.  John Sherman served on the committee from 1861 to 1897 (chairman 1864-65, 1868-77) except four years (1877-81) during which he was Secretary of the Treasury.  There was considerable stability among the makers of monetary policy in the time of the Independent Treasury, including, as we have seen, pre-Civil War years.

A good portion of American pre-Federal Reserve monetary policies can be told in the experiences of these two politicians.  In John Sherman’s case, we can begin before his birth, in the experiences of his father.  Charles Sherman (1788-1829) moved from Connecticut to Ohio in 1810, practiced law and became an Ohio supreme court justice in 1823.  In 1813, he was appointed collector of federal Internal Revenue [taxes on spirits, salt, sugar, carriages, and auction sales, and a stamp duty of 1% on bank notes] for the Third District of Ohio, for which he employed a deputy collector in each of the district’s six counties, all of whom were required to post bond, as did the chief collector.  “At this period the only money in Ohio was local bank 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,” John Sherman wrote in his autobiography.  “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, or its branches, one of which was located at Chillicothe.  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 the loss fell upon the holders of notes, and, largely, upon the collectors of internal revenue and their deputies.”  This was a huge financial blow, from which Sherman never recovered, as he “applied the proceeds of all his property, and a large part of his earnings, to make good, as far as he could, the defalcations of his deputies.”


Charles Sherman died in 1829, leaving his wife with eleven children, including John, age 6, and William Tecumseh, age 9.  Several of the children were taken in by relatives or friends, the latter by Thomas Ewing, future U.S. senator, Secretary of the Treasury, and first Secretary of the Interior, whose daughter married “Cum.”  The younger children, including John, mainly stayed at home until they left for work, John as a junior surveyor at age 14.  He shortly began the study of law at his older brother’s practice in Mansfield, Ohio.  He prospered in law and business, and by 1847, was able to share in buying a house in Mansfield for his mother and unmarried sisters.  His career in Congress began with his election to the House in 1854, moving to the Senate in 1861, where he served until 1898, except when he was Secretary of the Treasury in 1877-81.  This was quite a political feat in a swing state in which every significant political issue was hotly debated and in which he often took controversial stands.  Bartlett’s Familiar Quotations credits him with the following classic line: 

I have come home to look after my fences.


Speech to his neighbors, Mansfield, Ohio (reference to his farm). 
Sherman had taken the middle way during the postwar Greenback Era, between those who wanted to resume “as soon as practicable” and those opposed to deflation.  He preferred that resumption occur naturally by letting the country grow into the currency.  Republicans were divided, and lost control of Congress in the 1874 elections after President Grant vetoed their bill for an increase in the currency.
  Looking ahead to the 1876 elections, the Republicans used the lame-duck session to reach the compromise  Resumption Act of January 1875.


The Act directed the Treasury to redeem greenbacks at the rate of 80% of increases in national bank notes, with the proviso that greenbacks, which had risen to $382,000,000, would not be reduced below $300,000,000; and set a date, January 1, 1879, for resumption, after which dollars would be redeemed at the official pre-1861 rate.

This was make-believe to dedicated resumptionists, who also wondered whether the Treasury might reissue redeemed greenbacks.  Sherman refused to be drawn into details, and in a statement which sounded like Prime Minister Robert Peel’s discussion of the 1844 Bank Act, said that the difficulties envisioned “may never arise…. But if there is any doubt …, I leave every Senator to construe the law for himself,” and trust that those in charge will make the necessary decisions.

Antiresumptionists were unable to put together the two-thirds majority necessary to override the inevitable presidential veto, and the Act remained on the books until, to nearly everyone’s surprise, it was implemented as written.  Its success was helped by good harvests in the United States and poor harvests in Europe, which brought positive trade balances and gold flows
; the 80% greenback/bank note rule sounded inflationary but was actually contractionary because greenbacks were high-powered money whose changes had multiple effects on money.  The Act proved restrictive in Sherman’s hands as Secretary of the Treasury during the presidency of Rutherford B. Hayes (1877-81).  When greenbacks were retired they stayed retired.

Sherman was more moderate, politically and economically – on the fence – on other occasions.  As secretary he did not take a firm position on the Bland-Allison (silver purchase) bill of 1878 (which was stimulated by the Panic of 1873 and a sluggish economy), passed by Congress over the president’s veto. "In view of the strong public sentiment in favor of the free coinage of the silver dollar", he wrote, "I thought it better to make no objections to the passage of the bill, but I did not care to antagonize the wishes of the President."
  We have seen that he also arranged a compromise easy-money bill in 1890, and joined in its repeal in 1893.


