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Additional Views of Senator Christopher J. Dodd 

The Gold Commission majority has discharged its responsibility 
to 'conduct a study to assess and make recommendations with regard 
to the policy of the U.S. Government concerning the role of gold 
in the domestic and international monetary systems" by rejecting 
most proposals to adopt a classical gold standard or otherwise 
enhance the monetary role of gold, particularly in a manner that 
could lead to adoption of a classical gold standard. Commission 
records indicate that the monetary policy implications of adopting 
these proposals range from irrelevant to catastrophic. 

I wish to associate myself with the views, expressed by 
Congressmen Henry S. Reuss and Chalmers P. Wylie, regarding the 
Gold Commission's majority recommendation that the Treasury Depart- 
ment be authorized to mint a "gold bullion coin" exempt from capital 
gains and sales taxation. Increased speculation in gold, at the 
expense .of investment in productive assets, is clearly contrary to 
our economic and financial interests, Furthermore, the states 
would find that, through federal action, they were deprived of an 
important source of sales tax revenue at a time when the federal 
government is shifting substantial program responsibilities and 
costs to the states. On this matter, I join with the Gold Commission 
minority in opposing Treasury issue of such gold bullion coins. 

While I have reservations about the Gold Commission's juris- 
diction over monetary policy questions not directly related to the 
role of gold, I would note that improved definition, measurement 
and control of the money supply are important issues which cannot 
be separated from the larger goals of long-term price stability and 
economic growth. Accordingly, I urge that Congress proceed with 
the utmost caution should it consider proposals for multi-currency 
systems, whether or not they involve gold. 
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As members of the United States Gold Commission, we all subscribe to 

the broad principles outlined in this Report. Each of us might disagree on 

details or might have phrased a sentence or paragraph differently, but such 

disagreements are insignificant compared to the overriding importance of 

presenting to the Congress an alternative course, a course charted toward a 

sound monetary system based on gold. 

Lewis Lehrman Ronald Paul 

Qualified Endorsement 

While I generally endorse the broad principles presented in this Report, 

I believe their implementation should be delayed until the new fiscal and 

monetary programs of the Reagan Administration and the recommendations of the 

Gold Comission in its majority report are given the opportunity to succeed 

or fail. Should the programs recommended in the majority report fail to pass 

Congress within the next two years, I would endorse the plan for monetary 

reform presented herein. 

Arthur Costamagna 
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INTRODUCTION 

The United S ta t e s  is now i n  the  most se r ious  recess ion  s ince  the  

1930's. The most s t a i d  and sober  magazines and newspapers a r e  wr i t ing  

openly about t he  ~ o s s i b i l i t ~  of depression. Sectors  of the  economy have 

already entered the  depression s tage ;  more a r e  threatening t o  follow. 

The number of personal and business  f a i l u r e s  more than doubled from 1971 

t o  1981, and the e a r l y  f i g u r e s  f o r  1982 ind ica t e  t h a t  f a i l u r e s  a r e  up 

f i f t y  percent over 1981. I n t e r e s t  r a t e s  remain near record highs; unemploy- 

ment has reached nine percent  and is moving upward. The only s i g n  of 

improvement is  a slower r a t e  of increase--but s t i l l  an  increase-- 

i n  the cost-of-living. Annualized increases  i n  the  Consumer P r i ce  Index 

a r e  now down near the  l e v e l s  t h a t  prompted President  Nixon t o  impose price.  

and wage cont ro ls  i n  1971. 

How did the economy g e t  i n t o  such a poor condition? Can i t  be blamed 

on the Reagan Administration's new po l i c i e s ,  a s  some would l i k e  t o  do? O r  

i s  there  a more fundamental reason fo r  our present  c r i s i s ?  

It is  the conclusion of the  s igners  of t h i s  repor t  t h a t  there  is  

a more fundamental reason. Our present c r i s i s  has not developed i n  the pas t  

year;  i t  has been growing f o r  a t  l e a s t  a decade. When President  Nixon 

imposed p r i ce  and wage con t ro l s  on August 15, 1971, he a l s o ,  i r o n i c a l l y  

enough, severed the l a s t  l i n k  between the d o l l a r  and gold. The process 

begun i n  1913 with the formation of the Federal Reserve System, accelerated 

by President  Franklin Roosevelt through a conf i sca t ion  of p r iva t e ly  owned 

gold and a devaluation of the d o l l a r ,  nearly completed i n  the  1960's by 



the  withdrawing of s i l v e r  c e r t i f i c a t e s  from c i r c u l a t i o n  and the  end of 

s i l v e r  coinage, was f i n a l l y  completed when the  i n t e r n a t i o n a l  c o n - ~ e r t i b i l i t y  

of t h e  d o l l a r  i n t o  gold was ended i n  1971. 

The entire process  Is a catalogue of broken promises and o u t r i g h t  t h e f t  

on t h e  p a r t  of t h e  f e d e r a l  government as i t  sought t o  s u b s t i t u t e  a managed, 

irredeemable paper money system f o r  a gold s tandard.  For t he  p a s t  t en  years  

w e  have had a monetary system unique i n  our  na t iona l  h i s tory :  no c i r c u l a t i n g  

s i l v e r  o r  gold coinage, bu t  a government monopoly of politically-managed 

paper money. The presen t  c r i s i s  is a r e s u l t  of t h i s  fundamental change i n  

our monetary arrangements, and it w i l l  not--indeed cannot-be ended 

permanently unless fundamental reforms are made. 

Our t en  year  experiment w i th  paper money has f a i l e d ;  i t  is t i m e  t h a t  

the  Congress recognize t h a t  f a i l u r e .  Congress has  v io l a t ed  both the  

p r inc ip l e s  of sound economics and the  requirements of our supreme law, 

the Cons t i tu t ion .  

That Cons t i t u t i on  fo rb ids  t h a t  anytning except gold and s i l v e r  co in  

should be made a tender i n  payment.of debt--yet Congress has made inconver t ib le  

paper a l e g a l  tender. Economics r e q u i r e s  a recogni t ion t h a t  there  

is no such th ing  a s  a f r e e  lunch, bu t  Congress has i n s t i t u t i o n a l i z e d  the  

money c r e a t i n g  powers of t h e  Federa l  Xeserve i n  its e f f o r t s  t o  perform t h e  

mirac le  of turning s tones  i n t o  bread. 

Chaoter One of t h i s  r epo r t  p r e sen t s  an economic overview of the  l a s t  

t en  years ,  a decade of paper money. Chapters Two and Three d e t a i l  t he  

process by which w e  a r r i ved  a t  our presen t  s t a t e .  The four th  chapter  p resen ts  

t he  case  f o r  monetary freedom; Chapter Five argues the case f o r  a gold  

s tandard,  and Chapter Six o u t l i n e s  t h e  s p e c i f i c  reforms t h a t  w i l l  be 

needed t o  c o r r e c t  t he  blunders of t h e  pas t .  F ina l ly ,  Chapter Seven 



will offer two views of t h e  next ten years, a decade  vith go ld  and a decade 

without. 

In 1982 Congress faces a crisis and an opportunity. We hope the 

arguments presented here are persuasive, and the Congress acts in a timely 

fashion to avert an economic calamity. For too long the federal government 

has been playing with monopoly money; we must move forward to a real 

money system, gold. 



CHAPTER ONE 

THE PRESENT PlONETARY CRISIS 

I n  1784 i n  t h e  deba te  o v e r  t h e  money i s s u e ,  Thomas J e f f e r s o n  s a i d :  

"1f we determine t h a t  a d o l l a r  s h a l l  b e  our  u n i t ,  we must then  s a y  w i t h  

p r e c i s i o n  what a d o l l a r  is." Our founding f a t h e r s  followed t h a t  a d v i c e  

4 and i n  1792 t h e  d o l l a r  was d e f i n e d  as 371 /16 g r a i n s  of s i l v e r .  From 1792 

u n t i l  August 15, 1971 t h e  d o l l a r  was de f ined  as a p r e c i s e  weight of e i t h e r  

s i l v e r  o r  gold. Since  1971, t h e  d o l l a r  has  had no d e f i n i t i o n  ( o f f i c i a l l y  

t h e  d e f i n i t i o n  w a s  n o t  l e g a l l y  r e j e c t e d  u n t i l  1976) ;  t h e  adv ice  of Thomas 

J e f f e r s o n  has  been r e j e c t e d  e n t i r e l y .  For more t h a n  t e n  y e a r s  t h e  d o l l a r  

h a s  been nothing more than  a p i e c e  of paper w i t h  government i n k  on i t .  

More and more Americans have come t o  recognize  t h i s , a n d  a l o s s  o f  con- 

f i d e n c e  i n  t h e  currency h a s  p a r a l l e l e d  t h i s  r ecogni t ion .  The monetary 

a u t h o r i t i e s  say  i t  is unnecessary t o  have a precise d e f i n i t i o n  of t h e  dol-  

l a r ,  claiming: "A d o l l a r  i s  whatever i t  w i l l  buy." T h i s  being t h e  case, 

and t h e  f a c t  t h a t  t h e  d o l l a r  buys less every day, and approximately one- 

t h i r d  of what i t  bought i n  1971, t h e  d o l l a r  today is undef inab le  and i t s  

v a l u e  is r e l a t i v e .  It should be  obvious t h a t  t h i s  l o s s  of d e f i n i t i o n  of 

what t h e  monetary u n i t  is, is d i r e c t l y  r e l a t e d  t o  t h e  f i n a n c i a l  and economic 

problems we f a c e  today. 

I f  t h e  d o l l a r  served a s  t h e  u n i t  of account f o r  a s i n g l e  South American 

n a t i o n ,  such as Chi le  o r  B r a z i l ,  t h e  s i g n i f i c a n c e  of t h i s  change from a pse- 

c i s e  d e f i n i t i o n  t o  no d e f i n i t i o n  would be l e s s .  However, s i n c e  world War 11 

t h e  d o l l a r  has  been t h e  i n t e r n a t i o n a l  currency of account ,  used throughout 

t h e  world,  and he ld  a s  a r e s e r v e  currency by most major western  n a t i o n s .  

Even though t h i s  was done unwisely, i t  worked temporar i ly  up u n t i l  1971 when 



the d e f i n i t i o n  of the d o l l a r  was changed. 

Un t i l  1971 a "dol lar"  was 1/35 of an  ounce of gold, and a l l  na t ions  

t h a t  held t h e  d o l l a r  a s  

1 
be redeemed f o r  /35 of 

denied t h a t  same r i g h t .  

many decades (Congress, 

i s s u e  only d o l l a r s  t h a t  

of the  money supply for 

a reserve  were assured t h a t  t h e i r  d o l l a r s  could 

an ounce of gold--even i f  American c i t i c e n s  were 

However, t he  f a i l u r e  of t he  U.S. government over 

t he  Federal  Reserve and t h e  Administration) t o  

could be redeemed, l e d  t o  a massive i n f l a t i o n  

var ious  p o l i t i c a l  reasons. This  forced the  United 

S t a t e s  t o  de fau l t  on its c o n v e r t i b i l i t y  pledge and the  d o l l a r  became only 

something the  government claimed i t  was.  Residual  t r u s t  and b l ind  f a i t h  

have allowed the  d o l l a r  t o  serve  s ince  1971 a s  money, bu t  with ever  in- 

creasing d i f f i c u l t y .  Understanding Je f f e r son ' s  advice about a p rec i se  

d e f i n i t i o n  of the  d o l l a r ,  and analysing the  problems of t h e  l a s t  decade, 

during which time we  have had no d e f i n i t i o n  of t he  d o l l a r ,  

a r e  c r u c i a l  i n  our  attempt t o  pave the  way f o r  a sound, honest and r e l i a b l e  

monetary system. 

From 1792 t o  1971 w e  had an imperfect money and banking system, a s  w i l l  

be shown i n  Chapters two and three. But during t h a t  time the  d o l l a r  was always 

r e l a t e d  t o  gold i n  one way o r  another.  ( I t  may be  argued t h a t  the  exception 

was the greenback e r a  during the  Civil  War, bu t  even then gold c i r cu l a t ed  

and was used t o  some degree.) Even with its obvious imperfections,  t he  gold 

d o l l a r  worked r a t h e r  w e l l  compared t o  t h e  p a s t  t e n  years .  Though the  Depression 

of t he ,1930 t s  was ushered i n  by government meddling i n  t he  economy and ir- 

responsible  money management, t he  gold d o l l a r  per s e  survived, even though 

debased by 41%. Today the  d o l l a r  is  troubled by a general  lack  of confidence. 

The market is  an t i c ipa t ing  t h a t  a s teady deprec ia t ion  w i l l  continue, thus 

prompting high i n t e r e s t  r a t e s .  The purchasing power of t he  d o l l a r  a s  compared 

t o  gold has dramatical ly  decreased over t he  pas t  decade. By h i s t o r i c  

ana lys is ,  i t  is c l e a r  t h a t  1971 was a s i g n i f i c a n t  and unique year i n  



American monetary h is tory .  

This being the  case, what i n p a r t i c u l a r  occurred on August 15, 1971? It 

w a s  on t h i s  day President  Nixon "closed the gold window," which meant t ha t  

o f f i c i a l l y  the  American government would no longer honor its promise to  foreign 

holders  of d o l l a r s  t o  redeem those d o l l a r s  i n  gold. It became pol icy what 

was already )mown through the  world, t h a t  the American government had created 

many more dollars-promises t o  pay-then they should have and no longer could 

l i v e  up t o  t h e i r  monetary commitments by redeeming them i n  gold. A new 

agreement, the Smithsonian agreement, which las ted  only fourteen months, was claimed 

by President  Nixon t o  be "the most s ign i f i can t  monetary agreement in the h i s to ry  

of t he  world," proudsing i t  would c r e a t e  jobs, r e s t o r e  f i n a n c i a l  s t a b i l i t y ,  help 

the farmers, s t imula te  exports ,  and br ing prosperi ty  t o  all. "Significant!'it was, 

but in an e n t i r e l y  d i f f e r e n t  way, f o r  i t  was t h i s  agreement t h a t  ushered i n  the  

present period of f i a t  paper money and monetary chaos. It has brought us the 

exact opposite of w h a t  w a s  intended. 

I n  h i s  statement i n  1971 President  Nixon, a s  many uninformed individuals  

do today, blamed "speculation" f o r  our problems and not the r e a l  culpr i t - -  

gwernment i n f l a t i on .  He f u r t h e r  s t a t e d  on t h a t  f a t e f u l  day " tha t  t h e e f f e c t  

of t h i s  act ion,  i n  o ther  words, w i l l  be t o  s t a b i l i z e  the do l l a r .  " Row can 

ve expect those who claimed t h a t  r e j e c t i n g  a gold-related d o l l a r  would 

" s t a b i l i z e  the dol lar"  t o  advise  u s  now on solving our cur ren t  f inanc ia l  and 

monetary c r i s i s ?  We cannot, because they a r e  not capable. It 

is necessary t o  look elsewhere f o r  the solut ion.  

Even though the  dec lara t ion  made in August 1971 was of grea t  s ignif icance,  

overa l l  monetary pol icy did not change a t  t h a t p a r t i c u l a r  time. This was 



e s s e n t i a l l y  an admission of the f a i l u r e  of the Federal Reserve's dis-  

c re t ionary  monetary pol icy they had followed i n  various forms s ince  1914. 

Although previous de f l a t i ons  ( p a r t i c u l a r l y  1929 and 1932), and the  f a c t  we 

were spared from the  physical  des t ruc t ion  of World War 11, prolonged the  l i f e  

of t h e  d o l l a r ,  the  i n w i t a b l e  f a i l u r e  of d i sc re t iona ry  pol icy  was known by many 

f o r  a long t i m e .  

When t h e  record of t he  pas t  t e n  years  is  examined, i t  is  c l e a r  t h a t  

i nd ic t ing  the  monetary arrangements of the  pas t  decade is j u s t i f i e d .  It is 

c l e a r  t h a t  d i sc re t iona ry  monetary pol icy ,  without any as s i s t ance  from gold, 

l eads  to  s e r ious  economic i n s t a b i l i t y ,  l a c k  of c a p i t a l  formation, high 

i n t e r e s t  r a t e s ,  high p r i c e  i n f l a t i o n  and in to l e rab ly  high-levels of unemploy- 

ment. The climax of t h i s  pol icy came i n  October 1979 when the  Federal Reserve 

w a s  forced t o  change some of its management techniques. Due t o  i n t e rna t iona l  

pressure,  weakness of the  d o l l a r ,  gold a t  $600.00 an ounce, and s i l v e r  over 

$25.00 an  ounce, the  Federal  Reserve adopted a  pol icy  d i r ec t ed  toward con- 

cen t r a t ing  more on money supply than on i n t e r e s t  r a t e s .  Monetarism was t o  be 

given a  chance a t  solving the problems of i n f l a t i o n .  The record from 1979 

t o  the present  o f f e r s  no r e a l  hope and inmany ways confirms the content ion by 

many t h a t  the  only so lu t ion  w i l l  come when we have a  redeemable currency. 

The money supply s ince  1971 has been growing a t  unprecedented r a t e s .  

Since i n f l a t i o n  an increase  i n  the supply of money and c r e d i t ,  t h i s  is of 

c r i t i c a l  importance. It t e l l s  us what many economic h i s t o r i a n s  knew even 

before '1971, t h a t  when government is granted an  unlimited power t o  c r e a t e  

money out  of t h i n  a i r  a s  the  Federal Reserve has,  t h a t  power is always 

abused. For var ious p o l i t i c a l  reasons, excessive money is always created 

bringing only t rouble  to  the  innocent c i t i z e n s  not  receiving t h e  "benefits" 

of i n f l a t i on .  It is  tempting to  pursue i n f l a t i o n a r y  po l i c i e s , s ince  during 



a11 s t a g e s  of i n f l a t i o n  s p e c i a l  i n t e r e s t  groups b e n e f i t  a t  t h e  expense of 

o t h e r s .  His tory  shows t h i s  t empta t ion  has  never been r e s i s t e d  and the  record 

of t h e  money growth of t h e  p a s t  decade confirms t h i s  t o  s t i l l  be  t h e  case .  

Mom m P L Y  
( I n  b i l l i o n s  o f  d o l l a r s )  

Monetary BaseA 

2 
MJA - 

December 1971 

December 1981 

December 1971 

December 1981 

December 1971 

December 1981  

December 1971 

December 1981 

December 1971 $771.1 

December 1981 $2187.1 

' ~ a n k  r e s e m e s  p l u s  currency he ld  by t h e  publ ic .  
:currency p l u s  demand d e p o s i t s  a t  commercial banks. 

M I A  p l u s  checkab le  d e p o s i t s  a t  a l l  depos i to ry  i n s t i t u t i o n s .  
4 ~ 1 ~  p l u s  s a v i n g s  accounts  and small denomination t i m e  

depos ts a t  a l l  d e p o s i t o r y  i n s t i t u t i o n s  and money market mutual funds.  f M2 p lus  l a r g e  denomination time depos i t s  and repurchase  
agreements a t  a l l  d e p o s i t o r y  institutions. 



A l l  these f igures  indica te  tha t  t h e  money supply i n  the space of ten 

years has more than doubled, a s  measured by three of the  f i v e  standard 

s t a t i s t i c a l  s e r i e s  produced by the  Federal Reserve. This is  a l l  the more 

s ign i f i can t ,  fo r  nei ther  the  population nor American productivi ty increased 

by anything approaching tha t  r a t e  over the  same period. Since increases i n  

productivi ty and population a r e  t r ad i t iona l ly  mentioned a s  reasons fo r  

increasing the  money supply, ne i ther  of these f ac to r s  can be used a s  the  excuse 

fo r  the  massive crea t ion  of new money and c r e d i t  of the  Federal Reserve 

over the  past  decade. In  Apri l  1970, our population was approximately 

203,000,000. By Apri l  1980, i t  w a s  226, 500, 000, a 12 percent increase. 

Using the lowest of the  money supply s t a t i s t i c s ,  our money supply increased by 

58 percent over the same period. Using the  l a rges t  of the  money supply 

money f igures,  the  money supply increased by 184 percent. Neither f igure  

is commensurate with a 12 percent increase i n  population over the  decade. 

As fo r  the  r e a l  growth of the  Gross National Product, i n  1979, GNP was 

$1,107.5 b i l l ion ;  during 1981, i t  was $1,509.06 b i l l i o n ,  an increase of 36 

percent.  Again t h a t  f igure  does not even remotely approach the growth of 

the money supply over the same decade. 

It is sa fe  t o  say the  money supply is growing three  to  four times f a s t e r  

than the  r e a l  economy. Professor Milton Friedman argues t h a t  economic growth 

i s n o t  always re l a t ed  t o  monetary growth and t h a t  some of the  bes t  periods of 

economkc growth i n  our h is tory  were associated v i t h  minimal money growth. 

This f a c t  is one of the hardest to  grasp by s incere  economists and pol i t ic ians ,  

and yet  i t  is most important i n  order  t o  understand why commodity money is 

superior  to  paper money. Duplicating money subs t i tu tes  can never replace the 

benef i t s  of a trustworthy uni t  of account, one tha t  encourages saving and 



prompts low i n t e r e s t  r a t e s .  The dupl ica t ion  process does the  opposite:  

i t  destroys t r u s t ,  discourages savings, r a i s e s  i n t e r e s t  r a t e s ,  slows economic 

growth, and does no t  c r e a t e  wealth. 

PRICES 

The record f o r  p r i ce s  since 1971 is not  very encouraging. The standard 

measures of p r i c e  growth are t h e  consumer p r i c e  index, t he  producer p r i c e  

index, and the  imp l i c i t  p r i c e  d e f l a t o r  prepared by the  Departments of Labor 

and Commerce. Although p r i c e  increases  are the  consequences of t he  govern- 

ment's increasing the  supply of money and c r e d i t ,  most people s t i l l  r e f e r  t o  

t hese  increases as i n f l a t i o n  per  se r a t h e r  than the  r e s u l t  of t he  in f l a t i on .  

Nevertheless, p r i c e  increases  a r e  measurements of t he  harm done and are a re- 

f l e c t i o n  of the  d o l l a r ' s  depreciat ion.  Since p r i c e s  a r e  never uniform some 

segments of t he  soc ie ty  s u f f e r  from them more than others .  

The following p r i c e  s t a t i s t i c s  dramatize v iv id ly  the sharp deprec ia t ion  of 

t he  currency over t h e  pas t  t en  years. 

Consumer Pr ice  Index 
(196 7=lOO) 

Producer P r i ce  Index 

December 1971 December 1981 

123.1 281.5 

Impl ic i t  P r i ce  Deflator  f o r  GNP 96.01 193.57 
(1972=100) 

R e t a i l  p r ices ,  a s  measured by t h e  bes t  s t a t i s t i c s  t h a t  

the  government has produced, have more than doubled during the  decade of 

inconver t ib le  paper money. What one Federal Reserve note.purchased i n  1971, 

i t  now requi res  approximately two and one-half Federal  Reserve notes  t o  pur- 

chase. This depreciat ion i n  t he  value of our inconver t ib le  paper currency is 



c h a r a c t e r i s t i c  of a l l  such cur renc ies  throughout h i s tory .  A s  long a s  the 

currency remains a f i a t  currency, one no t  redeemable i n  something of r e a l  va lue ,  

w e  can expect t h e  money supply t o  i nc rease  a t  unreasonable r a t e s ,  deprec ia t ing  

its va lue  and r e s u l t i n g  in p e r s i s t e n t  p r i c e  i nc reases  of a l l  goods and 

services. There is no quest ion whatsoever t h a t  t h e  problem of r i s i n g  p r i c e s  

although e x i s t i n g  before  1971 has been made s i g n i f i c a n t l y  worse s i n c e  t h e  

c los ing  of t he  gold window. 

INTEREST RATES 

I n t e r e s t  rates s i n c e  1971 tell  t h e  s a m e  s t o r y .  They have reached he ights  

never seen before  i n  our h i s to ry ,  including t h e  greenback e r a  of t he  C i v i l  

War. The prime r a t e  soared t o  over 21% during t h e  past ,decade,and higher 

r a t e s  a r e  bound t o  occur i f  sound money is not  res tored .  The supply and de- 

mand f o r  money c e r t a i n l y  p lays  a p a r t  i n  e s t a b l i s h i n g  the  r a t e  of i n t e r e s t ,  

but  today the  i n f l a t i o n  premium --the premium charged f o r  t he  a n t i c i p a t i o n  of 

f u r t h e r  d o l l a r  devaluation-is t he  p r i n c i p a l  cause of f l uc tua t ing  high 

i n t e r e s t  r a t e s .  Since paper money is always deprec ia ted  by p o l i t i c i a n s ,  

i t  should be  expected t h a t  un less  a redeemable d o l l a r  i s  once again e s t ab l i shed ,  

t he  problem of high interest rates w i l l  no t  only cont inue bu t  g e t  worse. 

Unfortunately,  high i n t e r e s t  r a t e s  a r e  f requent ly  seen a s  a cause of i n f l a t i o n  

r a t h e r  than a s  a r e s u l t ,  which prompts many s i n c e r e  ind iv idua ls  who have been 

vict imized by these  high r a t e s  t o  c a l l  f o r  c o n t r o l s  on the  r a t e s  (usury laws) 

o r  f o r  c r e d i t  a l l oca t ion .  These p o l i c i e s  can only make the problem worse, 

s i nce  they do not  ge t  t o  the  roo t  cause of t h e  high i n t e r e s t  r a t e :  the  

i n f l a t i o n  of t he  money supply and dep rec i a t i on  of t h e  currency. I n t e r e s t  

r a t e s  a r e  inverse ly  proport ional  t o  t h e  t r u s t  t h e  people have i n  the  money. 



Until t h e  t r u s t  i s  r e s t o r e d  i n  t h e  mcney (and i n  t h e  government which 

has dest royed t h e  money), h i g h  i n t e r e s t  r a t e s  w i l l  cont inue.  The 

record  f o r  i n t e r e s t  rates f o r  t h e  p a s t  t e n  y e a r s  i s  a poor one and must 

b e  s e e n  a s  a r e f l e c t i o n  of monetary po l icy .  

INTEREST RATES SINCE 1971 

Conventional Home Mortgage Rate  

December 1971 7.67% 

December 1981 15.98% 

Low f o r  decade 7.44% (Apr i l  1972) 

High f o r  decade 15.98X(December 1981) 

Prime Lending Ra te  . 
December 1971 5.25% 

December 1981 15.75% 

Low f o r  decade 4.754 (February 1972) 

High f o r  decade 21.5% (August 1981) 

91-day Treasury B i l l  Rate 

December 1971 4.02% 

December 1981 10.93% 

Low f o r  decade 

High f o r  decade 

3.18% (February 1972) 

16.3% (May 1981) 

Bond Rates AAA Corporate  Bonds 

December 1971 7.25% 

December 1981 14.23% 

Low f o r  decade 7.08% (December 19 72) 

High f o r  decade 15.49% (September 1981) 



Public U t i l i t i e s  

November 1971 7.962 

November 1981 15.5% 

Low f o r  decade 7.48% (December 1972) 

High f o r  decade 16.48% (September 1981) 

S t a t e  and Local Tax Exempt Bonds 

December 1971 5.02% 

December 1981 12.91% 

Low f o r  decade 4.99% (November 19 72) 

High f o r  decade 12.92% (September 1981) 

U.S. Government Marketable S e c u r i t i e s  ( A l l  Matur i t i es )  

November 1971 5.37% 

November 1981 12.401% 

Low f o r  decade 5.051% (March 1972) 

High f o r  decade 15.83% (October 1981) 



Even with  a reduct ion i n  t h e  r a t e  o f  p r i c e  i n f l a t i o n ,  i n t e r e s t  r a t e s  have 

remained high. This  r e f l e c t s  t h e  l o s t  conf idence in t h e  currency and in t h e  

Congress t o  d e a l  with t h e  problem. With d e f i c i t s  s o a r i n g  and t h e  F e d e r a l  

Resene a b l e  t o  c r e a t e  new money a t  v i l l ,  t h e  l a c k  of confidence is j u s t i f i e d  

and understandable.  

BANKRUPTCY SWCE 1971 

Whenever a businessman complains  abou t  t h e  economy and t h e  d i f f i c u l t i e s  

he f a c e s  in maintaining a p r o f i t a b l e  b u s i n e s s ,  h e  speaks mainly of  t h e  

burden of high i n t e r e s t  rates. C u r r e n t l y  he  sees t h i s  expense as t h e  

c r i p p l i n g  blov t o  maintaining a s u c c e s s f u l  business .  It is  p r a c t i c a l l y  

impossible  t o  mainta in  a p r o f i t a b l e  b u s i n e s s  on borrowed c a p i t a l  c o s t i n g  
5 1 

b o r e  than  20%. The i n t e r e s t  burden has i n  t u r n  l e d  t o  an enormous growth i n  

athe number of personal  and b u s i n e s s  bankrup tc ies  in t h e  p a s t  decade. Many 
I 

/ f i n a n c i a l  i n s t i t u t i o n s - i n  p a r t i c u l a r  t h e  Savings and Loans- a r e  f a c i n g  

b n k r u p t c y  and a r e  c u r r e n t l y  be ing  absorbed by l a r g e r  i n s t i t u t i o n s  wi th  t h e  

r s s i s t a n c e  of t a x  d o l l a r s .  The e s t i m a t e  o f  t h e  number of Savings and Loans i n  

danger of f a i l i n g  is w e l l  over  1 ,500.  However, t h e  proposal  i n  Washington t o  

/"save8' t h e s e  i n s t i t u t i o n s  i n v o l v e s  t h e  sane  procedure used t o  "save" New York 
I 
'City and Chrysler  --more i n f l a t i o n  a s s o c i a t e d  w i t h  a f r a n t i c  e f f o r t  t o  avoid  

debt l i q u i d a t i o n  by d e f l a t i o n .  

Although bankruptc ies  do l i q u i d a t e  deb t  i n  a conventional way, l a r g e  

' co rpora t ions ,  c i t i e s ,  s t a t e s ,  and f i n a n c i a l  i n s t i t u t i o n s  a r e  "bai led out ."  

.F inanc ia l  i n s t i t u t i o n s  a r e  b a i l e d  o u t  by government mandated and r e g u l a t e d  

takeovers by "stronger" i n s t i t u t i o n s .  

Those allowed t o  f a i l h a v e  been and w i l l  con t inue  t o  be t h e  smal le r  companies and 

' ind iv idua l s .  The s t a t i s t i c s  show a r a p i d  i n c r e a s e  i n  personal  and bus iness  



bankruptc ies  s i n c e  1971--evidence of unmanageable deb t  s e r v i c e  a s s o c i a t e d  

wi th  high i n t e r e s t  r a t e s .  

BUSINESS AND PERSONAL BANKRUPTCIES AND FAILURES SINCE 1971 

1971 201,352 

1981 519,063 

These f i g u r e s  can b e  expected t o  i n c r e a s e ,  and they  would be even worse i f  

none were "ba i l ed  out" by government programs g r a n t i n g  loans  and guaranteeing 

l o a n s  ( g r e a t e r  t h a n  $800 b i l l i o n ) .  These programs rcay keep t h e  f i g u r e s  

a r t i f i c i a l l y  law f o r  a time, b u t  they  w i l l  obviously  c o n t r i b u t e  t o  more 

i n f l a t i o n  a t  a l a t e r  day, a weaker economy, and t h e  t h r e a t  of even more bank- 

r u p t c i e s  l a t e r  on. 

BONDS AND MORTGAGES 

I n  t h e  decade of t h e  s e v e n t i e s  we have s e e n  t h e  v i r t u a l  d e s t r u c t i o n  of 

long term f inanc ing  i n  t h e  United S t a t e s .  A key t o  a c a p i t a l i s t i c  economy i s  

a v a i l a b i l i t y  of long term borrowing, and wi thou t  i ts  rees tab l i shment  economic 

s t a g n a t i o n  can be  expected. Long term markets cannot  be  r e s t o r e d  wi thout  re- 

s t o r i n g  t h e  b e l i e f  t h a t  t h e  d o l l a r  w i l l  no longer  be  deprec ia ted .  

Home mortgage rates of 17 and 1 8  percen t  guaran tee  t h a t  v e r y  few people 

w i l l  q u a l i f y  f o r  t h e  purchase  of a new home. Th is  is  des t roy ing  t h e  housing 

indus t& and is  a prime c o n t r i b u t o r  t o  t h e  h igh  unemployment rate we a r e  

now exper iencing.  

Bonds a r e  no longer  t h e  investment of widows and orphans,  bu t  have 

jo ined t h e  ranks  of s p e c u l a t i v e  in res tments  w i t h  i n v e s t o r s  hoping t o  c a t c h  

minor p r i c e  swings, mahe a p r o f i t ,  and then q u i c k l y  s e l l .  Th i s  is no way t o  



bui ld  a hea l thy  market economy. I n  1 9 4 5 ,  t h e  Standard and  Poor ' s  Index 

of bond p r i c e s  was 121.6 f o r  c u r r e n t  1945 and gold d o l l a r s .  By 1981 

i n  c u r r e n t  d o l l a r s ,  i t  w a s  38, i n  1945 d o l l a r s  i t  was 9  and i n  gold  d o l l a r s  

i t  was 2.4. It took 3.2 ounces of gold i n  1945 t o  buy t h e  index and .09 

ounces i n  1981. The bond market i n  B r i t a i n ,  which l e a d s  u s  by a few y e a r s  

i n  such m a t t e r s  has a l r e a d y  been dest royed.  

An investment i n  1971 i n  gold would have y ie lded  a  17.8% annual  r e t u r n .  

A similar investment i n  a  U.S. bond would have d e c l i n e d  5.2% annua l ly  i n  

r e a l  terms. 

The message of t h e  d o l l a r ' s  i l l n e s s c a m e s o o n e r  i n  t h e  bond market than 

any p l a c e  e l s e .  It has  moved downward s i n c e  1945, bu t  t h e  p r e c i p i t o u s  drop 

occured i n  t h e  decade s i n c e  1971. Without t h e  r e v e r s a l  of long term bond 

markets,  t r u e  c a p i t a l  format ion is impossible.  True sav ings  of t h e  f u t u r e  

w i l l  n o t  occur under t h e  c o n d i t i o n s  e x i s t i n g  today,  and t h e  on ly  c r e d i b l e  

reassurance  is a  p r e c i s e l y  de f ined  and guaranteed monetary u n i t .  

EMPLOYMENT AND REAL INCOME 

A s  one would expect when a  n a t i o n ' s  currency is d e p r e c i a t e d  by c r e a t i n g  

an  excess ive  amount of it, t h e  r e a l  wage of t h e  warking man i s  bound t o  go 

down. Even though i n  t h e  e a r l y ,  less d e t e c t a b l e ,  and more modest s t a g e s  of 

i n f l a t i o n ,  i n c r e a s e s  i n  p r o d u c t i v i t y  can s t a y  ahead of t h e  d e p r e c i a t i o n  and 

g ive  t h e  impression t h a t  i n f l a t i o n  is  b e n e f i c i a l ,  t h e  r e s u l t s  noted i n  t h e  

1970's were i n e v i t a b l e  and p r e d i c t a b l e .  Real income s u f f e r e d  more than a t  any 

o t h e r  time i n  American h i s t o r y .  There w a s  a  13 percent  drop over a  ten-year 

pe r iod .  



SPENDABLE AVERAGE WEEKLY EARNINGS 
(1967 d o l l a r s )  

December 1971 

December 1981 

The recess ion  o r  depression t h a t  fol lows per iods  of  monetary i n f l a t i o n  

is the  co r r ec t i on  t h a t  comes a s  a r e s u l t  of malinvestment due t o  t h e  f a l s e  

information of  d i s t o r t e d  interest r a t e s .  During a cor rec t ion ,  a s  t h e  

economy tries t o  r i g h t  i t s e l f ,  a per iod of unemployment results. I f  the  

co r r ec t i on  is  aborted and "corrected" by resumption of more i n f l a t i o n ,  each 

cycle  w i l l  g ive  us mare unemployment. Since 1945, w e  can see t h a t  each cyc le  

has  go t ten  worse: higher interest rates, h igher  p r i ce s ,  and higher  un- 

employment. Today, we see t h e  unemployment l e v e l s  higher  than any s ince  t he  

Great Depression. 

UNEMPLOYMENT 

1971 4.695 mi l l i on  (5 .5%)  

December 1981 9.462 mi l l i on  (8.9%) 

Unemployment is now a t  a c r i t i c a l  s tage ,  and even i f  another  cyc le  

is entered Snd t h i s  rate is temporarily reduced, i t  is t o  be  expected t ha t  

without t h e  adoption of a sound monetary system, unemployment r a t e s  w i l l  

con t inua l ly  g e t  worse. 

PERSONAL SAVINGS RATE 

When a currency l o s e s  its va lue  by d e l i b e r a t e  and s teady i n f l a t i o n ,  

t he  tendency, a s  more and more c i t i z e n s  become knowledgeable, is f o r  a lowered 

savings r a t e .  Since the  exact  r a t e  of  depreciation-actual p r i c e  increase  of 

goods and services-is unpredictable ,  i t  becomes impossible t o  a n t i c i p a t e  

and f u l l y  p ro t ec t  t h e  purchasing power of savings by c o r r e c t l y  e s t ab l i sh ing  t h e  



i n f l a t i o n a r y  premium on i n t e r e s t  r a t e s .  There is  a d is incent ive  to  save s ince  

p r i c e  i n f l a t i o n  is usual ly g r e a t e r  than the  ex t r a  i n t e r e s t  earned. But more 

importantly,  i t  is unpredictable.  Many f i g u r e  i t  is b e t t e r  t o  buy something 

this year r a t h e r  than next  (when they w i l l  a c t u a l l y  need i t )  when the  p r i c e  

w i l l  be much higher. 

PERSONAL SAVINGS RATE 

Savings a r e  discouraged even f u r t h e r  i f  i n t e r e s t  r a t e s  paid a r e  a r t i f i c i a l l y  

cont ro l led  by government regula2ions. The s h i f t  of funds from the savings 

and l o a n s t o t h e  money market mutual funds i s  not  much of a mystery. Even though 

savings and loans a r e  s ta rved  f o r  savings, they have championed the continued 

f ix ing  of low i n t e r e s t  r a t e s  on savings accounts, hoping t h a t  t h i s  s p e c i a l  bene f i t  

w i l l  continue. Although t h i s  did help i n  t he  ea r ly  s tages  of i n f l a t i o n ,  now 

when the  spread is  7% t o  12% between what savings and loans w i l l  pay and the 

market r a t e ,  we cannot expect t h a t  resumption of savings i n  t he  conventional 

manner w i l l  come quickly. Without t r u e  savings, c a p i t a l  formation is im- 

possible.  And without adequate savings, government o f f i c i a l s  a r e  pressured 

t o  t r y  t o  c r e a t e  "capi tal"  by money crea t ion ,  a pol icy t h a t  w i l l  only make 

the  problem worse. There w i l l  be  f u r t h e r  depreciat ion of t he  currency, 

with more monetary i n f l a t i o n ,  thus increasing even f u r t h e r  the d is incent ive  

to  save. Only with the  cessa t ion  of i n f l a t i o n  through r e i n s t i t u t i o n  of a 

hard currency w i l l  we see  a s i g n i f i c a n t  increase  i n  t rue  savings. Economic 

growth depends on savings (and o the r  things l i k e  low taxes and m i n i m a l  regula- 

t ions)  not on the growth of the  money supply a s  so many be l ieve  today. 