David Kinley’s history of the Independent Treasury referred to “a decade of vacillating policy after resumption, depending on the views of the secretary, which themselves were dependent on conditions.  They paid lip service to the law regarding Treasury specie in good times but supplied reserves to the money market in times of stringency.
  These actions “raised a good deal of criticism and protest,” with the secretaries on the defensive.  “Under the administration of Secretary Gage, however, the volume of [bank] deposits increased pretty rapidly, and we have the first clear evidence of the adoption by the Treasury Department of the policy of accumulating a volume of deposits determined by the state of the money market.



The years 1897-1909, with Republican Congresses and presidents -- William McKinley (1897-1901) and Theodore Roosevelt (1901-1909) -- are regarded as the heyday of the Treasury’s monetary policy, when the effects of its operations on bank reserves and the money stock resembled those of a central bank.  Friedman and Schwartz suggested that the Treasury’s “central-banking activities … were being converted from emergency measures to a fairly regular and predictable operating function.”
  Secretaries were dedicated to the gold standard as the key to sound money, and as much monetary stability as could be achieved under that standard, which they knew was not automatic.  Unlike most developed nations, the United States had not established a formal central bank for these purposes, but a stable political majority had molded existing institutions to accomplish their ends.  The time was auspicious.  The federal budget was close to balance, usually in surplus, and the worldwide gold strikes toward the end of the century brought gold reserves and rising prices.

For example, Secretary Lyman Gage (1897-1902), in his Treasury Report for 1899, said that “Stability [of the] currency should be safely guarded, [but] flexibility – the power of needful expansion – must also be provided,” as in the case of the flow of funds from New York to the interior the previous autumn, which wreaked “havoc … in the regular ongoing of our commercial life.”  Secretary Leslie Shaw (1902-1907) got around the requirement that customs receipts be kept in the Treasury by declaring banks to be offices of the Treasury.   When his actions were condemned as autocratic and primarily for the benefit of “a ring of powerful Wall Street speculators,” he answered: “It has been the fixed policy of the Treasury Department for more than half a century to anticipate monetary stringencies, and so far as possible prevent panics.”
  George Cortelyou (1907-1909) was active in supplying funds to the banking system during the panic of 1907.  Secretary Franklin MacVeagh (1909-1913) stated in his last annual report:

Taking large sums of actual money out of the ordinary financial use and locking it up as a dead mass in the vaults of the Treasury is a proceeding as unscientific and unreasoned as any other part of our unreasoned and unscientific banking and currency system.

These officials regularly advocated monetary reforms that would include an agency directed to the stabilization of bank reserves, but in the meantime used the Treasury to that end as much as they were able; which was significant because their actions received at least the tacit support of Congress, which, as in other times, was unable to agree on legislation.  But because the Independent Treasury law “has been repealed piecemeal, … step by step the separation of the Treasury and the banks has been done away with by  [practice and] special legislation, … [t]he formal repeal of the law now would be largely perfunctory.

Creating the Federal Reserve
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.

Carter Class introducing the Federal Reserve bill
 in the House of Representatives, Sept. 1913.
Origins: the problem and proposed solutions. 
A financial panic (or “catastrophe” as Glass called it) is a rush for cash.  Business, particularly inventory and securities management by production, retail, and financial firms, requires cash today and its assurance tomorrow.  The frequent interruptions of cash flow in the United States had several causes which together resulted in an “inelastic currency.”  Currency consisted primarily of bank notes backed by U.S. bonds.  The inelastic quantity of the latter prevented currency from meeting the needs of business expansion cyclically or seasonally.  Regarding the latter, the typically increasing demands for currency during busy fourth quarters depleted banks’ reserves when their resources should have been rising to meet credit demands.  This was noticed, as we have seen, by the U.S. Treasury.  


The large number and dispersion of commercial banks – about 27,000 in 1913, compared with 11,000 in 1896 -- was also a problem.  Reserve moves from money centers to interior banks, as happened during harvests, led to crises in the former.  Nowadays, with a highly developed federal funds market and sophisticated correspondent banking relations in which large banks manage the reserve positions and employ the excess reserves of smaller banks, this is hardly a problem.  In the decades before 1913, however, the “National Banking System was not really a system at all,” Robert West wrote, “but rather a loose body of independent banks responsible only to themselves and … for themselves.”
 