MONETARISM--NOT THE ANSWER 

The obvious f a i l u r e  of the d i sc re t iona ry  monetary system has prompted the 

popular izat ion of monetarism i n  recent  years.  This  is the  view t h a t  the  f ede ra l  

government should manage the  na t ion ' s  money system and supply, increas ing  

the  nmber  of d o l l a r s  each year by between 3% and 5%. The monetar is ts  

share  our view t h a t  t he  Federal  Reserve's d i sc re t iona ry  pol icy of the last 

seve ra l  decades has been the  cause of our i n f l a t i o n .  However, w e  a r e  confident 

t h a t  the  monetar is t  so lu t ion  is unworkable. Since October of 1979, t he  Federal 

Reserve has d i rec ted  i ts  a t t e n t i o n  t o  regula t ing  the  money supply and has 

abandoned its t r a d i t i o n a l  i n t ense  concentrat ion on manipulation of i n t e r e s t  

r a t e s .  Yet we now a r e  witnessing more e r r a t i c  movement i n  t h e  money supply 

(and i n t e r e s t  r a t e s )  then ever  before. 

The excuses given are:  " the monetary technicians a r e  a t  f a u l t  ;" "the 

wrong parameters a r e  b a n g  used;" "the wrong M is being watched;" "the 

wrong people a r e  i n  charge." The excuses a r e  unlimited a s  t o  why monetarism 

is f a i l i n g .  The explanations a r e  always given by those monetar is ts  who do 

not assume the  r e spons ib i l i t y  f o r  making monetarism work. It is c e r t a i n l y  t rue  

t h a t  ne i the r  here i n  the  United S t a t e s  nor i n  England has monetar is t  pol icy 

followed the textbook descr ip t ion  of how monetarism should be implemented. 

What the monetar is ts  w i l l  not admit nor even consider,  however, i t  t h a t  i t  is 

not being followed because i t  cannot be followed. They p re fe r  t o  be l ieve  t h a t  

i t  is the  shortcomings of the technicians r a t h e r  than of the monetary system 

i t s e l f .  

The not ion t h a t  d e f i c i t s  do not  matter  so long a s  they a r e  a c e r t a i n  per- 

cent  of the  gross  na t iona l  product, a s  claimed by some of the monetar is ts ,  i s  not 

acceptable.  It ignores the f a c t  t h a t  t o t a l  annual borrowing of the f ede ra l  

government exceeds the annual d e f i c i t  a s  the  t o t a l  debt is  turned over more 

and more rapidly.  A sound monetary system works hand i n  hand with a balanced 



budget,  g iv ing  t h e  c i t i z e n s  assurance  of no p o s s i b l e  f u t u r e  p lans  t o  

"break t h e  r u l e s "  and start i n f l a t i n g  again .  Many who downplay t h e  

d e f i c i t  (some supply-siders,  Keynesians, and m o n e t a r i s t s )  emphasize c o r r e c t -  

l y  that it is  n o t  i n f l a t i o n a r y  i f  t h e  deb t  is  n o t  monetized. But they 

f a i l  t o  cons ider  t h e  i n f l a t i o n a r y  p r e s s u r e s  c r e a t e d  by t h e  r e a l  deb t ;  t h e  

on-budget d e f i c i t ,  t h e  off-budget d e f i c i t  t h e  guaranteed l o a n s ,  and t h e  d i r e c t  
/ 

loans-a much l a r g e r  problem t h a n  t h e  conven t iona l ly  accepted annual  f e d e r a l  

d e f i c i t .  The p o l i t i c a l  p r e s s u r e s  t o  monetize t h e  deb t  a r e  inexorab le .  

Monetarism ignores  man's n a t u r e  and assumes t h a t  i f  money managers and 

p o l i t i c i a n s  are given t h e  power t o  i n c r e a s e  t h e  money supply a t  a 5% annual  

r a t e ,  they w i l l  n o t  abuse t h a t  power. His to ry  shows t h a t  governments and t h e  

people i n  charge w i l l  always abuse  t h e  It r i g h t "  t o  c r e a t e  money i f  i t  

is g r a n t e d  t o  them. 

Mone ta r i s t s  cannot a g r e e  on t h e  p r e c i s e  d e f i n i t i o n  of money. Some 

p r e f e r  t h e  monetary base(bank reserves p l u s  c i r c u l a t i n g  c a s h ) ,  o t h e r  p r e f e r  

M1B (cash p l u s  checking and t r a n s f e r  accounts) .  S ince  M1B is no longer  

s a t i s f a c t o r y ,  MIA and M1B have now been dropped and M 1  is  p r e s e n t l y  t h e  key 

"M" t o  watch, according t o  some. S t i l l  o t h e r s  b e l i e v e  M2 is  t h e  key s t a t i s t i c  

t o  watch. Nothing guarantees  t h a t  i f  M 1  o r  M2 become d i f f i c u l t  t o  c o n t r o l  

a new M w i l l  n o t  be created.  A sound monetary system cannot be t h i s  a r b i t r a r y .  

The theory of monetarism advocates  a d e l i b e r a t e  and c o n t r o l l e d  monetary 

i n f l a t i o n  of 3-5% per  y e a r  t o  c o i n c i d e  w i t h  economic growth s o  a s  t o  produce 

p r i c e  s t a b i l i t y .  I f  w e  d o n ' t  know what t h e  economic growth w i l l  be i n  t h e  

year  t o  come--2% o r  6%--we cannot  know how much money t o  c r e a t e  i n  o r d e r  tih 

produce p r i c e  s t a b i l i t y .  W e  cannot wa i t  u n t i l  a f t e r  t h e  growth occurs  f o r  i t  

s e r v e s  no purpose--the money then  comes i n t o  t h e  economy too l a t e .  They 

f u l l y  recognize  t h a t  money growth a s  we have had i t  i n  t h e  p a s t  decade is 

i n j u r i o u s  t o  economic growth,but c la im t h a t  a 5% growth i n  t h e  money supply 



would not be. The t r u t h  is t h a t  any inflation-even monetarist  i n f l a t i on -  

is harmful, and t h a t  a 4X growth of the  money supply cannot produce economic 

growth of 4%. The two a r e  unrelated.  

The c e n t r a l  Purpose of a monetarp s tandard is  t r u s t  and honesty, no t  s t a b l e  

pr ices .  The reason gold is  super ior  t o  a l l  forms of paper is t h a t  i t  

provides t h i s  t r u t h  and honesty, permits  and encourage savings, enhances 

economic growth, and as a secondary b e n e f i t  allows p r i ce s  t o  a d j u s t  f r e e l y  

i n  the  marketplace (yet  long tern p r i c e  s t a b i l i t y  is achieved more with gold, 

than with any o ther  standard).  "Stable" p r i c e s  cannot be achieved any more 

e a s i l y  through monetarp pol icy than they can through wage and p r i ce  con t ro l s ,  

t h a t  is, they carnot  be achieved a t  a l l .  

~ 0 t h  monetar is ts  and gold s tandard advocates want t o  s top the present  

i n f l a t i on .  Monetarism claims that a gradual  reduct ion i n  the  r a t e  of money 

growth can ge t  u s  t o  where we want t o  be. Gradualism has not worked i n  England 

nor i n  the  United S t a t e s  so  f a r ,  and the re  is no i nd i ca t ion  that i t  w i l l .  

Gradualism does not  ensure c r e d i b i l i t y .  Restor ing c o n v e r t i b i l i t y  and def in ing  

the do l l a r  a s  a prec ise  weight of gold is the  only way the psychology of in- 

f l a t i o n  can be broken. Although the  money supply i s  very important, an  ab- 

s o l u t e  r e l a t i onsh ip  of money supply t o  p r i c e s  does not  e x i s t .  Ult imately,  

a l l  p r ices  (and the  value of the  d o l l a r )  a r e  set by the market, not by the  

monetarp au tho r i t i e s .  

Monetarism is s imi l a r  to  a d i sc re t iona ry  in f l a t i ona ry  pol icy i n  t h a t  the  

government remains a s  the monopolist f u l l y  i n  charge. In con t r a s t ,  with 

a f u l l y  conver t ib le  gold standard, the  people a r e  i n  charge and can c a l l  the  

b luf f  anytime they choose by turning i n  t h e i r  paper c e r t i f i c a t e s  

for gold. The u n i t  of account, a s  J e f f e r son  s t a t e d ,  must be defined 

"with precis ion."  A gold s tandard does t h i s  by def ining the u n i t  i n  a weight 

3f gold--a paper standard provides no d e f i n i t i o n  and the u n i t  of account is  



a r b i t r a r y  and i s  inev i t ab ly  depreciated by the money managers. Trust  can never 

be r e s to red  with a  paper currency. 

A NEW ATTITLTDE 

The f i n a l  severance of our  currency 's  l i n k  t o  gold i n  1971 ushered i n  

a  new a t t i t u d e  among Americans unknown previously i n  our h i s to ry .  Even though therr 

were s h o r t  per iods during wartime when an i n f l a t i o n a r y  psychology ex i s t ed ,  i t  

never p e r s i s t e d  f o r  an i n d e f i n i t e  per iod and i t  has never heen a s  pervasive 

a s  we a r e  experiencing now. Associated wi th  t h i s  i n f l a t i o n a r y  psychology is 

a  genera l  a t t i t u d e  toward government and l i f e  i n  general.  Pessimism has 

replaced our t r a d i t i o n a l  optimism. Scheming, specula t ion ,  and sophis t ica ted  

tax  avoidance have replaced product ive e f f o r t s ,  savings,  and planning f o r  the 

fu ture .  

Trading i n  cur renc ies  can now be more rewarding t o  banks than t h e  

conventional business  of brokering loans  from savings.  The f u t u r e s  and opt ions 

market has turned i n t o  a  g i a n t  gambling game. The new markets t h a t  have developed 

s ince  the  d o l l a r  l o s t  i ts p r e c i s e  d e f i n i t i o n  r e f l e c t  t he  ingenui ty  of man. 

Now w e  s ee  f u t u r e s  so ld  i n  cur renc ies ,  b e t t i n g  on t h e  monetary i n f l a t i o n  of 

var ious  governments. Ins tead  of buying a bond o r  t r ea su ry  b i l l  and holding 

i t ,  w e  now can specula te  on a  d a i l y  and massive bas i s .  

J u s t  t h i s  winter ,  f u t u r e s  and opt ions  began t o  be  so ld  on stock-indexes. 

One is a b l e  t o  buy fu tu re s  on l a r g e  CD'S a s  w e l l .  a t s t a n d i n g  European r a t e  

fu tu re s  and GNMA opt ions  (GNMA f u t u r e s  s t a r t e d  i n  1975) w i l l  be of fe red  

a l so .  B i l l i o n s  of d o l l a r s  a r e  now used i n  i ndus t ry  f o r  t he  purpose of 

"take-overs" of o ther  i n d u s t r i e s  with no r e a l  s i gns  of developing new 

i n d u s t r i e s  o r  r e c a p i t a l i z i n g  o ld  i ndus t r i e s .  The d o l l a r  amount involved 

i n  the specula t ion  i s  i n t o  t he  t r i l l i o n s  of d o l l a r s  from these  var ious ven- 



tures .  A l l  t h i s  i s  a  r e s u l t  of unsound money. Ten years  ago, most of the  

fu tu re s  and opt ions  markets did not e x i s t .  

With a  sound curr.ency there  would be no specula t ion  and t rading i n  U.S.  

government bonds. Speculation would be minimal a s  compared t o  today. 

Their value would be predic tab le  and be t t i ng  on t h e i r  day-to-day value would 

be meaningless. Yet i n  1980, on the  Chicago Board of Trade,far more U.S. 

Treasury Bond fu tu re s  con t r ac t s  than c a t t l e  con t r ac t s  were traded. The 

opt ions market is a l s o  gaowing by leaps  and bounds and beaoming more 

soph i s t i ca t ed  and more complex every day. The frenzy wi th  which the  

speculat ion is growing is l i t e r a l l y  incomprehensible and immeasurable. This 

tendency w i l l  continue so long a s  w e  a r e  opera t ing  wi th  an  unsound currency 

t h a t  is being de l ibe ra t e ly  depreciated on a  regular  bas i s .  

The speculat ion has s p i l l e d  over i n t o  the f i s c a l  arena a s  well .  I n  

1980, $2,107,325,000 were co l lec ted  by s ta- te  run l o t t e r i e s .  It is i l l e g a l  

f o r  most c i t i z e n s  t o  gamble, bu t  i t  is l e g a l  f o r  governments t o  operate  

l o t t e r i e s  t o  raise revenues. 

I n  the pas t  decade the  d e f i n i t i o n  of money has undergone continuous 

change, r e f l e c t i n g  the  new r u l e s  of a  f i a t  monetary system. In  1970 the  

Federal Reserve had a  s i n g l e  monetary aggregate. I n  1971 the  concepts of 

MI, M2, and M3wereintroduced. By 1975 i t  became necessary t o  definetwo 

new aggregates,  M4 and M5. The more chaot ic  money management became a f t e r  

the dollar-gold l inkage broke down, the  more the  d e f i n i t i o n  of money was 

changed: Af te r  the  mid-1970's "demand" depos i t s  were v i r t u a l l y  impossible t o  

ca l cu la t e  due t o  interest-bearing t ransac t ion  accounts. This prompted the  tem- 

porary use of a  measurement ca l l ed  M1+ i n  1978. 

By 1980 a major r ede f in i t i on  of a l l  the  monetary aggregates w a s  required. 

The turbulent  i n t e rna t iona l  monetary c r i s i s  of 1979 convinced many tha t  

current  d e f i n i t i o n s  and money managementwere t o t a l l y  inadequate. Five new 

de f in i t i ons  were introduced: M1-A, M1-B, M2, M3, and L.  Even t h i s  did not  



s u f f i c e .  I n  1981 t h e  Fed s t a r t e d  pub l i sh ing  a " sh i f t -ad jus ted"  measure 

of M1B t o  account f o r  t h e  new nationwide NOW accounts .  By 1982, t h i s  

a d j s u t e d  measure of MlB waS dropped, and MIA and M1B became M I .  

1t's probably s a f e  t o  p r e d i c t  t h a t  new d e f i n i t i o n s  w i l l  be invented i n  

hopes t h a t  t h e  impossible  t a s k  of managing a f i a t  monetary system w i l l  be 

miraculously  achieved by new measurements. Th i s  problem of measuring monetary 

aggrega tes  would n o t  exist under a gold s t a n d a r d ,  f o r  t h e r e  would b e  no 

purpose i n  it. 

This  decade has  taught  Americans t o  accep t  f o r  t h e  f i r s t  t ime over  a sus- 

t a i n e d  per iod of t i m e  t h a t  t h e i r  s t andard  of l i v i n g  is more l i k e l y  t o  go 

down than  up. It is a l s o  recognized by many Americans t h a t  c o n d i t i o n s  caused 

by i n f l a t i o n  and t h e  tax code are ach iev ing  a t r a n s f e r  of weal th  from t h e  

l a r g e  middle c l a s s  and t h e  working poor t o  both  t h e  r i c h  and t h e  we l fa re  poor. 

Average people  can no longer  buy houses,  c a r s  a r e  smal le r  f o r  t h e  s h r i n k i n g  

number who a r e  s t i l l  a b l e  t o  buy one, most people  pump t h e i r  own gas ,  and house- 

hold  h e l p  and o t h e r  s e r v i c e s  a r e  on t h e  wane. These have a l l  l e d  t o  a sense  of 

f r u s t r a t i o n  and anger.  

More and more Americans have r e s o r t e d  t o  t h e  underground economy t o  

compensate f o r  l o s s e s  they s e e  a s  u n f a i r .  Law b r e a k e r s  have rep laced  law 

a b i d e r s .  Fear  of the  unknown has  prompted a whole s u b c u l t u r e  of s u r v i v a l i s t s - -  

convinced by t h e i r  own a n a l y s i s  t h a t  t h e  government i n  t h e  f o r s e e a b l e  f u t u r e  

w i l l  n o t  adopt  a sound monetary system. Th is  group no longer  depends on 

convent ional  news s e r v i c e s  f o r  t h e i r  in fo rmat ion  and relies on expensive 

n e w s l e t t e r s  f o r  what i s  considered a c c u r a t e  informat ion regard ing  what is 

happening t o  t h e  monetary system. It is  easy t o  w r i t e  them o f f  a s  s p e c u l a t o r s ,  

bu t  compared t o  "specula t ing"  i n  f i v e  p e r c e n t  pe r  y e a r  l o s s e s  wi th  a govern- 

ment bond, i t  seems t h a t  t h e i r  e x i s t e n c e  and t h e i r  success  i n  a r e f l e c t i o n  



of our i n f l a t i o n a r y  monetary policy. There is  a s i n c e r e  attempt by a growing 

number of Americans t o  preserve a s s e t s  t h a t  have been earned over a period 

of time and whose value is threatened by i n f l a t i o n .  For t h i s  reason, tens 

of thousands have at tended hard money conferences i n  t he  pas t  t en  years  i n  

t he  hope t h a t  they can l e a r n  how t o  p ro t ec t  themselves from t h e  destruct ive-  

ness of a government caused in f l a t i on .  This  is a new phenomenon and is 

d i r e c t l y  r e l a t e d  t o  t h e  breakdown of the Bret ton Woods and Smithsonian 

Agreements. P r i o r  t o  1974, t he  conferences were v i r t u a l l y  unheard of.  

In  1968 and 1971 a vocal  minority decr ied  t h e  abandonment of gold 

c o n v e r t i b i l i t y  and predic ted  the  subsequent events  of t h e  1970's. A remnant 

throughout t he  period of t he  d i s so lu t ion  of t h e  gold s tandard (1913 t o  1971) 

s t e a d f a s t l y  proclaimed t h a t  one day a gold s tandard would be required t o  s top  

in£ l a t i o n  and r e s t o r e  order  t o  m n e t a r y  pol icy  and t o  t he  f i n a n c i a l  markets. 

The number of Americans i n s i s t i n g  on a sound currency is mult iplying rapidly.  

Today's events  dramatize the  urgent need t o  l a y  plans f o r  e s t ab l i sh ing  

a modern gold standard. A growing number of f r e e  market economists defend 

the wisdom of t he  gold standard. Their  voices  may not  have been heard by 

the  o f f i c i a l s ,  bu t  t h e i r  impact has been f e l t .  

The need f o r  something b e t t e r  than w e  have today is conceded by almost 

everyone. The pas t  t en  yearshave taken a heavy t o l l  with general  confidence 

shat tered.  Most ag ree  t h a t  t h i s  country and the  Western na t ions  appear 

hopelessly enmeshed i n  the  problems of p e r s i s t e n t  i n f l a t i o n ,  high i n t e r e s t  

r a t e s ,  weak economies, and high unemployment. No one expects these condit ions 

t o  improve without a s i g n i f i c a n t  change i n  monetary pol icy.  I t  is our 

purpose i n  t h i s  r epo r t  to  o f f e r  and t o  l ay  ou t  the  plans f o r  a sound monetary 

system. 



CHAPTER TWO 

A HISTORY OF MONEY AND BANKING I N  THE 
UNITED STATES BEFORE THE TWENTIETH CENTURY 

A s  an outpost  of Great Britain, co lon ia l  America 09 course used B r i t i s h  

pounds, pence, and s h i l l i n g s  as its money. Great B r i t a i n  w a s  o f f i c i a l l y  on a 

s i l v e r  standard, wi th  the  s h i l l i n g  defined as equal t o  86 pure Troy gra ins  of 

s i l v e r ,  and with s i l v e r  as so defined l e g a l  tender  f o r  a l l  debts  ( i . e .  c r ed i to r s  

were compelled to accept  s i l v e r  a t  t h a t  r a t e . )  However, B r i t a i n  a l s o  coined 

gold, and maintained a b ime ta l l i c  s tandard by f i x i n g  t h e  gold guinea, weighing 

129.4 g ra ins  05 gold, as equal i n  va lue  t o  a certain weight of  s i l v e r .  In  t h a t  

way, gold becam; in e f f e c t  l e g a l  tender  as w e l l .  Unfortunately, by e s t ab l i sh ing  

bimetallism, Br i t a in  became perpe tua l ly  sub jec t  t o  t h e  e v i l s  known a s  Gresham's 

Law, which states t h a t  when government compulsorily overvalues one money and under- 

values another,  t h e  undervalued money will leave t h e  country o r  disappear i n t o  

hoards, while  t he  overvalued money w i l l  f lood i n t o  c i r cu l a t ion .  Hence, the 

popular catchphrase of Gresham's Law: "bad money d r ives  out  good." But the  

important point  t o  note  is  t h a t  t h e  triumph of "bad" money is  the  r e s u l t ,  not 

of perverse f r e e  market competit ion bu t  of government using t h e  compulsory l e g a l  

tender power t o  p r iv i l ege  one money above another.  

I n  1 7 t h  and 18th  century Br i t a in ,  t h e  government maintained a mint r a t i o  

between gold and s i l v e r  t h a t  cons i s t en t ly  overvalued gold and undervalued s i l v e r  

i n  r e l a t i o n  to  world market p r i ce s ,  with the  r e s u l t a n t  disappearance and outflow 

of full-bodied s i l v e r  coins, and an  i n f l u x  of gold, and the  maintenance i n  c i rcu-  

l a t i o n  of only eroded and "lightweight1' s i l v e r  coins.  Attempts t o  r e c t i f y  the 



f ixed b ime ta l l i c  r a t i o s  were always too l i t t l e  and too 1 a t e . I  

In the sparse ly  s e t t l e d  American colonies ,  money, a s  i t  always does, 

a rose  i n  t h e  market as a use fu l  and scarce  commodity and began t o  serve  a s  a 

general medium of exchange. Thus, beaver f u r  and wampum was used a s  money 

in t h e  North f o r  exchanges with t h e  Indians,  and f i s h  and corn a l s o  served a s  

money. Rice was used as money i n  South Carolina, and t h e  most widespread use  

of commodity money wae tobacco, which served as money i n  Virginia.  The pound- 

of-tobacco was t he  currency u n i t  in Virginia ,  with ware-house r ece ip t s  i n  

tobacco c i r c u l a t i n g  as money backed 100% by t h e  tobacco i n  t he  warehouse. 

While commodity money continued t o  serve  s a t i s f a c t o r i l y  in r u r a l  a reas ,  

as t he  co lon ia l  economy grew, Americans imported gold and s i l v e r  co ins  t o  serve  

as monetary media i n  urban cen te r s  and i n  fore ign  t rade.  English co ins  were 

imported, bu t  so too were gold and s i l v e r  co ins  from o t h e r  European countr ies .  

Among t h e  gold co ins  c i r c u l a t i n g  i n  America were the French guinea, the Portugese 

"Be, " t h e  Spanish doubloon, and Braz i l i an  coins,  whi le  s i l v e r  coins  included 

French crowns and l i v r e s .  

It is important t o  r e a l i z e  t h a t  gold and s i l v e r  a r e  i n t e rna t iona l  commodities, 

and t h a t  therefore,  when not prohibi ted by governnaent decree, fore ign  coins a r e  

pe r f ec t ly  capable of senr ing  as standard moneys. There is no need to  have a 

coins cons t i tu ted  much of t he  coinage in the  United S ta t e s  u n t i l  Congress 

the use of fore ign  coins i n  1857. Thus, i f  a f r e e  market is to 

I n  t h e  l a t e  17 th  and e a r l y  18 th  cen tu r i e s ,  t he  B r i t i s h  maintained f ixed  
mint r a t i o s  of  from 15.1:l of s i l v e r  g ra ins  i n  r e l a t i o n  t o  gold gra ins ,  t o  about 
15.5:l .  Yet, t h e  world market r a t i o s  of weight, s e t  by forces  of supply and 
demand, was about 14.9:l. Thus, s i l v e r  was cons i s t en t ly  undervalued and gold 
overvalued. In  the  18th  century, the  problem got even worse, f o r  increas ing  
gold production i n  Braz i l  and dec l in ing  s i l v e r  production i n  Peru' brought t h e  
market r a t i o  down t o  14.1:l while t he  mint r a t i o s  f ixed  by the  B r i t i s h  
government continued t o  be  t h e  same. 



preva i l  i n  a country, fo re ign  co ins  w i l l  c i r c u l a t e  na tura l ly .  S i lve r  and gold 

coins w i l l  tend to  be valued i n  proport ion t o  t h e i r  respec t ive  weights,  and the  

r a t i o  between s i l v e r  and gold w i l l  be s e t  by t h e  market i n  accordance with t h e i r  

r e l a t i v e  supply and demand. 

Sh i l l i ng1  Dollar Manipulations 

By f a r  t h e  leading spec i e  co in  c i r c u l a t i n g  i n  America w a s  t he  Spanish s i l v e r  

d o l l a r ,  defined as cons is t ing  of  387 g ra ins  of pure s i l v e r .  The d o l l a r  was 

divided i n t o  "pieces of e ight , "  o r  "b i t s , "  each cons is t ing  of  one-eighth of a 

do l l a r .  Spanish do l l a r s  came i n t o  t h e  North American colonies  through the lucra- 

t i v e  t r ade  with the W e s t  Indies .  The Spanish s i l v e r  d o l l a r  had been t h e  world's 

outs tanding coin s ince  t h e  e a r l y  16th  century, and was spread p a r t i a l l y  by 

d i n t  of t he  vas t  s i l v e r  output  of t h e  Spanish colonies i n  Lat in  America. More 

important, however, w a s  t h e  f a c t  t h a t  t h e  Spanish d o l l a r ,  from t he  s ix teenth  

down t o  the  nineteenth century, was r e l a t i v e l y  t h e  most s t a b l e  and l e a s t  debased 

co in  i n  the  Western world. 2 

Since the  Spanish s i l v e r  d o l l a r  consis ted of 387 gra ins ,  and the English 

s h i l l i n g  consis ted of 86 gra ins  of s i l v e r ,  t h i s  meant the na tu ra l ,  free-market 

r a t i o  between the two coins would be  4 s h i l l i n g s  6 pence per  do l l a r .  3 

The name "dollar" came from the  " tha le r , "  the name given t o  t h e  coin of 
s imi l a r  weight, the  "Joachims tha le r"  o r  "Schlicken t h a l e r  ," issued s i n c e  the 
ea r ly  16th century by the  Count of Schl ick in Joachimsthal i n  Bohemia. The 
Joachimsthalers weigh 451 Troy g ra ins  of  s i l v e r .  So successful  were these coins 
t h a t  similar t h a l e r s  were minted in Burgundy, Holland, France; most successful  of 
these  was the  Maria Theresa tha l e r ,  which began being minted i n  1751, and formed 
a considerable port ion of American currency a f t e r  t h a t  date .  The Spanish "pieces 
of eight ' '  adopted t h e  name "dol lar"  a f t e r  1690. 

Since 20 s h i l l i n g s  make b 1, t h i s  meant t h a t  the na tu ra l  r a t i o  between 
the two cur renc ies  was L 1 = $4.44. 



Constant complaints, both by contemporaries and by some l a t e r  h i s to r i ans ,  

arose about an a l leged  " sca rc i ty  of money" e s p e c i a l l y  of specie  i n  the  co lonies ,  

a l legedly  j u s t i f y i n g  numerous co lon ia l  paper money schemes t o  remedy t h a t  

"shortage ." In r e a l i t y ,  t he re  w a s  no such shortage. It is t r u e  t h a t  England, 

i n  a m e r c a n t i l i s t  attempt t o  hoard specie ,  kept  minting f o r  its own prerogat ive  

and outlawed minting in the  colonies;  it a l s o  prohib i ted  t he  export  of English 

coin t o  America. But t h i s  d id  not  keep spec i e  from America, f o r ,  a s  we have 

seen, Americans were a b l e  t o  import Spanish and o t h e r  fore ign  coin, including 

English from o t h e r  countr ies .  Indeed, as we s h a l l  see ,  i t  w a s  p rec i se ly  paper 

money i s s u e s  t h a t  led. by Gresham's Law, t o  outflows and disappearance of spec ie  

from the  colonies.  

In t h e i r  own mercantilism, t h e  c o l o n i a l  governments e a r l y  t r i e d  t o  hoard 

t h e i r  own spec i e  by debasing t h e i r  s h i l l i n g  s tandards  i n  terms of Spanish d o l l a r s  

Whereas t h e i r  na tu ra l  weights d i c t a t e d  a r a t i o  of 4 s h i l l i n g s  6 pence t o  t he  

d o l l a r ,  Massachusetts, in 1642, began a general  co lon ia l  process of competit ive 

debasement of s h i l l i n g s .  Massachusetts a r b i t r a r i l y  decreed t h a t  t he  Spanish 

d o l l a r  be valued a t  5 s h i l l i n g s ;  t he  idea  w a s  t o  a t t r a c t  an inflow of Spanish 

s i l v e r  d o l l a r s  i n t o  t h a t  colony, and t o  subs id ize  Massachusetts exports  by making 

t h e i r  p r i ce s  cheaper i n  terms of do l l a r s .  Soon, Connecticut and o the r  colonies  

followed s u i t ,  each p e r s i s t e n t l y  upping the  an t e  of debasement. The r e s u l t  was 

t o  increase  t h e  supply of  nominal u n i t s  of  account by debasing t h e  s h i l l i n g ,  

i n f l a t i n g  domestic p r i ce s  and thereby bringing the  temporary export s t imulus to  

a rap id  end. Final ly ,  the  English government brought a h a l t  t o  t h i s  f u t i l e  

and in f l a t i ona ry  p rac t i ce  i n  1707. 

But t h e  co lon ia l  governments had already found another,  and f a r  more 

inf la t ionary ,  arrow to t h e i r  bow: the  invent ion  of governnrent f i a t  paper money. 



Government Paper Money 

Apart from medieval China, which invented both paper and p r i n t i n g  centuries  

before t h e  West, the  world had n w e r  seen government paper money u n t i l  the 

co lon ia l  government of Massachuetts emitted a f i a t  paper i s s u e  in 1 6 9 0 . ~ 9 ~  

Massachusetts w a s  accustomed t o  launching plunder expedi t ions aga ins t  the  

prosperous French colony i n  Quebec. Generally, t h e  expedi t ions were successfu l ,  

and the  expedition would r e t u r n  t o  Boston, sell t h e i r  booty and pay o f f  t h e  

s o l d i e r s  with the proceeds. This time, however, t he  expedi t ion w a s  beaten back 

dec is ive ly ,  and the  s o l d i e r s  re turned  t o  Boston i n  ill humor, grumbling f o r  t h e i r  

pay. Discontented sdl d i e r s  are r i p e  f o r  mutiny, and s o  t h e  Massachusetts govern- 

uent looked around i n  concern f o r  a way t o  pay the  s o l d i e r s .  It t r i e d  t o  borrow 

three  to four  thousand pounds from Boston merchants, b u t  evident ly t he  Massa- 

chuse t t s  c r e d i t  r a t i n g  w a s  no t  of t h e  bes t .  F ina l ly ,  Massachusetts decided i n  

December 1690 t o  p r i n t  EI 7000 i n  paper notes ,  and t o  use them t o  pay the  so ld i e r s .  

Suspecting t h a t  t he  publ ic  would not  accept irredeemable paper, the government 

made a twofold pledge when i t  issued t h e  notes: t h a t  i t  would redeem them i n  gold 

o r  s i l v e r  ou t  of t a x  revenue i n  a few years ,  and t h a t  absolutely no f u r t h e r  paper 

notes  would be issued. Cha rac t e r i s t i ca l ly ,  however, both p a r t s  of the pledge went 

4 
Government paper redeemable i n  gold began i n  t he  ea r ly  9th century, and 

a f t e r  t h ree  centur ies  t he  government esca la ted  t o  irredeemable f i a t  paper, Kith 
t he  usual consequence of boom-bust cycles ,  and runaway i n f l a t i o n .  See Gordon 
Tullock, "Paper Money -- A Cycle i n  Cathay," Economic History Review, Vol. I X ,  
No. 3 (1957), pp. 393-396. 

5 
The only exception was a curious form of paper money issued f i v e  years 

e a r l i e r  i n  Quebec, to become known as Card Money. The governing intendant  
of Quebec, Monsieur Mueles, divided some playing cards i n t o  quar te rs ,  marked thern 
with various monetary denominations, and then i ssued  them t o  pay f o r  wages and 
mater ia l s  sold to the government. He ordered t h e  publ ic  to  accept t h e  cards as 
legal tender,  and t h i s  p a r t i c u l a r  i s sue  was l a t e r  redeemed i n  specie s e n t  from 
France. 



quickly by the board: t he  i s sue  l i m i t  disappeared i n  a few months, and a l l  the 

b i l l s  continued unredeemed f o r  neariy fo r ty  years.  As ea r ly  as February 

1691, the Massachusetts government proclaimed t h a t  i ts i s s u e  had f a l l e n  

"far  short"  and so  i t  proceeded to  emit b 40,000 of new money to  repay all 

of its outstanding debt ,  aga in  pledging f a l s e l y  t h a t  this would be the  ab- 

so lu t e ly  f i n a l  note  i ssue .  

But Massachusetts found t h a t  t he  increase  i n  t h e  supply of money, coupled 

with a f a l l  i n  the  demand f o r  paper because of growing lack  of confidence i n  

fu ture  redemption in specie ,  l e d  t o  a rap id  deprec ia t ion  of new money in 

r e l a t i o n  t o  specie .  Indeed, i n  a year  a f t e r  the  i n t i a l  i s sue ,  the new paper 

pound had depreciated on t h e  market by 40% aga ins t  spec ie .  

By 1692, the  government moved aga ins t  t h i s  market evaluat ion by use of 

force ,  making the paper money compulsory l e g a l  tender  f o r  a l l  debts a t  par  

with specie ,  and by grant ing a premium of f i v e  percent  on a l l  payment of debts  

t o  t h e  government made i n  paper notes .  This l e g a l  tender l a w  had the unwanted 

e f f e c t  of Gresham's Law: t he  disappearance of spec i e  c i r cu l a t ion  i n  t he  colony. 

I n  addi t ion,  the expanding paper i s sues  drove up p r i ce s  and hampered exports  

from the  colony. I n  t h i s  way, t he  spec ie  "shortage" becam the c rea ture  r a t h e r  

than the cause of t he  f i a t  paper i ssues .  Thus, i n  1690, before the orgy of 

paper i ssues  began, h 200,000 of silver money were ava i lab le  i n  New England; by 

1711 however, with Connecticut and Rhode Is land  having followed s u i t  i n  paper 

money i s sue ,  h 240,000 of paper money had been issued i n  New England but  the  s i l v e r  

had almost disappeared from c i r cu la t ion .  

I ron ica l ly ,  then, Massachusetts and her  s i s t e r  colonies ' i s sue  of paper 

created r a the r  than solved any "scarc i ty  of money." The new paper drove 

out the o ld  specie ,  and the consequent d r iv ing  up of p r i ce s  and deprec ia t ion  of 

paper scarce ly  re l ieved  any al leged money s c a r c i t y  among the  public.  But 

s ince  t h e  paper w a s  issued t o  finance government expenditures and pay publ ic  

debts,  t he  government though not  the publ ic  benef i ted  from the  f i a t  i s sue .  



After  Massachusetts had emitted another  huge i s sue  of h 500,000 in 1711 

to  pay f o r  another  f a i l e d  expedi t ion aga ins t  Quebec, not only was the remainder 

of t h e  s i l v e r  dr iven  from c i r cu la t ion ,  bu t  desp i t e  t he  l e g a l  tender law, 

t h e  paper pound depreciated 30% aga ins t  silver. Massachusetts pounds, 

o f f i c i a l l y  seven s h i l l i n g s  t o  t he  s i l v e r  ounce, had now f a l l e n  on the market so 

n h e  shi l l ings per  ounce. Depreciation proceeded i n  this and o ther  colonies 

desp i t e  f i e r c e  governmental a t tempts  t o  outlaw i t ,  backed by f ines ,  imprisonment 

and t o t a l  conf i sca t ion  of property f o r  t h e  high crime of no t  accepting t h e  paper 

a t  par .  

Faced with a fu r the r  "shortage of money" due t o  t h e  money i s sues ,  Massa- 

chuse t t s  decided t o  p re s s  on; i n  1716, i t  formed a government "land bank" and 

i ssued  b 100,000 ia notes  t o  be loaned o n . r e a l  e s t a t e  i n  the  various counties 

.of the  province. 

P r i ce s  rose so dramatical ly  t h a t  t h e  t i d e  of  opiniqn i n  Massachusetts 

began t o  t u r n  aga ins t  paper, a s  writers pointed out  t h a t  the  r e s u l t  of the i s sues  

was a doubling of  pr ices  in the  p a s t  twenty years ,  deprec ia t ion  of paper, and 

the  disappearance of Spanish s i l v e r  through the  operat ion of Gresham's Law. 

From then on, Massachusetts, pressured by the  Crown, t r i e d  in t e rmi t t en t ly  t o  

reduce the  b i l l s  i n  c i r cu l a t ion  and r e t u r n  t o  a specie  currency, bu t  was 

hampered by its assumed obl iga t ions  t o  honor the paper notes a t  par  of its 
$. 

s i s t e r  New England colonies.  

I n  1744, another l o s ing  expedi t ion aga ins t  the  French l e d  Massachusetts 

t o  i s s u e  an  e n o m u s  amount of paper money over the next s eve ra l  years.  From 

1744 t o  1748, paper money i n  c i r cu l a t ion  expanded from b 300,000 t o  b 2.5 

mi l l ion ,  and the depreciat ion of Massachusetts was such t h a t  s i l v e r  had r i s e n  

on the market t o  60 s h i l l i n g s  an ounce, ten times the p r i c e  a t  the beginning 

of an e r a  of paper money i n  1690. 



By 1740, every colony but Virginia had followed s u i t  i n  f i a t  paper 

mney issues,  and Virginia succumbed i n  the  l a t e  1750's i n  t rying to  finance 

par t  of the  French and Indian War against  the  French. Similar consequences, 

dramatic in f l a t ion ,  shortage of  specie, massive depreciat ion despi  te compulsory 

par laws, ensued i n  each colony. Thus, along with Massachusetts1 depreciat ion 

of 11:l of its notea agains t  specie compared to  the  o r ig ina l  par, Connecticut's 

notes had sunk t o  9:l and the  Carolina's a t  10:l i n  1740, and the paper of 

v i ru lent ly  i n f l a t i o n i s t  Rhode Island had sunk t o  23:l against  specie. Even the  

l e a s t  in f l a t ed  paper, tha t  of Pennsylvania, had suffered an appreciat ion of 

specie t o  eighty percent over par. 

A de ta i led  study of the  e f f e c t s  of paper money i n  New Jersey shows how i t  

created a boom-bust economy over the  colonial  period. When new paper money was 

infected in to  the  economy, an inf la t ionary  boom would resu l t ,  t o  be f o l l w e d  

by a deflat ionary depression when the paper money supply contracted. 6 

A t  the end of King George's Wkr with France i n  1748, Parliament began t o  

pressure the  colonies t o  retire the  mass of paper money and re turn  t o  a specie 

currency. In  1751, Great Br i ta in  prohibited a l l  fu r the r  i ssues  of l e g a l  tender 

paper i n  New England, and drdered a move toward redemption of ex i s t ing  i ssues  

i n  specie. Nna l ly ,  i n  1764, Parliament extended the prohibi t ion of new issues  

to the  remainder of the  colonies, and required the gradual retirement of out- 

s tanding notes . 
Following the  lead  of Parliament, the  New England colonies apar t  from 

Rhode Island decided t o  resume specie payment and r e t i r e  t h e i r  paper notes 

rapidly a t  the  current  depreciated market ra te .  The panicky opponents of specie 

resumption and monetary contraction made the  usual predictions i n  such a s i tua t ion:  

Donald L. K-erer, "Paper Money in New Jersey, 1668-1775," New Jersey 
tUs t o r i c a l  Society, Proceedings, Vol. 74 (April, l956), pp. 107-144. 



t h a t  t he  r e s u l t  would be a v i r t u a l  absence of money i n  New England and the  

consequent ru ina t ion  of all t rade.  Instead,  however, a f t e r  a b r i e f  adjustment, the 

resumption and ret i rement  l e d  t o  a f a r  more prosperous t rade  and production -- 
the  harder  money and lower p r i c e s  a t t r a c t i n g  an inf low of  spec ie .  I n  f a c t ,  

wi th  Massachusetts on specie  and Rhode Lsland s t i l l  on depreciated paper, the  

r e s u l t  was t h a t  Newport, which had been a f l ou r i sh ing  cen te r  f o r  West Indian 

imports f o r  western Massachusetts, l o s t  its t rade  t o  Boston and languished i n  

the dold-. ' 9  

In f a c t ,  as one s tudent  of  co lon ia l  Massachusetts has pointed out ,  t he  

r e tu rn  t o  spec i e  occasioned remarkably l i t t l e  d i s loca t ion ,  recession,  o r  p r i ce  

def la t ion .  Indeed, wheat p r i ce s  f e l l  by less i n  Boston than i n  Phi ladelphia ,  

which saw no such r e t u r n  t o  spec ie  i n  the ea r ly  1750's. Foreign exchange r a t e s ,  

a f t e r  the resumption of specie ,  were highly s t a b l e ,  and "The res tored  spec ie  

' Before Massachusetts went back t o  specie ,  i t  was commited t o  accept 
t h e  notes of t he  o the r  New England colonies a t  par. This provided an incent ive 
f o r  Emode Is land  t o  i n f l a t e  i ts currency wi ld ly ,  f o r  t h i s  small colony, with 
considerable  purchases t o  make i n  Massachusetts, could make these purchases i n  
i n f l a t e d  money a t  par .  Thereby Rhode Is land could export i ts i n f l a t i o n  t o  
the  l a r g e r  colony, but  make its purchases with the  new money before  Massachusetts 
pr ices  oould rise i n  response. In shor t ,  Rhode I s l and  could expropriate  wealth 
from Massachusetts and impose the  main cos t  of i ts  i n f l a t i o n  on the l a t t e r  colony. 

8 
I f  Rhode Is land  w a s  the most i n f l a t i ona ry  of t h e  c o l o n k s ,  Maryland's 

monetary expansion was t h e  most b izar re .  I n  1733, Maryland's publ ic  land bank 
issued 'b 70,000 of paper notes ,  of which L 30,000 was g iven  away i n  a f ixed  
amount t o  each inhabi tan t  of t he  province. This w a s  done t o  universa l ize  t he  
c i r c u l a t i o n  of t he  new notes,  and i s  probably t h e  c l o s e t  approximation i n  h i s to ry  
of Milton Friedman's "hel icopter"  model, i n  which a magical he l i cop te r  lav ishes  
new paper money in f ixed  amounts o r  proportions t o  each inhabi tan t .  The r e s u l t  
of t he  measure, of course, was rapid depreciat ion of new notes.  However, t h e  
i n f l a t i o n a r y  impact of the notes  w a s  g r ea t ly  lessened by tobacco s t i l l  being 
the  major money of t he  new colony. Tobacco was l e g a l  tender  i n  Maryland and 
the  paper w a s  not receivable  f o r  all taxes.  



system operated a f t e r  1750 wi th  remarkable s t a b i l i t y  during the Seven Years 

War and during the  d i s l o c a t i o n  of i n t e rna t iona l  payments i n  t he  l a s t  years 

before the Revolution. lq9  

Not being outlawed by government decree, spec ie  remained i n  c i r c u l a t i o n  

throughout t he  colonial. period, even during the  opera t ion  of paper money. 

Despite the i n f l a t i o n ,  booms and bus ts ,  and shortages of spec ie  caused by 

paper i ssues ,  t h e  spec i e  system worked w e l l  ove ra l l :  "Here w a s  a s i l v e r  

standard.. . in the absence of i n s t i t u t i o n s  of  t h e  c e n t r a l  government intervening 

in the s i l v e r  market, and i n  t h e  absence of e i t h e r  a publ ic  o r  p r i v a t e  c e n t r a l  

bank ad jus t ing  domestic c r e d i t  o r  managing a reserve  of  spec ie  o r  fore ign  

exchange with which t o  s t a b i l i z e  exchange r a t e s .  The market.. .kept exchange 

r a t e s  remarkably c lose  t o  t h e  l e g i s l a t e d  par.  ..What is most remarkable i n  t h i s  

context is the  cont inui ty  of t he  spec ie  system through the  seventeenth and 

eighteenth centur ies .  1110 

P r iva t e  Bank Notes 

In con t r a s t  to  government paper, p r iva t e  bank notes  and depos i t s ,  

redeemable i n  spec ie ,  had begun in Western Europe i n  Venice i n  the  14th century. 

Firms grant ing c r e d i t  t o  consumers and businesses  had ex i s t ed  i n  t he  ancient  

world and i n  medieval Europe, bu t  these were "money lenders"  who loaned out t h e i r  

own savings. "Banking" i n  t h e  sense of lending out  the  savings of o thers  only 

began i n  England wi th  the  "scriveners" of the e a r l y  seventeenth century. The 

scr iveners  were c l e rks  who wrote cont rac ts  and bonds and were therefore  i n  a 

pos i t ion  t o  l e a r n  of mercant i le  t ransac t ions  and engage i n  money lending and 

Roger W. Weiss, "The Colonial Monetary Standard of Massachusetts, " 
Economic History Review, Vol. 27 (November, 1974) , p. 589. 



borrowing. 11 

There were, however, no banks of deposi t  i n  England u n t i l  t he  Civ i l  

War i n  the  mid-17th century. Merchants had been i n  the h a b i t  of s t o r i n g  t h e i r  

surplus  gold i n  t h e  King's Mint f o r  safekeeping. The h a b i t  proved t o  be 

unfortunate,  f o r  when Charles I needed money i n  1638, s h o r t l y  before t he  outbreak 

of t h e  C i v i l  War, he conf i sca ted  t h e  huge sum of L 200,000 of gold, c a l l i n g  i t  

a "loan" from t h e  owners. Although t h e  merchants f i n a l l y  got t h e i r  gold back, 

they were understandably shaken by the experience, and foresook the  Mint, 

deposi t ing t h e i r  gold ins tead  i n  the  co f f e r s  of p r iva t e  goldsmiths, who, l i k e  

the Mint, were accustomed to  s t o r i n g  t h e  valuable  m e t a l .  The warehouse 

r ece ip t s  of the  goldsmiths soon came t o  be used a s  a sur roga te  f o r  t h e  gold 

i t s e l f .  By the end of t h e  C i v i l  War, i n  t h e  16601s, the  goldsmiths f e l l  prey 

to  t he  temptation of p r i n t  pseudo-warehouse r ece ip t s  not covered by gold and 

lend them out ;  in. t h i s  way, f rac t iona l - reserve  banking came to  ~ n ~ 1 a n d . l ~  

Very few p r iva t e  banks ex i s t ed  i n  co lon ia l  America, and they were shor t -  

l ived .  Most prominent was t h e  Massachusetts Land Bank of 1740, i s su ing  notes 

and lending them out  on r e a l  e s t a t e .  The Land Bank was launched as an in f l a t i ona ry  

a l t e r n a t i v e  t o  government paper, which the  royal  governor was attempting t o  

r e s t r i c t .  me land bank i ssued  f rankly  irredeemable notes ,  and f e a r  of i t s  unsound 

l1 During t h e  s ix t een th  century,  before  the r i s e  of t he  scr iveners ,  most 
English money-lending was not  even conducted by spec i a l i zed  firms, bu t  by 
wealthy merchants i n  the c lo th ing  and woollen indus t r i e s ,  a s  o u t l e t s  f o r  t h e i r  
surplus  cap i t a l .  See J. Milnes Holden, History of Negotiable Instruments 
i n  English Law (London: The Athlone Press,  1955), pp. 205-206. - 

12 
Once again, ancient  China pioneered i n  deposi t  banking, a s  wel l  as i n  

f ract ional-reserve banking. Deposit banking per  s e  began i n  the  8th century A.D.,  
when shops would accept  valuables ,  i n  r e t u r n  fo r  warehouse r e c e i p t s ,  and receive 
a f e e  f o r  keeping them safe .  Af te r  a while, the deposi t  r e c e i p t s  of these shops 
began t o  c i r c u l a t e  a s  money. F ina l ly ,  a f t e r  two centur ies ,  t he  shops began to  
i s sue  and lend out  more r ece ip t s  than they had on depos i t ;  they had caught on t o  
f r ac t iona l  reserve banking. (Tullock, "Paper Money ," p . 396 .) 



i s sue  generated a competing p r i v a t e  s i l v e r  Bank, which emit ted notes redeemable 

i n  s i l v e r .  The Land Bank promptly issued over h 49,0013 i n  irredeemable Rotes, 

which depreciated very rapidly.  I n  s i x  months' time the  publ ic  was almost 

un iversa l ly  re fus ing  t o  accept the bank's notes ,  and Land Bank sympathizers 

va in ly  accept ing t h e  notes. The f i n a l  blow came i n  1741, when Parliament, a c t i n g  

a t  t h e  reques t  of  several Massachusetts merchants and the  roya l  governor, 

outlawed both t h e  land  and the s i l v e r  banks. 

One i n t r i g u i n g  aspec t  of  both the  Massachusetts Land Bank and o ther  i n f l a t i on -  

a ry  co lonia l  schemes is t h a t  they were advocated and lobbied f o r  by some of t he  

weal th ies t  merchants and land  specula tors  i n  the respec t ive  colonies.  Debtors 

b e n e f i t  from i n f l a t i o n  and c r e d i t o r s  lose ;  r e a l i z i n g  t h i s  f a c t ,  o lde r  h i s t o r i a n s  

assumod t h a t  debtors  were l a r g e l y  poor ag ra r i ans  and c red i to r s  w e r e  wealthy 

merchants and t h a t  therefore  t he  former were the  main sponsors of  i n f l a t i ona ry  

mostrums. But, of  course, t he re  are no r i g i d  "classes" of debtors  and c red i to r s ;  

indeed, wealthy merchants and land  specula tors  are o f t e n  t h e  heav ie s t  debtors.  

La ter  h i s to r l ane  have demonstrated t h a t  members o f  t h e  l a t t e r  group w e r e  t h e  

major sponsors of  i n f l a t i ona ry  paper money i n  t he  colonies.  13,14 

130n the  Massachusetts Land Bank, s e e  the  i l luminat ing  study by George 
Athan B i l l i a s ,  "The Massachusetts Land Bankers of 1740," University of Maine 
Bul le t in ,  Vol. LXI, No. 17 (April ,  1959). On merchant enthusiasm f o r  i n f l a t i ona ry  
banking i n  Massachusetts, s ee  Herman J. Belz, "Paper Money i n  Colonial Massachu- 
s e t t s , "  Essex I n s t i t u t e ,  H i s to r i ca l  Collect ions,  Vol. 101 (Apri1,1965), pp. 146- 
163; and Belz,"Currency Reform i n  Colonial Massachusetts, 1749-1750.'' Essex 
I n s t i t u t e ,  H i s to r i ca l  Collect ions,  Vol. 103 (January, 1967), pp. 66-84. On 
the  forces  favoring co lonia l  i n f l a t i o n  i n  general ,  s e e  Bray Hammond, Banks 
and P o l i t i c s  i n  America (Princeton Universi ty  Press ,  1957), Ch. 1; Joseph 
Dorfman, The Economic Mind i n  American C iv i l i za t ion ,  1606-1865 (New York: 
Viking Press ,  1946), I, 142. 

l4 For an  exce l l en t  b ib l iographica l  essay on co lon ia l  money and banking, see 
Je f f r ey  Rogers Hummel, "The Monetary History of America t o  1789: A Histor io-  
graphical  Essay," The Journal  of L ibe r t a r i an  S tudies ,  Vol. 2, No. 4 (Winter, 
l978) ,  pp. 373-389. For a summary of co lon ia l  monetary experience, see Murray N. 
b t h b a r d ,  Conceived i n  Liberty,  Vol. 11, "Salutary Neglect:" The American 
Colonies i n  t h e  F i r s t  Half of t he  18th  Century (New Rochelle, N.Y.: Arlington 
House, 1975), pp. 123-140. A p a r t i c u l a r l y  i l luminat ing  ana lys is  is i n  t h e  c l a s s i c  
work by aarles Jesse  Bullock, Essays on t h e  Monetary History of the United 
S t a t e s  (1900, New Pork: Greenwood Press,  1969),  pp. 1-59. Up-to-date da t a  on 
t h e  period is i n  Roger W. Weiss, "The Issue  of Paper Ebney in the  American 
Colonies, 1720-1774," Journal  of Economic His tory ,  Vol. 30 (Dec. l97O), pp. 
770-784. 



Revelu t ionary War Finance 

To finance the Revolutionary War, which broke out  i n  1775, the Con- 

t i ~ n t a l  Congress e a r l y  h i t  on t h e  device of i s su ing  f i a t  paper money. The 

l eade r  i n  the  dr ive  f o r  paper money w a s  Gowerneur Morris, t h e  highly 

conservative young sc ion  of t he  New York landed ar i s tocracy .  mere was no 

pledge t o  redeem the paper, even i n  the  fu ture ,  b u t  i t  w a s  supposed t o  b e  

r e t i r e d  in seven years by taxes l e v i e d  p ro  r a t a  by the  separa te  s t a t e s .  Thus, 

a heavy fu tu re  t a x  burden w a s  supposed t o  be added t o  t h e  i n f l a t i o n  brought 

about t he  the  new paper money. The ret i rement  pledge, however, was aoon 

forgot ten,  as Congress, enchanted by t h i s  new, seemingly cos tless form of  

revenue, esca la ted  its emissions of  f i a t  paper. As one h i s t o r i a n  has  phrased 

it, "such w a s  t he  beginning of  t h e  ' federa l  trough' ,  one of America's most 

imperishable i n s t i t u t i o n s .  111 5 

The t o t a l  money supply of t he  United S t a t e s  at the beginning of t h e  

Revolution has been estimated at $12 mil l ion.  Congress launched its f i r s t  paper 

i s sue  of  $2 mi l l i on  3x1 l a t e  June 1775, and before the  notes  w e r e  p r in t ed  i t  had 

already concluded t h a t  another $1 mi l l i on  w a s  needed. Before t he  end of the year ,  

a f u l l  $6 mi l l i on  i n  paper i s s u e s  w e r e  issued o r  authorized, a dramatic increase  

of 50% i n  t h e  money supply in one year.  

The i s s u e  of t h i s  f i a t  "continental" paper rap id ly  e sca l a t ed  over the  next 

few years.  Congress issued $6 mi l l i on  i n  1775, $19 mi l l i on  in  1776, $13 mi l l i on  

i n  1777, $64 mi l l i on  i n  1778, and $125 mi l l i on  i n  1779. This w a s  a t o t a l  i s sue  

of over $225 mi l l i on  i n  f i v e  years  superimposed upon a pre-exis t ing money supply 

of $12 mil l ion.  The result was, as could be expected, a rap id  p r i c e  i n f l a t i o n  

in terms of the  paper notes,  and a co ro l l a ry  acce lera t ing  deprec ia t ion  of t h e  paper 

Edmund Cody Burnett, The Continental Congress 
1964), p. 83. 

(New York: W.W. Norton, 



i n  terms of specie .  Thus, by the end of 1776, the Continentals were 

worth $1 t o  $1.25 i n  specie;  by the f a l l  of the following year ,  i ts  value had 

f a l l e n  t o  3 t o  1; by December, 1778 the  va lue  was 6.8 t o  1; and by December 

1779 t o  t he  neg l ig ib l e  42 t o  1. By the spr ing  of  1781, t he  Continentals were 

v i r t u a l l y  worthless,  exchanging on the market a t  168 paper d o l l a r s  t o  one d o l l a r  

i n  specie .  This co l lapse  of t h e  Continental currency gave rise t o  t h e  phrase, 

"not worth a Continental." 

To top t h i s  calamity, the  s eve ra l  s t a t e s  i ssued  t h e i r  own paper money, and 

each depreciated a t  varying r a t e s .  Vi rg in ia  and t h e  Carolinas l e d  the in f l a t i on -  

ary move, and by the  end of t he  w a r ,  state i s sues  added a t o t a l  of 210 mi l l i on  

depreciated d o l l a r s  t o  t h e  na t ion*  s currency. 

b an attempt t o  stem the  i n f l a t i o n  and depreciat ion,  var ious s t a t e s  

lev ied  m a x i m u m  p r i ce  cont ro ls  and compulsory par  laws. The r e s u l t  w a s  only t o  

c r e a t e  shortages and impose hardships on l a r g e  sec t ions  of t h e  publ ic .  Thus, 

s o l d i e r s  were paid i n  Continentals,  bu t  farmers understandably refused t o  accept  

payment i n  paper money d e s p i t e  legal coercion. The Continental Army then  mved 

t o  "impress" food and o the r  suppl ies ,  s e i z ing  the  suppl ies  and forcing t h e  

farnrers and shopkeepers t o  accept  depreciated paper i n  return.  By 1779, with 

Continental paper v i r t u a l l y  worthless ,  the Continental Army stepped up its 

impressments, "paying" f o r  them i n  newly issued paper t i c k e t s  o r  " ce r t i f i ca t e s "  

issued by the army quartermaster and commissary departments. The s t a t e s  followed 

s u i t  with t h e i r  own massive c e r t i f i c a t e  i ssues .  It understandably took l i t t l e  

time f o r  these  c e r t i f i c a t e s ,  f e d e r a l  and s t a t e ,  t o  depreciate  i n  value t o  

nothing; by the end of the  w a r ,  f ede ra l  c e r t i f i c a t e  i s sues  alone t o t a l l e d  

$200 mil l ion.  



The one redeeming f ea tu re  of t h i s  nonetary calamity i s  t h a t  the federa l  

and s t a t e  governments a t  l e a s t  allowed these  paper i s sues  to  sink i n t o  worthlessness 

without i n s i s t i n g  tha t  taxpayers shoulder another grave burden by being forced 

to  redeem these  i s sues  i n  spec ie  a t  par ,  o r  even t o  redeem them a t  a l l .  16  

Continentals were not redeemed a t  all ,  and s t a t e  paper w a s  only redeemed a t  

deprec ia t ing  r a t e s ,  

of t h e  w a r ,  all t he  

Unfortunately, 

some a t  the g r e a t l y  

w a r t i m e  s t a t e  paper 

the  same pol icy  was 

depreciated market value.'' By the  end 

had been withdrawn from c i rcu la t ion .  

no t  followed with another important 

device t h a t  Congress turned t o  a f t e r  i t s  Continental paper had become almost 

worthless i n  1779: l oan  c e r t i f i c a t e s .  Technically,  l oan  c e r t i f i c a t e s  were 

publ ic  debt,  bu t  they were sca rce ly  genuine loans. They were simply notes  issued 

by the  government t o  pay f o r  suppl ies  and accepted by the  merchants because t h e  

government would not  pay i n  anything e l se .  Hence, t h e  loan  c e r t i f i c a t e s  became 

a form of currency, and rap id ly  depreciated.  A s  e a r l y  a s  the end of 1779, they 

had depreciated t o  24 t o  1 i n  spec ie .  By the  end of t he  war, $600 mi l l ion  of 

loan c e r t i f i c a t e s  had been issued. Some of t he  l a t e r  loan c e r t i f i c a t e  i s sues  

were l iqu ida ted  a t  a depreciated r a t e ,  bu t  the bulk remained a f t e r  the war to 

become the  subs t an t i a l  core of the  permanent, peacetime federa l  debt. 

As  one h i s to r i an  explained, "Currency and c e r t i f i c a t e s  were the 'cornon 
debt '  of the  Revolution, most of which a t  war's end had been su* a t  i ts  
depreciated value. Public opinion.. .tended to  grade claims aga ins t  t he  
government according t o  t h e i r  r e a l  v a l i d i t y .  Paper money had the l e a s t  s ta tus . . . . "  - 
E. James Ferguson, Power of t he  purse:- & History of American Public  
Finance, 1776-1790 (Chapel H i l l ,  N. C. : University of ~ z t h  Carolina Press ,  
1961), p. 68. 

l7 I n  Virginia and Georgia, the s t a t e  paper was redeemed a t  t h e  highly 
depreciated market r a t e  of 1,000 to  1 i n  specie .  
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The mass of federa l  and s t a t e  debt could have depreciated and passed out 

of exis tence by the end of the war, but the process was stopped and reversed 

by Robert Morris, wealthy Phi ladelphia  merchant and v i r t u a l  economic and 

f i n a n c i a l  czar  of t h e  Continental Congress in the last  years of t h e  w a r .  Morris, 

l e ade r  of t he  n a t b n a l i s t  forces  i n  American p o l i t i c s ,  moved t o  make the 

depreciated f ede ra l  debt  u l t ima te ly  redeemable i n  par ,  and a l s o  a g i t a t e d  f o r  

federa l  assumption of  the  var ious  state debts.  The reason was twofold; (a )  t o  

confer  a vas t  subsidy on specula tors  who had purchased the publ ic  debt a t  h ighly  

depreciated values,  by paying i n t e r e s t  and p r inc ipa l  a t  par  i n  spec ie ;  and 

(b) t o  bui ld  up the  a g i t a t i o n  f o r  taxing power i n  the  Congress, which t h e  

Ar t i c l e s  of Confederation refused t o  allow t o  the f e d e r a l  government. The 

d e c e n t r a l i s t  po l icy  of the  s t a t e s  r a i s i n g  taxes o r  i s su ing  new paper money t o  

pay o f f  t h e  pro r a t a  f e d e r a l  debt  as w e l l  as t h e i r  own, w a s  thwarted by the  

adoption of t@ Const i tut ion,  which brought about the  v i c to ry  of t h e  n a t i o n a l i s t  

program, l e d  by Elorris's youthful  d i s c i p l e  and former aide. Alexander Hamilton. 

The Bank o f  North America 

Bobert Morris 's  n a t i o n a l i s t  v i s i o n  w a s  not confined t o  a s t rong  c e n t r a l  

government, the  power of t he  f ede ra l  government t o  tax ,  and a massive publ ic  

debt fastened permanently upon the  taxpayers. Shor t ly  a f t e r  he assumed t o t a l  

economic power i n  Congress in t h e  sp r ing  of 1781, Morris introduced a b i l l  to  

c r e a t e  the f i r s t  commercial bank, as w e l l  a s  t he  f i r s t  central. bank, i n  the 

h i s t o r y  of  the new Republic. This bank, headed by Morris himself,  t h e  Bank of 

North America, w a s  no t  only the  f i r s t  f r ac t iona l - r e seme  conrmercial bank i n  

the D.S.; i t  was to  be a privately-owned c e n t r a l  bank, modelled a f t e r  t he  Bank 

18  
A s  Morris candidly put  i t ,  t h i s  windfa l l  t o  the public debt specu- 

l a t o r s  a t  the  expense of t h e  taxpayers would cause wealth t o  flow " in to  
those hands which c o d d  render  i t  most productive." (Ferguson, Power of t he  
Purse, p. 124.) 



of England. The money system was to be grounded upon specie,  but with a 

controlled mnetary i n f l a t i o n  p ~ a m i d i n g  an expansion of money and c r e d i t  upon 

a reserve of specie. 

The Bank of North America, which quickly received a federa l  char ter  and 

opeaed its doors a t  the beginning of 1782, received the pr iv i lege  from the  

government of its notes being receivable i n  all dut ies  and taxes to  all 

governments, a t  par  with specie. In addition, no other banks w e r e  t o  be 

permitted to operate i n  the country. In re tu rn  f o r  its monopoly l icense  t o  

i ssue  paper money, the bank would graciously lend most of its newly created 

money t o  the federal  government t o  purchase public debt and be reimbursed by 

the hapless taxpayer. The Bank of North America w a s  made the depository for a l l  

Congressional funds. The f i r s t  cen t ra l  bank i n  America rapidly loaned 

$1.2 mil l ion to  the  Congress, headed a l s o  by Robert Morris. 1 9  

Despite Robert Morris's power and i n f h e n c e ,  and the  monopoly privileges 

conferred upon his bank, the  market saw tha t  its notes were being in f l a ted  

compared with specie. Despite the nominal redeemability of the  Bank of North 

America's notes i n  specie, the  market's lack of confidence in the  in f l a ted  notes 

led to  t h e i r  depreciation outside i t s  home base in  Philadelphia. The Bank even 

t r i e d  to  shore up the value of its notes by hi r ing people to urge redeemers of 

i ts notes not to ru in  everything by i n s i s t i n g  upon specie-a move scarcely 

calculated to improve ultimate confidence i n  the bank. 

When Morris f a i l ed  to  r a i s e  the l ega l ly  required specie cap i t a l  t o  
launch the  Bank of North America, Morris, i n  an a c t  tantarmunt t o  embetzlement, 
simply appropriated specie loaned to  the  U.S. by France and invested i t  fo r  
the government i n  h i s  own Bank. I n  t h i s  way, t h e  bulk of specie cap i t a l  f o r  
h i s  Bank w a s  appropriated by Morris out  of government funds. A multiple of 
these funds was then borrowed back from Morris's bank by Morris as government 
f inancier  for  the pecuniary benef i t  of Morris a s  banker; and f ina l ly ,  Morris 
channeled most of the  money in to  w a r  contracts  f o r  h i s  f r iends  and business 
associates.  Murray N. Rothbard, Conceived i n  Liberty, Vol. I V ,  The Revolutionam 
War, 1775-1784 (New Rochelle, N.Y.: Arlington House, 1979), p. 392. 



~ f t e r  a year of operat ion,  however, Norris,  h i s  p o l i t i c a l  power s l i p p i n g  

a f t e r  the end of the  war, mved quickly to  end h i s  Bank's r o l e  a s  a c e n t r d  

bank and to s h i f t  it t o  t h e  s t a t u s  of  a p r i v a t e  commercial bank chartered by 

the  s t a t e  of Pennsylvania. By t h e  end of  1783, all of t he  f ede ra l  gwerrtllaent's 

s tock i n  t h e  Bank of North America, which had the  previous year  amounted t o  

518 of i ts  c a p i t a l ,  had been so ld  by Morris i n t o  p r iva t e  hands, and a l l  the  U.S . 
governnu?nt debt  t o  t h e  bank had been repaid. The f i r s t  experiment with a c e n t r a l  

bank i n  t h e  United S t a t e s  had ended.20 

A t  t h e  end of the Revolutionary War, the  cont rac t ion  of the  swollen mass 

of paper money, combined wlth t h e  resumption of  imports from Great Br i ta in ,  

combined t d  hut p r i c e s  by more than ha l f  i n  a few b r i e f  years .  Vain attempts 

by seven state governments, in the mid-17801s, to  cure  t he  "shortage of money" 

and r e i n f l a t e  p r i c e s  were a complete f a i l u r e .  P a r t  of the  reason f o r  the s t a t e  

paper i s sues  was a f r a n t i c  attempt t o  pay the  wartime publ ic  debt,  s t a t e  and 

pro rata federal., without r e so r t i ng  t o  c r i p p l i n g  burdens of  taxat ion.  The 

increased paper i s s u e s  merely added t o  t he  "shortage" by s t imula t ing  the export 

of spec ie  and the  import of commodities from abroad. Once again,   re sham's 

Law was a t  work. S t a t e  paper i s s u e s  -- desp i t e  compulsory par  laws - merely 

depreciated rap id ly ,  and aggravated the  shortage of specie .  An h i s t o r i a n  

d iscusses  what happened t o  the paper i ssue8  of North Carolina: 

20 See b t h b a r d ,  Revolutionary - War, pp. 409-410. On the Bank of 
North America and on Revolutionary War f inance genera l ly ,  s e e  Curt is  P. 
Net te l s ,  Emergence of a National Economy, 1775-1815 (New York; Holt ,  
Rinehart, and Wins ton, 1962) , pp. 23-34. 



In 1787-1788 t h e  spec i e  value of t he  paper had shrunk by more than 
50 percent.  Coin vanished, and s i n c e  the  paper had p r a c t i c a l l y  no 
value outs ide the  s t a t e ,  merchants could not use i t  to  pay debts  they 
owed abroad; hence they suf fered  severe l o s ses  when they had to  accept 
i t  a t  i n f l a t e d  values i n  the set t lement  of l o c a l  debts.  North 
Carol ina 's  performance warned merchants anew of the  menace of de- 
p rec i a t ing  paper money which they  w e r e  forced t o  rece ive  a t  a r  from t h e i r  
debtors  but  which they could not  pass  on to, t h e i r  c r ed i to r s .  41 

Neither was the  s i t u a t i o n  helped by t h e  expansion of banking following 

the  launching of the  Bank of North America i n  1782. The Bank of New York and 

the Massachusetts Bank (Boston) followed two years  l a t e r ,  wi th  each i n s t i t u t i o n  

enjoying e monopoly of banking i n  its region.22 Their expansion of bank notes  

and depos i t s  helped t o  d r ive  ou t  spec ie ,  and i n  the  folrowing year  the  expansion 

was succeeeded by a cont rac t ion  of c r e d i t ,  which aggravated the  problems of 

recession. 
23 

The United S ta tes :  Bimetal l ic  Coinage 

Since the  Spanish s i l v e r  d o l l a r  was t he  major coin c i r c u l a t i n g  i n  North 

America during t h e  co lonia l  and Confederation periods,  i t  was genera l ly  agreed 

tha t  the  "dol lar"  would be the  bas i c  currency u n i t  of t he  new United S t a t e s  

of ~ m e r i c a . ~ ~  Ar t i c l e  I, s c t i o n  8 of t he  new Const i tut ion gave t o  Congress 

Nettels, National 

11 

Economy, p. 82. 

LL 
See Hammond, -- Banks and P o l i t i c s ,  pp. 67, 87-88. 

23 N e t t e l s ,  National Economy, pp. 61-62. Also see  i b i d ,  pp. 77-80, 85. 

24 
As Je f fe rson  put i t  a t  the time: "The u n i t  o r  do l l a r  is a known coin,  

and the most f ami l i a r  of a l l  t o  t he  mind of t he  public. It i s  already adopted 
from South t o  North, has i d e n t i f i e d  our  currency, and therefore  happi ly o f f e r s  
i t s e l f  a u n i t  a l ready introduced." Cited i n  J. Laurence Laughlin, The History 
of Bimetallism i n  the United S t a t e s  (4th Ed., New York: D. Appleton and C o . ,  - 
1901), p. llg. 
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the power "to coin money, r egu la t e  t he  value thereof ,  and of fore ign  coinn; 

the power w a s  exclusive because the  s t a t e  governments were prohibi ted,  i n  

Article I, sec t ion  10, from coining money, emi t t ing  paper money, o r  making 

anything but  gold and s i l v e r  c o i n  l e g a l  tender i n  payment of debts.  (Evidently 

the Founding Fathers  were mindful of  t he  bleak record of co lon ia l  and 

revolut ionary paper i s sues  and provinc ia l  juggl ing of t he  weights and denominations 

of c o b . )  In accordance with t h i s  power, Congress passed the Coinage Act of 

1792 on t h e  recomnendation of  Secre ta ry-of  Treasury Alexander Hamilton's 

Report on the Establishment of a Mint of t h e  year before.  25 

The Coinage A c t  es tab l i shed  a b ime ta l l i c  d o l l a r  s tandard f o r  the  United 

States .  The dollar was def ined  as both a weight of 371.25 g ra ins  of pure 

s i l v e r  and/or -- a weijght of  24.75 gra ins  of  pure gold - a f ixed  r a t i o  of 15  

gra ins  of s i l v e r  t o  1 gra in  of  gold.26 Anyone could b r i n g  gold and s i l v e r  

b u l l i o n  t o  t h e  Mint t o  b e  coined, and s i l v e r  and gold co ins  w e r e  both t o  be  

legal tender a t  t h i s  f i xed  r a t i o  of  15:l .  The b a s i c  s i l v e r  coin was t o  be the  

s i l v e r  d o l l a r ,  and the  bas i c  gold co in  the  ten-dol lar  eagle ,  containing 247.5 

gra ins  of pure gold. 2 z 

The 15: l  f ixed  b ime ta l l i c  r a t i o  almost p rec i se ly  corresponded to  t he  market 

gold/ai lver  r a t i o n  of t he  e a r l y  1 7 9 0 ' s , ~ ~  but  of course the  tragedy of any 

25 The text of t he  Coinage A c t  of 1792 may be found i n  Laughlin, History 
of Bimetallism, p#. 300-301. Also see ib id ,  pp. 21-23; Hepburn, H i s t o r y o f  - 
CurzCncy, pp. 43-45. 

2 6 
The cu r ren t  Spanish s i l v e r  d o l l a r s  i n  use were l i g h t e r  than the  e a r l i e r  

d o l l a r s  weighing 357 grains.  See Laughlin, History of B i m e t a l l i s m ,  pp. 16-18. 

2 7 
Golden ha l f  -eagles (worth $5) and quarter-eagles (worth $2.50) w e r e  a l s o  

to  b e coined, of corresponding proport ional  weights,  and, f o r  s i l v e r  coins,  ha l f -  
do l l a r s ,  quarter-dol lars ,  dimes, and half-dimes of corresponding weights. 

28 S i lver  had decl ined i n  market va lue  from t h e  14-1:1 r a t i o  of 1760, 
l a rge ly  due t o  t he  decl ining production of gold from Russian mines i n  this period 
and therefore  t h e  r i s i n g  r e l a t i v e  value of  gold. 



bimetal l ic  standard is that  the f ixed mint r a t i o  must always come a cropper 

against inevitably changing market r a t i o s ,  and thatGresham's Law w i l l  then come 

inexorably in to  effect .  Thus, Hamilton's express des i re  t o  keep both metals 

in c i rcu la t ion  i n  order to increase the  supply of money was doomed t o  fa i lu re .  2 9 

Unfortunately fo r  the  bimetal l ic  goal, the  1780's saw the  beginning of a 

steady decline in the r a t i o  of t h e  market values of s i l v e r  t o  gold, la rgely  

due t o  the  massive increases over the next three  decades of s i l v e r  production 

from the  mines of Mexico. The r e s u l t  was tha t  the market r a t i o  f e l l  t o  15.5:l 

by the 1790'8, and a f t e r  1805 f e l l  t o  approximately 15.75:l. The l a t t e r  f igure  

was enough of a gap between the  market and miat ratios to  set Gresham's Law 

in to  operation so tha t  by 1810 gold coins began to  disappear from the  United 

States and s i l v e r  coins to  flood in .  For the fixed government r a t i o  now 

s ignif icant ly  overvalued s i l v e r  and undervalued gold, and so i t  paid people to 

bring i n  s i l v e r  t o  exchange fo r  gold, m e l t  the gold coins I n t o  bul l ion  and 

ship i t  abroad. From 1810 u n t i l  1834, only s i l v e r  coin, domestic and foreign, 

circulated in the  United States.  30 

Originally, Congress i n  1793 provided tha t  a l l  foreign coins c i rcula t ing 

i n  the  United Sta tes  be l ega l  tender. Indeed, foreign coins have been estimated 

to  form 80% of American domestic specie c i rcula t ion i n  1800. Most of the  foreign 

29 See Laugblin, History of Bimetallism, p. 14. 

For a luc id  explanation of t h e  changing s i lver lgold  r a t i o s  and how 
Gresham's Law operated in t h i s  period, see Laughlin, History of Bimetallism, 
pp. 10-51. Also see  Laughlin, A New Exposition of Money, ~ r e z t  Prices 
(Chicago: University of Chicago Press, 1931) , I, 93-111. 



coins w e r e  Spanish s i l v e r ,  and while  the  l e g a l  tender p r iv i l ege  w a s  

progressively cancel led f o r  var ious fore ign  coins by 1827, Spanish s i l v e r  

coins continued a s  l e g a l  tender and t o  predominate i n  c i r cu l a t ion .  31 

Spanish d o l l a r s  however, soon began t o  be  heavier  i n  weight by 1-5% over t h e i r  

American equivalents ,  even though they c i r cu l a t ed  at f ace  value here,  and so 

the  American mint r a t i o  overvalued American more than Spanish do l l a r s .  A s  a 

r e s u l t ,  t h e  Spanish s i l v e r  d o l l a r s  were re-exported, leaving American s i l v e r  

d o l l a r s  in c i rcu la t ion .  On t he  o the r  hand, f r a c t i o n a l  Spanish s i l v e r  coins  -- 
hal f -dol la rs ,  quarter-dol lars ,  dimes, and half dimes - were considerably over- 

valued i n  t he  U.S., s i nce  they c i r cu l a t ed  a t  f ace  value and y e t  were f a r  

l i g h t e r  weight  Gresham's Law again  came i n t o  play, and the  r e s u l t  was t h a t  

American s i l v e r  f r a c t i o n a l  coins  w e r e  exported and disappeared, leaving Spanish 

s i l v e r  f r a c t i o n a l  coins  a s  the  major currency. To make matters  s t i l l  more com- 

p l ica ted ,  American s i l v e r  do l l a r s ,  though l i g h t e r  weight than the Spanish, 

c i r cu l a t ed  equally by name i n  t he  West Indies.  As a r e s u l t ,  American s i l v e r  

d o l l a r s  were exported t o  the  Caribbean. Thus, by the  complex workings of 

 res sham's Law, the  United S ta t e s  was l e f t ,  e spec i a l ly  a f t e r  1820, with no 

gold coins and only Spanish f r a c t i o n a l  s i l v e r  co in  i n  c i r cu l a t ion .  

31 
These "Spanish" coins were almost exclusively minted i n  t he  

Spanish colonies of Lat in  America. Af te r  the  Lat in  American nat ions achieved 
independence i n  t h e  18201s, the  coins c i r cu l a t ed  f r e e l y  i n  t he  United 
S ta t e s  without being legal tender.  

32 On the complex workings of f r a c t i o n a l  a s  aga ins t  d o l l a r  coins 
i n  t h i s  period, see the  exce l len t  a r t i c l e  by David A. Martin, "Bimetallism 
i n  the  United S t a t e s  before 1850," Journal of P o l i t i c a l  Economy, Vol. 76 
(May-June 1968), pp.'428-434. 



The F i r s t  Bank of the  United S t a t e s  

1791-1811 

A l i nchp in  of the  Hamiltonian f i n a n c i a l  program was a c e n t r a l  bank, the 

First Bank of t h e  United S ta t e s ,  replacing the  abo r t ive  Bank of North 

America experiment. Hamilton's Report on a National Bank of December 1790 

urged such a bank, t o  be owned p r iva t e ly  with the  government owning one-f i f th  

of the  shares .  Hamilton argued t h a t  t he  a l leged  "scarci ty"  of spec ie  currency 

needed t o  be overcome by infus ions  of paper, and the new Bank w a s  t o  i s s u e  

such paper, t o  be invested i n  t he  assumed f ede ra l  debt and i n  subsidy t o  

manufacturers. The Bank notes  were t o  be l e g a l l y  redeemable i n  spec ie  on 

demand, and i ts notes  were t o  be kept  a t  par with spec ie  by the  f e d e r a l  govern- 

ment's accepting i t s  notes i n  taxes - giving i t  a quasi-legal tender s t a tu s .  

Also, t h e  fedezal  government would confer  upon the  Bank the p re s t ige  of being 

deposi tory ror i t s  publ ic  funds. 