Obvious potential responses to the problem were (1) branch banking and (2) a central bank ready to be lender of last resort, as in other countries experiencing few bank failures or financial crises.  However, both were political anathema in the United States.  The thousands of small banks with local monopolies stood in the way of relaxed branching laws until the bank difficulties of the 1980s, and central banking, which suggested centralization and control from New York, was resisted by rural and even Main Street America.  Reformers at the end of the 19th century had to take the banking structure as given.


An 1894 proposal known as the Baltimore Plan because it was presented at a conference of the American Bankers’ Association in that city was to back bank deposits by total bank assets instead of by the inelastic U.S. bond issue as provided by the National Bank Act.  Secretary William Richardson (1873-74) indicated that “There is a prevailing sentiment that more elasticity should be given to the volume of the currency, so that the amount in circulation might increase and diminish according to the necessities of the business of the country.”  The Baltimore presentation was part of New York bankers’ practice of remaining in the background to avoid animosity towards “Wall Street.”


The Indianapolis Monetary Commission’s plan of 1900 would have linked banks’ currency issues to their capital.
  Neither the Baltimore nor the Indianapolis plan made significant political headway, nor did the application of existing institutions to currency control.  Proposals based on expanded powers of the Treasury or of clearinghouses, whose certificates had been useful in moderating crises, were also rejected.  It was left for the 20th century to develop a new monetary authority in the form of a central bank.  The key initial players were banker Paul Warburg and Rhode Island Senator Nelson Aldrich, followed by Virginia Congressman Carter Glass, his advisor, Washington and Lee Professor H. Parker Willis, and President Woodrow Wilson.

Warburg took the first conceptual steps towards an American central bank, and Aldrich brought it into the realm of the politically possible.  Warburg has been called “the single most powerful force in shaping the direction of American banking reform.”
  A member of the ancient Hamburg family banking firm, Warburg married Nina Loeb in 1895, emigrated to the United States and became a Kuhn, Loeb partner in 1902, and an American citizen in 1911.  He believed that the American banking system was inferior to the European.  What was needed, he said, was the centralization of reserves which  could be distributed as needed on the basis of commercial paper – bills of exchange (see the sample below).  European money markets were based on commercial paper created in the process of exchange and for which there was a secondary market.  Real bills were created in the process of financing purchases of real goods, such as inventories, which might be resold to a central bank for reserves.  

For example, the buyer of $98 worth of goods might issue the seller a bill promising payment of $100 in 3 months’ time.  The discount rate is

[(100 – 98)/100]12/3 = 8% per annum
A good bill (promissory note) is negotiable and might be sold (rediscounted) many times before its maturity, including to the central bank.


Warburg’s plan for “A Modified Central Bank” (1907), or “A United Reserve Bank” (1910), envisioned a central bank in Washington and twenty operating zones spread throughout the country.
  His ideas made an impression in Washington, most importantly with the Chairman of the Senate Finance Committee, Nelson Aldrich, whose involvement in the problem included the Aldrich Bill of 1908, which was a reaction to the panic of 1907.  

Aldrich’s bill proposed a system of currency associations voluntarily organized by banks which in times of crisis might issue emergency currency backed by private and government bonds deposited by the banks.  This was opposed by western banks whose principal assets were different and who claimed the Aldrich Bill was merely a scheme to aid the “Money Trust.”  The Aldrich-Vreeland Act of 1908 was a compromise in which emergency currency issued by currency associations was based on both commercial paper and government bonds.
  It was a temporary measure, scheduled to expire in 1914, until a permanent arrangement could be agreed.  Even the temporary act passed narrowly along party lines.
  It came into play only once, when it provided currency during the financial crisis that arose in 1914 on the outbreak of World War I.

The Aldrich-Vreeland Act also provided for a National Monetary Commission to study money and banking problems and propose solutions.  It was chaired by Senator Aldrich and commissioned several studies of foreign and historical banking systems.  These studies appeared too late to influence legislation because Democrats, who won the House in the elections of 1910, as well as the Senate and the presidency in 1912, opposed any bill coming from Aldrich and the “money trust.”

Historian Gregory Kolko wrote that “banking reform at the beginning of 1912 seemed a dead issue, of interest only to a few bankers and … seriously divided” citizens groups.
  The bankers’ group continued its efforts, however, and found a supporter in Congressman Glass of the House Banking and Currency Committee.  Glass with Willis’ help developed a Federal Reserve System of regional banks patterned after Aldrich’s currency associations, and obtained the support of president-elect Wilson as an early step of his New Freedom.  An important bankers’ condition was stated by George Reynolds, Chicago banker and president of the ABA.  He told the House Banking and Currency Committee that he opposed a true central bank (which, like the Bank of England, competed with other banks) but that the Committee could count on  the ABA’s support for an “organization with branches located in various sections of the country dealing only with banks and the government."