I n  accordance with Hamilton's wishes, Congress quickly es tab l i shed  the  

F i r s t  Bank of the United S t a t e s  i n  February 1791. The cha r t e r  of the Bank was 

f o r  twenty years ,  and i t  was assured a monopoly of the p r iv i l ege  of having a 

na t iona l  char te r  during t h a t  period. In  a s i g n i f i c a n t  ges ture  of cont inui ty 

with t h e  Bank of North America, t he  l a t t e r ' s  long-time president  and former 

par tner  of Robert Morris, Thomas Willing of Philadelphia,  was made president  of 

the  new Bank of t he  United S ta t e s .  

The Bank of the United S t a t e s  promptly f u l f i l l e d  i ts in f l a t i ona ry  p o t e n t i a l  

by i ssu ing  mil l ions of d o l l a r s  i n  paper money and demand depos i t s ,  pyramiding 

on top of $2 mi l l ion  i n  specie.  The Bank of the United S ta t e s  invested 

heavily i n  loans t o  the United S t a t e s  government. In  addi t ion to  $2 mi l l ion  

invested i n  the  assumption of pre-existing long-term debt assumed by the  new 

fede ra l  government, the Bank of the United S ta t e s  engaged i n  massive temporary 



lending t o  t he  goverament, which reached $6.2 mi l l ion  by 1796. 33 The r e s u l t  

of t he  outpouring of c r e d i t  and paper money by the  new Bank of t he  United 

S t a t e s  w a s  an i n f l a t i o n a r y  rise i n  pr ices .  Thus, wholesale p r i ce s  ro se  

from an index of 85 i n  1791 t o  a peak of  146 i n  1796, an increase  of 7 ~ 2 . ~ ~  

In addi t ion,  speculat ion boomed i n  government securities and r ed  e s t a t e  V ~ U M  

were dr iven upward.35 P y r d d i n g  on top  of t h e  Bank of t h e  United S t a t e s  

erpansion, and aggravating t h e  paper money expansion and t h e  i n f l a t i o n ,  w a s  a 

f lood of  newly created commercial banks. Whereaa the re  were only three  commer- 

c i a l  banks before t h e  founding of t he  United S ta t e s ,  and only four  by t h e  

establishment of t h e  Bank o f  the United S t a t e s  , e i g h t  new banks were founded 

s h o r t l y  t he rea f t e r ,  in 1791 and 1792, and t e n  nure by 1796. Thus, t h e  Bank 

3 3  Schultz and Caine are severe ly  c r i t i c a l  o f  these  operat ions:  "In 
indebt ing i t s e l f  heavi ly  t o  t h e  Bank of  t h e  United S ta t e s ,  t h e  Federal 
Government was obviously misusing its p r iv i l eges  and se r ious ly  endangering t h e  
Bank's s t ab i l i t y . "  They a l s o  charged t h a t  "the Fede ra l i s t s  had saddled the  
government with a mi l i t a ry  and i n t e r e s t  budget t h a t  threatened t o  topple 
t h e  s t r u c t u r e  of f ede ra l  finances.  Despite t h e  addi t ion  of t a x  a f t e r  t a x  
t o  the  revenue system, the  Federal Government's r e c e i p t s  through t h e  decade 
of the  90 ' s  were bare ly  a b l e  t o  c l i n g  t o  the skirts of its expenditures." 
William J. Schultz a d  M.R. Caine, "Federal is t  Ffnance," i n  G.R. Taylor, ed. 
Hamilton and t h e  National Debt (Boston: D.C. Heath and Co., 1950), pp. 6-7. 

34 
Simi lar  movements occurred i n  w h d e s a l e  pr ices  i n  Philadelphia,  Charles- 

ton, and t h e  Ohio River Valley. U.S. Department of Commerce, H i s t o r i c a l  
S t a t i s t i c s  of t h e  United S ta t e s ,  Colonial Times t o  1957 (Washington, 1960) -9 

pp. 116, 119-121. 

2J 

N e t t e l s ,  National Economy, pp. 121-122. 



of t h e  United S ta tes  and i t s  monetary expansion spurred the  c r ea t ion  of 

e ighteen  new banks i n  f i v e  years.36 

The establishment of t h e  Bank of t h e  United S ta t e s  p rec ip i t a t ed  a grave 

constitutional argument, t h e  Jef fe rsonians  arguing t h a t  t he  Cons t i tu t ion  gave 

t h e  f ede ra l  government no power t o  e s t a b l i s h  a bank. Hamilton, i n  turn,  

paved t h e  way f o r  v i r t u a l l y  unl imited expansion of f ede ra l  power by maintaining 

t h a t  the Cons t i tu t ion  "implied" a g ran t  of  power f o r  car ry ing  ou t  vague nat ional  

goals.  The Hamiltonian i n t e r p r e t a t i o n  won o u t  o f f i c i a l l y  i n  t h e  dec is ion  

of Supreme Court J u s t i c e  John Marshall i n  McCulloch vs .  Maryland (1819). 3 7 

Despite t h e  Jef fe rsonian  h o s t i l i t y  t o  commercial and c e n t r a l  banks, t h e  

Democratic-Bepublicans, under t he  con t ro l  of quasi-Federal is t  moderates r a t h e r  

than m i l i t a n t  Old Republicans, made no move t o  repea l  t he  c h a r t e r  of t he  Bank 

of t h e  United S t a t e s  before  its exp i r a t ion  i n  1811 and happi ly mul t ip l ied  the  

number of s t a t e  banks and bank c r e d i t  i n  t he  next  two decades .38 Thus, i n  1800 

36 3. Van Pens termaker, "The S t a t  is t i c s  of American Commercial Banking, 
1782-1818," Journal of Economic History (Sept. 1965), p. 401.; Van Fenstermaker, 
The Dwelopment of American Commercial Banking 1782-1837 (Kent, 0 :  Kent S t a t e  - 
University,  1965), pp. 111-183; W i l l i a m  M. Gouge, A Short H i s t o q  of Paper 
Money and Banking i n  t he  United S t a t e s  (1833, New York: Augustus ~ F ~ e l l e y ,  

37 Marshall, a d i s c i p l e  of Hamilton, repeated some of Hamilton1 s arguments 
v i r t u a l l y  word f o r  word i n  t h e  deciston. See Gerald T. Dunne, Monetary 
Decisions of t he  Supreme Court (New Brunswick, N.J . :  Rutgers University Press ,  
l96O), p. 30. 

38 On t h e  quas i - federa l i s t s  a s  opposed t o  the Old Republicans, on banking 
and on o ther  i s sues ,  s e e  Richard E. E l l i s ,  The Jef fe rsonian  Crisis: Courts 
and P o l i t i c s  i n  t h e  Young Republic (New York: Oxford Universi ty  Press,  1971) , - 
P. 277 and passim. 



there  were 28 s t a t e  banks; by 1811, the  number had esca la ted  to  1 1 7 ,  a four- 

fo ld  increase.  I n  1804, t he re  were 64 s t a t e  banks, of which we have da ta  on 

13, o r  20% of t h e  banks. These r epo r t ing  banks had $0.98 mi l l ion  i n  spec ie ,  a s  

aga ins t  no tes  and demand depos i t s  outs tanding of $2.82 mi l l ion ,  a reserve  

r a t i o  of .35 (or ,  a notes  + depos i t s  pyramiding on top of spec i e  of 2.88:l). 

By 1811, 26% of  t h e  117 banks repor ted  a t o t a l  o f  $2.57 mi l l ion ;  bu t  t h e  

two-and-a-half f o l d  increase  i n  spec i e  w a s  more than  matched by an  emission of 

$10.95 mi l l i on  of notes  and depos i t s ,  a nea r ly  four-fold increase.  This 

cons t i t u t ed  a pyramiding of 4.26:l on top of spec ie ,  o r  a reserve  r a t i o  of 

t hese  banks of  .23. 39 

Aa f o r  the  Bank of t h e  United S ta t e s ,  which ac ted  i n  conjunction with 

t h e  federa l  government and with the  s t a t e  banks, i n  January 1811 i t  had spec ie  

a s s e t s  of $5.01 mil l ion,  and notes and depos i t s  outs tanding of $12.87 mil l ion,  

a pyramid r a t i o  of 2.57:1, o r  a reserve r a t i o  of .39. 4 0 

3 9 ~ a n  Fenstermaker notes  t h a t  there has been a tendency of h i s t o r i a n s  
to  be l ieve  tha t  v i r t u a l l y  a l l  bank emissions were i n  the  from of notes ,  
but  t h a t  ac tua l ly  a l a rge  port ion was i n  t he  form of demand depos i t s .  
Thus, i n  1804, bank l i a b i l i t i e s  were $1.70 m i l l i o n  i n  notes and $1.12 mi l l i on  
i n  depos i t s ;  i n  1811 they were $5.68 mi l l i on  and $5.27 respect ively.  He 
poin ts  out  t h a t  depos i t s  exceeded notes i n  t h e  l a r g e  c i t i e s  such a s  Boston and 
Philadelphia,  some times by two o r  th ree  fo ld ,  whereas bank notes were used f a r  
more widely i n  r u r a l  a reas  f o r  hand-to-hand t ransac t ions .  Van Fenstermaker, 
" S t a t i s t i c s , "  pp. 406-411. 

40 Of Bank of the  United S t a t e s  l i a b i l i t i e s ,  bank notes t o t a l l e d  $5.04 
mi l l i on  and demand depos i t s  $7.83 mi l l ion .  John Jay Knox, A History of Banking 
i n  t h e  United S t a t e s  (New York: Bradford Rhodes & Co., 19001, p.39. There -- 
a r e  no o the r  repor t s  fo r  t h e  Bank of t he  United S ta t e s  extant  except fo r  1809. 
The o the r s  were destroyed by f i r e .  John Thom Holdsworth, The F i r s t  Bank of the  
United S t a t e s  (Washington, D. C.  : National Monetary  omm mission, 1910, pp. 
l l l f  f . , 138-144. 



Final ly,  when the  time f o r  r echa r t e r ing  the  Bank of t he  United S t a t e s  

came i n  1811 the  rechar te r  b i l l  was defeated by one vote each i n  the  House 

and Senate. Recharter was fought f o r  by the  Madison Administration aided by 

n e a r l y  a l l  the  Federa l i s t s  i n  Congress, bu t  w a s  narrowly defeated by t h e  

bulk of t h e  Denrocratic-Republicans , inc luding  t h e  hard-money Old Republican 

forces .  I n  view of t he  widely he ld  misconception among h i s t o r i a n s  t h a t  Central 

Banks serve,  and a r e  looked upon, a s  r e s t r a i n t s  upon s t a t e  o r  p r i v a t e  bank 

i n f l a t i o n ,  i t  is i n s t r u c t i v e  t o  no te  t h a t  t h e  major forces  i n  favor  of re- 

c h a r t e r  arere merchants, Chambers of  Commerce, and most of t h e  s t a t e  banks. 

Merchants found t h a t  the Bank had expended c r e d i t  a t  cheap r a t e s ,  and had 

eased t h e  e t e r n a l  complaint about a "scarc i ty  of money." Even more suggest ive 

is  the  support of t he  s t a t e  banks, which ha i l ed  the  Bank a s  "advantageous" and 

worried about the  cont rac t ion  of c r e d i t  i f  t he  Bank were forced to  l i qu ida t e .  

The Bank of N e w  York, which hAd been founded by Alexander Hamilton, i n  f a c t  

lauded the  Bank of the  United S t a t e s  because i t  had been ab le  " in case  of any 

sudden pressure upon t h e  merchants t o  s t e p  forward t o  t h e i r  a i d  i n  a degree which 

the  s t a t e  i n s t i t u t i o n s  were unable t o  do." 41 

The War of 1812 and Its Aftermath 

War has general ly  had grave and f a t e f u l  consequences f o r  t he  American 

monetary and f inanc ia l  system. We have seen t h a t  t he  Revolutionary War 

occasioned a mass of depreciated f i a t  paper, worthless Continentals,  a huge 

publ ic  debt,  and t h e  beginnings of c e n t r a l  banking i n  the Bank of North America. 

The Hamiltonian f inanc ia l  system, and even the  Cons t i tu t ion  i t s e l f ,  was i n  l a r g e  

41 Holdsworth, - F i r s t  -9 B a n k  p. 83. Also s e e  w., pp. 83-90. Hclds- 
worth, the  premier h i s t o r i a n  of t h e  F i r s t  Bank of the United S t a t e s ,  saw the  
over-whelming support by the  s t a t e  banks, bu t  s t i l l  incons i s t en t ly  clung to  the  
myth t h a t  the Bank of t h e  United S t a t e s  functioned a s  a r e s t r a i n t  on t h e i r  
expansion: "The s t a t e  banks, though t h e i r  note i s sues  4 discounts  had been 
kept  i n  check by the super ior  resources and power of the  Bank of t he  United 
S ta t e s  favored t h e  extension of the  cha r t e r ,  and memorialized Congress to t h a t  
-9 

e f f ec t . "  ( i t a l i c s  added.) B i d . ,  p. 90. 



6 4  

&aped by the  Fede ra l i s t  d e s i r e  t o  fund the  f ede ra l  and s t a t e  publ ic  debt  

via federa l  taxat ion,  and a major reason f o r  the  establishment of t he  F i r s t  

Bank of t h e  United S t a t e s  was t o  con t r ibu te  t o  t h e  fundlng of t he  newly assumed 

federa l  debt.  The Cons t i tu t iona l  p roh ib i t i on  aga ins t  s t a t e  paper money, and t h e  

i m p l i c i t  rebuff  t o  all  f i a t  paper were c e r t a i n l y  inf luenced by the  Revolutionary 

War experience. 

The War of 1812-15 had momentous consequences f o r  the monetary system. An 

enormous expansion i n t h e  number of banks and i n  bank notes  and depos i t s  was 

spurred by t h e  d i c t a t e s  of w a r  f inance. New England banks were more conservat ive 

than i n  o the r  regions, and t h e  region was s t rong ly  opposed t o  t h e  w a r  with England, 

so l i t t l e  public  debt  was purchased i n  New England. Yet, imported goods, t e x t i l e  

manufactures, and munitions had t o  be purchased i n  t h a t  region by t h e  federa l  

government. The government therefore  encouraged the  formation of new and 

reckless ly  i n f l a t i ona ry  banks i n  the  Middle A t l an t i c ,  Southern and Western 

s t a t e s ,  which pr in ted  huge q u a n t i t i e s  of new notes t o  purchase government bonds. 

The f ede ra l  government thereupon used these  notes t o  purchase manufactured goods 

in  New England. 

Thus, from 1811 to  1815 the number of banks in t h e  country mul t ip l ied  

by 1 1 7  t o  212; i n  add i t i on  there  had sprung up 35 p r i v a t e  unincorporated banks 

which were i l l e g a l  i n  most s t a t e s  but  were allowed t o  funct ion under w a r  

condi t ions.  Specie i n  t he  30 r epor t ing  banks, 26% of t h e  t o t a l  number i n  

1811, amounted t o  $2.57 mi l l i on  i n  1811; t h i s  f i g u r e  had r i s e n  to  $5.40 mi l l i on  

i n  the  98 repor t ing  banks i n  1815, o r  40% of t h e  t o t a l .  Notes anddeposits,  

on the  o the r  hand, were $10.95 mi l l i on  i n  1811, and had increased t o  $31.6 

mi l l ion  i n  1815 among the  r e p o r t i n g  banks. -- 
I f  we make t h e  heroic  assumption t h a t  w e  can est imate t he  money 

supply f o r  t he  country by multiplying by t h e  proport ion of un- 



reported banks and we then add in the BUS totals for 1811, specie in all banks 

would total $14.9 million in 1811 and $13.5 million in 1815, or a 9.4% decrease. 

On the other hand, total bank notes and deposits aggregated to $42.2 million 

in 1811, and $79.0 million four years later, so that an increase of 87.22, 

pyramided on top of a 9.4% decline in specie. If we factor in the Bank of the 

United States, then, the bank pyramid ratio was 3.70:l and the reserve ratio 

.27 in 1811; while the pyramid ratio four years later was 5.85:l and the 

reserve ratio .17. 

But the aggregates scarcely tell the whole story since, as we have seen, 

the expansion took place solely outside of New England, while Mew England 

banks continued on their relatively soundbasis and did not inflate their credit. 

The record expansion of the number of banks was in Pennsylvania, which in- 

corporated no less than 41 new banks in the month of March, 1814, contrasting 

to only four banks which had existed in that state--all in Philadelphia--until 

that date. It is instructive to compare the pyramid ratios of banks in 

various reporting states in 1815: only 1.96:l in Massachusetts, 2.7:l in New 

Hampshire, and 2.42:l in Rhode Island, as contrasted to 19.2:l in Pennsylvania, 
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18.46:l in South Carolina, and 18.73:l in Virginia. 

This monetary situation meant that the United States government was paying 

for New England manufactured goods with a mass of inflated bank paper outside 

the region. Soon, as the New England banks called upon the other banks to redeem 

their notes in specie, the mass of inflating banks faced imminent insolvency. 

It was at this point that a fateful decision was made by the U.S. government 

42 
Van Fenstermaker,"Statistics,"p.408, and pp. 401-409. For the list 

of individual incorporated banks, see Van Fenstermaker, "Development," 
.pp. 112-183, with Pennsylvania on pp. 169-173. 



and concurred i n  by t h e  governments of t h e  s t a t e s  o u t s i d e  New England. A s  

t h e  banks a l l  faced f a i l u r e ,  t h e  governments, i n  August 1814, pe rmi t t ed  a l l  

of  them t o  suspend s p e c i e  payments-that is t o  s t o p  a l l  redemption of n o t e s  

and d e p o s i t s  i n  gold o r  silver--and y e t  t o  con t inue  i n  opera t ion .  I n  s h o r t ,  

i n  one of t h e  most f l a g r a n t  v i o l a t i o n s  of p r o p e r t y  r i g h t s  i n  American h i s t o r y ,  

t h e  banks were permit ted t o  waive t h e i r  c o n t r a c t u a l  o b l i g a t i o n s  t o  pay i n  

s p e c i e  whi le  they themselves could  expand t h e i r  l o a n s  and opera t ions  and f o r c e  

t h e i r  own d e b t o r s  t o  repay t h e i r  l o a n s  as usua l .  

Indeed, t h e  number of banks, and bank c r e d i t ,  expanded r a p i d l y  dur ing  

1815 as a r e s u l t  of t h i s  governmental carte blanche.  It was p r e c i s e l y  

dur ing 1815 when v i r t u a l l y  a l l  t h e  p r i v a t e  banks sp rang  up, t h e  number of 

banks i n c r e a s i n g  i n  one year  from 208 t o  246. Report ing banks inc reased  t h e i r  

pyramid r a t i o s  from 3.17:l  i n  1814 t o  5 .85: l  t h e  fo l lowing  year ,  a drop of 

reserve r a t i o s  from .32 t o  .17. Thus, i f  we measure bank expansion by pyramiding 

and r e s e r v e  r a t i o s ,  we see t h a t  a major i n f l a t i o n a r y  impetus dur ing  t h e  War 

of 1812 came dur ing  t h e  year  1815 a f t e r  s p e c i e  payments had been suspended through- 

o u t  t h e  country  by government a c t i o n .  

H i s t o r i a n s  ded ica ted  t o  t h e  n o t i o n  t h a t  c e n t r a l  banks r e s t r a i n  s t a t e  o r  

p r i v a t e  bank i n f l a t i o n  have placed t h e  blame f o r  t h e  m u l t i p l i c i t y  of banks and 

bank c r e d i t  i n f l a t i o n  dur ing t h e  War of 1812 on t h e  absence of a c e n t r a l  bank. 

But, a s  w e  have seen,  both  t h e  number of banks and bank c r e d i t  grew apace dur ing  

t h e  pe r iod  of t h e  F i r s t  BUS, pyramiding on top  of t h e  l a t t e r ' s  expansion,  and 

would con t inue  t o  do s o  under t h e  Second Bank, and,  f o r  t h a t  matter, t h e  

Federa l  Reserve System i n  l a t e r  years .  And t h e  f e d e r a l  government, n o t  t h e  

state banks themselves, is l a r g e l y  t o  blame f o r  encouraging new, i n f l a t e d  banks 

t o  monetize t h e  w a r  debt .  Then, i n  p a r t i c u l a r ,  i t  allowed them t o  suspend 



s p e c i e  payment i n  August 1814, and t o  con t inue  t h a t  suspension f o r  two y e a r s  

a f t e r  t h e  war w a s  over ,  u n t i l  February 1817. Thus, f o r  two and a h a l f  y e a r s  

banks were permit ted  t o  o p e r a t e  and expand whi le  i s s u i n g  what was tantamount 

t o  f i a t  paper  and bank d e p o s i t s .  

Another neglected r e s p o n s i b i l i t y  of t h e  U.S. government f o r  t h e  wartime 

i n f l a t i o n  was its massive i s s u e  of t r e a s u r y  no tes  t o  h e l p  f i n a n c e  t h e  war e f f o r t .  

While t h i s  t r e a s u r y  paper was i n t e r e s t - b e a r i n g  and was redeemable i n  s p e c i e  i n  

one year ,  t h e  cumulative amount ou t s tand ing  funct ioned as money, as they were 

used i n  t r a n s a c t i o n s  among t h e  p u b l i c  and were a l s o  employed a s  r e s e r v e s  o r  

"high-powered money" by t h e  expanding banks. The f a c t  t h a t  t h e  government 

rece ived  t h e  t r e a s u r y  n o t e s  i n  a l l  d e b t s  and t a x e s  gave t h e  n o t e s  a quas i - l ega l  

t ender  s t a t u s .  Most of t h e  t r e a s u r y  n o t e s  w e r e  i s s u e d  i n  1814 and 1815, when 

t h e i r  ou t s tand ing  t o t a l  reached $10.65 m i l l i o n  and $15.46 m i l l i o n  r e s p e c t i v e l y .  

Not only  d i d  t h e  t r e a s u r y  n o t e s  f u e l  t h e  bank i n f l a t i o n ,  b u t  t h e i r  quas i - l ega l  

tender  s t a t u s  brought Gresham's Law i n t o  o p e r a t i o n  and s p e c i e  flowed ou t  of t h e  

banks and p u b l i c  c i r c u l a t i o n  o u t s i d e  of New England, and i n t o  New England and 
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o u t  of t h e  country.  

The expansion of bank money and t r e a s u r y  n o t e s  dur ing  t h e  War drove up 

p r i c e s  i n  t h e  United S t a t e s .  Wholesale p r i c e  i n c r e a s e s  from 1811 t o  1815 aver-  

aged 35%, wi th  d i f f e r e n t  c i t i e s  exper ienc ing  a p r i c e  i n f l a t i o n  ranging from 

28% t o  55%. Since f o r e i g n  t r a d e  was c u t  o f f  by t h e  war, p r i c e s  of imported 
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commodities r o s e  f a r  more, averaging 704. But more important  than  t h i s  
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For a pe rcep t ive  d i s c u s s i o n  of t h e  n a t u r e  and consequences of t r e a s u r y  

n o t e  i s s u e  i n  t h i s  per iod,  s e e  Richard H. Timberlake, Jr. ,  The Orig ins  of C e n t r a l  
Banking i n  t h e  United S t a t e s  (Cambridge: Harvard Univers i ty  P s e s s ,  1978),  pp. 13-18 
The Gresham Law e f f e c t  probably accounts  f o r  t h e  s t a r t l i n g  d e c l i n e  of s p e c i e  
he ld  by t h e  r e p o r t i n g  banks, from $9.3 m i l l i o n  t o  $5.4 m i l l i o n ,  from 1814 t o  
1815. Van Fenstermaker, " S t a t i s t i c s , "  p. 405. 

4 4 ~ i s t o r i c a l  S t a t i s t i c s ,  pp. 115-124; Murray N. Rothbard, --- The Panic of 
1819: React ions  and P o l i c i e s  (New York: Columbia Univers i ty  P r e s s ,  1962),  p. 4 .  - 



i n f l a t i o n ,  and a t  l e a s t  a s  improtant a s  t he  wreckage of the  monetary system 

during and a f t e r  t h e  war, w a s  the  precedent t h a t  t he  two-and-a-half year  

long suspension of spec ie  payment s e t  f o r  the  banking system f o r  the  fu ture .  

From then on, every time the re  w a s  a banking c r i s i s  brought on by in f l a t i ona ry  

expansion and demands f o r  redemption i n  spec ie ,  s t a t e  and f ede ra l  governments 

looked the  o ther  way and permitted general  suspension of spec i e  payments while  

bank operat ions continued t o  f l ou r i sh .  It thus became c l e a r  t o  the  banks 

tha t ,  i n  a general  c r i s i s , t h e y  would not  be required t o  meet the  ordinary 

obl iga t ions  of cont rac t  law o r  of r e spec t  f o r  property r i g h t s ,  and so  t h e i r  

i n f l a t i ona ry  expansion w a s  permanently encouraged by t h i s  massive f a i l u r e  

of government t o  f u l f i l l  its ob l iga t ion  t o  enforce cont rac t  and defend t h e  r i g h t s  

of property.  

Suspensions of spec ie  payments informally o r  o f f i c i a l l y  permeated the  economy 

outs ide  of New England during the  Panic of 1819, occurred everywhere outs ide  

of New England i n  1837, and i n  a l l  s t a t e s  south and w e s t  of New Jersey  i n  1839. 

A general  suspension of spec ie  payments occurred throughout the  country once 

4 5 
again i n  t he  panic of 1857. 

It is important t o  r e a l i z e ,  then, in  evaluat ing the  American banking system 

before the  C i v i l  War, t h a t  even i n  t h e  l a t e r  years  when there  w a s  no c e n t r a l  

bank, t he  system was not "free" i n  any proper economic sense. "Free" banking 

can only r e f e r  t o  a system i n  which banks a r e  t r ea t ed  a s  any other  business ,  and 

t h a t  therefore  f a i l u r e  t o  obey con t r ac tua l  obligations--in t h i s  case,  prompt 

redemption of no tes  and depos i t s  i n  specie-anus t incur  imedia t ' e  insolvency 

and l iqu ida t ion .  Burdened by the  t r a d i t i o n  of allowing general suspensions 

4 5 ~ n  the  suspensions of spec ie  payments, and on t h e i r  importance before 
the  C i v i l  War, see Vera C. Smith, Rationale of Central  Banking (London: 
P.S. King & Son, 1936), pp. 38-46. Also see Dunne, Monetary Decisions, p. 26. 



t h a t  a rose  i n  the United S t a t e s  i n  1814, t he  Pre-Civil  War banking system, 

d e s p i t e  s t rong  elements of competit ion when not  saddled wi th  a c e n t r a l  

bank, must r a t h e r  be termed i n  t h e  phrase of one economist, a s  "Decentral izat ion 

without Freedom." 
46 

From t h e  1814-17 experience on, t h e  notes  of state banks c i r c u l a t e d  a t  

varying r a t e s  of deprec ia t ion ,  depending on publ ic  expec ta t ions  of how long 

they would be a b l e  t o  keep redeeming t h e i r  ob l iga t ions  i n  spec ie .  These ex- 

pec ta t ions ,  i n  tu rn ,  w e r e  heavi ly  influenced by t h e  amount of no t e s  and depos i t s  

issued by t h e  bank a s  compared t o  t he  amount of spec i e  held i n  its vau l t s .  

I n  t h a t  era of poor communications and high t r anspo r t a t i on  c o s t ,  t he  tendency 

f o r  a bank note  was t o  dep rec i a t e  i n  proport ion t o  its d i s t ance  from the  home 

o f f i ce .  One e f f e c t i v e  i f  time-consuming method of enforcing redemption on 

nominally specie-paying banks w a s  t he  emergence of a c l a s s  of p r o f e s s i o n i l  

"money brokers." These brokers  would buy up a mass of d e p r e c i a t e d n o t e s  of 

nominally specie-paying banks, and then t r a v e l  t o  t h e  home o f f i c e  o f . t h e  

bank t o  demand redemption i n  spec ie .  Merchants, money brokers ,  bankers and 

the  genera l  publ ic  were aided i n  eva lua t ing  the  var ious  s t a t e  bank notes  by 

46 
Smith, Rationale,  p. 3 6 .  Smith properly de f ines  "free banking" a s  "a 

regime where note-issuing banks a r e  allowed t o  s e t  up i n  the same way a s  any 
o ther  type of business  e n t e r p r i s e ,  so  long a s  they comply with t h e  general  
company law. The requirement f o r  t h e i r  establishment is  not  s p e c i a l  condi t iona l  
au thor iza t ion  from a government au tho r i t y ,  bu t  the  a b i l i t y  t o  r a i s e  s u f f i c i e n t  
c a p i t a l ,  and publ ic  confidence, t o  gain acceptance f o r  t h e i r  notes  and ensure 
the  p r o f i t a b i l i t y  of the  undertaking. Under such a system a l l  banks would not 
only be allowed the  same r i g h t s ,  but  would a l s o  be subjected t o  t h e  same re- 
s p o n s i b i l i t i e s  a s  o ther  business  en t e rp r i s e s .  I f  they f a i l e d  t o  m e e t  t h e i r  ob- 
l i g a t i o n s  they would be declared bankrupt and put  i n t o  l i q u i d a t i o n ,  and t h e i r  
a s s e t s  used t o  meet the  claims of t h e i r  c r e d i t o r s ,  i n  which case  the  shareholders  
would l o s e  the  whole or pa r t  of t h e i r  c a p i t a l ,  and the  penal ty  f o r  f a i l u r e  would 
by paid,  a t  l e a s t  f o r  the  most p a r t ,  by those responsible  f o r  t h e  pol icy 
of the  bank. .Notes issued under t h i s  system would be 'promises t o  pay, '  and such 
ob l iga t ions  must be m e t  on demand i n  the  genera l ly  accepted medium which w e  w i l l  
assume t o  be gold. No bank would have the  r i g h t  t o  c a l l  on t he  government o r  on 
any o ther  i n s t i t u t i o n  fo r  s p e c i a l  help i n  time of need....A genera l  abandonment 
of t he  gold standard i n  inconceivable under these condi t ions ,  and with a s t r i c t  
i n t e r p r e t a t i o n  of t he  bankruptcy laws any bank suspending payments would a t  once 
be put i n t o  the  hands of a rece iver . "  Ib id . ,  pp. 148-149. 



the development of monthly journa ls  known a s  "bank note  de tec tors . "  These 

"detectors" were published by money brokers and pe r iod ica l ly  evaluated the 
47 

market r a t e  of var ious  bank notes  i n  r e l a t i o n  t o  spec ie .  

"Wildcat" banks were so  named because i n  t h a t  age of poor t ranspor ta t ion ,  

banks hoping t o  i n f l a t e  and not  have t o  worry about redemption attempted t o  

l o c a t e  i n  "wildcat" country where money brokers would f i n d  i t  d i f f i c u l t  t o  t r a v e l .  

It should be noted t h a t ,  i f  i t  were not  f o r  per iodic  suspension, t he re  would 

have been no room f o r  wildcat  banks o r  f o r  varying degrees of lack  of con- 

f idence i n  t he  genuineness of spec ie  redempticn a t  any given t i m e .  

It can be imagined t h a t  t h e  advent of t he  money broker was n o t  p rec i se ly  

welcomed i n  the  town of an e r r a n t  bank, and i t  was easy f o r  the  townspeople 

t o  blame the  r e s u l t i n g  co l lapse  of bank c r e d i t  on the  s i n i s t e r  s t r ange r  r a t h e r  

than on the  f r i end ly  neighborhood banker. During the  panic of 1819, when banks 

collapsed a f t e r  an inf la thnaryboom up t i l l  1817, obs tac les  and in t imida t ion  

were o f t en  the  l o t  of those who attempted t o  press  the banks t o  f u l f i l l  t h e i r  

cont rac tua l  ob l iga t ion  t o  pay i n  specie.  

Thus, Maryland and Pennsylvania, during the  panic of 1819, engaged i n  almost 

b i z a r r e  inconsistency i n  t h i s  area.  Maryland, on February 15, 1819, enacted a 

law "to compel ... banks t o  pay spec ie  f o r  t h e i r  notes ,  o r  f o r f e i t  t h e i r  char te rs . "  

Yet, two days a f t e r  t h i s  seemingly tough ac t ion ,  i t  passed another law re l i ev ing  

banks of any ob l iga t ion  t o  redeem notes  held by money brokers,  the  major force  

ensuring the  people of t h i s  s t a t e  from the  e v i l  a r i s i n g  from the  demands made 

on the banks of t h i s  s t a t e  f o r  gold and s i l v e r  by brokers." Pennsylvania 

followed s u i t  a month l a t e r .  I n  t h i s  way, these  s t a t e s  could claim t o  maintain 

4 7 ~ e e  Richard H. Timberlake, Jr.,  Money, Banking and Central  Banking (New 
York: Harper & Row, 1965), p. 94. 



t h e  v i r t u e  of enforc ing  c o n t r a c t  and p roper ty  r i g h t s  whi le  moving t o  prevent 

t h e  most e f f e c t i v e  method of ensur ing  such enforcement. 

During t h e  1814-1817 g e n e r a l  suspension,  note-holders who sued f o r  s p e c i e  

payment seldom gained s a t i s f a c t i o n  i n  t h e  c o u r t s .  Thus, I s a a c  Bronson, a 

prominent Connecticut  banker i n  a specie-paying reg ion ,  sued v a r i o u s  New York 

banks f o r  payment of n o t e s  i n  spec ie .  H e  f a i l e d  t o  g e t  s a t i s f a c t i o n ,  and f o r  

h i s  p a i n s  received on ly  abuse i n  t h e  New York p r e s s  as an  agen t  of "misery and 

r u i n .  " 
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The banks sou th  o f  V i r g i n i a  l a r g e l y  went o f f  s p e c i e  payment dur ing  t h e  

pan ic  of 1819, and i n  Georgia a t  least g e n e r a l  suspension cont inued almost 

cont inuously  down t o  t h e  1830s. One customer complained dur ing  1819 t h a t  i n  

o r d e r  t o  c o l l e c t  i n  s p e c i e  from t h e  l a r g e l y  state-owned Bank of Dar ien,  Georgia, 

h e  was fo rced  t o  swear be fore  a j u s t i c e  of t h e  peace i n  t h e  bank, t h a t  each 

and every no te  he presented t o  t h e  Bank w a s  h i s  own and t h a t  he  w a s  n o t  a money 

broker o r  a n  agent  f o r  anyone e l s e ;  he w a s  forced t o  swear t o  t h e  o a t h  i n  t h e  

presence of a t  l e a s t  f i v e  bank d i r e c t o r s  and t h e  bank 's  c a s h i e r ;  and he was 

forced t o  pay a f e e  of $1.36 on each n o t e  i n  o r d e r  t o  a c q u i r e  s p e c i e  on 

demand. Two y e a r s  l a t e r ,  when a note-holder demanded $30,000 i n  s p e c i e  a t  t h e  

P l a n t e r s '  Bank of Georgia, he  w a s  t o l d  he would be paid i n  pennies  on ly ,  whi le  

ano ther  customer was forced t o  a c c e p t  pennies handed ou t  t o  him a t  t h e  r a t e  

of $60 a day. 4 9 
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Hammond, Banks and P o l i t i c s ,  pp. 179-180. Even before  t h e  suspension,  

i n  1808, a Bostonian named Hireh Durkee who attempted t o  demand s p e c i e  f o r  
$9,000 i n  n o t e s  of t h e  state-owned Vermont S t a t e  Bank, was m e t  by an i n d i c t -  
ment f o r  an  a t tempt  by t h i s  "evi l -disposed person" t o  " r e a l i z e  a f i l t h y  gain" 
a t  t h e  expense of t h e  resources  of t h e  s t a t e  of Vermont and t h e  a b i l i t y  of 
"good c i t i z e n s  thereof  t o  o b t a i n  money." X d . ,  p. 179. Also see Gouge, 
Shor t  His to ry ,  p. 84. 
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Crawford, a Georgia p o l i t i c i a n ,  t r i e d  i n  v a i n  t o  save t h e  Bank of Darien from 
f a i l u r e  by depos i t ing  Treasury funds t h e r e  dur ing t h e  panic .  Rothbard, The Panic 
of 1819, p.62. -- 



During the  panic,  North Carolina and Maryland i n  p a r t i c u l a r  moved 

aga ins t  t h e  money brokers  in  a va in  attempt t o  prop up the  depreciated notes  

of t h e i r  s t a t e s '  banks. I n  North Carolina, banks were not  penalized by 

the  l e g i s l a t u r e  f o r  suspending spec i e  payments t o  "brokers," while maintaining 

them t o  o thers .  Backed by government, the  t h ree  leading banks of the  s t a t e  met 

and agreed, i n  June 1819, no t  t o  pay spec ie  t o  brokers o r  t h e i r  agents. Their 

no tes  immediately f e l l  t o  a 15% discount  ou t s ide  the  s t a t e .  However, t he  

banks continued t o  r e q u i r e i g n o r i n g  the  inconsistency- t h a t  t h e i r  own debtors  

pay them a t  par  in specie.  Maryland, during the  same year ,  moved t o  r equ i r e  

a l i c e n s e  of $500 per  year f o r  money brokers ,  in add i t i on  t o  an enormous 

$20,000 bond t o  e s t a b l i s h  the  business.  

Maryland t r i e d  t o  b o l s t e r  the defense of banks and the  a t t a c k  on brokers 

by passing a compulsory par  l a w  i n  1819, prohib i t ing  the  exchange of spec ie  f o r  

Maryland bank notes  a t  less than par. The l a w  w a s  r e a d i l y  evaded, however, the 

penalty merely adding t o  t he  discount  a s  compensation f o r  t he  added t i s k .  

Specie, furthermore w a s  dr iven out  of t he  s t a t e  by the  operat ion of Gresham's 

Law. 
50 

I n  Kentucky, Tennessee, and Missouri,  s t a y  laws were passed requi r ing  

c r e d i t o r s  t o  accept  depreciated and inconver t ib le  bank paper i n  payment of debts ,  

else s u f f e r  a s t a y  of execution of the  debt.  In  t h i s  way, quasi-legal tender 

51  
s t a t u s  w a s  conferred on the  paper. Many s t a t e s  permitted banks t o  suspend 

%othbard, Panic of 1819, pp. 64-68. Other compulsory par laws were 
passed by Ohio and Delaware. 

''The most extreme proposal was t h a t  of Tennessee p o l i t i c i a n  Fe l ix  Grundy's 
scheme, never adopted, t o  compel c r e d i t o r s  t o  accept  bank notes  of the  s t a t e  
bank o r  f o r f e i t  t h e  debt: t h a t  would have conferred f u l l  l e g a l  tender s t a t u s  
on t h e  bank. Rothbard, --- Panic of 1819, p. 91; Joseph H. Parks, "Felix Grundy 
and the  Depression of 1819 i n  Tennessee," Publ ica t ions  of the East Tennessee 
Hi s to r i ca l  Society,  Vol. X (1938), p. 22. 



spec ie  payment, and four Western states-Tennessee, Kentucky, Missouri ,  and 

I l l ino is - -es tab l i shed  state-owned banks t o  t r y  t o  overcome the  depression by 

i s su ing  l a r g e  i s sues  of i nconve r t i b l e  paper money. In a l l  states t r y i n g  t o  prop 

up inconver t ib le  bank paper, a quasi- legal  tender  s t a t u s  w a s  a l s o  conferred on 

t h e  paper by agreeing t o  r ece ive  t he  notes  i n  taxes o r  debts  due t o  t h e  s t a t e .  

The r e s u l t  of a l l  the inconver t ib le  paper schemes was rap id  and massive deprecia- 

t i on ,  disappearance of spec ie ,  succeeded by speedy l i q u i d a t i o n  of t he  new 

state-owned banks. 52 

An amusing footnote  on the  problem of banks being pro tec ted  aga ins t  t h e i r  

con t r ac tua l  ob l iga t ions  t o  pay i n  spec i e  .occurred i n  t he  course of correspondence 

between one of t he  e a r l i e s t  economists i n  America, the  young Phi ladelphia  S t a t e  

Senator Condy Raguet, and t h e  eminent English economist David Ricardo. Ricardo 

had ev ident ly  been bewildered by Raguet's s ta tement  t h a t  banks technica l ly  re- 

quired t o  pay i n  spec ie  were o f t e n  no t  c a l l e d  upon t o  do so. On Apr i l  18,  1821, 

Raguet r ep l i ed ,  explaining the  power of banks i n  t he  United S t a t e s :  

You s t a t e  i n  your l e t t e r  t h a t  you f i nd  i t  d i f f i c u l t  t o  com- 
prehend, why persons who had a r i g h t  t o  demand co in  from the  
Banks i n  payment of t h e i r  no tes ,  so  long forebore t o  exe rc i s e  it. 
This no doubt appears paradoxical  t o  one who r e s i d e s  i n  a country 
where an a c t  of parliament was necessary t o  p ro t ec t  a bank, bu t  
t he  d i f f i c u l t y  is e a s i l y  solved. The whole of our population a r e  
e i t h e r  stockholders of banks o r  i n  debt  t o  them. It is no t  the  
i n t e r e s t  of the  f i r s t  t o  press  t he  banks and the  rest are a f r a i d .  
This is the whole secret. An independent man who was ne i the r  a 
stockholder o r  debtor ,  who would have ventured t o  compel t he  
banks t o  dogjust ice ,  would have been persecuted a s  an enemy of 
soc i e ty  .... 

520nly New England, New York, New Jersey,  Vi rg in ia ,  Miss i ss ipp i ,  and 
Louisiana were comparatively untouched by the  inconver t ib le  paper contagion, 
e i t h e r  i n  the  form of suspended spec ie  banks continuing i n  opera t ion  o r  new 
state-owned banks emit t ing more paper. For an ana lys i s  of the events  and con- 
t r o v e r s i e s  i n  each s t a t e ,  s ee  Rothbard, Panic of 1819, pp. 57-111. 

5 3 ~ a g u e t  t o  Ricardo, Apr i l  18, 1821, i n  David Ricardo, Minor Papers on 
the  Currency Question, 1809-23, J.  Hollander, ed. (Baltimore: John Hopkins - 
Press ,  l932) ,  pp. 199-201; Rothbard, Panic of 1819, pp. 10-11. Also see 
Hanrmond, Banks and P o l i t i c s ,  p. 242. 



The Second Bank of t h e  United S t a t e s ,  1816-1833 

The United S t a t e s  emerged from t h e  War of 1812 i n  a c h a o t i c  monetary 

state, w i t h  banks mul t ip ly ing  and i n f l a t i n g  ad l i b ,  checked on ly  by t h e  va ry ing  

rates of d e p r e c i a t i o n  of t h e i r  no tes .  With banks f r e e d  from redeeming t h e i r  

o b l i g a t i o n s  i n  spec ie ,  thenumber of incorpora ted  banks increased dur ing 1816, 

54 
from 212 t o  232. C lea r ly ,  t h e  n a t i o n  could n o t  c o n t i n u e  i n d e f i n i t e l y  wi th  

t h e  i s s u e  of f i a t  money i n  t h e  hands of d i s c o r d a n t  sets of i n d i v i d u a l  banks. 

It was apparent  t h a t  t h e r e  were two ways o u t  of t h e  problem: one, w a s  t h e  

hard-money pa th ,  advocated by t h e  Old Republicans and,  f o r  t h e i r  own purposes,  

t h e  F e d e r a l i s t s .  The f e d e r a l  and state governments would have s t e r n l y  compelled 

t h e  r o l l i c k i n g  banks t o  redeem promptly i n  s p e c i e ,  and, when most of t h e  banks 

o u t s i d e  of New England c o u l d  n o t ,  t o  f o r c e  them t o  l i q u i d a t e .  I n  t h a t  way, 

t h e  mass of deprec ia ted  and i n f l a t e d  n o t e s  and d e p o s i t s  would have been s w i f t l y  

l i q u i d a t e d ,  and s p e c i e  would have poured back o u t  of hoards  and i n t o  t h e  

country  t o  supply a c i r c u l a t i n g  medium. The i n f l a t i o n a r y  exper ience would 

have been over.  

Ins tead ,  t h e  Democratic-Republican es tab l i shment  i n  1816 turned t o  t h e  

o l d  F e d e r a l i s t  path:  a new c e n t r a l  bank, a Second Bank of t h e  United S t a t e s .  

Modelled c l o s e l y  a f t e r  t h e  F i z s t  Bank, t h e  Second Bank, a p r i v a t e  corpora t ion  

wi th  one- f i f th  of t h e  s h a r e s  owned by t h e  f e d e r a l  government, w a s  t o  c r e a t e  

a n a t i o n a l  paper currency,  purchase a l a r g e  chunk of t h e  p u b l i c  d e b t ,  and 

5 4 ~ e w  no te  i s s u e  s e r i e s  by banks reached a heavy peak i n  1815 and 1816 
i n  New York and Pennsylvania. D.C. Wismar, Pennsylvania Descr ip t ive  L i s t  of 
Obsole te  S t a t e  Bank Notes, 1E2-1866 (Freder ick ,  Md.: J . W .  S t o v e l l  P r i n t i n g  
Co., 1933); and idern, New York D e s c r i p t i v e  L i s t  of Obsole te  Paper Money 
(Freder ick,  Md.: J . W .  S t o v e l l  P r i n t i n g  Co., 1931). 



r e c e i v e  d e p o s i t s  o f  Treasury funds.  The BUS n o t e s  and d e p o s i t s  were t o  be 

redeemable i n  s p e c i e ,  and they  were given q u a s i - l e g a l  t e n d e r  s t a t u s  by t h e  

f e d e r a l  government's r e c e i v i n g  them i n  payment of taxes. 

That t h e  purpose of e s t a b l i s h i n g  t h e  BUS w a s  t o  suppor t  t h e  state 

banks i n  t h e i r  i n f l a t i o n a r y  course  r a t h e r  than c r a c k  down on them is  seen  

b y t h e s h a m e f u l  d e a l  t h a t  t h e  BUS made wi th  t h e  state banks a s  soon as i t  

opened i ts doors  i n  January,  1817. A t  t h e  same t ime i t  was e s t a b l i s h i n g  t h e  

BUS i n  A p r i l  1816, Congress passed t h e  r e s o l u t i o n  of Daniel  Webster, a t  t h a t  

time a F e d e r a l i s t  champion of ha rd  money, r e q u i r i n g  t h a t  a f t e r  February 20, 

1817, t h e  United S t a t e s  should a c c e p t  i n  payments f o r  d e b t s  o r  t a x e s  on ly  

s p e c i e ,  Treasury no tes ,  BUS n o t e s ,  o r  s t a t e  bank n o t e s  redeemable i n  s p e c i e  

on demand. I n  s h o r t ,  no i r redeemable  s tate bank n o t e s  would be  accepted a f t e r  

t h a t  da te .  I n s t e a d  of us ing t h e  oppor tun i ty  t o  compel t h e  banks t o  redeem, 

however, t h e  BUS, i n  a meeting w i t h  r e p r e s e n t a t i v e s  from t h e  l e a d i n g  urban 

banks excluding Boston, agreed t o  i s s u e  $6 m i l l i o n  worth of c r e d i t  i n  New 

York, Ph i lade lph ia ,  Balt imore,  and V i r g i n i a  be fore  i n s i s t i n g  on s p e c i e  pay- 

ments from d e b t s  due t o  it from t h e  s t a t e  banks. In r e t u r n  f o r  t h a t  agreed- 

upon massive i n f l a t i o n ,  t h e  s t a t e  banks g rac ious ly  consented t o  resume s p e c i e  

5 5 
payments. Moreover, t h e  BUS and t h e  state banks agreed t o  mutual ly  support  

each o t h e r  i n  any emergency, which of course  meant i n  p r a c t i c e  t h a t  t h e  f a r  

s t r o n g e r  BUS was committed t o  t h e  propping up of t h e  weaker s t a t e  banks. 

The BUS w a s  pushed through Congress by t h e  Madison Adminis t ra t ion and 

p a r t i c u l a r l y  by Secre ta ry  of t h e  Treasury Alexander J. Dallas, whose appointment 

550n t h e  es tabl ishment  of t h e  BUS and on t h e  d e a l  wi th  t h e  s t a t e  banks, 
s e e  Ralph C.H. C a t t e r a l l ,  The Second Bank of t h e  United S t a t e s  (Chicago: 
Univers i ty  of Chicago P r e s s ,  1902) ,  pp.9-26,479-490. Also see Hammond, 
Banks and P o l i t i c s ,  pp. 230-248; David R. Dewey, The Second United S t a t e s  -- 
Bank (Washington, D.C.:  Nat ional  Monetary Commission, 1910) ,  pp. 148-176. 



was lobbied f o r ,  f o r  t h a t  purpose. Dallas, a wealthy Phi ladelphia  lawyer 

*was a c lo se  f r iend ,  counsel, and f i n a n c i a l  a s soc i a t e  of Phi ladelphia  m e r -  

chant and banker, Stephen Girard, reputedly one of t he  two wea l th i e s t  men i n  

the  country. Toward the  end of its term, Girard w a s  t h e  l a r g e s t  stockholder 

of the  F i r s t  BUS, and durin'g the  War of 1812 Girard became a very heavy inves tor  

in the w a r  debt  of t he  f ede ra l  government. Both a s  a prospect ive l a rge  stock- 

holder and a s  a way t o  unload h i s  publ ic  debt ,  Girard began t o  a g i t a t e  f o r  a 

new BUS. Dal las ' s  appointment as Secretary of Treasury i n  1814 was successfu l ly  

engineered by Dallas and h i s  c lo se  f r i end ,  wealthy N e w  York merchant and f u r  

t r ade r  John Jacob Astor,  a l s o  a heavy inves tor  i n  t he  war debt.  When the  BUS 

w a s  es tab l i shed ,  Stpehen Girard purchased the  $3 mi l l i on  of the  $28 mi l l ion  

t h a t  remained unsubscribed, and he and Dallas  managed t o  secure  f o r  the  post 

of president  of t he  new bank t h e i r  good f r i end  W i l l i a m  Jones,  former Phi ladelphia  

merchant . 5 6 

Much of t h e  opposi t ion t o  the  founding of t he  BUS seems keenly prophetic.  

Thus, Senator William H. Wells, Fede ra l i s t  from Delaware, i n  arguing aga ins t  

the Bank b i l l ,  s a i d  t h a t  i t  w a s  "ostensibly f o r  t he  purpose of cor rec t ing  the  

diseased s t a t e  of our paper currency by r e s t r a i n i n g  and c u r t a i l i n g  the  over- 

i s sue  of bank paper, and y e t  i t  came prepared t o  i n f l i c t  upon us the  same e v i l ,  

being i t s e l f  nothing more than simply a paper-making machine. liS7 In f a c t ,  t he  

r e s u l t  of t he  d e a l  with the  s t a t e  banks w a s  t h a t  t h e i r  r e s u p t i o n  of spec ie  

payments a f t e r  1817 w a s  more nominal than r e a l ,  thereby s e t t i n g  the  s t age  f o r  

560n the  Girard-Dallas connection, see  Hammond, Banks and P o l i t i c s ,  
pp. 231-246, 252; P h i l i p  8. Burch, Jr., E l i t e s  i n  American History, Vol. I -- 
XheFederalist Years t o  the C i v i l  War (New York: Holmes & Meier, 19811, pp. 88, - 
97, 116-117, 119-121; Kenneth L. Brown, "Stephen Girard,  Promoter of the 
Second Bank of t he  uni ted S ta tes . "  Journal  of  Economic History (November 19421, 
pp. 125-132. 

5 7 
Annals of Congress, 14 cong, 1 sess., Apr i l  1, 1816, pp. 267-270. Also 

s e e  ib id . ,  pp.T066, 1091, I l l o f f .  Cited i n  Murray N. Rothbard, The Case f o r  
100 Percent Gold Dollar (Washington, D. C.  : Libe r t a r i an  Review Press ,  1974) , 

p . ~ n ~ e ~ u ~ o r t  - History, pp. 79-83. 



t h e  widespread suspensions  of t h e  1819-21 depress ion.  A s  Bray Hamond 

w r i t e s :  

... s p e c i e  payments were resumed, w i t h  s u b s t a n t i a l  shortcomings.  
Apparently t h e  s i t u a t i o n  was b e t t e r  than i t  had been,  and a pre- 
t e n s e  w a s  maintained of i ts being b e t t e r  than i t  was. But re- 
demption w a s  n o t  c e r t a i n  and u n i v e r s a l ;  t h e r e  w a s  s t i l l  a premium 
on s p e c i e  and s t i l l  a d i scount  on bank n o t e s ,  wi th  c o n s i d e r a b l e  
v a r i a t i o n  i n  both  from p l a c e  t o  p lace .  Three y e a r s  l a t e r ,  Feb- 
rua ry  1820, Secre ta ry  [of t h e  Treasury] Crawford r e p o r t e d  t o  Con- 
g r e s s  t h a t  dur ing t h e  g r e a t e r  p a r t  of t h e  t i m e  t h a t  had e lapsed  
s i n c e  t h e  resumption of s p e c i e  payments, t h e  c o n v e r t i b i l i t y  of 
bank n o t e s  i n t o  s p e c i e  had been nominal r a t h e r  than real i n  t h e  
l a r g e s t  p o r t i o n  of t h e  union. 58 

One problem is t h a t  t h e  BUS lacked t h e  courage t o  i n s i s t  on payment of 

t h e i r  n o t e s  form t h e  state banks. A s  a r e s u l t ,  s t a t e  banks had l a r g e  balances  

p i l e d  up a g a i n s t  them a t  t h e  BUS, t o t a l l i n g  over  $2.4 m i l l i o n  dur ing  1817 

and 1818, remaining on t h e  books as v i r t u a l  i n t e r e s t - f r e e  loans .  A s  C a t t e r a l l  

p o i n t s  o u t ,  "so many i n f l u e n t i a l  people  were i n t e r e s t e d  i n  t h e  [ s t a t e  banks] 

a s  s tockholders  t h a t  i t  w a s  n o t  a d v i s a b l e  t o  g i v e  o f f e n s e  by demanding pay- 

ment i n  spec ie ,  and borrowers were anxious  t o  keep t h e  banks i n  t h e  humor t o  

lend." When t h e  BUS d i d  t r y  t o  c o l l e c t  on s t a t e  bank n o t e s  i n  s p e c i e ,  

P res iden t  Jones repor ted ,  " the  banks, our deb tors ,  p lead i n a b i l i t y ,  r e q u i r e  

unreasonable indulgence,  o r  t r e a t  our  r e i t e r a t e d  c la ims and e x p o s t u l a t i o n s  

wi th  s e t t l e d  i n d i f f e r e n c e .  ,159 

From its incep t ion ,  t h e  Second BUS launched a s p e c t a c u l a r  i n f l a t i o n  of 

money and c r e d i t .  Lax about i n s i s t i n g  on t h e  requ i red  payment of i t s  c a p i t a l  

i n  s p e c i e ,  t h e  Bank f a i l e d  t o  r a i s e  t h e  $7 m i l l i o n  l e g a l l y  supposed t o  have 

been subscr ibed i n  spec ie ;  i n s t e a d ,  dur ing  1817 and 1818, i t s  s p e c i e  he ld  

never r o s e  above $2.5 m i l l i o n .  A t  t h e  peak of i t s  i n i t i a l  expansion,  i n  July  

58~ammond, Banks and P o l i t i c s ,  p. 248. Also s e e  Condy Raguet, A T r e a t i s e  
on Currency Bankinq (2nd Ed.,  1840, New York: Augustus M. Kel ley ,  1967) ,  - 
pp. 302-303; C a t t e r a l l ,  Second Bank, pp. 37-39; Walter Buckingham Smith,  
Economic Aspects of t h e  Second Bank of t h e  United S t a t e s  (Cambridge: Harvard 
Univers i ty  Press ,  1953), p. 104. 
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C a t t e r a l l ,  Second Bank,p. 36. 



1818, BUS spec i e  t o t a l l e d  $2.36 mi l l i on  and i ts  aggregate notes  and depos i t s  

t o t a l l e d  $21.8 mi l l ion .  Thus, i n  a scan t  year-and-a-half of opera t ion ,  the  

BUS had added a n e t  of $19.2 mi l l i on  t o  t he  na t ion ' s  money supply, f o r  a 

pyramid r a t i o  of 9.24, o r  a reserve  r a t i o  of .11. 

Outr ight  f raud abounded a t  the  BUS, e spec i a l l y  a t  t h e  Phi ladelphia  and 

Baltimore branches, p a r t i c u l a r l y  t he  l a t t e r .  i t  is no acc ident  t h a t  three- 

60 
f i f t h s  of a l l  of t h e  BUS loans  were made a t  t he se  two branches. Also, 

t he  BUS attempt t o  provide a uniform currency throughout t he  na t ion  foundered 

on the  f a c t  t h a t  t h e  western and southern branches could i n f l a t e  c r e d i t  and 

bank notes ,  and t h a t  t h e  i n f l a t e d  no tes  would wend t h e i r  way t o  t h e  more con- 

s e rva t ive  branches i n  New York and Boston, which would be ob l iga ted  t o  redeem 

the  i n f l a t e d  no tes  a t  par .  I n  t h i s  way, t he  conserva t ive  branches were 

s t r i pped  of spec i e  while  t h e  western branches could cont inue t o  i n f l a t e  

unchecked. 6 1 

The expansionary opera t ions  of the  BUS, coupled with i ts l a x i t y  toward in- 

s i s t i n g  on spec i e  payment by the  s t a t e  banks, impelled a f u r t h e r  i n f l a t i o n a r y  

expansion of s t a t e  banks on top of the  spec t acu l a r  enlargement of the  c e n t r a l  

bank. Thus, t h e  number of incorporated s t a t e  banks r o s e  from 232 i n  1816 t o  

338 i n  1818. Kentucky alone char te red  40 new banks i n  the  1817-18 l e g i s l a t i v e  

session.  The estimated t o t a l  money supply i n  the  na t ion  rose  from $67.3 

mi l l i on  i n  1816 t o  $94.7 mi l l i on  i n  1818, a rise of 40.7% i n  two years .  Most 

600n the  expansion and fraud a t  the BUS, see C a t t e r a l l ,  Second Bank,pp. 28-50, 
503. The main c u l p r i t s  were James A.  Buchanan, p res ident  of t he  Baltimore 
mercant i le  f i rm of Smith & Buchanan, and the  Baltimore BUS cash i e r  James W. 
McCulloch, who was simply an impoverished c l e r k  a t  t he  mercant i le  house. Smith, 
an ex-Federal is t ,  was a Senator from Maryland and a powerful member of the  
na t iona l  Democrat-Republican establ ishment .  

6 1 ~ s  a r e s u l t  of the cont rac t ionary  in f luence  on the  Boston branch of 
the  BUS, t he  no tes  of the  Massachusetts banks a c t u a l l y  decl ined i n  t h i s  
period, from $1 mi l l i on  i n  June 1815 t o  $850,000 i n  June 1818. See 
Rothbard, Panic of 1819, p. 8. 



6 2 
of t h i s  i n c r e a s e  w a s  supp l ied  by t h e  BUS. 

The huge expanison of money and c r e d i t  impelled a f u l l - s c a l e  i n f l a t i o n a r y  

boom throughout t h e  country.  Import p r i c e s  had f a l l e n  i n  1815, w i t h  t h e  re-  

newal of f o r e i g n  t r a d e  a f t e r  t h e  war, b u t  domestic p r i c e s  were ano ther  s t o r y .  

Thus, t h e  index of expor t  s t a p l e s  i n  Char les ton rose  from 102 i n  1815 t o  160 

i n  1818; t h e  p r i c e s  of Louis iana s t a p l e s a t  New Orleans  r o s e  from 178 t o  224 

i n  t h e  same period.  Other p a r t s  o f  t h e  economy boomed; e x p o r t s  r o s e  from 

$81 m i l l i o n  i n  1815 t o  a peak of $116 m i l l i o n  i n  1818. P r i c e s  r o s e  g r e a t l y  i n  

r e a l  e s t a t e ,  land,  farm improvement p r o j e c t s ,  and s l a v e s ,  much of i t  f u e l e d  

by t h e  use  of bank c r e d i t  f o r  s p e c u l a t i o n  i n  urban and r u r a l  real estate. There 

was a boom i n  tu rnp ike  c o n s t r u c t i o n ,  f u r t h e r e d  by v a s t  f e d e r a l  expendi tu res  on 

tu rnp ikes .  F r e i g h t  r a t e s  r o s e  on steamboats,  and sh ipbu i ld ing  shared  i n  t h e  

g e n e r a l  p rosper i ty :  Also, g e n e r a l  boom c o n d i t i o n s  expanded s t o c k  t r a d i n g  so  

r a p i d l y  t h a t  t r a d e r s ,  who-had been buying and s e l l i n g  s t o c k s  on t h e  curbs  

on Wall S t r e e t  f o r  n e a r l y  a cen tury ,  found i t  necessary  t o  open t h e  f i r s t  in-  

door s t o c k  exchange i n  t h e  country ,  t h e  New York Stock Exchange, i n  March 1817. 

Also, investment banking began i n  t h e  United S t a t e s  bur ing t h i s  boom per iod .  
6 3 

S t a r t i n g  i n  J u l y ,  1818, t h e  government and the  BUS began t o  see what 

d i r e  s t r a i t s  they were i n ;  t h e  enormous i n f l a t i o n  of money and c r e d i t ,  

aggravated by t h e  massive f raud ,  had pu t  t h e  BUS i n  r e a l  danger o f  going under 
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was $26.3 m i l l i o n  i n  1816, whi le  38% of t h e  banks had t o t a l  n o t e s  and d e p o s i t s  
of $27.7 m i l l i o n  two years  l a t e r .  Converting t h i s  pro  r a t a  t o  100% of t h e  
banks, g i v e s  an  es t imated $67.3 m i l l i o n  i n  1816, and $72.9 m i l l i o n  i n  1818. 
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and i l l e g a l l y  f a i l i n g  t o  s u s t a i n  spec ie  payments. Over the  next year ,  the 

BUS began a series of hero ic  cont rac t ions ,  forced cur ta i lment  of loans,  

cont rac t ions  of  c r e d i t  i n  t he  south and w e s t ,  r e f u s a l  t o  provide uniform 

na t iona l  currency by redeeming i ts shaky branch notes  a t  par ,  and se r ious ly  

enforcing t h e  requirement t h a t  its debtor  banks redeem i n  spec ie .  In  add i t i on ,  

i t  purchased mi l l i ons  of d o l l a r s  of spec i e  from abroad. These hero ic  ac t i ons ,  

along with t he  ous t e r  of Pres ident  William Jones,  managed t o  save the  BUS, 

but t he  massive con t r ac t i on  of money and c r e d i t  s w i f t l y  brought the United 

S t a t e s  i ts f i r s t  widespread economic and f i n a n c i a l  depression.  The f i r s t  

nationwide "boom-bust" cyc le  had a r r i ved  i n  t h e  United S t a t e s ,  impelled 

by rap id  and massive in f la t ion ,qu ick ly  succeeded by con t r ac t i on  of money and 

c r ed i t .  Banks f a i l e d ,  and p r i v a t e  banks c u r t a i l e d  t h e i r  c r e d i t s  and l i a b i l i t i e s  

and suspended spec i e  payments i n  most p a r t s  of t he  country.  

Contract ion of money and c r e d i t  by t h e  BUS was almost unbelievable,  

t o t a l  notes  and depos i t s  f a l l i n g  from $21.9 mi l l i on  i n  June 1818 t o  $11.5 mi l l ion  only 

a year l a t e r .  The money supply contr ibuted by the  BUS was thereby contracted 

by no l e s s  than 47.2% i n  one year.  The number of incorporated banks a t  

f i r s t  remained t h e  same, and then f e l l  r ap id ly  from 1819 t o  1822, f a l l i n g  

from 341 i n  mid-1819 t o  267 th ree  years  l a t e r .  To ta l  no t e s  and depos i t s  of 

s t a t e  banks f e l l  from an estimated $72.0 mi l l i on  i n  mid-1818 t o  $62.7 mi l l ion  

a year l a t e r ,  a drop of 14.0% in  one year.  I f  w e  add i n  t he  f a c t  t h a t  t he  

U.S. Treasury cont rac ted  t o t a l  t reasury  no tes  from $8.81 mi l l i on  t o  zero during 

t h i s  per iod,  we get t h e  following estimated t o t a l  money supply: i n  1818, $103.5 

mi l l ion ;  i n  1819, $74.2 mi l l ion ,  a cont rac t ion  i n  one year  of 28.3% 
6 4 
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The r e s u l t  of the cont rac t ion  was a massive rash  of d e f a u l t s ,  bank- 

rup tc i e s  of business and manufactures, and l i qu ida t ion  of unsound investments 

during the  boom. There was a v a s t  drop i n  r e a l  e s t a t e  va lues  and r e n t s ,  and i n  

the p r i c e s  of f r e i g h t  r a t e s  and of slaves. Public  land s a l e s  dropped g r e a t l y  

a s  a r e s u l t  of the  contract ion:  dec l in ing  from $13.6 mi l l i on  i n  1818, t o  

$1.7 mi l l i on  In 1820. 65 P r i ces  i n  general  plummeted: the  index of export 

s t a p l e s  f e l l  from 158 i n  November 1818 t o  77 i n  June 1819, an annualized drop 

of 87.9% during those seven months. South Carolina export  s t a p l e s  dropped 

from 160 t o  96 from 1818 t o  1819, and commodity p r i ce s  i n  New Orleans dropped 

from 200 i n  1818 t o  119 two years  l a t e r .  

Fa l l i ng  money incomes l ed  t o  a prec ip i tous  drop i n  imports, which f e l l  

from $122 mi l l ion  i n  1818 t o  $87 mi l l i on  the  year l a t e r .  Imports from Great 

Br i t a in  f e l l  from $43 mi'llion i n  1818 t o  $14 mi l l ion  i n  1820, and co t ton  and 

woolen imports from Br i t a in  f e l l  from over $14 mi l l ion  each i n  the  former year 

t o  about $5 mil l ion i n  the  l a t t e r .  

The grea t  f a l l  i n  pr ices  aggravated the burden of money debts ,  re inforced 

by the  contract ion of c r ed i t .  Bankruptices abounded, and one observer estimated 

t h a t  $100 mi l l ion  of mercant i le  debts  t o  Europe were l iqu ida ted  by bankruptcy 

during the c r i s i s .  Western a reas ,  shorn of money by the  co l lapse  of t he  previously ' 

swollen paper and debt,  o f t en  returned t o  b a r t e r  condi t ions,  and g ra in  and 
66 

whiskey were used a s  media of exchange. 

In  the dramatic summing up of t h e  hard-money economist and h i s t o r i a n  

William Gouge, by its prec ip i tous  and dramatic cont rac t ion  "the Bank was saved, 

6 5 ~ n  Treasury note cont rac t ion  i n  t h i s  period, s ee  Timberlake, Origins ,  
pp. 21-26. 

6 6 ~ e e  Rothbard, Panic of 1819, pp. 11-16. 



and the people were ruined. I' 
6 7 

The Jacksonian Movement and the Bank War 

Out of the bitter experiences of the Panic of 1819 emerged the be- 

ginnings of the Jacksonian movement, dedicated to hard money, the eradication 

of fractional-reserve banking in general, and of the Bank of the United States 

in particular. Andrew Jackson himself, Senator Thomas Hart ("Old Bullion") 

Benton of Missouri, future President James K. Polk of Tennessee, Jacksonian 

economists Amos Kendall of Kentucky and Condy Raguet of Philadelphia, were 

all converted to hard money and 100% reserve banking by the experience of 

the Panic of 1819. 68 The Jacksonians adopted, or in some cases pioneered in, 

the Currency School analysis which pinned the blame for boonrbust cycles on 

inflationary expansions followed by contractions of bank credit. Far from 

being the ignorant bumpkins that most historians have depicted, the Jacksonians 

were steeped in the knowledge of sound economics, particularly of the Ricardian 

Currency School. 

Indeed, no movement in American politics has been as flagrantly misunder- 

stood by historians as the Jacksonians. Ther were emphatically not, as historians 

until recently have depicted, either "ignorant anti-capitalist agrarians," or 

"representatives of the rising entrepreneurial class," or "tools of the in- 

flationary state banks," or embodiments of an early proletarian anti-capitalist 

movement or a non-ideological power group or "electoral machine." The 

Jacksonians were libertarians, plain and simple. Their program and ideology 

were libertarian; they strongly favored free enterprise and free markets, but 

67~o~ge, Short History, p. 110. 

68~othbard, --- Panic of 1819, p. 188. 



they j u s t  a s  s t r o n g l y  opposed s p e c i a l  s u b s i d i e s  and monopoly p r i v i l e g e s  

conveyed by government t o  bus iness  o r  t o  any o t h e r  group. They favored 

a b s o l u t e l y  minimal government, c e r t a i n l y  a t  t h e  f e d e r a l  l e v e l ,  bu t  a l s o  a t  t h e  

s t a t e  l e v e l .  They bel ieved t h a t  government should be  confined t o  upholding 

t h e  r i g h t s  of p r i v a t e  proper ty .  I n  t h e  monetary sphere ,  t h i s  meant t h e  s e p a r a t i o n  

of government from t h e  banking system, and a s h i f t  from i n f l a t i o n a r y  paper money 

and f r a c t i o n a l - r e s e r v e  banking t o  pure  s p e c i e  and banks confined t o  100% 

rese rves .  

I n  o r d e r  t o  pu t  t h i s  program i n t o  e f f e c t ,  however, t h e  Jacksonians  

faced t h e  g r u e l i n g  t a s k  of c r e a t i n g  a new p a r t y  o u t  of what had become a 

one-party system a f t e r  t h e  War of 1812, i n  which t h e  Democrat-Republicans had 

ended up adopt ing t h e  F e d e r a l i s t  program, i n c l u d i n g  t h e  r e e s t a b l i s h i n g  of t h e  

Bank of t h e  United S t a t e s .  The new p a r t y , t h e D e m o c r a t i c  P a r t y ,  w a s  l a r g e l y  

forged i n  t h e  mid-1820's by New York p o l i t i c a l  l e a d e r ,  Martin Van Buren, 

newly converted by t h e  aging Thomas J e f f e r s o n  t o  t h e  l a i s s e z - f a i r e  cause.  

Van Buren cemented an a l l i a n c e  wi th  Thomas Hart Benton of M i ~ s o u r i  and t h e  

Old Republicans of V i r g i n i a ,  b u t  he  needed a char i smat ic  l e a d e r  t o  t a k e  t h e  

Pres idency away from Adams and what w a s  becoming known a s  t h e  National 

Republican Par ty .  H e  found t h a t  l e a d e r  i n  Andrew Jakkson, who w a s  e l e c t e d  

P r e s i d e n t  under t h e  new Democratic banner i n  1828. 

The Jacksonians e v e n t u a l l y  managed t o  put  i n t o  e f f e c t  v a r i o u s  p a r t s  of 

t h e i r  free-market and minimal government economic program, inc lud ing  a d r a s t i c  

loweringof  t a r i f f s ,  and f o r  t h e  f i r s t  and probably t h e  l a s t  t i m e  i n  American 

h i s t o r y ,  paying o f f  t h e  f e d e r a l  deb t .  But t h e i r  major concen t ra t ion  was on 

t h e  i s s u e  of money and banking. Here they had a coherent  program, which 

they proceeded t o  i n s t a l l  i n  r a p i d l y  succeeding s t a g e s .  



The f i r s t  important step was t o  a b o l i s h  c e n t r a l  banking, i n  t h e  Jacksonian 

view t h e  major i n f l a t i o n a r y  c u l p r i t  The o b j e c t  w a s  no t  t o  e l i m i n a t e  t h e  

BUS i n  o r d e r  t o  f r e e  t h e  state banks f o r  i n f l a t i o n a r y  expansion,  b u t  on t h e  

c o n t r a r y  t o  e l i m i n a t e  t h e  major source  of i n f l a t i o n  b e f o r e  proceeding,  on t h e  

state l e v e l ,  t o  g e t  r i d  of f r a c t i o n a l  r e s e r v e  banking. The BUS c h a r t e r  w a s  up 

f o r  renewal i n  1836, bu t  Jackson denounced t h e  Bank i n  h i s  f i r s t  annual  message, 

i n  1829. The imperious Nicholas ~ i d d l e , ~ '  head o f  t h e  BUS, decided t o  p r e c i p i t a t e  

a showdown wi th  Jackson before  h i s  r e e l e c t i o n  e f f o r t ,  and s o  Biddle f i l e d  f o r  

renewal e a r l y ,  i n  1831. The h o s t  of Na t iona l  Republicans and non-Jacksonian 

Democrats proceeded t o  pass  t h e  r e c h a r t e r  b i l l ,  b u t  Jackson, i n  a dramat ic  

message, vetoed t h e  b i l l ,  and Congress f a i l e d  t o  pass  i t  over  h i s  ve to .  

Triumphantly r e e l e c t e d  on t h e  Bank i s s u e  i n  1832, P r e s i d e n t  Jackson l o s t  

no time i n  d i s e s t a b l i s h i n g  t h e  BUS a s  a c e n t r a l  bank. The c r i t i c a l  a c t i o n  

came i n  1833, when Jacksonremovedthe p u b l i c  Treasury d e p o s i t s  from t h e  BUS and 

placed them i n  a number of s t a t e  banks (soon l a b e l l e d  a s  "pet  banks") throughout 

t h e  country.  The o r i g i n a l  number of p e t  banks w a s  seven,  but t h e  Jacksonians  

were no t  i n t e r e s t e d  i n  c r e a t i n g  a p r i v i l e g e d  bank o l i g a r c h y  t o  r e p l a c e  t h e  

previous  monopoly; and s o  t h e  number of p e t  banks had increased t o  91 by t h e  

end of 1836. 'O I n  t h a t  year ,  Biddle  managed t o  s e c u r e  a ~ e n n s y l v a n i a  c h a r t e r  

f o r  h i s  Bank, and thenew United S t a t e s  Bank of Pennsylvania funct ioned as a 

much reduced bu t  s t i l l  i n f l u e n t i a l  s tate bank f o r  a few y e a r s  t h e r e a f t e r .  

Orthodox h i s t o r i a n s  have long mainta ined t h a t ,  by h i s  r e c k l e s s  a c t  of 
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destroying the  BUS and s h i f t i n g  government funds t o  t he  numerous pe t  banks, 

Andrew Jackson f reed  the  s t a t e  banks from t h e  r e s t r a i n t s  imposed on them by 

a c e n t r a l  bank. Thus the banks w e r e  supposedly allowed t o  pyramid notes and 

depos i t s  r a sh ly  on top of e x i s t i n g  spec ie ,  and p r e c i p i t a t e  a wild i n f l a t i o n  t h a t  

was l a t e r  succeeded by two bank panics  and a d i s a s t r o u s  de f l a t i on .  

Recent h i s t o r i a n s ,  however, have t o t a l l y  reversed t h i s  conventional p i c tu re  

I n  t he  f i r s t  place,  t he  record of bank i n f l a t i o n  under t he  regime of t he  BUS 

was scarce ly  i dea l .  From t h e  depth of t h e  post-1819 depression i n  January 1820 

t o  January 1823, under the  regime of t he  conservat ive Langdon Cheves, t he  

BUS increased i ts notes and depos i t s  a t  an annual r a t e  of 5.9%. The na t ion ' s  

t o t a l  money supply remained about t h e  s a m e  i n  t h a t  period. Under the  f a r  

more i n f l a t i o n i s t  regime of Nicholas Biddle, however, BUS notes  and depos i t s  

ro se ,  from January 1823, from $12 mi l l i on  t o  $42.1 mi l J ion ,  an annual r a t e  in- 

c r ea se  of 27.9%. A s  a consequence of t h i s  base of t h e  banking pyramid i n f l a t i n g  

so sharp ly ,  the  t o t a l  money supply during t h i s  period vaul ted  from $81 mi l l ion  

t o  $155 mi l l ion ,  an annual increase  of 10.2X. It is c l e a r  t h a t  the  dr iv ing  

fo rce  f o r  monetary expansion was t he  BUS, which acted a s  an i n f l a t i o n a r y  

r a t h e r  than r e s t r a i n i n g  fo rce  upon the  s t a t e  banks. Looking a t  the  f i gu re s  

another way, t he  1823 da ta  represented a pyramid r a t i o  of money l i a b i l i t i e s  t o  

spec ie  of 3.86:l on the p a r t  of t he  BUS, and 4: l  of t he  banking system a s  a whole, 

o r  respec t ive  reserve  r a t i o s  of .26 and .25. By 1832, i n  con t r a s t ,  the  

BUS reserve r a t i o  had f a l l e n  t o  .17 and the  country a s  a whole t o  .15. Both 

s e t s  of i n s t i t u t i o n s  had i n f l a t e d  almost p r ec i s e ly  propor t iona te ly  on top of 

7 1 
For an exce l len t  b ib l iographica l  essay and c r i t i q u e  of h i s t o r i c a l  

i n t e r p r e t a t i o n s  of Jacksonism and the  Bank War, s ee  J e f f e r ey  Rogers Hummel, 
"The Jacksonians,  Banking, and.Economic Theory: A Rein te rpre ta t ion ,"  - The 
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The f a c t  t h a t  wholesale p r i c e s  remained about the  same over t h i s  per iod 

is no ind i ca t ion  t h a t  t he  monetary i n f l a t i o n  was not  improper and dangerous. 

As  " ~ u s t r i a n "  business  cyc le  theodry has  pointed ou t ,  any bank c r e d i t  i n f l a t i o n  

sets up condi t ions f o r  boom-and-bust; t he re  is  no need f o r  p r i ce s  a c t u a l l y  t o  

rise. The reason t h a t  p r i c e s  d id  no t  rise was t h a t  t he  increased production 

of goods and se rv i ce s  su f f i ced  t o  o f f s e t  t h e  monetary expansion during t h i s  

period. But similar condi t ions of t h e  1920s p rec ip i t a t ed  t he  g rea t  crash of 

1929, an event which shocked most economists, who had adopted the  proto-monetarist 

pos i t i on  of I rv ing  F isher  ando the r  economists o f t h e d a y  t h a t  a s t a b l e  wholesale 

p r i c e  l e v e l  cannot, by d e f i n i t i o n ,  be i n f l a t i o n a r y .  I n  r e a l i t y ,  t he  unhampered 

f r e e  market economy w i l l  usua l ly  increase  t he  supply of goods and se rv i ce s ,  and 

thereby br ing  about a gent ly  f a l l i n g  p r i c e  l e v e l ,  a s  happened i n  most of the  19th 

century except during wartime. 

What, then, of the  consequences of Jackson's removal of the  depos i t s ?  

What of the  f a c t  t h a t  wholesale p r i c e s  ro se  from 84 i n  Apr i l  1934, t o  131 i n  

February 1837, a remarkable increase  of 52% i n  a l i t t l e  less than three  years?  

Wasn't t h a t  boom due t o  t he  a b o l i t i o n  of c e n t r a l  banking? 

An exce l l en t  r e v e r s a l  of t he  orthodox explanat ion of the  boom of the  
7 3 

1830s, and indeed of t he  ensuing panic,  has been provided by Professor Temin. 