Most important for monetary policy, each of the twelve regional banks, from Boston to San Francisco, had the power to create U.S. currency in the process of lending to banks (discounting bills of exchange) and buying U.S. securities.  The Fed thus controlled the money stock and guaranteed that there would be no more currency shortages as long as it was backed by at least 35% gold.  The banks got what they most wanted: a ready supply of low-cost reserves without government-backed competition.  
The governance of the new central banks was also controversial, although both the Aldrich and Glass plans provided for decentralized control.  The district banks of both were governed largely by bankers and had the authority to administer the discount mechanism.  The powers of the bodies at the center – the National Reserve Association for the Aldrich Plan and the Federal Reserve Board for the Federal Reserve System – were supervisory.  Monetary policy belonged to the district banks, although neither plan specified objectives except implicitly the maintenance of the gold standard.  
Aldrich and Glass and their associates were afraid monetary policy would become a political football, and avoided political appointments.  After all, money had been a major political issue throughout the 19th century.  However, Wilson made a political Board a condition of his support.  It would have seven members: the Secretary of the Treasury and the Comptroller of the Currency ex officio, and five members appointed by the president for ten-year terms on a rotating basis: initially being a Boston lawyer (Charles Hamlin), a Harvard educated college professor (Adolph Miller) (both members of the Wilson administration), an investment banker (Paul Warburg), a railroad executive (Frederic Delano), and an Alabama commercial banker (W.P.G. Harding).
Fed membership of state banks was made voluntary and the reserve requirements of national banks (whose Fed membership was required) were reduced.  Legal restrictions on bank participation in international finance imposed by the Comptroller’s rigid interpretation of the National Bank Act were lifted as Aldrich’s promise of a plan “to make the United States the financial center of the world” was made good.
  International bankers’ acceptances were approved and the Fed supported their market.  The Federal Reserve Act was overwhelmingly accepted by both Houses (Table 1), and “the New York bankers got all they wanted, with the single exception of banker control,”
 although, next to political pressures, especially of the executive, we will see that the big banks have in fact had considerable influence.
Congress created a brand new institution with enormous powers over money and credit, little direction (except to allay currency panics, which could have been achieved though the Treasury, clearing houses, or the Aldrich-Vreeland Act), and uncertain lines of governance, especially between the district banks and the Board, which might be an overseer or an active participant?
Wyoming Congressman Frank Mondell wondered during the debate over the bill how the proposed powers would be exercised.  Advocates of the new institution argue that it is a means by which “the people, through their Government, [exercise] their 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 Champ Clark had promised that presidents would only appoint men “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.”  But Mondell wanted a self-regulating system under the law.  The “Speaker unwittingly suggests the strongest argument against the proposed plan,” Mondell said, “when he [takes] the view that it is wise or necessary to add to the tremendous 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.”

Some advocates of the Fed, on the other hand, saw it as a means “to fix the rate of interest,” preferably at a low level, so that “the business men of the country can … know reasonably in advance what money will cost them in their enterprises,” according to Robert Owen of Oklahoma, manager of the bill in the Senate.  He advised the Federal Reserve as it raised interest rates during the postwar inflation that it should set rates by the criterion used by commercial banks, which were “justified in charging six and seven per cent because they pay two and three per cent for deposits…. If the Reserve Banks [which print money] would be content with the same margin of profit, … they would be charging a rate of between three and four percent.”

Federal Reserve monetary policy (especially its effect on prices) before Martin. 
1914-22: consumer price index (P): 100 (July 1914), 209 (6/20), 169 (1/22) (Figure 2). All these considerations were immediately dismissed and the Fed’s formal governance and objectives became irrelevant during World War I because law and political pressures required it to finance the war effort.  Fed credit expanded from $523 million to $3390 million between 1917 and 1920, as its lending continued to rise even after the November 1918 armistice.  Prices more than doubled between 1914 and 1920, with inflation sometimes exceeding 20% per annum, while the Fed’s discount (lending) rate rose only from 3½% to 4%.  
[T]he Federal reserve banks were guided in their rate policy chiefly by the necessity for supporting the Treasury.  The level of discount rates was kept low and preferential rates were granted on loans secured by Government obligations … and the discount rate was thus not used as a means of credit control – but as a method of helping the Government to raise the funds necessary for the prosecution of the war.  It was not until the summer of 1919 that the use of the discount rate as a means of credit control received serious consideration.