F i r s t ,  he po in t s  ou t  t h a t  t h e  p r i c e i n f l a t i o n  r e a l l y  began e a r l i e r ,  when whole- 

s a l e  p r i ce s  reached a trough of 82 i n  Ju ly  1930 and then rose  by 20.7% i n  t h r e e  

years  t o  reach 99 i n  t he  f a l l  of 1833. The reason f o r  the  p r i c e  rise is simple: 

'*Fo~ the  BUS da t a ,  s ee  C a t t e r a l l ,  Second Bank, p. 503; f o r  t o t a l  money 
supply, s ee  Pe te r  Temin, The Jacksonian Economy (New York: W.W. Norton, 19691, p.71. 

73~emin ,  Jacksonian Economy, passim. A l s d  see  Hugh Rockof f , "Money, P r i c e s ,  
and Banks i n  t he  Jacksonian Era," i n  R. Fogel and S. Engerman, eds. ,  The 
Rein te rpre ta t ion  of American Economic History (New York: Harper & Row, 1971),  
pp. 448-458. 



t h e  t o t a l  money supply had r i s e n  from $109 m i l l i o n  i n  1830 t o  $159 m i l l i o n  

i n  1833, an  i n c r e a s e  of 45.9% o r  an  annual  rise of 15.3%. Breaking t h e  f i g u r e s  

down f u r t h e r ,  t h e  t o t a l  money supply had r i s e n  from $109 m i l l i o n  i n  1830 t o  $155 

m i l l i o n  a y e a r  and a h a l f  later ,  a s p e c t a c u l a r  expansion of 35%. Unquestionably,  

t h i s  monetary expansion was spur red  by t h e  st i l l  f l o u r i s h i n g  BUS, which inc reased  

its n o t e s  and d e p o s i t s  from January 1830 t o  January 1832, from a t o t a l  of 

$29 m i l l i o n  t o  $42.1 m i l l i o n ,  a rise of 45.2%. 

Thus, t h e  p r i c e  and money i n f l a t i o n  i n  t h e  f i r s t  few y e a r s  of t h e  1830s 

were, aga in ,  sparked by t h e  expanison of t h e  s t i l l  dominant c e n t r a l  bank. But 

what of t h e  n o t a b l e  i n f l a t i o n  a f t e r  1833? There is no doubt t h a t  t h e  cause  of 

t h e  p r i c e  i n f l a t i o n w a s  t h e  remarkable monetary i n f l a t i o n  dur ing  t h e  same per iod.  

For t h e  t o t a l  money supply r o s e  from $150 m i l l i o n  a t  t h e  beginning of 1833 t o  

$267 m i l l i o n  a t  t h e  beginning of 1837, a n  a s t o n i s h i n g  rise of 84%, o r  21% per  

annum . 
But, a s  Temin p o i n t s  o u t ,  t h i s  monetary in f la t ionwas  n o t  caused by t h e  

l i b e r a t e d  s t a t e  banks expanding t o  a fare-thee-well .  I f  i t  were t r u e  t h a t  t h e  

s t a t e  banks used t h e i r  freedom and t h e i r  new f e d e r a l  government d e p o s i t s  t o  

pyramid w i l d l y  on t h e  top of s p e c i e ,  then t h e i r  pyramid r a t i o  would have r i s e n  

a g r e a t  d e a l ,  o r ,  conversely ,  t h e i r  r e s e r v e  r a t i o  of s p e c i e  t o  n o t e s  and 

d e p o s i t s  would have f a l l e n  sharp ly .  Y e t  t h e  banks' r e s e r v e  r a t i o  was -16 

a t  t h e  beginning of 1833, and was s t i l l  -16 a t  tie beginning of 1837. During 

t h e  i n t e r v e n i n g  y e a r s ,  t h e  r e s e r v e  r a t i o  was never below t h i s  f i g u r e .  But 

t h i s  means t h a t  t h e  s t a t e  banks d i d  no more pyramiding a f t e r  t h e  demise of t h e  

BUS a s  a c e n t r a l  bank than they had done before .  
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Temin, Jacksonian Economy, pp. 68-74. 



Conventional h i s t o r i a n s ,  bel ieving t h a t  the  BUS must have r e s t r a ined  

the  expansion of s t a t e  banks, na tu ra l ly  assumed t h a t  they were h o s t i l e  t o  the  

c e n t r a l  bank. But now Jean Wilburn has discovered t h a t  the  state banks 

overwhelmingly supported the  BUS: 

W e  have found t h a t  Nicholas Biddle was c o r r e c t  when he s a i d ,  
"state banks i n  t he  m a i n  a r e  f r iendly ."  Spec i f i ca l ly ,  only i n  
Georgia, Connecticut, and New York w a s  t he re  pos i t i ve  evidence 
of h o s t i l i t y .  A majori ty  of s t a t e  banks i n  some s t a t e s  of t he  South, 
such a s  North Carolina and Alabama, gave s t rong  support t o  the  Bank 
a s  d id  both the  Southwest S t a t e s  of Louisiana and Mississ ippi .  
Since Virg in ia  gave some support ,  w e  can claim t h a t  s t a t e  banks i n  t he  
South and Southwest f o r  the  most p a r t  supported the Bank. New 
England, contrary t o  expectat ions,  showed the  banksofvermont and 
N e w  Hampshire behind the Bank, but  support of Massachusetts w a s  
both q u a l i t a t i v e l y  and q u a n t i t a t i v e l y  weak. The banks of the  
Middle t a t e s a l l s u p p o r t e d  the  Second Bank except f o r  those of New 
York. 75 

What, then, was the  cause of t he  enormous monetary expansion of the 

1830s? It w a s  a tremendous and unusual expansion of t he  s tock of spec ie  

i n  t he  na t ion ' s  banks. The supply of spec i e  i n  t h e  country had remained 

v i r t u a l l y  constant  a t  about $32 mi l l ion ,  from t h e  beginning of 1823 u n t i l  the  

beginning of 1833. But the  proport ion of spec ie  t o  bank notes held by the  pub- 

l i c  as money dropped during t h i s  per iod from 23% t o  5%. so t h a t  more spec ie  

flowed from the  publ ic  i n t o  the  banks t o  f u e l  t he  r e l a t i v e l y  moderate monetary 

expansion of the 1820s. But, s t a r t i n g  a t  the  beginning of 1833, the  t o t a l  

spec i e  i n  t h e  country rose s w i f t l y  from $31 mi l l i on  t o  $73 mi l l ion  a t  t he  

beginning of 1837, f o r  a rise of 141.91. o r  35.5% per  annum. Hence, even though 

increasing d i s t r u s t  of banks l ed  the publ ic  t o  withdraw some spec ie  from them, 

so  t h a t  the  publ ic  now held 13% of i tsmoney i n  spec ie  ins tead  of 5X, the banks 

7 5 ~ e a n  Alexander Wilburn, ~ i d d l e ' s  Bank: The Cruc ia l  Years (New York: 
Colinnbia University Press,  1970), pp. 118-119. Quoted i n  Hummel, "Jacksonians," 
p. 155. 



were a b l e  t o  increase t h e i r  notes  and depos i t s  a t  p rec i se ly  the same r a t e  

a s  t h e  expansion of spec ie  flowing i n t o  t h e i r  co f f e r s .  

Thus, t he  Jackson Administration is absolved from blame f o r  t he  

1833-37 inf  l a t i on .  I n  a sense,  t h e  s t a t e  banks a r e  a s  w e l l ;  c e r t a i n l y ,  

they sca rce ly  acted as being "freed" by the  demise of t h e  BUS. Ins tead ,  they 

simply increased t h e i r  money i s s u e s  propor t iona te ly  wi th  t h e  huge inc rease  of 

specie .  Of course, t he  bas i c  f r a c t i o n a l  reserve banking system is scarce ly  

absolved from re spons ib i l i t y ,  s i n c e  otherwise t he  monetary expansion i n  ab- 
7 6 

s o l u t e  terms would not  have been as grea t .  

The enormous increase  i n  spec ie  w a s  t he  r e s u l t  of two f ac to r s :  f i r s t  and 

foremost, a l a rge  i n f lux  of s i l v e r  co in  from Mexico, and secondly, t h e  sharp 

c u t  i n  the  usual  export of s i l v e r  t o  t he  Orient .  The l a t t e r  w a s  due t o  t he  

s u b s t a n t i a l  increases  i n  China's purchase of opium ins tead  of  s i l v e r  from 

abroad. The i n f l u x  of s i l v e r  w a s  t h e  r e s u l t  of paper money i n f l a t i o n  by 

the Mexican government, which drove Mexican s i l v e r  coins  i n t o  t he  United 

S t a t e s ,  where they c i r cu l a t ed  a s  l e g a l  tender.  The i n f l u x  of Mexican co in  has 

been a t t r i b u t e d  t o  a poss ib le  i nc rease  i n  t he  product iv i ty  of the  Mexican 

mines, but t h i s  makes l i t t l e  sense,  s i n c e  t he  inflow stopped permamently a s  

soon as 1837. The a c t u a l  cause w a s  an  i n f l a t i o n  of the  Mexican currency by the  

Santa Anna regime, which financed its d e f i c i t s  during t h i s  period by minting 

highly debased copper coins.  Since the  debased copper gross ly  overvalued 

copper and undervalued gold and s i l v e r ,  both of t he  l a t t e r  metals proceeded t o  

flow rap id ly  out  of Mexico u n t i l  they v i r t u a l l y  disappeared. S i l v e r ,  of course,  

and not  gold, was flowing i n t o  t he  United S t a t e s  during t h i s  period. Indeed, 

7 6 
Moreover, i f  t he  Jacksonians had been ab l e  t o  move more rap id ly  i n  

re turn ing  the  banking system t o  a 100% spec ie  bas i s ,  they could have used the  
increase  i n  spec ie  t o  ease t he  monetary cont rac t ion  required by a r e t u r n  t o  a 
pure spec ie  money. 



t h e  Mexican governnent was forced t o  resc ind  i t s  a c t i o n s  i n  1837 by s h i f t i n g  

t h e  copper coinage t o  i t s  proper r a t i o .  The i n f l u x  of Mexican s i l v e r  i n t o  t h e  
7 7 

U.S. promptly 'ceased.  

A bank c r e d i t  i n f l a t i o n  o f t h e m a g n i t u d e  of t h e  1830s is bound t o  r u n  

i n t o  s h o a l s  t h a t  cause  t h e  banks t o  s t o p  t h e  expansion and begin t o  c o n t r a c t .  

As t h e  banks expand, and p r i c e s  rise, s p e c i e  is bound t o  f low ou t  of t h e  coun t ry  

and i n t o  t h e  hands of t h e  domestic pub l ic ,  and t h e  p r e s s u r e  on t h e  banks t o  

redeem i n  s p e c i e  w i l l  i n t e n s i f y ,  f o r c i n g  c e s s a t i o n  of t h e  boom and even monetary 

con t rac t ion .  I n  a  sense ,  t h e  h e d i a t e  p r e c i p a t i n g  cause  is of minor importance. 

Even s o ,  theJackson  Adminis t ra t ion has  been u n f a i r l y  blamed f o r  p r e c i p i t a t i n g  t h e  

Panic of 1837 by i s s u i n g  t h e  Specie  C i r c u l a r  i n  1836. 

I n  1836, t h e  Jackson Adminis t ra t ion decided t o  s t o p  t h e  enormous s p e c u l a t i o n  

i n  Western pub l ic  l ands  t h a t  had been fue led ,  d u r i n g  t h e  pas t - two  y e a r s ,  by 

t h e  i n f l a t i o n  of bank c r e d i t .  Hence, Jackson decreed t h a t  p u b l i c  land payments 

would have t o  be made i n  spec ie .  This  had t h e  h e a l t h y  e f f e c t  of s topp ing  

p u b l i c  land s p e c u l a t i o n ,  b u t  r e c e n t  s t u d i e s  have shown t h a t  t h e  Specie  C i r c u l a r  
78 

had very l i t t l e  impact i n  p u t t i n g  p ressure  on t h e  banks t o  pay s p e c i e .  From 

the  po in t  of view of t h e  Jacksonian program, however, i t  w a s  important as moving 

7 7 ~ e x i c o  was pinpointed a s  t h e  source  of t h e  in f low of specie b y  Temin, 
Jacksonian Economy, p. 80, whi le  t h e  d i s c l o s u r e  of t h e  cause  i n  Mexican copper 
i n f l a t i o n  cm.e i n  Rockof f, "Money, P r i c e s ,  and Banks , I t  2. 454. 

7 8 
Publ ic  land s a l e s  by t h e  f e d e r a l  government, which had been going s t e a d i l y  

a t  approximately $4-6 m i l l i o n  per  year ,  suddenly spur ted  upward i n  1835 and 1836, 
t o  $16.2 m i l l i o n  and $24.9 m i l l i o n  r e s p e c t i v e l y .  The l a t t e r  was t h e  l a r g e s t  s a l e  
of p u b l i c  l a n d s  i n  American h i s t o r y ,  and t h e  1835 f i g u r e  w a s  t h e  second l a r g e s t .  
Temin, Jacksonian Economy, p. 124. The f i r s t  demonstra t ion of the  n e g l i g i b l e  
impact of t h e  Specie C i r c u l a r  on t h e  p o s i t i o n  of t h e  banks was Richard H. 
Timberlake, Jr . ,  "The Specie C i r c u l a r  and D i s t r i b u t i o n  of t h e  Surplus ,"  J o u r n a l  
of P o l i t i c a l  Economy, VoL 68 (Apr i l  1960),  pp. 109-117, r e p r i n t e d  i n  Timberlake,  
Or ig ins ,  pp. 50-62. Timberlake defended h i s  t h e s i s  i n  idem, "The Specie  C i r c u l a r  
and t h e  S a l e  of Pub l ic  Lands: A Comment," J o u r n a l  of Economic H i s  t o r y ,  Vol. 25 
(September, 1965),  pp. 414-416. 



toward p u t t i n g  the  U.S. government f i n a n c e s  on a  pure ly  s p e c i e  b a s i s .  

Another measure advancing t h e  Jacksonian program w a s  a l s o  taken i n  1836. 

Jackson, embarrassed a t  t h e  government having amassed a huge budget s u r p l u s  

dur ing  h i s  e i g h t  y e a r s  i n  o f f i c e ,  ordered t h e  Treasury t o  d i s t r i b u t e  t h e  s u r p l u s  

p r o p o r t i o n a t e l y  t o  t h e  s t a t e s .  The d i s t r i b u t i o n  was made i n  n o t e s  presumably 

payable  i n  spec ie .  But aga in ,  Temin has  shown t h a t  t h e  d i s t r i b u t i o n  had l i t t l e  

impact on movements of s p e c i e  between banks and t h e r e f o r e  i n  e x e r t i n g  c o n t r a c t i o n i s t  
7  9 

p r e s s u r e  upon them. 

What, then,  was t h e  p r e c i p i t a t i n g  f a c t o r  i n  t r i g g e r i n g  t h e  Panic o f  1837? 

Temin p l a u s i b l y  argues  t h a t  t h e  Bank of England, worr ied about  i n f l a t i o n  i n  

B r i t a i n ,  and t h e  consequent outf low of go ld ,  t igh tened  t h e  money supply and 

r a i s e d  i n t e r e s t  r a t e s  i n  t h e  l a t t e r  h a l f  of 1836. A s  a  r e s u l t ,  c r e d i t  c o n t r a c t i o n  

s e v e r e l y  r e s t r i c t e d  t h e  American c o t t o n  expor t  t r a d e  i n  London, e x p o r t s  dec l ined ,  

c o t t o n  p r i c e s  f e l l ,  c a p i t a l  flowed i n t o  England, and c o n t r a c t i o n i s t  p r e s s u r e  w a s  

put  upon American t r a d e  and t h e  American banks. Banks throughout the  United 

Sta tes-- including t h e  BUS-promptly suspended s p e c i e  payments i n  May 1837, t h e i r  

notes  deprec ia ted  a t  varying r a t e s ,  and i n t e r r e g i o n a l  t r a d e  w i t h i n  t h e  country  was 

c r ipp led .  

While banks were a b l e  t o  evade s p e c i e  payments and cont inue o p e r a t i o n s ,  they 

were s t i l l  obl iged t o  c o n t r a c t  c r e d i t  i n  o r d e r  t o  go back on s p e c i e  e v e n t u a l l y ,  

s i n c e  they could not  hope t o  be c r e a t i n g  f i a t  money i n d e f i n i t e l y  and be allowed 

t o  remain i n  business .  F i n a l l y ,  t h e  New York banks were compelled by law t o  resume 

paying t h e i r  c o n t r a c t u a l  o b l i g a t i o n s ,  and t h e  o t h e r  banks followed i n  t h e  f a l l  

of 1838. During the  year  1837, t h e  money supply f e l l  from $276 m i l l i o n  t o  

$232 m i l l i o n ,  a  l a r g e  drop of 15.6% i n  one year .  T o t a l  s p e c i e  i n  the  country  con- 

t inued t o  i n c r e a s e  i n  1837, up t o  $88 m i l l i o n ,  b u t  inc reased  p u b l i c  d i s t r u s t  

of t h e  banks ( r e f l e c t e d  i n  an  inc reased  p ropor t ion  of money h e l d  as s p e c i e  

 emin in, Jacksonian Economy, pp . 128- 136. 



from 13 t o  23%), pu t  enough p r e s s u r e  upon t h e  banks t o  f o r c e  t h e  c o n t r a c t i o n .  The 

banks' r e s e r v e  r a t i o  r o s e  from .16 t o  .20. I n  response t o  t h e  monetary c o n t r a c t i o n ,  

wholesale p r i c e s  f e l l  p r e c i p i t a t e l y ,  by over  30% i n  seven months, d e c l i n i n g  from 

131 i n  February 1837 t o  98 i n  September o f  t h a t  yea r .  

I n  1838, t h e  economy revived.  B r i t a i n  resumed easy  c r e d i t  t h a t  y e a r ,  

c o t t o n  p r i c e s  r o s e ,  and a shor t - l ived  boomlet began. P u b l i c  conf idence i n  t h e  

banks unwisely r e t u r n e d  as they resumed s p e c i e  payment, and a s  a r e s u l t ,  t h e  

money supply r o s e  s l i g h t l y  dur ing  t h e  y e a r ,  and p r i c e s  r o s e  by 25%,  i n c r e a s i n g  

from 98 i n  September 1837 t o  125 i n  February 1839. 

Leading t h e  boom of 1838 were state governments, who, f i n d i n g  themselves 

wi th  t h e  unexpected w i n d f a l l  of a d i s t r i b u t e d  s u r p l u s  from t h e  f e d e r a l  government, 

proceeded t o  spend t h e  money w i l d l y  and borrow even more ex t ravagan t ly  on p u b l i c  

works and o t h e r  uneconomic forms of "investment." But t h e  s t a t e  governments 

engaged i n  r a s h l y  o p t i m i s t i c  p l a n s  t h a t  t h e i r  p u b l i c  works would be f inanced 

heav i ly  from B r i t a i n  and o t h e r  c o u n t r i e s ,  and t h e  c o t t o n  boom on which t h e s e  hopes 

depended a g a i n  c o l l a p s e d  i n  1839. The s t a t e s  had t o  abandon t h e i r  p r o j e c t s  

en masse. Cotton p r i c e s  d e c l i n e d  and severe c o n t r a c t i o n i s t  p r e s s u r e  w a s  pu t  on -- 
t r ade .  Furthermore, t h e  Philadelphia-based BUS had h e a v i l y  inves ted  i n  c o t t o n  

specu la t ion ,  and t h e  f a l l i n g  p r i c e  of c o t t o n  forced t h e  BUS, once aga in ,  t o  suspend 

payments i n  October,  1839. Th is  touched o f f  a  wave of genera l  bank suspensions  t o  

the  South and West, b u t  t h i s  time t h e  banks of New York and New England cont inued 

t o  redeem t h e i r  o b l i g a t i o n s  i n  s p e c i e .  F i n a l l y ,  t h e  Bank of t h e  United S t a t e s ,  

having f o r  t h e  l a s t  t ime played a  l e a d i n g  r o l e  i n  genera t ing  a  r e c e s s i o n  and 

monetary c r i s i s ,  w a s  fo rced  t o  c l o s e  i ts doors  two y e a r s  l a t e r .  

There ensued, wi th  t h e  c r i s i s  of 1839, four  y e a r s  of massive monetary and 

p r i c e  d e f l a t i o n .  Unsound banks were f i n a l l y  e l imina ted ,  unsound investments  generated 

i n  t h e  boom were l i q u i d a t e d .  The number of banks, dur ing  t h e s e  four  y e a r s ,  f e l l  



by 23%. The money supply f e l l  from $240 m i l l i o n  a t  the  beginning of 1839 

t o  $158 m i l l i o n  i n  1843, a  seemingly ca tac lysmic  drop of 342, o r  8.5% per  annum. 

P r i c e s  f e l l  even f u r t h e r ,  from 125 i n  February 1839 t o  67 i n  March 1843, 

a  tremendous drop of 42X ,  o r  10.5% p e r  year .  

During t h e  boom, a s  we have i n d i c a t e d ,  s t a t e  governments went heav i ly  i n t o  

d e b t ,  i s s u i n g  bonds t o p a y  f o r  w a s t e f u l  p u b l i c  works. I n  1820, t h e  t o t a l  indebted- 

ness  of American s t a t e s  was a  modest $12.8 m i l l i o n ;  by 1830, i t  r o s e  t o  $26.5 m i l -  

l i o n .  But then,  i t  s t a r t e d  t o  e s c a l a t e ,  r each ing  $66.5 m i l l i o n  i n  1835 and 

skyrocket ing t o  $170 m i l l i o n  by 1839. The c o l l a p s e  of money, c r e d i t  banking , and 

p r i c e s  a f t e r  1839 brought t h e s e  s t a t e  d e b t s  i n t o  jeopardy.  A t  t h i s  p o i n t ,  t h e  

Whigs, t ak ing  a  l e a f  from t h e i r  f o r b e a r s  t h e  F e d e r a l i s t s ,  a g i t a t e d  f o r  t h e  

80 
f e d e r a l  government t o  b a i l  o u t  t h e  states and assume t h e i r  d e b t s .  Af te r  t h e  

c r i s i s  of 1839 a r r i v e d ,  some of t h e  s o u t h e r n  and western  s t a t e s  v e r e  c l e a r l y  

i n  danger of d e f a u l t ,  t h e i r  p l i g h t  made worse by t h e  f a c t  t h a t  the  bulk  of t h e  

deb t  was h e l d  by B r i t i s h  and Dutch c a p i t a l i s t s ,  and t h a t  s p e c i e  would have t o  

be s e n t  abroad t o  meet t h e  heavy i n t e r e s t  payments. The Whigs pressed f u r t h e r  

f o r  f e d e r a l  assumption of t h e  d e b t ,  t h e  f e d e r a l  government t o  i s s u e  $200 m i l l i o n  

worth of bonds i n  payment. Furthermore,  B r i t i s h  bankers put severe  p r e s s u r e  on 

t h e  United S t a t e s  t o  assume t h e  s t a t e  d e b t s  i f  i t  expected t o  f l o a t  f u r t h e r  

loans  abroad. 

The American people, however, spurned f e d e r a l  a i d ,  inc lud ing  even t h e  c i t i z e n s  

of t h e  s t a t e s  i n  d i f f i c u l t y ,  and t h e  advent  of t h e  Polk Administrat ion ended any 

p rospec t s  f o r  f e d e r a l  assumption. The B r i t i s h  noted i n  wonder t h a t  t h e  average 

American was f a r  more concerned about  h i s  pe rsona l  deb t s  t o  o ther  i n d i v i d u a l s  

and banks than about the  deb t s  of h i s  s t a t e .  I n  f a c t ,  the  people were q u i t e  

8 0 ~ e e  Reginald C. McGrane, Fore ign  Bondholders American S t a t e  Debts 
(New York: Macmillan, 1935), pp. 6-7, 2 4 f f .  



w i l l i n g  t o  have t h e  s t a t e s  r e p u d i a t e  t h e i r  d e b t s  o u t r i g h t .  Demonstrating an a s t u t e  

pe rcep t ion  of t h e  r e c k l e s s  course  t h e  s t a t e s  had taken,  t h e  t y p i c a l  American re- 

sponse t o  t h e  problem: "suppose f o r e i g n  c a p i t a l i s t s  d i d  n o t  l end  any more t o  t h e  

s t a t e s ? , "  w a s  t h e  sharp  r e t o r t :  "Well who c a r e s  i f  they d o n ' t ?  We a r e  now a s  

a community h e e l s  over  head i n  d e b t  and can s c a r c e l y  pay t h e  i n t e r e s t  ."81 The 

i m p l i c a t i o n  w a s  t h a t  t h e  disappearance of f o r e i g n  c r e d i t  t o  t h e  states would 

have t h e  hea l thy  e f f e c t  of c u t t i n g  o f f  t h e i r  w a s t e f u l  spending--as w e l l  a s  

avoiding t h e  impos i t ion  of a c r i p p l i n g  t a x  burden t o  pay f o r  t h e  i n t e r e s t  and 

p r i n c i p a l .  There w a s  i n  t h i s  response a n  awareness by t h e  p u b l i c  t h a t  they and 

t h e i r  government were s e p a r a t e  and sometimes even h o s t i l e  e n t i t i e s  r a t h e r  than one 

and t h e  same organism. 
8 2 

By 1847, f o u r  western  and sou thern  states ( M i s s i s s i p p i ,  Arkansas, Michigan, 

and F l o r i d a )  had repud ia ted  a l l  o r  p a r t  of t h e i r  d e b t s .  S ix  o t h e r  s t a t e s  

(Maryland, I l l i n o i s ,  Indiana,  Louis iana,  Arkansas,  and Pennsylvania) had d e f a u l t e d  

from t h r e e  t o  s ix  y e a r s  b e f o r e  resuming payment. 

It is  e v i d e n t ,  then,  t h a t  t h e  1839-43 c o n t r a c t i o n  was hea l thy  f o r  t h e  

economy, i n  l i q u i d a t i n g  unsound investments ,  d e b t s  and banks, inc lud ing  t h e  

pe rn ic ious  Bank of t h e  United S t a t e s .  But d i d n ' t  t h e  massive d e f l a t i o n  have 

c a t a s t r o p h i c  effects--on product ion,  t r a d e ,  employment, as w e  have been l e d  t o  

b e l i e v e ?  I n  a f a s c i n a t i n g  a n a l y s i s  and comparison wi th  t h e  d e f l a t i o n  of 1929-33 

a century l a t e r ,  P rofessor  Temin shows t h a t  t h e  pe rcen tage  of d e f l a t i o n  over t h e  

comparable f o u r  y e a r s  (1839-43, and 1929-33), w a s  a lmost  t h e  same. 83 Yet,  t h e  

8 1 
McGrane, Foreign Bondholders, pp. 39-40. 

82 
The>Americans a l s o  pointed o u t  t h a t  t h e  banks, inc lud ing  t h e  Bank of t h e  

United S t a t e s ,  who were presuming t o  denounce r e p u d i a t i o n  of s t a t e  d e b t ,  had 
a l ready  suspended s p e c i e  payments and were l a r g e l y  r e s p o n s i b l e  f o r  t h e  c o n t r a c t i o n .  
"Let t h e  bondholders look t o  t h e  United S t a t e s  Bank and t o  t h e  o t h e r  banks f o r  
t h e i r  payment d e c l a r e d  t h e  people." McGrane, Foreign Bankholders, p. 48. 

8 3 ~ r o m  1839-43, t h e  money supply,  as we have seen ,  f e l l  by 34%. wholesale  
p r i c e s  by 42%, and t h e  number of banks by 23%. I n  1929-33, t h e  money supply f e l l  
by 27%, p r i c e s  by 312, and t h e  number of banks by 42%. Temin, Jacksonian Economy, 
pp. 155ff.  



e f f e c t s  on r e a l  production of t h e  two d e f l a t i o n s  wsre very d i f f e r e n t .  Whereas 

i n  1929-33,real  g r o s s  investment f e l l  c a t a s t r o p h i c a l l y  by 9 1 % ,  real consumption 

by 19%, and r e a l  GW by 30%; i n  1839-43, investment f e l l  by 23%, but  r e a l  con- 

sumption increased by 21% and real GNP a l s o  r o s e  by 16%. The i n t e r e s t i n g  problem 

is t o  account f o r  the  enormous f a l l  i n  product ion and consumption i n  t h e  19309, 

a s  c o n t r a s t e d  t o  t h e  rise i n  p roduc t ion  and consumption i n  t h e  1840s. ~t seems 

t h a t  only  t h e  i n i t i a l  months of t h e  c o n t r a c t i o n  worked a hardship  on t h e  American 

p u b l i c ,  and t h a t  most of t h e  e a r l i e r  d e f l a t i o n  was a p e r i o d  of economic growth. 

pemin proper ly  sugges t s  t h a t  t h e  reason  can be  found i n  thedownward f l e x i b i l i t y  

pf p r i c e s  ' i n  t h e  n ine teen th  c e n t u r y ,  s o  t h a t  massive monetary c o n t r a c t i o n  would 

).over p r i c e s  b u t  n o t  p a r t i c u l a r l y  c r i p p l e  t h e  world of real production o r  

b t a d a r d s  of l i v i n g .  In  c o n t r a s t ,  i n  t h e  1930s government placed massive 

koadblocks on t h e  downward f a l l  o f  p r i c e s  and wage r a t e s ,  and hence brought about 

bevere and cont inuing depress ion  of p roduc t ion  and l i v i n g  s tandards .  

The Jacksonians had no i n t e n t i o n  of l eav ing  a permanent system of p e t  

hanks, and s o ,  a f t e r  t h e  r e t i r e m e n t  of Jackson, h i s  successor  Martin Van Buren fought 

ko e s t a b l i s h  t h e  Independent Treasury  Sys tem, i n  which the  f e d e r a l  government 

ponferred no s p e c i a l  p r i v i l e g e  o r  i n f l a t i o n a r y  prop on any bank; i n s t e a d  of a cen- 

l t r a l  bank o r  p e t  banks, the  government w a s  to 'keep i ts  funds purely  i n  s p e c i e ,  

i n  its o w  t reasury  vaults-or i ts "subtreasury"  branches-and simply take i n  

and spend funds from there .  Van Buren f i n a l l y  managed t o  e s t a b l i s h  t h e  Independent 

Treasury System, which would las t  u n t i l  t h e  C i v i l  War. A t  long l a s t ,  t h e  

Jacksonians had achieved t h e i r  dream of  s e v e r i n g  t h e  f e d e r a l  government t o t a l l y  

from t h e  banking system, and p l a c i n g  i t s  f i n a n c e s  on a purely  hard-money, s p e c i e  

bas i s .  



The Jacksonians and t h e  Coinage L e g i s l a t i o n  of  1834 

We have seen t h a t  t h e  Coinage Act of 1792 e s t a b l i s h e d  a b i m e t a l l i c  system, 

i n  which the  d o l l a r  w a s  de f ined  a s  e q u a l l i n g  b o t h  371.25 g r a i n s  of pure s i l v e r  and 

24.75 g r a i n s  of pure gold-a f i x e d  weight r a t i o  of 15 g r a i n s  of s i l v e r  t o  1 g r a i n  

of gold. But b imetal l i sm foundered on Gresham's Law. A f t e r  1805, t h e  world 

market value  of s i l v e r  f e l l  t o  approximately 15.75 t o  1, s o  t h a t  t h e  U.S. 

f ixed  mint r a t i o  g r e a t l y  undervalued gold and overvalued s i l v e r .  A s  a r e s u l t .  

gold flowed out of t h e  country  and s i l v e r  flowed i n ,  s o  that, a f t e r  1810, only 

s i l v e r  coin ,  l a r g e l y  overvalued Spanish-Amercan f r a c t i o n a l  s i l v e r  c o i n ,  c i r -  

cu la ted  wi th in  t h e  United S t a t e s .  The rest of t h e  currency w a s  i n f l a t e d  bank 

paper i n  va r ious  s t a g e s  of d e p r e c i a t i o n .  

The Jacksonians,  as we have seen were determined t o  e l i m i n a t e  i n f l a t i o n a r y  

paper money and s u b s t i t u t e  a hard-money c o n s i s t i n g  of specie-or, a t  t h e  most-- 

of paper 100%-backed by gold o r  s i l v e r .  On t h e  f e d e r a l  l e v e l ,  t h i s  meant abo l i sh ing  

t h e  Bank of t h e  United S t a t e s  and e s t a b l i s h i n g  t h e  Independent Treasury.  The 

r e s t  of t h e  f i g h t  would have t o  be conducted, dur ing  t h e  1840s and l a t e r ,  a t  t h e  

s t a t e  l e v e l  where the  banks were char te red .  But one t h i n g  t h e  f e d e r a l  government 

could do w a s  r e a d j u s t  t h e  s p e c i e  coinage.  I n  p a r t i c u l a r ,  t h e  Jacksonians were 

anxious t o  e l imina te  smal l  denomination bank n o t e s  ($20 and under) and s u b s t i t u t e  

gold and s i l v e r  co ins  f o r  them. They reasoned that t h e  average American l a r g e l y  

used t h e s e  coins ,  and they were t h e  ones b i l k e d  by i n f l a t e d  paper money. For a 

s tandard t o  be r e a l l y  gold and s i l v e r ,  i t  w a s  v i t a l  t h a t  gold o r  s i l v e r  co ins  c i r -  

c u l a t e  and be used a s  a meduim of exchange by t h e  average American. 

To accomplish t h i s  g o a l ,  t h e  Jacksonians  s e t  about  t o  e s t a b l i s h  a comprehensive 

program. A s  one v i t a l  s t e p ,  one of t h e  Coinage Acts of 1834 read jus ted  t h e  o l d  



mint r a t i o  of 15 : l  t h a t  had undervalued 

The Coinage Act devalued t h e  d e f i n i t i o n  

gold  and d r iven  i t  ou t  o f  c i r c u l a t i o n .  

of t h e  gold d o l l a r  from t h e  o r i g i n a l  

24.75 g r a i n s  t o  23.2 g r a i n s ,  a debasement of gold by 6.26%. The s i l v e r  d o l l a r  

w a s  l e f t  a t  t h e  c l d  weight of 371.25 g r a i n s ,  s o  t h a t  t h e  mint r a t i o  between s i l v e r  

and gold  w2s now f i x e d  a t  a r a t i o  of 16:1, r e p l a c i n g  t h e  o ld  15:l .  It was unfor- 

t u n a t e  t h a t  t h e  Jacksonians d i d  n o t  a p p r e c i a t e  s i l v e r  ( t o  396 g r a i n s )  i n s t e a d  of 

debasing gold,  f o r  t h i s  set a precedent  f o r  debasement t h a t  w a s  t o  plague 

America i n  1933 and a f t e r .  
84 

The new r a t i o  of 16:1, however, now undervalued s i l v e r  and overvalued gold ,  

s i n c e  the world market r a t i o  had been app.roximately 15.79:l  i n  t h e  years before  

1834. U n t i l  r e c e n t l y ,  h i s t o r i a n s  have assumed t h a t  t h e  Jacksonians d s l i b e r a t e l y  

t r i e d  t o  b r ing  i n  gold and expe l  s i l v e r ,  and e s t a b l i s h  a monometallic gold 

s tandard by t h e  back door. Recent s t u d y  has  shown, however, t h a t  t h e  Jacksonians 

only wanted t o  g ive  gold inf low a l i t t l e  push through a s l i g h t  undervaluat ion,  and 

8 5 
t h a t  they a n t i c i p a t e d  a f u l l  c o i n  c i r c u l a t i o n  of both gold and s i l v e r .  I n  1833, 

f o r  example, t h e  world market r a t i o  w a s  as high a s  15.93:l .  Indeed, i t  t u r n s  

ou t  t h a t  f o r  two decades t h e  Jacksonians  were r i g h t ,  and t h a t  t h e  s l i g h t  1% 

premium of s i l v e r  over gold w a s  n o t  enough t o  d r i v e  t h e  former co ins  ou t  of 
86 

c i r c u l a t i o n .  Both s i l v e r  and gold  weredmported from then on, and s i l v e r  and 

8 4 ~ r o b a b l y  t h e  Jacksonians  d i d  s o  i n  o rder  t o  p rese rve  tile i l l o r i o n  t h a t  t h e  
o r i g i n a l  s i l v e r  d o l l a r ,  t h e  " d o l l a r  of our f a t h e r s "  and the  s tandard currency of 
t h e  day, remained f i x e d  i n  va lue .  Laughlin,  His tory  of Bimetallism, p. 70. 

85 
For the  i l l u m i n a t i n g  d i scovery  t h a t  t h e  Jacksonians were i n t e r e s t e d  i n  

purging small bank n o t e s  by b r ing ing  i n  gold ,  s e e  Paul  M. O'Leary, "The Coinage 
L e g i s l a t i o n  of 1834," Journa l  of P o l i t i c a l  Economy, Vol. 45 (February 19371, 
pp. 80-94. For t h e  development of t h i s  i n s i g h t  by Mart in ,  who shows t h a t  t h e  
Jacksonians a n t i c i p a t e d  a coinage of both  gold and s i l v e r ,  and r e v e a l s  t h e  
comprehensive Jacksonian coinage program, s e e  David A .  Martin,  "Metall ism, Smail 
Notes, and Jackson 's  War wi th  t h e  B.U.S.," Explorat ions  &I Economic His to ry ,  
Vol. 11 (Spring l 9 7 4 ) ,  pp. 227-247. 

86 
For t h e  nex t  16 y e a r s ,  from 1835-1850, t h e  market r a t i o  averaged 15 8:1,  

a s i l v e r  premium of only 1% over t h e  1 6 : l  mint r a t i o .  For t h e  d a t a ,  s e e  Laughlin,  
His tory  of Bimetall ism, p .  291. 



gold co ins  both  c i r c u l a t e d  s u c c e s s f u l l y  side-by-side u n t i l  t h e  e a r l y  1350s. 

Lightweight Spanish f r a c t i o n a l  s i l v e r  remained overvalued even a t  t h e  mint 

r a t i o ,  and s o  i t  f l o u r i s h e d  i n  c i r c u l a t i o n ,  r e p l a c i n g  d e p r e c i a t e d  small no tes .  

Even American s i l v e r  d o l l a r s  were now r e t a i n e d  i n  c i r c u l a t i o n ,  s i n c e  they w e r e  

"shielded" and kep t  c i r c u l a t i n g  by t h e  presence of new heavyweight Mexican s i l v e r  
8 7 

d o l l a r s ,  which were exported i n s t e a d .  

I n  o r d e r  t o  s t i m u l a t e  t h e  c i r c u l a t i o n  of b o t h  gold  and s i l v e r  c o i n  i n s t e a d  

of paper n o t e s ,  t h e  Jacksonians  a l s o  passed two companion Coinage Acts i n  1834. 

The Jacksonians  were n o t  monetary n a t i o n a l i s t s ;  s p e c i e  w a s  s p e c i e ,  and they s a w  

t h a t  t h e r e  was no reason  t h a t  f o r e i g n  gold  o r  s i l v e r  c o i n s  should not  c i r c u l a t e  

with t h e  same f u l l  p r i v i l e g e s  as American-minted c o i n s .  Hence, t h e  Jacksonians  , 

i n  two s e p a r a t e  measures, l e g a l i z e d  t h e  c i r c u l a t i o n  of a l l  f o r e i g n  s i l v e r  and 

88,89 
gold co ins ,  and they f l o u r i s h e d  i n  c i r c u l a t i o n  u n t i l  t h e  1850s. 

A t h i r d  plank i n  t h e  Jacksonian coinage p la t fo rm w a s  t o  e s t a b l i s h  branch 

U.S. min t s  s o  as t o  c o i n  t h e  gold  found i n  newly-discovered mines i n  Georgia 

and North Carol ina .  The Jackson Adminis t ra t ion f i n a l l y  succeeded i n  g e t t i n g  

Congress t o  do so  i n  1835, when i t  set up branch mints  t o  c o i n  gold  i n  North 

87Martin, " B i m e t a l l i s m , "  pp. 435-437. Spanish f r a c t i o n a l  s i l v e r  c o i n s  w e r e  
from 5 t o  15% underweight, and s o  t h e i r  c i r c u l a t i o n  i n  t h e  U.S. a t  par by 
name (o r  " ta le")  meant t h a t  they were s t i l l  cons iderab ly  overvalued.  

8 8 ~ s  Jackson's  Secre ta ry  o f  t h e  Treasury Levi Woodbury expla ined t h e  purpose 
of t h i s  broad l e g a l i z a t i o n  of f o r e i g n  co ins :  " to  provide a f u l l  supply and v a r i e t y  
of co ins ,  i n s t e a d  of b i l l s  below f i v e  and t e n  d o l l a r s , "  f o r  t h i s  would be 
I I p a r t i c u l a r l y  conducive t o  t h e  s e c u r i t y  of t h e  poor and middling c l a s s e s ,  who, 
a s  they own bu t  l i t t l e  i n ,  and p r o f i t  b u t  l i t t l e  by,  banks, should be sub jec ted  t o  
a s  smal l  r i s k  as p r a c t i c a b l e  by t h e i r  b i l l s . "  Quoted i n  Martin,  "Metallism," p .242 .  

8 9 
I n  1837 ano ther  Coinage Act made a very  s l i g h t  adjustment i n  t h e  mint 

r a t i o s .  I n  o rder  t o  r a i s e  t h e a l l o y  composit ion of gold co ins  t o  have them s i m i l a r  
t o  s i l v e r ,  t h e  d e f i n i t i o n  of t h e  gold d o l l a r  was r a i s e d  s l i g h t l y  from 23.2 t o  23.22 
g r a i n s .  With t h e  weight of t h e  s i l v e r  d o l l a r  r e m a h i n g  t h e  same, t h e  s i l v e r /  
gold r a t i o  was now very s l i g h t l y  lowered from 16.002:1 t o  15.998:1. Fur ther  
s l i g h t  adjus tments  i n  v a l u a t i o n s  of f o r e i g n  c o i n s  i n  ano ther  Coinage Act of 1843  
r e s u l t e d  i n  t h e  undervaluat ion of many f o r e i g n  c o i n s ,  and t h e i r  g radua l  d isappearance,  
The major ones-Spanish f r a c t i o n a l  s i lver- -cont inued however t o  c i r c u l a t e  widely .  
Martin,  "Bimetallism," p. 436.  



Caro l ina  and Georgia,  and s i l v e r  and gold  a t  New Orleans .  9 0 

F i n a l l y ,  on t h e  f e d e r a l  l e v e l ,  t h e  Jacksonians  sought t o  l evy  a t a x  on small  

bank n o t e s  and t o  prevent  t h e  f e d e r a l  government from keeping i ts  d e p o s i t s  i n  

s tate banks, i s s u i n g  small n o t e s ,  o r  from accep t ing  smal l  bank n o t e s  i n  t a x e s .  

They were n o t  s u c c e s s f u l ,  b u t  t h e  Independent Treasury e l imina ted  p u b l i c  d e p o s i t  

i n s t a t e b a n k s  and t h e  Specie C i r c u l a r ,  as we have seen ,  stopped t h e  r e c e i p t  

of bank n o t e s  f o r  p u b l i c  land sales. From 1840 on t h e  hard-money b a t t l e  would 

be waged a t  t h e  s t a t e  l e v e l .  

I n  t h e  e a r l y  1850s, Gresham's Law f i n a l l y  caught up wi th  t h e  b i m e t a l l i s t  

i d y l l  ;hat t h e  Jacksonians had fo rged  i n  t h e  1830s, r e p l a c i n g  t h e  e a r l i e r  

de  f a c t o  s i l v e r  monometallism. The sudden d i scovery  of e x t e n s i v e  gold  mines i n  -- 
C a l i f o r n i a ,  Russia ,  and A u s t r a l i a  g r e a t l y  inc reased  gold product ion,  r each ing  a 

peak i n  t h e  e a r l y  1850s. From t h e  1720s through t h e  1830s, annual  world gold 

p roduc t ion  averaged $12.6 m i l l i o n ,  never  s t r a y i n g  very  f a r  from t h a t  norm. Then, 

world gold  product ion inc reased  t o  a n  annua l  average of $38.2 m i l l i o n  i n  t h e  1840s, 

and spur ted  upward t o  a peak of $155 m i l l i o n  i n  1853. World gold  product ion 

then f e l l  s t e a d i l y  from t h a t  peak t o  a n  annual  average of $139.9 m i l l i o n  i n  t h e  

1850s and t o  $114.7 m i l l i o n  from 1876-1890. It was n o t  t o  s u r p a s s  t h i s  peak 
9 1 

u n t i l  t h e  1890s. 

The consequence of t h e  b u r s t  i n  gold  product ion was, of course ,  a f a l l  i n  

t h e  p r i c e  of gold r e l a t i v e  t o  s i l v e r  i n  t h e  world market. The s i l v e r / g o l d  r a t i o  

dec l ined  from 15.97 i n  January 1849 t o  a n  average of 15.70 i n  1850 t o  15.46 i n  

9 2 
1851 and t o  an average of 15.32:l  i n  t h e  e i g h t  y e a r s  from 1853 t o  1860. 

9 0 
Martin,  "Metallism," p. 240. 

gold production,  s e e  Laughl in ,  His tory  of Bimetall ism, pp. 283-286; 
David A.  Martin,  "1853: The End of B i m e t a l l i s m  i n  t h e  United S t a t e s , "  J o u r n a l  
of Economic His to ry ,  Vol. 33 (December 1973),  p.  830. - 

92 
The s i l v e r / g o l d  r a t i o  began t o  s l i d e  s h a r p l y  i n  October and November 1850. 

Laughlin,  His to ry  - of Bimetall ism, pp. 291, 194. 



A s  a r e s u l t ,  t h e  market premium of American s i l v e r  d o l l a r s  over gold quickly  r o s e  

above t h e  one percen t  margin which w a s  t h e  es t imated  c o s t  of shipping s i l v e r  

c o i n  abroad. That premium, which had hovered around 1% s i n c e  t h e  mid-1830s, sud- 

denly  r o s e  t o  4.5% a t  t h e  beginning of 1851, and a f t e r  f a l l i n g  back t o  about 

2% a t  t h e  t u r n  of 1852, bounced backupand  remained a t  t h e  4-5% l e v e l .  

The r e s u l t  w a s  a rap id  disappearance of s i l v e r  from t h e  country ,  t h e  

h e a v i e s t  and t h e r e f o r e  most undervalued c o i n s  van i sh ing  f i r s t .  Spanish m i l l e d  

d o l l a r s ,  which conta ined 1% t o  5% more s i l v e r  than American d o l l a r s ,  commanded 

a  premium of 7%, and went f i r s t .  Then went t h e  f u l l  weight American s i l v e r  

d o l l a r s ,  and a f t e r  t h a t  American f r a c t i o n a l  s i l v e r  c o i n s ,  which were commanding 

a  4% premium by ehe f a l l  o f  1852. The last c o i n s  l e f t  were t h e  worn Spanish 

and Mexican f r a c t i o n s ,  which were d e p r e c i a t e d  by 10 t o  15 percent .  By t h e  

beginning of 1851, however, even t h e s e  worn f o r e i g n  s i l v e r  f r a c t i o n s  had gone t o  

a  one percen t  premium, and were beginning t o  go. 

It was c l e a r  t h a t  America w a s  undergoing a s e v e r e  mall c o i n  c r i s i s .  Gold 

c o i n s  were flowing i n t o t h e c o u n t r y ,  bu t  they were too va luab le  t o  be t e c h n i c a l l y  

usable  f o r  s m a l l  denomination co ins .  The Democratic P i e r c e  Adminis t ra t ion s a w  

wi th  h o r r o r  a  f lood of m i l l i o n s  of d o l l a r s  of unauthor ized p r i v a t e  smal l  

no tes  f lood  i n t o  c i r c u l a t i o n  i n  e a r l y  1853 f o r  t h e  f i r s t  t i m e  s i n c e  t h e  1830s. 

The Jacksonians were i n  grave danger of l o s i n g  t h e  f i g h t  f o r  hard-money coinage,  

a t  l e a s t  f o r  t h e  smal ler  and medium denominations. Something had t o  be done 

qu ick ly  . 93 

The u l t b n a c e  breakdown of b imetal l i sm had never  been c l e a r e r .  I f  b imeta l l i sm 

is i n  the  long-run n o t  v i a b l e ,  t h i s  l eaves  two free-market,  hard money a l t e r n a t i v e s :  

( a )  s i l v e r  monometallism with  the  d o l l a r  de f ined  a s  a weight of s i l v e r  o n l y ,  and 

gold c i r c u l a t i n g  f r e e l y  by weight a t  f r e e l y - f l u c t u a t i n g  market r a t e s ;  or  



(b) gold monometallism with  t h e  d o l l a r  def ined only a s  a  weight of go ld ,  with 

s i l v e r  c i r c u l a t i n g  by weight. Each of t h e s e  is a n  example of what h a s  been 

c a l l e d  " p a r a l l e l  s tandards"  o r  " f r e e  metallism," i n  which two o r  more metal  co ins  

are allowed t o  f l u c t u a t e  f r e e l y  w i t h i n  t h e  same a r e a ,  and exchange a t  f r e e  market 

p r i c e s .  A s  w e  have seen,  c o l o n i a l  Anierica was an  example of such p a r a l l e l  

s t andards ,  s i n c e  f o r e i g n  gold and s i l v e r  c o i n s  c i r c u l a t e d  f r e e l y ,  and a t  f l u c t u a t i n g  

94 
market p r i c e s .  

The United S t a t e s  could have taken t h i s  oppor tun i ty  of monetary c r i s i s  t o  
9  5 

go on e i t h e r  ve rs ion  of a  p a r a l l e l  s t andard .  Apparently,  however, few thought 

of doing so. Another v i a b l e  though i n f e r i o r  s o l u t i o n  t o  t h e  problem of b imeta l l i sm 

w a s  t o  e s t a b l i s h  a monometallic system, e i t h e r  de f a c t o  o r  de jure, w i t h  t h e  

9 4 ~ o r  an  account of how p a r a l l e l  s t andards  worked i n  Europe from t h e  medieval 
per iod through t h e  e i g h t e e n t h  cen tury ,  s e e  L u i g i  Einaudi ,  "The Theory of Imaginary 
Money from Charlemagne t o  t h e  French Revolut ion,"  i n  F. Lane 2nd J. Riemdrsma, eds .  
E n t e r p r i s e  Secular  Change (Homewood, Ill.: Irwin,  19!53), pp. 229-261. Robert - 
Lopez c o n t r a s t s  t h e  ways i n  which Florence and Genoa each re tu rned  t o  gold coinage 
i n  t h e  mid- th i r t een th  century,  a f t e r  a gap of h a l f  a  millenium: "Florence,  l i k e  
most mel ieva l  s t a t e s , m a d e  b imeta l l i sm and t r i m e t a f l i s m  a  base of i ts monetary 
po l icy  .... i t  committed t h e  government t o  t h e  Sysiphean l a b o r  of r e a d j u s t i n g  t h e  
r e l a t i o n s  between d i f f e r e n t  co ins  a s  t h e  r a t i o  between t h e  d i f f e r e n t  metals  
changes, o r  a s  one o r  another  c o i n  was debased .... Genoa, on t h e  c o n t r a r y ,  i n  con- 
f o m i t y  wi th  t h e  p r i n c i p l e  of r e s t r i c t i n 2  s t a t e  i n t e r v e n t i o n  a s  much a s  p o s s i b l e  
[ i t a l i c s  o u r s ] ,  d i d  n o t  t r y  t o  enforce  a  f i x e d  r e l a t i o n  between co ins  of d i f f e r e n t  
metals  .... B a s i c a l l y ,  t h e  gold coinage of Genoa was n o t  meant t o  i n t e g r a t e  t h e  
s i l v e r  and b u l l i o n  coinages bu t  t o  f  o m  an independent system. " Robert Sabat ino 
Lopez, "Back t o  Gold, 1252," Economic His to ry  Review (Apr i l  1956),  p.224. Also 
s e e  James Rolph Edwards, "Monopoly and Competition i n  Money," The J o u r n a l  of 
L i b e r t a r i a n  S tud ies ,  Vol. I V  (Winter l980) ,  p. 116. For an  a n a l y s i s  of p a r a l l e l  
s t a n d a r d s ,  s e e  Ludwig von Mises, The Theory of Money and C r e d i t ,  (3rd Ed., 
Ind ianapo l i s  : Liber ty  C l a s s i c s ,  l98O), pp. 87,  89-91, 205-207. 

3 5  
Given p a r a l l e l  s t andards ,  t h e  u l t i m a t e ,  admit tedly  remote s o l u t i o n  would 

be t o  e l i m i n a t e  the  term "do l la r"  a l t o g e t h e r ,  and simply have both gold and s i l v e r  
coins  c i r c u l a t e  by r e g u l a r  u n i t s  of weight:  "Grain," "Ounce," o r  "Gram." I f  t h a t  
ere done, a l l p r o b l e m s o f  b imeta l l i sm,  debasement, Gresham's Law, e t c . ,  would 

a t  l a s t  d i sappear .  While such a pure  free-market s o l u t i o n  seems remote today,  
the  l a t e  19 th  century saw a s e r i e s  of important i n t e r n a t i o n a l  nons ta ry  conferences  
ry ing  t o  move toward a  u n i v e r s a l  gold o r  s i l v e r  gram, wi th  each n a t i o n a l  currency 
eginning a s  a  simple m u l t i p l e  of each o t h e r ,  and e v e n t u a l l y  only u n i t s  of weight 
e ing used. Before t h e  conferences foundered on t h e  g o l d l s i i v e r  problem, such 

r e s u l t  was not  a s  remote or Utopian a s w e n i g h t  now b e l i e v e .  See the  f a s c i n a t i n g  
count of these  conferences i n  Henry E .  R u s s e l l ,  i n t e r n a t i o n a l  Xonetary Conferences 
ew York:Harper & Bros., 1898). 



other  metal c i r c u l a t i n g  i n  the  form of l igh tweight ,  and therefore  overvalued, 

o r  "token" coinage. S i lver  monometallism w a s  immediately unfeas ib le ,  s i n c e  

i t  w a s  r ap id ly  flowing out  of t he  country,  and because gold,  being f a r  more 

valuable  than s i l v e r ,  could not  t e chn ica l ly  func t ion  e a s i l y  a s  a  l igh tweight ,  

subs id ia ry  coin.  The only f e a s i b l e  so lu t ion ,  then, wi th in  a  monometallic 

framework, was t o  make gold the  bas ic  s tandard,  and l e t  highly overvalued, 

e s s e n t i a l l y  token, s i l v e r  coins ,  funct ion a s  subs id i a ry  small  coinage. Cer- 

t a i n l y ,  i f  a  p a r a l l e l  s tandard was not  t o  be adopted, t he  l a t t e r  so lu t ion  would 

be f a r  b e t t e r  than allowing deprec ia ted  paper no tes  t o  func t ion  a s  small 

currency. 

Under pressure  of the  c r i s i s ,  Congress decided, i n  February 1853, t o  

keep the  & jure b ime ta l l i c  s tandard but t o  adopt a  de  f a c t o  gold monometallic 

s tandard,  with f r a c t i o n a l  s i l v e r  co ins  c i r c u l a t i n g  a s  a  de l ibe ra t e ly  overvalued 

subs id ia ry  coinage, l e g a l  tender  up t o  a  m a x i m u m  of only f i v e  d o l l a r s .  The 

f r a c t i o n a l  s i l v e r  coins  were debased by 6.91%. With s i l v e r  coamanding about a  

4% market premium over gold,  t h i s  meant t h a t  f r a c t i o n a l  s i l v e r  was debased 

3% below gold. A t  t h a t  depreciated r a t e ,  f r a c t i o n a l  s i l v e r  was not  overvalued 

i n  r e l a t i o n  t o  gold, and remained i n  c i r c u l a t i o n .  By Apr i l ,  the  new subsidiary 

quarter d o l l a r s  proved to  be popular,  and by e a r l y  1854 the  problem of the shortage 

of small co ins  i n  America was over. 

I n  r e j e c t i n g  proposals e i t h e r  t o  go over completely t o  dejure gold mono- 

metall ism, o r  t o  keepthe jex is t ing  b ime ta l l i c  system, Congress was choosing a gold 

standard temporarily,  but keeping i ts  opt ions  open. The f a c t  t h a t  i t  continued 

the  old fu l lbodied  s i l v e r  d o l l a r ,  t he  "do l l a r  of our f a the r s , "  demonstrates t h a t  

an eventual  r e tu rn  t o  de f ac to  bimetall ism w a s  by no means being ru led  out-- 

a l b e i t  Gresham's Law could not then maintain the American s i l v e r  d o l l a r  i n  



c i r c u l a t i o n .  
9 6 

I n  1857, an  important p a r t  of t h e  Jacksonian coinage program w a s  r epea led ,  

as Congrkss, i n  a n  e x e r c i s e  of monetary na t iona l i sm,  e l imina ted  a l l  l e g a l  tender  

power of f o r e i g n  co ins .  
9 7 

Decentra l ized Banking from t h e  1830's  t o  t h e  C i v i l  War 

A f t e r  t h e  c e n t r a l  bank w a s  e l imina ted  i n  t h e  1830s,  t h e  b a t t l e  f o r  hard 

money l a r g e l y  s h i f t e d  t o  t h e  s t a t e  governmental arena.  During t h e  1830s, 

t h e  major t h r u s t  was t o  p r o h i b i t  t h e  i s s u e  of s m a l l  n o t e s ,  which was accomplished 

f o r  n o t e s  under f i v e  d o l l a r s  i n  t e n  s t a t e s  by 1832, and subsequent ly  f i v e  o t h e r s  

r e s t r i c t e d  o r  p r o h i b i t e d  such no tes .  
98 

The Democratic P a r t y  became a r d e n t l y  hard-money i n  t h e  v a r i o u s  s t a t e s  

a f t e r  t h e  shock of t h e  f inancLa1 c r i s i s  of 1837 and 1839. The Democratic 

d r i v e  was toward t h e  out lawry of a l l  f r a c t i o n a l  r e s e r v e  bank paper.  Battl@s 

were fought ,  a l s o ,  i n  t h e  la te  1840s,  a t  c o n s t i t u t i o n a l  convent ions  of many 

s t a t e s ,  p a r t i c u l a r l y  i n  t h e  West. I n  some Western s t a t e s  t h e  Jacksoniiins won 

temporary success ,  bu t  soon t h e  Whigs would r e t u r n  and r e p e a l . t h e  bank pro- 

h i b i t i o n .  The Whigs, t r y i n g  t o  f i n d  some way t o  overcome t h e  g e n e r a l  r evu l s ion  

a g a i n s t  banks a f t e r  t h e  c r i s i s  of t h e  l a t e  1830s, adopted t h e  concept of "f ree"  

banking, which had been enacted by New York and Michigan i n  t h e  l a t e  1830s. 

From New York, t h e  i d e a  spread outward t o  t h e  r e s t  of t h e  country ,  and triumphed 

i n  f i f t e e n  s t a t e s  by t h e  e a r l y  1850s. On t h e  eve of t h e  C i v i l  War, 18 o u t  of 

9 9 
t h e  33 s t a t e s  i n  t h e  Union had adopted "f ree"  banking iaws. 

96 
For an e x c e l l e n t  p o r t r a y a l  of t h e  Congressional choice  i n  1853, s e e  

Mart in ,  "1853," pp. 825-844. 
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Only Spanish-American f r a c t i o n a l  s i l v e r  c o i n s  were t o  remain l e g a l  t ender ,  

and they were t o  be received qu ick ly  a t  government o f f i c e s  and immediately re-  
minted i n t o  American coins .  Hepburn, His to ry  of Currency, pp. 66-67. 

98 
See Martin,  "Metallism," pp. 242-243. 

" ~ u ~ h  Rockoff, The Free  Banking Era: A Re-Examination -- - -- 
Press ,  l97S) ,  pp. 3-4. 

(New York: Arno 



I t  must be r e a l i z e d  t h z t  " f ree"  banking,  a s  i t  came t o  be known i n  

t h e  U n i t e d s t a t e s  be fore  t h e  C i v i l  War, w a s  u n r e l a t e d  t o  t h e  ph i losoph ic  

concept of f r e e  banking analyzed by economists.  A s  we have seen  e a r l i e r ,  

genuine f r e e  banking is a system where e n t r y  i n t o  banking is t o t a l l y  f r e e ,  t h e  

banks a r e  n e i t h e r  subs id ized  nor r e g u l a t e d ,  and a t  t h e  f i r s t  s i g n  of f a i l u r e  

t o  redeem i n  s p e c i e  pa7ymects, t h e  bank is forced  t o  d e c l a r e  insolvency 

and c l o s e  i ts doors.  

"Free" banking before  t h e  C i v i l  War, on t h e  o t h e r  hand, was ve ry  d i f f e r e n t .  100 

As we have pointed o u t ,  t h e  government al lowed p e r i o d i c  genera l  suspensions  

of s p e c i e  payments whenever t h e  banks over  expanded and g o t  i n t o  t rouble-  

t h e  l a t e s t  episode was i n  t h e  Panic of i857. It is t r u e  t h a t  bank i n c o r p o r a t i o n  

was now more l i b e r a l ,  s i n c e  any bank which m e t  t h e  l e g a l  r e g u l a t i o n s  could become 

incorporated au tomat ica l ly  wi thou t  lobbying f o r  s p e c i a l  l e g i s l a t c r e  c h a r t e r s ,  

a s  had b e e n t h a c a s e  before .  But t h e  ,banks were now s u b j e c t  t o  a myriad of 

regul-a t ions ,  inc lud ing  e d i c t s  by s t a t e  banking c o m i s s i o n e r s ,  and h igh  minimum 

c a p i t a l  requirements which g r e a t l y  r e s t r i c t e d  e n t r y  i n t o  t h e  banking bus iness .  

But t h e  most pe rn ic ious  a s p e c t  of "f ree"  banking was t h a t  t h e  expansion of 

bank n o t e s  and d e p o s i t s  w a s  di-reccljr r i e d  t o  t h e  amount of s t a t e  government 

s e c u r i t i e s  which t h e  bank had inves ted  i n  and posted as bond wi th  t h e  s t a t e .  I n  

effece, then, s t a t e  government bonds became t h e  r e s e r v e  base  upon which t h e  banks 

were al lowed t o  pyramid a m u l t i p l e  expansion of bank n o t e s  and d e p o s i t s .  Not 

s e r v e  only  d i d  t h i s  sys tem.provide e x p l i c i t l y  o r  i m p l i c i t l y  f o r  f r a c t i o n a l  r e -  

banking; b u t  t h e  pyramid w a s  t i e d  r i g i d l y  t o  t h e  m o u n t  of government bonds 

~ u r c h a a e d  by t h e  banks. This p r o v i s i o n  d e l i b e r a t e l y  t i e d  banks and bank c r e d i t  

expansion t o  t h e  p u b l i c  debt; it meant t h a t  t h e  more pub l ic  deb t  t h e  banks 

rOO~ockoff goes so  f a r  a s  t o  c a l l  f r e e  banking t h e  " a n t i r h e s i s  of 
l a i s s e z - f a i r e  -- banking laws." Hugh Rockof f  , " V a r i e t i e s  of Banking and 
Regional Economic Developmenc i n  t h e  United S t a t e s ,  1840-1860," J o u r n a l  
of Economic His to ry ,  Vol. 35 (March 1975), p. 162. Quoted i n  Hunrme l ,  
"Jacksonians,  " p. 157. 



purchased, the  more they could c r e a t e  and lend o u t  new money. Banks, i n  s h o r t ,  

were encouraged t o  monetize t h e  p u b l i c  d e b t ,  state governments were thereby 

encouraged t o  go i n t o  deb t ,  and government-and-bank i n f l a t i o n  were hence 

i n t i m a t e l y  l inked.  

In a d d i t i o n  t o  a l lowing p e r i o d i c  suspens ion  of s p e c i e  payments, f e d e r a l  

and s t a t e  governments conferred t h e  p r i v i l e g e  upon t h e  banks of t h e i r  n o t e s  

being accepted i n  taxes .  Moreover, t h e  g e n e r a l  p r o h i b i t i o n  of i n t e r s t a t e  

branch banking-and o f t e n  of i n t r a s t a t e  branches  as well-greatly i n h i b i t e d  

t h e s p e e d b y  which one bank could demand payment from o t h e r  banks i n  s p e c i e .  

p~ a d d i t i o n ,  state usury l a w s ,  pushed by t h e  Whigs and opposed by t h e  Demo- 

F r a t s ,  made c r e d i t  excess ive ly  cheap f o r  t h e  r i s k i e s t  borrowers, and en- 

couraged i n f l a t i o n  and s p e c u l a t i v e  expansion of bank lending.  

Furthermore, t h e  d e s i r e  of state governments t o  f inance  i n t e r n a l  improve- 

ments w a s  a n  important f a c t o r  i n  s u b s i d i z i n g  and p r o p e l l i n g  expansion of bank 

c r e d i t .  A s  Hammond admits: "The wi ld-cats  l e n t  no money t o  farmers and 

served no farmer i n t e r e s t .  They a r o s e  t o  meet t h e  c r e d i t  demands not of farmers 

(who were too economically a s t u t e  t o  a c c e p t  w i l d c a t  money) but  of s t a t e s  

engaged i n  publ ic  improvements. 1~101  

Despi te  the  f laws and problems, t h e  d e c e n t r a l i z e d  na tu re  of the  pre- 

C i v i l  War banking system meant t h a t  banks were f r e e  t o  experiment on t h e i r  

own with  improving t h e  banking system. The most s u c c e s s f u l  such device  w a s  

t h e  c r e a t i o n  of t h e  Suffolk  System. 

lol~emmond, - Banks .- and P o l i t i c s ,  p. 627. On f r e e  banking, s e e  Bummel, 
"Jacksonians," pp. 154-160; Smith, R a t i o n a l e ,  pp. 44-45; and Hugh Rockoff, 
"American Free Banking Before t h e  C i v i l  War: A Reexamination," Journal  of 
Economic His to ry ,  Vol. 32 (March l972) ,  pp. 417-420. On t h e  e f f e c t  of usury  
laws, s e e  W i l l i a m  Graham Sumner, - A His to ry  of American Currency (New York: 
Henry Holt  & Co., 1876), p. 125. 0: t h e  ~ a & o n i a n s  ve rsus  t h e i r  opponents 
on the  s t a t e  l e v e l  a f t e r  1839, s e e  William G .  Shade, Banks o r  No Banks: The Money ------ 
I s sue  i n  Western P o l i t i c s ,  1832-1865 ( D e t r o i t :  Wayne S t a t e  Univers i ty  P r e s s ,  -- 
1972); Herbert  Ershkowitz and William Shade. "Consensus o r  Conf l i c t?  P o l i t i c a l  
Behavior i n  t h e  S t a t e  L e g i s l a t u r e s  During t h e  Jacksonian Era," Journa l  of 
American His tory  Vol. 58 (December 1971),  pp. 59 1-621; and James Roger Sharp,  



A Free-Market "Centra l  Bank" 

It is a  f a c t  almost n e v e r r e c a l l e d t h a t  t h e r e  once e x i s t e d  a n  American p r i v a t e  

bank t h a t  brought o r d e r  and convenience t o  a myriad o f  p r i v a t e l y  i s sued  bank- 

notes .  Fur the r ,  t h e  Suf fo lk  Bank r e s t r a i n e d  t h e  over-issuance of t h e s e  no tes .  

I n  s h o r t ,  i t  w a s  a p r i v a t e  c e n t r a l  bank t h a t  kep t  t h e  o t h e r  banks honest .  A s  

such i t  made New England an i s l a n d  of monetary s t a b i l i t y  i n  an  America contending 

wi th  currency chaos. 

Chaos w a s ,  i n  f a c t ,  t h a t  s t a t e  i n  which New England found h e r s e l f  j u s t  

be fore  the  Suf fo lk  bank was e s t a b l i s h e d .  There were a myriad of banknotes 

c i r c u l a t i n g  i n  t h e  area's l a r g e s t  f i n a n c i a l  c e n t e r ,  Boston. Some were i s s u e d  by 

Boston banks which a l l  i n  Boston knew t o  be s o l v e n t .  But o t h e r s  were i s sued  by 

s t a te -char te red  banks. These could be q u i t e  f a r  away, and i n t h o s e d a y s  such d i s t a n c e  

impeded both  g e n e r a l  knowledge about t h e i r  solvency and easy  a c c e s s  i n  b r i n g i n g  

t h e  banks' n o t e s  i n  f o r  redemption i n t o  gold  o r  s i l v e r .  Thus, whi le  a t  t h e  

beginning these  coun t ry  n o t e s  were accepted i n  Boston a t  par  v a l u e ,  t h i s  j u s t  

encouraged some far-away banks t o  i s s u e  f a r  more n o t e s  than they had gold t o  

back them. So country  bank notes  began t o  be g e n e r a l l y  t raded a t  d i s c o u n t s  

t o  par ,  of from 1% t o  5%. 

Ci ty  banks f i n a l l y  re fused  t o  accep t  country  bank no tes  a l t o g e t h e r .  This  

gave rise t o  t h e  money brokers  mentioned e a r l i e r  i n  t h i s  chapter .  But i t  a l s o  

caused hardship  f o r  Boston merchants,  who had t o  a c c e p t  country  no tes  whose r e a l  

va lue  they could no t  be  c e r t a i n  o f .  When they exchanged t h e  no tes  wi th  t h e  

brokers ,  they ended up assuming t h e  f u l l  c o s t  of d i scount ing  t h e  b i l l s  they had 

Jacksonians ve rsus  t h e  Banks: P o l i t i c s  i n  t h e  S t a t e s  Af te r  t h e  Panic of ------- 
1837 (New York: Columbia Univers i ty  Press ,  1970). - 



accepted a t  par .  

A F a l s e  S t a r t  

Mat te r s  began t o  change i u  1814. The New England Bank of Boston announced 

i t  too  would go i n t o  t h e  money broker  b u s i n e s s  accep t ing  country  no tes  from h o l d e r s  

and t u r n i n g  them over t o  t h e  i s s u i n g  bank f o r  redemption. The no te  ho lders ,  though, 

s t i l l  had t o  pay t h e  cos t .  I n  1818, a group of prominent merchants formed t h e  

Suf fo lk  bank t o  do the  same th ing .  Th is  en la rged  competi t ion brought the  

bas ic  r a t e  of country note  d i s c o u n t  down from 3% i n  1814 t o  1% i n  1818 and 

f i n a l l y  t o  a  ba re  $ of 1% i n  1820. But t h i s  d i d  n o t  n e c e s s a r i l y  mean t h a t  

zountry banks were behaving more r e s p o n s i b l y  i n  t h e i r  no te  c r e a t i o n .  By t h e  end 

3f 1820 t h e  business  had become c l e a r l y  u n p r o f i t a b l e ,  and both banks stopped 

zompeting wi th  t h e  p r i v a t e  money b r o k e r s .  The Suf fo lk  became j u s t  another  Boston 

xmk. 

Opera t ion  Begins 

During t h e  next s e v e r a l  y e a r s  c i t y  banks found t h e i r  notes  represen t ing  

m ever  smal le r  p a r t  of t h e  t o t a l  New England money supply.  Country banks w e r e  

simply i s s u i n g  f a r  more no tes  i n  p r o p o r t i o n  t o  t h e i r  c a p i t a l  ( i . e .  gold and s i l v e r )  

:han were t h e  Boston banks. 

Concerned about t h i s  i n f l u x  of paper  money of l e s s e r  worth, both Suf fo lk  and 

iew England Bank began aga in  i n  1824 t o  purchase country notes .  But t h i s  t i m e  

:hey d i d  s o  no t  t o  make a  p r o f i t  on redemption,  bu t  simply to '  reduce t h e  number 

)f country  n o t e s  i n  c i r u c l a t i o n  i n  Boston. They had the  f o o l i s h  hope t h a t  t h i s  would 

n c r e a s e  t h e i r  ( b e t t e r )  notes '  use  thus  i n c r e a s i n g  t h e i r  own loans  and p r o f i t s .  

But t h e  more they purchased coun t ry  n o t e s ,  the  more n o t e s  of even worse 

p a l i t y  ( p a r t i c u l a r l y  from faraway Maine Banks) would rep lace  them. Buying t h e s e  



l a t t e r  involved more r i s k ,  so  t h e  Suf fo lk  proposed t o  s i x  o t h e r  c i t y  banks a  j o i n t  

fund t o  purchase and send these  no tes  back t o  t h e  i s s u i n g  bank f o r  redemption. These 

seven banks, known a s  t h e  Associated Banks, r a i s e d  $300,000 f o r  t h i s  purpose. With 

t h e ~ u f f o l k a c t i n g  a s  agent  and buying coun t ry  n o t e s  from t h e  o t h e r  s i x ,  o p e r a t i o n s  

began March 24,1824. The volume of country  n o t e s  bought i n  t h i s  way inc reased  

g r e a t l y ,  t o  $2 m i l l i o n  per  month by t h e  end o f  1825. By then ,  Suf fo lk  f e l t  s t r o n g  

enough t o  go i t  a lone.  Fur the r ,  i t  now had t h e  l everage  t o  p r e s s u r e  country  banks 

i n t o  d e p o s i t i n g  gold and s i l v e r  wi th  t h e  Suf fo lk ,  t o  make no te  redemption e a s i e r .  

By 1838, almost every bank i n  New England d i d  s o ,  and were redeeming t h e i r  n o t e s  

through t h e  Suf fo lk  Bank. 

The Suf fo lk  ground r u l e s  from beginning (1825) t o  end (1858) were a s  fol lows:  

Each country  bank had t o  mainta in  a permanent d e p o s i t  o f  s p e c i e  o f  a t  least $2000 

f o r  t h e  smallest bank, p l u s  enough t o  redeem a l l  i ts n o t e s  t h a t  Suf fo lk  rece ived .  

These gold and s i l v e r  d e p o s i t s  d i d  n o t  have t o  b e  a t  Suf fo lk ,  s o  long as they were 

a t  some p l a c e  convenient t o  Suffolk ,  s o  t h a t  t h e  n o t e s  would n o t  have t o  be s e n t  

home f o r  redemption. But i n  p r a c t i c e ,  n e a r l y  a l l  r e s e r v e s  w e r e  a t  Suffolk .  (Ci ty  

banks had o i l y  t o  d e p o s i t  a f i x e d  amount, which decreased t o  $5,000 by 1835. ) No 

i n t e r e s t  w a s  paid  on any of t h e s e  d e p o s i t s .  But i n  exchange t h e  Suf fo lk  began 

performing an inva luab le  s e r v i c e :  It agreed t o  accep t  a t  par a l l  t h e  no tes  

i t  received a s  d e p o s i t s  from o t h e r  New England banks i n  t h e  system, and c r e d i t  

the  d e p o s i t o r  banks' accounts  on t h e  fol lowing day. 

With t h e  S u f f o l k  a c t i n g  a s  a " c l e a r i n g  bank," a c c e p t i n g ,  s o r t i n g ,  and 

c r e d i t i n g  bank n o t e s ,  i t  w a s  now p o s s i b l e  f o r  any New England bank t o  accep t  t h e  

notes  of any o t h e r  bank, however f a r  away, and a t  f a c e  va lue .  Th is  d r a s t i c a l l y  

c u t  down on t h e  time and inconvenience of applying t o  each bank s e p a r a t e l y  f o r  

spec ie  redemption. Moreover, t h e  c e r t a i n t y  spread t h a t  t h e  n o t e s  of t h e  

Suffolk member banks would be valued a t  pa r :  It spread a t  f i r s t  among o t h e r  



bankers, and then t o  the genera l  publ ic .  

The Country Banks R e s i s t  

How did  the i n f l a t i o n i s t  country banks r e a c t  t o  t h i s ?  Not very we l l ,  

f o r  as one can s e e  the Suffolk system put  limits on t h e  amount of notes  they 

could issue.  They resented par  redemption, and detested systematic spec ie  

redemption, because t h a t  forced them t o  s t a y  honest. But t he  country banks 

knew t h a t  any bank which did not play by the  r u l e s  would be shunned by the 

banks t h a t  did;  (or  a t  l e a s t  s e e  t h e i r  notes  accepted only a t  discount ,  and 

not  i n  a very wide a rea ,  a t  t h a t ) .  A l l  l e g a l  means t o  s top  Suffolk f a i l e d :  

The Massachusetts Supreme Court upheld i n  1827 Suffolk 's  r i g h t  t o  demand 

gold o r  s i l v e r  f o r  country bank notes ,  and the  S ta t e  l e g i s l a t u r e  refused t o  

char te r  a c l ea r ing  bank run by country banks; probably r i g h t l y  assuming t h a t  

these  banks would-run much l e s s  s t r i c t  operations.  Stung by these set-backs, 

the country banks played by the  r u l e s ,  bided t h e i r  time, and awaited t h e i r  

revenge. 

Suff o lk '  s S tab i l i z ing  Effec ts  

Even though Suffolk 's  i n i t i a l  ob jec t ive  had been t o  increase the 

c i r c u l a t i o n o f  c i t y  banks, t h i s  d id  not  happen. In f a c t ,  by having t h e i r  

notes  redeemed a t  par ,  country banks gained a new re spec t ab i l i t y .  This 

came, na tu ra l ly ,  a t  the  expense of the number of notes issued by the worst 

former i n f l a t i o n i s t s .  But a t  l e a s t  i n  Massachusetts, the percentage of c i t y  

bank notes i n  c i r cu l a t ion  f e l l  from 48.5% i n  1826 t o  35.8% i n  1833. 



C i r c u l a t i o n  of t h e  Notes of Massachusetts  Banks ( I n  Thousands) 

Date - 
18 23 
1824 
1825 
1826 
1827 
18 28 
1829 
1830 
1831 
1832 
1833 

Source: 

A l l  Banks Boston Banks Boston Percentage 

Wilfred S. Lake, The End of t h e  Suf fo lk  System, p. 188. 

The b i g g e s t ,  most powerful weapon S u f f o l k  had t o  keep s t a b i l i t y  was t h e  power 

t o  g r a n t  membership i n t o  t h e  system. It accepted on ly  banks whose n o t e s  w e r e  

sound. While Suf fo lk  could n o t  prevent  a bad bank from i n f l a t i n g ,  denying i t  

membership ensured t h a t  t h e  n o t e s  irould n o t  en joy  wide c i r c u l a t i o n .  And t h e  

member-banks which were mismanaged could be s t r i c k e n  from t h e  l i s t  of Suffolk-approved 

New England banks i n  good s tand ing .  Th is  caused t h e  o f fend ing  bank's  no tes  t o  

t r a d e  a t  a d i scount  a t  once, even though t h e  bank i t s e l f  might be s t i l l  redeeming 

i t s  n o t e s  i n  spec ie .  