E.A. Goldenweiser, Federal Reserve System in Operation, p. 40.

Even after the war, the Fed was advised by the administration not to raise rates, because, said the Assistant Secretary of the Treasury, they were “honor bound” to avoid the infliction of capital losses on the patriotic citizens who had financed the war effort.
  Carter Glass, who had become Secretary of the Treasury, threatened to ask the president to remove the New York Fed’s Benjamin Strong if he did not cooperate.

When the Fed was given the go-ahead, it raised the rate vigorously – from 4% to 4¾% in November 1919, to 6% in January 1920, and 7% in June, which it maintained until March 1921, almost throughout the sharp 1920-21 recession.  A congressional inquiry concluded that the Fed’s tight money was a consequence of the Treasury’s earlier easy-money pressures.

The commission is of the opinion that the … discount policy of the Federal Reserve … should not have yielded to the apprehension of the Treasury Department.
 [H]ad discount rates been raised by the Federal Reserve banks promptly and progressively beginning with the spring of 1919, much of the inflation, expansion, speculation, and extravagance which characterized the following 12 months or more might have been greatly retarded, if not wholly prevented.
Credit, Report of the Joint Commission of Agricultural Inquiry, 

67th Cong., 1st sess., part II, p. 44, Oct. 1921.
This was easy for congressmen to say after the event even though Strong reminded the commission that at the time “there was a very strong outcry in Congress for the protection of the interests of [bond] holders.”
  The unfortunate consequences of its submission to the Treasury after World War I probably supported the Fed’s independence during the Great Depression.
Fed policies were further complicated by differences between the Banks and the Board.  District Bank presidents were more inclined than members of the Board to rely on interest rates to influence credit.  Possibly because they were more distant from markets than Bank presidents, or because they were more influenced by the atmosphere (the outcry) of Washington, the Board preferred discussion – moral suasion – to changes in interest rates.  The greater commitment of Bank presidents to price stability, involving less submission to the needs of government finance, has continued.

1922-33: P: 169 (1/22), 173 (10/29), 126 (3/33). The stability of money and prices was greater during 1922-29 than during any other period of similar length in American history.  Friedman and Schwartz, called it the “High Tide of the Federal Reserve.”
  What the Fed did not take into account was the gold standard and its requirement that prices fall back to the level existing before the 1914-19 inflation.

Nearly all countries had suspended the gold standard as they financed their war efforts by inflationary increases in money, and after the war conducted deflationary monetary policies to restore their prewar exchange rates.  Gold imports to pay for goods and for safekeeping had relieved the United States from the necessity of devaluation during the war, but all postwar central banks functioned in a fragile, deflationary environment.

The United States had shifted from a debtor country through most of its history to the world’s largest creditor after the war, and when it raised interest rates during 1928-29 (the New York Fed’s discount rate was raised from 3½% in January 1928 to 6% in August 1929) to combat the rise in stock prices, the international flow of funds was reversed, and a worldwide deflation was underway.  The fall in prices, especially of real estate, forced bank failures, frightened depositors’ withdrew currency, and money and credit plunged as the Fed failed to replace bank reserves.  It raised interest rates to protect its gold reserve when Great Britain suspended the gold convertibility of the pound in September 1931.  The institution that had been created to stabilize the currency had watched it fall by a quarter 
1933-51: P: 126 (3/33), 146 (10/37), 140 (10/38), 181 (8/45), 245 (8/48), 258 (3/51). Franklin Roosevelt’s administration that came to office March 4, 1933, took control of the Fed and monetary policy.  The gold value of the dollar was reduced – the cost in dollars per ounce rising from $20.67 to $35 – which led to increases in gold money and prices during the 1930s, except during 1937-38, when the Fed brought on a recession by doubling reserve requirements.

The administration ordered the Fed to peg government securities at low rates (0.375% for Treasury bills and 2% for bonds) for the duration of World War II, which, as in World War I, was financed mainly by government debt.  Even so, reported prices rose only a sixth during the war (4% per year) because of rationing, price controls, and black market.  They rose a third the next three years (August 1945 to August 1948), when controls were lifted.

The Fed pressed the Treasury to allow it to regain control of monetary policy by letting interest rates fluctuate, with little success.  Their policy conflict continued even longer than after World War I.  It intensified with the inflation that followed the outbreak of the Korean War in June 1950, and is reviewed in the next chapter
………………………….
Figure 1. Money (M), the dollar value of gold, the price level (P) and GNP (1861 = 100), 1861-79.
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