I n  ano ther  way, Suf fo lk  e x e r c i s e d  a s t a b i l i z i n g  i n f l u e n c e  on t h e  New England 

economy. It c o n t r o l l e d  t h e  u s e  of o v e r d r a f t s  i n  t h e  system. When a member bank 

needed money, it could apply  f o r  an o v e r d r a f t ,  t h a t  is, a p o r t i o n  of t h e  excess  

r e s e r v e s  i n  t h e  banking system. I f  S u f f o l k  decided t h a t  a member bank 's  l o a n  

po l icy  was n o t  conserva t ive  enough, i t  could  r e f u s e  t o  s a n c t i o n  t h a t  bank's  

a p p l i c a t i o n  t o  borrow r e s e r v e s  a t  Suf fo lk .  The d e n i a l o f  o v e r d r a f t s  t o  p r o f l i g a t e  

banks thus  forced those  banks ro keep t h e i r  a s s e t s  more l i q u i d .  (Few government 

central banks today have succeeded i n  t h a r . )  This  is a l l  t h e  more remarkable when 
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ne c o n s i d e r s  t h a t  Suffolk--or any c e n t r a l  bank--could have earned e x t r a  i n t e r e s t  

: income by i s s u i n g  o v e r d r a f t s  i r r e s p o n s i b l y .  
$ 
1 

But D r .  George T r i v o l i ,  whose e x c e l l e n t  monograph on The Suf fo lk  Bank 

w e  r e l y  on i n  t h i s  s tudy,  states t h a t  by p rov id ing  s t a b i l i t y  t o  t h e  New England 

banking system "it should n o t  be  i n f e r r e d  t h a t  t h e  Suf fo lk  bank was opera t ing  

e l y  as p u b l i c  benefactor."  S u f f o l k  i n  f a c t  made handsome p r o f i t s .  A t  its 

eak i n  1858, t h e  las t  year  of e x i s t e n c e ,  i t  was redeeming $400 m i l l i o n  i n  n o t e s ,  

t h  a t o t a l  annual  s a l a r y  c o s t  of on ly  $40,000. The h e a l t h y  p r o f i t s  were 

e r i v e d  p r i m a r i l y  from loan ing  o u t  t h o s e  reserv;? d e p o s i t s  which Suf fo lk  i t s e l f ,  

remember, d i d  no t  pay i n t e r e s t  on. These amounted t o  over  $1 m i l l i o n  i n  1858. The 

i n t e r e s t  charged on o v e r d r a f t s  augmented t h a t .  Not s u r p r i s i n g l y ,  S u f f o l k  s t o c k  

w a s  t h e  h i g h e s t  p r i c e  bank s t o c k  i n  Boston, and by 1850, r e g u l a r  d ividends  were 

10 percen t .  

The S u f f o l k  Di f fe rence  

That t h e  Suf fo lk  system was a b l e  t o  p rov ide .no te  redemption much more cheaply 

then t h e  U.S. government w a s  s t a t e d  by a  U.S. Comptroller  of t h e  Currency. 

John Jay Knox compared t h e  two systems from a vantage p o i n t  of h a l f  a  cen tury :  

".. .in 1857 t h e  redemption of n o t e s  by t h e  S u f f o l k  Bank w a s  almost $400,000,000 

a s  a g a i n s t  $137,697,696 i n  1875, t h e  h i g h e s t  amount ever  repor ted  under t h e  

Na t iona l  Banking system. The redemptions i n  1898 were on ly  $66, 683,476, a t  

a c o s t  of $1.29 per  thousand. The c o s t  of redemption under t h e  Suf fo lk  system was 

t e n  c e n t s  per $1,000, which does n o t  appear  t o  inc lude  t r a n s p o r t a t i o n .  I f  t h i s  i t em 

is deducted from the  c o s t  of redeeming Nat iona l  Bank noces,  i t  would reduce i t  t o  

about n inety-four  c e n t s .  This  d i f f e r e n c e  is  accounted f o r  by t h e  r e l a t i v e l y  

small amount of redemptions by t h e  Treasury,  and t h e  increased expense i n c i d e n t  

t o  t h e  n e c e s s i t y  of o f f i c i a l  checks by t h e  Government, and by t h e  h igher  s a l a r i e s  

paid. But a l lowing f o r  these  d i f f e r e n c e s ,  t h e  f a c t  i s  e s t a b l i s h e d  t h a t  p r i v a t e  



e n t e r p r i s e  could be en t rus ted  with the  work of redeeming the c i r c u l a t i n g  

notes of t he  banks, and i t  could thus be done a s  s a f e l y  and much more 

economically than the  same se rv i ce s  can be performed by the  Government. 11102 

The volume of redemptions w a s  much l a r g e r  under Suffolk than under 

the  National Banking system. During S u f f o l k f s  ex i s t ence  (1825-57)they averaged 

$229 mi l l i on  per  year.  The average of t h e  National system from i ts  start i n  

1863 t o  about 1898 is put  by M r .  Knox a t  on ly  $54 mil l ion.  Further ,  a t  i ts peak 

i n  1858, $400 mi l l i on  w a s  redeemed. But t h e  New England money supply was only 

$40 mil l ion.  This meant t h a t ,  as toundingly,  t h e  average note  was redeemed 

t en  times per year ,  o r  once every f i v e  weeks. 

Bank c a p f t a l ,  no t e  c i r c u l a t i o n  and depos i t s  considered together  a s  

"banking power" grew i n  New England on a per c a p i t a  b a s i s  much f a s t e r  than i n  any 

o the r  region of t h e  country from 1803 t o  1850. And t h e r e  is some evidence t h a t  

New England banks were not  a s  suscep t ib l e  t o  d i s a s t e r  during the  s e v e r a l  banking 

panics during t h a t  time. In  t h e  Panic of 1837, no t  one Connecticut bank f a i l e d ,  

nor d id  any suspend spec ie  payments. A l l  remained i n  the  Suffolk system. And 

when i n  1857, spec ie  payment was suspended i n  Maine, a l l  but t h r ee  banks remained 

i n  business.  A s  t h e  Bank Commission of 'Maine s t a t e d ,  "The Suffolk system, 

though not  recognized i n  banking law, has  proved t o  be a g r e a t  safeguard t o  t he  

publ ic ;  whatever ob jec t ions  may e x i s t  t o  t h e  system i n  theory, i ts  p r a c t i c a l  

operat ion is t o  keep the  c i r c u l a t i o n  of our banks wi th in  t he  bounds of sa fe ty ."  

I o 2 ~ o h n  Jay Knox, - A History of Banking i n  t h e  United S t a t e s ,  (New York, 
lgO3), pp. 368-69. 



The Suf f o l k ' s  Demise 

The ex t raord inary  profi ts--and power--that the  Suf fo lk  had by 1858 a t t a i n e d  

spawned competi tors.  The on ly  one t o  become e s t a b l i s h e d  w a s  a Bank f o r  

Mutual Redemption i n  1858. Th is  bank w a s  p a r t i a l l y  a response t o  the  somewhat 

a r rogan t  behavior of the  S u f f o l k  by t h i s  time, a f t e r  35 y e a r s  of unprecedented 

success .  But f u r t h e r ,  and more impor tan t ly ,  t h e  balance of power i n  the  s t a t e  

l e g i s l a t u r e  had s h i f t e d  o u t s i d e  of Boston, t o  t h e  country  bank a r e a s .  The 

p o l i t i c i a n s  were more amenable t o  t h e  d e s i r e s  of t h e  over-expanding country banks. 

S t i l l ,  i t  must be s a i d t h a t s u f f o l k  a c t e d  toward t h e  Bank of Mutual Redemption 

wi th  s p i t e  where c o n c i l i a t i o n  would have helped. Trying t o  f o r c e  Mutual 

Redemption o u t  of bus iness ,  Suf fo lk ,  s t a r t i n g  October 9 ,  1858, refused t o  honor 

no tes  of banks having d e p o s i t s  i n  thenewcomer. Fur the r ,  Suf fo lk  i n  e f f e c t  

th rea tened  any bank withdrawing d e p o s i t s  from it. But country  banks r a l l i e d  t o  

t h e  newcomer, and on October 16, S u f f o l k  announced t h a t  i t  would s top  c l e a r i n g  

any country  bank no tes ,  thus becoming j u s t  ano ther  bank. 

Only the  Bank f o r  Mutual Redemption was l e f t ,  and though i t  soon had ha l f  

t h e  New England banks as members, i t  was much more l a x  toward over-issuance 

by country  banks. Perhaps t h e  S u f f o l k  would have re turned amid d i s s a t i s f a c t i o n  

wi th  i ts  successor ,  but  i n  1861, j u s t  over  two y e a r s  a f t e r  Suf fo lk  stopped c l e a r i n g  

t h e  C i v i l  War began and a l l  s p e c i e  payments were stopped. As a f i n a l  n a i l  i n  t h e  

c o f f i n ,  t h e  National Banking System Act of 1863 forbade t h e  issuance of any 

s t a t e  bank no tes ,  g iving a monopoly t o  t h e  government t h a t  has  continued 

ever  s i n c e .  

While i t  l a s t e d ,  though, t h e  S u f f o l k  banking system showed t h a t  i t  i s  

p o s s i b l e  i n  a f r e e  market system to 'have  p r i v a t e  banks competing t o  e s t a b l i s h  

themselves a s  e f f i c i e n t ,  s a f e  and inexpensive  c l e a r i n g  houses l i m i t i n g  

over- issue  of paper money. 



The Civ i l  War 

Ths C i v i l  War exerted an  even more f a t e f u l  ircpact on t h e  American 

monetary and banking system than had the War of 1812. It s e t  t he  United 

S t a t e s ,  f o r  t he  f i r s t  time except f o r  1814-17, on a n  irredeemable f i a t  currency 

t h a t  l a s t e d  f o r  two decades and l e d  t o  reckless  i n f l a t i o n  of pr ices .  This 

"greenback" currency set a momentous precedent f o r  the  post-1933 United S ta tes ,  

and even more p a r t i c u l a r l y  f o r  t h e  post-1971 experiment i n  f i a t  money. 

Perhaps an  even more important consequence of t h e  C iv i l  War was the  

permanent change wrought i n  t h e  American banking system. The federa l  government 

i n  e f f e c t  outlawed the  i s s u e  of s t a t e  bank notes ,  and crea ted  a new quasi- 

cen t ra l ized ,  f r a c t i o n a l  reserve na t iona l  banking system which paved the  way f o r  

the  r e t u r n  of o u t r i g h t  c e n t r a l  banking i n  t h e  Federal Reserve system. The 

Civi l  War, i n  sho r t ,  ended t h e  separa t ion  of  t he  f ede ra l  government from banking, 

and brought the  two i n s t i t u t i o a a  together  i n  a n  increas ingly  c l o s e  and permanent 

symbiosis. I n  t h a t  way, t he  Republican Party,  which inher i ted  the Whig admiration 

f o r  paper money and governmental con t ro l  and sponsorship of i n f l a t i ona ry  

banking, was ab le  to  implant the  soft-money t r a d i t i o n  permanently i n to  the 

American system. 

Greenbacks 

The Civ i l  War l e d  t o  an enonnous bal looning of f ede ra l  expenditures,  which 

skyrocketed f rom $66 mi l l i on  i n  1861 t o  $1.30 b i l l i o n  four years  l a t e r .  To 

pay f o r  these swollen expenditures,  the  Treasury i n i t i a l l y  attempted, i n  the 

f a l l  of 1861, t o  f l o a t  a massive $150 m i l l i o n  bond i s sue ,  to be  purchased b y  



t h e  na t ion ' s  l ead ing  banks. However, Secretary of t he  Treasury Salmon P. 

Chase, a former Jacksonian, t r i e d  to requi re  t he  

i n  spec i e  which they did not have. This massive 

a s  w e l l  a s  an  increased publ ic  demand f o r  spec i e  

l ack  of  confidence i n  t he  banks, brought about a 

banks t o  pay f o r  t he  loan  

pressure on t h e i r  spec ie ,  

due t o  a well-deserved 

general suspension of  

spec i e  payments a few months l a t e r ,  a t  t h e  end of  December, 1861. This 

suspension was followed s w i f t l y  by the  Treasury i t s e l f  , which suspended spec ie  

payments on i ts  Treasury notes.  

The U.S. government quickly took advantage of  being on a n  inconver t ib le  

f i a t  s tandard.  I n  t h e  Legal Tender A c t  of February 1862, Congress authorized 

the  p r i n t i n g  of $150 mi l l i on  i n  new "United S t a t e s  Notes" (soon t o  b e  known 

as "greenbacks") t o  pay f o r  t he  growing war d e f i c i t s .  The greenbacks were made 

l e g a l  tender f o r  a l l  debts ,  publ ic  and pr iva te ,  except t h a t  t h e  Treasury 

continued i ts l e g a l  o b l i g a t i o n  of paying t h e  i n t e r e s t  on its outs tanding public 

debt  i n  specie . lo3 The greenbacks were a l s o  made conve r t i b l e  a t  par i n t o  U.S. 

bonds, which remained a genera l ly  unused opt ion  f o r  t he  publ ic ,  and was repealed 

a year l a t e r .  

I n  c r e a t i n g  greenbacks i n  February, Congress resolved t h a t  t h i s  would be the  

f i r s t  and l a s t  emergency i s s u e .  But p r i n t i n g  money is  a heady wine, and a 

second $150 mi l l i on  i s s u e  was authorized i n  Ju ly ,  and s t i l l  a t h i r d  $150 mi l l i on  

i n  e a r l y  1863. Greenbacks ou ts tanding  reached a peak i n  1864 of $415.1 mi l l ion .  

lo3 To be a b l e  t o  keep paying i n t e r e s t  i n  spec ie ,  Congress provided t h a t  
customs d u t i e s ,  a t  l e a s t ,  had t o  be paid i n  gold o r  s i l v e r .  For a compre- 
hensive account and ana lys i s  of t h e  i s s u e  of greenbacks i n  t h e  C iv i l  War, see 
Wesley C la i r  Mitchel l ,  A History of t he  Greenbacks (Chicago: Universi ty  of 
Chicago Press,  1903). For a summary, see Paul Studenski and Herman E. Kross, 
Financial  His tory  of t h e  United S t a t e s  ( N e w  York: McGraw-Hill, 1952), pp. 141-149. 



Greenbacks began to  deprec ia te  i n  terms of spec i e  almost a s  soon a s  they 

were issued. In  a n  attempt t o  d r ive  up the  p r i ce  of government bonds, Sec- 

r e t a ry  Chase el iminated t h e  c o n v e r t i b i l i t y  of greenbacks i n  Ju ly  1863, a n  a c t  

which simply drove down t h e i r  value fu r the r .  Chase and the  Treasury o f f i c i a l s ,  

ins tead  of acknowledging t h e i r  own premier r e s p o n s i b i l i t y  f o r  t h e  continued 

deprec ia t ion  of t h e  greenbacks, conveniently placed the  blame on anonymous 

"gold specula tors .  " I n  March, 1863, Chase began a determined campaign, which 

would l a s t  u n t i l  he  was dr iven from o f f i c e ,  t o  s t o p  t h e  deprec ia t ion  by control-  

l i n g ,  assaul t ing ,  and eventua l ly  e l imina t ing  the  gold market. I n  e a r l y  March, 

he  had Congress levy a stamp t ax  on gold sales, and t o  forb id  loans on a 

c o l l a t e r a l  of co in  above its par value. This  r e s t r i c t i o n  on t h e  gold market 

had l i t t l e  e f f e c t ,  and when deprec ia t ion  resumed its march a t  t he  end of t h e  

year ,  Chase decided t o  de  f ac to  r epea l  t he  requirement t h a t  customs du t i e s  be 

paid i n  gold. I n  la te  March 1864, Chase declared t h a t  importers would be allowed 

todeposi t  greenbacks a t  the  Treasury and r ece ive  gold i n  r e t u r n  a t  a premium 

below the  market. Importers could then u s e  the  gold t o  pay the  customs du t i e s .  

This w a s  supposed t o  reduce g rea t ly  t he  necess i ty  f o r  importers t o  buy gold 

co in  on t h e  market and therefore  to  reduce t h e  depreciat ion.  The outcome, 

however, w a s  t h a t  t he  greenback, a t  59 cents  i n  gold when Chase began the  

experiment, had f a l l e n  t o  57 cents  by mid-April. Chase w a s  then forced t o  

repeal  h i s  customs d u t i e s  scheme. 

With t h e  f a i l u r e  of t h i s  attempt t o  r egu la t e  t h e  gold market, Chase 

promptly esca la ted  h i s  intervent ion.  I n  mid-April, h e  so ld  t h e  massive amount 

of $11 mi l l i on  i n  gold i n  order  to dr ive  down the  gold premium of greenbacks. 

But t h e  impact w a s  t r i f l i n g ,  and the  Treasury could not  continue t h i s  policy 

inde f in i t e ly ,  because i t  had to  keep enough gold i n  i ts  vau l t s  t o  pay i n t e r e s t  

on i ts  bonds. A t  t he  end of the  month, t h e  greenback w a s  lower than ever,  

having sunk t o  below 56 cents  i n  gold. 



Indefatigably, Chase t r i e d  y e t  again. I n  mid-May, 1864, he  so ld  

fore ign  exchange i n  London a t  below-market r a t e s  i n  order  t o  d r i v e  down 

pounds i n  r e l a t i o n  t o  do l l a r s ,  and, more s p e c i f i c a l l y ,  to rep lace  some of t he  

U.S. export  demand f o r  gold i n  England. But t h i s ,  too, w a s  a f a i l u r e ,  and Chase 

ended t h i s  wperiment before t he  end of t h e  month. 

Final ly ,  Secretary Chase decided t o  t ake  o f f  the  gloves. H e  had f a i l e d  

t o  r egu la t e  t h e  gold market; he would therefore  end the  deprec ia t ion  of green- 

backs by destroying t h e  gold market completely. By mid-June, h e  had dr iven  

through Congress a t ru ly  despot ic  measure t o  p roh ib i t  under pain of severe  

pena l t i e s  all fu tures  con t r ac t s  i n  gold, a s  wel l  a s  a l l  sales of gold by 2: 

broker  outs ide  h i s  own o f f i ce .  

The result w a s  d i s a s t e r .  The gold market w a s  i n  chaos, with wide ranges 

of p r i ce s  due t o  t h e  absence of a n  organized market. Busine~smen~~clamored 

f o r  repea l  of the  "gold b i l l ,  " and, worst of a l l ,  t h e  ob jec t  of t h e  law -- t o  

lower t he  deprec ia t ion  of t h e  paper d o l l a r  -- had scarce ly  been achieved. 

Instead,  publ ic  confidence i n  t he  greenback plummeted, and i ts  deprec ia t ion  

i n  terms of gold got f a r  worse. A t  t h e  beginning of June, t h e  greenback d o l l a r  

w a s  worth over 52 cents  i n  gold. Apprehensions about the  emerging gold b i l l  

drove t h e  greenback down s l i g h t l y  to  51 cents  i n  mid-June. Then, a f t e r  the  

passage of t he  b i l l ,  t h e  greenback plummeted, reaching 40 cents  a t  t he  end of 

t he  month. 

The d isas t rous  gold b i l l  w a s  h a s t i l y  repea led  a t  the  end of June, and 

perhaps not coincidental ly ,  Secretary Chase was ousted from of £ i c e  a t  t he  same 



t i m e .  The war aga ins t  t h e  specula tors  was over.  104, 105 

As soon a s  greenbacks depreciated t o  l e s s  than 97 cen ts  i n  gold, 

f r a c t i o n a l  s i l v e r  co ins  became undervalued, and s o  were exported t o  be  exchanged 

f o r  gold. By Ju ly  1862, i n  consequence, no c o i n  h ighe r  than t h e  copper/nickel 

penny remained i n  c i r c u l a t i o n .  The U.S. government t hen  leaped i n  t o  f i l l  t h e  

gap with s m a l l  t i c k e t s ,  f i r s t  i s su ing  postage stamps f o r  t h e  purpose, then b i t s  

of unglued paper, and f i n a l l y ,  a f t e r  t he  sp r ing  of  1863, f r a c t i o n a l  paper notes.  10 6 

1°4 Chase and t h e  Administration should have heeded t h e  advice of Senator  
Jacob Collamer (R-VT) : "Cold does not f l u c t u a t e  i n  pr ice . .  .because they gamble 
i n  i t ;  but  they gamble i n  it because i t  f luc tua t e s . .  .But t h e  f l u c t u a t i o n  is 
not  i n  the  gold; t h e  f l u c t u a t i o n  i s  i n  t h e  currency, and i t  is a f l u c t u a t i o n  
u t t e r l y  beyond the  c o n t r o l  of ind iv idua ls  ." M t c h e l l ,  His tory of Greenbacks, 
pp. 229-230. 

10 5 
On t h e  war a g a i n s t  t h e  gold specu la to r s ,  see Mitchel l ,  His tory of 

Greenbacks, pp. 223-235. The greenbacks f e l l  f u r t h e r  t o  35 cen ts  i n  midZuly  
on news of  m i l i t a r y  de fea t s  f o r  t h e  North. MFLitary v i c t o r i e s ,  and consequently 
r i s i n g  prospects of poss ib le  fu tu re  gold redemption of t h e  greenbacks, caused a 
rise i n  greenbacks i n  terms of  gold, p a r t i c u l a r l y  a f t e r  t h e  beginning of 1865. 
A t  war 's  end the  greenback d o l l a r  w a s  worth 69 cen ts  i n  gold. Ib id .  pp. 232- 
238, 423-428. 

lo6 Some of t h e  greenbacks had been decorated with p o r t r a i t s  of R e s i d e n t  
Lincoln ($5) and Secre ta ry  Chase ($1). However, when Spencer Clark, ch ie f  
c l e r k  of  t h e  Treasury's National Currency Division, put h i s  own p o r t r a i t  on 
5 cent f r a c t i o n a l  notes ,  t h e  indignant  Representat ive Martin R. Thayer 
(R-PA) put through a law, s t i l l  i n  force,  making i t  i l l e g a l  t o  put t he  
p i c tu re  of any l i v i n g  American on any co in  o r  paper money. See Gary North, 
"Greenback Dol la rs  and Federal Sovereignty, 1861-1865,'' i n  H. Sennholz, ed., 
Gold Is Money (Westport, Corn.: Greenwood Press, 1975) pp. 124,150. -- 



A t o t a l  of $28 mi l l i on  i n  

t he  middle of 1864. Even 

postage currency and f r a c t i o n a l  notes was issued by 

the nickel /copper  pennies began to  disappear from c i r -  

c u l a t i o n ,  a s  greenbacks depreciated,  and t h e  nickel /copper  c o i n  began t o  move 

toward being undervalued. The expec ta t ion  and f i n a l l y  t h e  r e a l i t y  o f  under- 

va lua t ion  drove the  co ins  i n t o  hoards and then i n t o  exports .  Postage and f r a c t i o n a l  

notes  d id  no t  he lp  matters ,  because t h e i r  lowest denominations were 5 cents  

and 3 cen t s  respec t ive ly .  The penny shor tage  was f i n a l l y  a l l e v i a t e d  when a 

debased and l i g h t e r  weight penny w a s  i s sued  i n  t h e  sp r ing  o f  1864, cons i s t i ng  o f  

bronze i n s t ead  of  n icke l  and copper. 10  7 

A s  soon a s  t h e  na t ion ' s  banks and t h e  Treasury i t s e l f  suspended s p e c i e  

payments a t  t h e  end of 1861, Gresham's Law went i n t o  opera t ion  and gold co in  

v i r t u a l l y  disappeared from c i r c u l a t i o n ,  except f o r  t h e  government's i n t e r e s t  

payments and importers '  customs d u t i e s .  The s w i f t  issuance of l e g a l  tender 

greenbacks, which t h e  government forced c r e d i t o r s  t o  accept  a t  par ,  insured  the  

continued disappearance o f  gold from then on. 

The f a sc ina t ing  except ion w a s  Ca l i fo rn i a .  There were very few banks during 

t h i s  period west of Nebraska, and i n  Ca l i fo rn i a  t he  absence of  banks was insured 

by t h e  f a c t  t h a t  note-issuing banks, a t  l e a s t ,  were prohib i ted  by t h e  Ca l i fo rn i a  

c o n s t i t u t i o n  of 1849 .Io8 The Ca l i fo rn i a  gold d i scover ies  of t h e  l a t e  1840's 

insured  a p l e n t i f u l  supply f o r  coinage. 

Used t o  a currency of gold coin only,  with no in t ru s ion  of bank notes ,  

Ca l i forn ia  businessmen took s t e p s  t o  maintain gold c i r c u l a t i o n  and avoid coerced 

payment i n  greenbacks. A t  f i r s t ,  t he  merchants of San Francisco, i n  November 1862, 

j o i n t l y  agreed t o  r e f r a i n  from accept ing o r  paying out  greenbacks a t  any but t he  

lo' See Mitchell ,  His tory  of Greenbacks, pp. 156-163. 

lo' Banks of depos i t  e x i s t e d  i n  Ca l i fo rn i a ,  b u t  of course they could not  
supply t h e  publ ic ' s  demand f o r  cash.  See John Jay -ox, A His tc rp  of Banking 
i n  t h e  United S t a t e s  (New York: Bradford Rhodes & Co., 1900), pp. 843-845. -- 



(deprec ia ted)  market value,and t o  keep gold a s  t h e  monetary s tandard .  Any f i rms  

t h a t  refused t o  a b i d e  by t h e  agreement would be b l a c k l i s t e d  and requ i red  t o  pay 

gold i n  cash  f o r  any goods which they might purchase  i n  t h e  f u t u r e .  

Voluntary e f f o r t s  d i d  n o t  s u f f i c e  t o  overthrow t h e  f e d e r a l  power s t a n d i n g  

behind l e g a l  t e n d e r ,  however, and s o  C a l i f o r n i a  merchants obta ined t h e  passage i n  

C a l i f o r n i a  l e g i s l a t u r e  o f a " S p e c i f i c c o n t r a c t  act" a t  t h e  end of A p r i l  1863. The 

s p e c i f i c  c o n t r a c t  provided t h a t  c o n t r a c t s  f o r  t h e  payment of s p e c i f i c  k inds  of 

money would be  e n f o r c e a b l e  i n  t h e  c o u r t s .  A f t e r  passage of t h a t  law, C a l i f o r n i a  

businessmen were a b l e  t o  p r o t e c t  themselves a g a i n s t  t e n d e r s  of greenbacks by in-  

s e r t i n g  gold c o i n  payment c l a u s e s  i n  a l l  t h e i r  c o n t r a c t s .  Would t h a t  t h e  o t h e r  

states, and even t h e  f e d e r a l  government, had done t h e  same!  log Furthermore, t h e  

p r i v a t e  banks of d e p o s i t  i n  C a l i f o r n i a  r e f u s e d  t o  a c c e p t  greenbacks on d e p o s i t ,  

newspapers used t h e i r  i n f l u e n c e  t o  w a r n  c i t i z e n s  abou t  t h e  dangers  of greenbacks,  

a n d t h e  state government re fused  t o  a c c e p t  greenbacks i n  payment of t axes .  I n  t h a t  

way, a l l  t h e  major i n s t i t u t i o n s  i n  C a l i f o r n i a  jo ined  i n  r e f u s i n g  t o  accep t  o r  g i v e  

t h e i r  imprimatur t o  f e d e r a l  i n c o n v e r t i b l e  paper.  

J u d i c i a l  i n s t i t u t i o n s  a l s o  helped mainta in  t h e  gold  s t andard  and r e p e l  t h e  

deprec ia ted  U.S. paper.  Not on ly  d i d  t h e  C a l i f o r n i a  c o u r t s  uphold t h e  c o n s t i t u -  

t i o n a l i t y  of t h e  s p e c i f i c  c o n t r a c t s  act,  b u t  t h e  C a l i f o r n i a  Supreme Court r u l e d  

i n  1862 t h a t  greenbacks could n o t  be accepted i n  state o r  county t a x e s ,  s i n c e  t h e  

s t a t e  c o n s t i t u t i o n  p r o h i b i t e d  any acceptance of paper money f o r  t axes .  

The s t a t e  of Oregon w a s  quick t o  fo l low C a l i f o r n i a ' s  l ead .  Oregon's c o n s t i -  

t u t i o n  had a l s o  outlawed banks of i s s u e ,  and gold  had f o r  y e a r s  been t h e  ex- 

c l u s i v e  currency.  Two weeks a f t e r  t h e  agreement of t h e  San Francisco merchants, 

l o 9 ~ h i s  exper ience i l l u s t r a t e s  a con t inu ing  problem i n  c o n t r a c t  law: i t  is  
no t  s u f f i c i e n t  f o r  government t o  a l low c o n t r a c t s  t o  be made i n  gold o r  gold co in .  
It is necessary  f o r  government t o  enforce  s p e c i f i c  performance of the  c o n t r a c t s ,  
so t h a t  d e b t o r s  must pay i n  t h e  wieght o r  v a l u e  of t h e  gold (o r  anything e l s e )  
r equ i red  i n  t h e  c o n t r a c t ,  and n o t  i n  some paper d o l l a r  equ iva len t  decided by 
law o r  t h e  c o u r t s .  



t h e  merchants of Salem Oregon, unanimously backed gold a s  t h e  monetary s tandard 

and refused t o  accep t  greenbacks a t  pa r .  Two months l a t e r ,  the l ead ing  merchants 

of Por t l and  agreed t o  accep t  greenbacks only  a t  r a t e s  c u r r e n t  i n  San Francisco;  

t h e  merchants i n  t h e  r e s t  of t h e  s t a t e  were qu ick  t o  fo l low s u i t .  The Por t land 

merchants i s s u e d  a c i r c u l a r  warning o f  a b l a c k l i s t  o f  a l l  customers who i n s i s t e d  

on s e t t l i n g  t h e i r  d e b t s  i n  greenbacks,  and they  would b e  q u i c k l y  boycot ted and 

d e a l i n g s  wi th  them would o n l y  b e  i n  cash.  

Oregon d e p o s i t  banks a l s o  r e f u s e d  t o  a c c e p t  greenbacks,  and t h e  Oregon 

l e g i s l a t u r e  followed C a l i f o r n i a  a y e a r  and a h a l f  l a t e r  i n  p a s s i n g  a s p e c i f i c  per- 

formance law. Oregon, too,  r e fused  t o  a c c e p t  greenbacks i n  taxes, and s t reng thened  

t h e  law i n  1864 by r e q u i r i n g  t h a t  " a l l  t axes  l e v i e d  by s t a t e ,  c o u n t i e s ,  o r  

municipal  c o r p o r a t i o n s  t h e r e i n ,  s h a l l  b e  c o l l e c t e d  and p a i d  i n  gold  and s i l v e r  

c o i n  of t h e  United S t a t e s  and n o t  o therwise .  w110 

I n  t h e  same year ,  the Oregon Supreme Court followed C a l i f o r n i a  i n  r u l i n g  t h a t  

greenbacks could n o t  c o n s t ~ t ~ t i o n a l l ~  be rece ived  i n  payment o f  t a x e s .  

The banking s t o r y  dur ing  t h e  C i v i l  War is g r e a t l y  complicated by t h e  advent 

of t h e  n a t i o n a l  banking system i n  t h e  l a t t e r  p a r t  of t h e  War. But i t  is  c l e a r  

t h a t  t h e  s t a t e  banks, being a b l e  t o  suspend s p e c i e  and t o  pyramid money and c r e d i t  

on t o p  o f  t h e  f e d e r a l  greenbacks,  p r o f i t e d  g r e a t l y  by be ing  a b l e  t o  expand dur ing  

t h i s  period.  Thus, t o t a l  s t a t e  bank n o t e s  and d e p o s i t s  were $510 m i l l i o n  i n  

1360, and by 1863 t h e  armunt r o s e  to  $743 m i l l i o n ,  an i n c r e a s e  i n  s t a t e  bank 

demand l i a b i l i t i e s  i n  those  t h r e e  y e a r s  of 15.2% per  year .  111 

11* Cited i n  Richard A. L e s t e r ,  Monetary Experiments (1939, London: David 
& Charles Repr in t s ,  19 7O), p. 166. On t h e  C a l i f o r n i a  and Oregon maintenance o f  t h e  
gold s t andard  dur ing  t h i s  pe r iod ,  s e e  i b i d ,  pp. 161-171. On C a l i f o r n i a ,  s e e  
Bernard Eloses, "Legal Tender Notes i n  C a l i f o r n i a ,  " Quar te r ly  Journa l  of Economics, 
Vol. V i i  (October 1892) ,  pp. 1-25; YLthell ,  History of Greenbacks, pp. 142-144. 
On Oregon, s e e  James H .  G i l b e r t ,  Trade and Currency i n  Ear ly  Oregon (New York: 
Columbia Univers i ty  Press ,  1907) ,  pp. 101-122. 

111 H i s t c r i c a l  S t a t i s t i c s ,  pp. 625, 648-649. 



It is no wonder, then, t h a t  c o n t r a r y  t o  o l d e r  h i s t o r i c a l  opinion,  many 

s t a t e  banks were e n t h u s i a s t i c  about t h e  greenbacks,  which provided t h a  wi th  

l e g a l  t ender  which cou ld  t u n c t i o n  a s  a r e s e r v e  b a s e  upon which they could  

expand. As Hammond p u t s  i t ,  "Ins tead o f  be ing  curbed (as  some people supposed 

l a t e r ) ,  t h e  p a r e r e  o f  t h e  banks were augmented by t h e  l e g a l  t ender  i s s u e s .  As 

t h e  i s s u e s  inc reased ,  t h e  depos i t e  o f  t h e  banks would increase."112 Indeed, 

Senator  Sherman (R-OH) noted t h a t  t h e  state battks favored  greenbacks.  And t h e  

p r i n c i p a l  a u t h o r  o f  t h e  greenback l e g i s l a t i o n ,  Rep. E lbr idge  G. Spaulding (R-NY), 

the chairman o f  t h e  Howe Ways and Meaw Subcormnittee t h a t  in t roduced  the  b i l l ,  

was hirnself a Buf fa lo  banker.  

The t o t a l  money supply of t h e  coun t ry  ( inc lud ing  gold  c o i n ,  state bank n o t e s ,  

s u b s i d i a r y  s i l v e r ,  U.S. currency inc lud ing  f r a c t i o n a l  and greenbacks) amounted t o  

$745.4 m i l l i o n  i n  1860. By 1863, t h e  money supply had skyrocketed t o  $1.435 b i l -  

l i o n ,  an  i n c r e a s e  of 92.52 i n  t h r e e  years ,  o r  30.8% p e r  annum. By t h e  end of t h e  

war, t h e  money supply,  which now included n a t i o n a l  bank n o t e s  and d e p o s i t s ,  t o t a l l e d  

$1.773 b i l l i o n ,  an  i n c r e a s e  i n  two y e a r s  of 23.6%, o r  11.8% per  year .  Over t h e  en- 

t i r e  war, t h e  money supply r o s e  from 65.4 m i l l i o n  t o  $1.773 b i l l i o n ,  an i n c r e a s e  

of 137.92, o r  27.69 

The response t o  t h i s  s e v e r e  monetary i n f l a t i o n  w a s  a massive i n f l a t i o n  of 

p r i c e s .  It is no wouder t h a t  t h e  greenbacks,  d e p r e c i a t i n g  r a p i d l y  i n  terms o f  gold ,  

deprec ia ted  i n  terms uf goods a s  w e l l .  IIholesctle 'prices r o s e  from 100 i n  1860, 

t o  210.9 a t  t h e  end o f  t h e  war, 3 rise of 110.9% o r  22.2% per  year .  114 
.-- -- 

"%ray Hamnond, 2 o v e r e i g n t l  & an  Empty Purse:  Banks and P o l i t i c s  & 
t h c  C i v i l  War (Princetorl :  Pr inceton Univers i ty  P r e s s ,  l97O), pp. 246, 249-250. - -- -- 
Alsa s e e  North, "Greenback Dol la r s  ," pp. 143-148. 

'13 H i s t o r i c a l  S t a t i s t i c s ,  pp. 625, 648-649. I n  a c a r e f u l  a n a l y s i s  North 
es t imates  t h e  t o t a l  money supply a t  approximately $ 2  b i l l i o n ,  and a l s o  p o i n t s  
o u t  t h a t  c o u n t e r f e i t  ilotes i n  t h e  C i v i l  War have been es t imated  t o  amount t o  no 
less than one- thi rd  o f  t h e  t o t a l  currency i n  c i r c u l a t i o n .  North, "Greenback 
Dollars."  P. 134. The  c o u n t e r f e i t i n g  e s t i m a t e s  a r e  i n  W i l l i a m  P, Donlon, 

Ralph Andresno, e d . ,  E c o n o d c  Impact of che American C i v i l  War 
(Cambridge, ?lass: Schenckmn, l961) ,  p. 178.- 



The Republican Administration argued t h a t  t h e i r  i s sue  of  greenbacks was 

required by s t e r n  wartime "necessi ty ."  The spuriousness o f  t h i s  argument is  seen 

by t h e  f a c t  t ha t  greenbacks were v i r t u a l l y  not  issued a f t e r  t h e  middle of  1863. 

There were three  a l t e r n a t i v e s  t o  t h e  i s suance  of  l e g a l  tender  f i a t  money: 1 )  

t h e  government could have i ssued  paper money but  not made i t  l e g a l  tender;  i t  

would have depreciated even more rap id ly .  A t  any r a t e ,  they would have had 

quasi- legal  tender  s t a t u s  by be ing  rece ivable  i n  f ede ra l  dues and taxes ;  2) 

i t  could have increased taxes  t o  pay f o r  t h e  war expenditures;  3) i t  could have 

i ssued  bonds and o ther  s e c u r i t i e s  and so ld  t he  debt  t o  banks and non-bank 

i n s t i t u t i o n s .  In f a c t ,  t h e  government employed both t h e  l a t t e r  a l t e r n a t i v e s ,  and 

a f t e r  1863 stopped i s su ing  greenbacks and r e l i e d  on them exclusively,  e spec i a l l y  

a rise i n  t he  public debt .  The accumulated d e f i c i t  p i l ed  up during t h e  w a r  was 

$2.614 b i l l i o n ,  of which t h e  p r i n t i n g  of greenbacks only financed $431.7 mi l l ion .  

Of the  f ede ra l  d e f i c i t s  during t h e  war, greenbacks financed 22.8% i n  f i s c a l  

1862, 48.5% i n  1863, 6.3% i n  1864, and none i n  1865.115 

The Confederacy, on t h e  o t h e r  hand, financed v i r t u a l l y  a l l  of  i ts  
expenditures through mammoth p r i n t i n g  of f i a t  paper, t h e  Southern ve r s ion  of  
t he  greenback. Confederate notes ,  which were f i r s t  issued i n  June 1861 t o  a sum 
of  $1.1 mi l l ion ,  skyrocketed u n t i l  t h e  t o t a l  supply of confederate notes i n  
January 1864 w a s  no less than $826.8 mi l l ion ,  an  i nc rease  of 750.6% f o r  t h r e e  
and a ha l f  years ,  o r  214.5% per year .  Bank notes and depos i t s  i n  t h e  Confed- 
eracy ro se  from $119.3 mi l l i on  t o  $268.1 mi l l i on  i n  t h i s  period, s o  t h a t  t he  
t o t a l  money supply rose  from $120.4 mi l l i on  t o  $1.095 b i l l i o n ,  o r  an  i nc rease  
of 1060% - 302.9% pe r  year .  P r i ce s  i n  t h e  Eastern Confederacy ro se  from 100 
i n  e a r l y  186i  t o  no less than over  4,000 i n  1864, and 9,211 a t  t he  end of t h e  
ticzr i n  Apri l ,  1865. Thus, i n  four  years ,  p r ices  r o s e  by 9100%, o r  an  average 
of 2275% per amum. See Eugene M. Lerner, " In f l a t i on  i n  t h e  Confederacy, 
1851-65," i n  M. Friedman, ed . ,  S tud ies  i n  the  Q~taneity Theory of Money (ehicago: 
University of Chicago Press ,  1956), pp. 163-175; Lerner, "Money, Pr ices  and 
Wages i n  t he  Confederacy, 1861-05," i n  Andreano, _Economic Impact, pp. 11-40. 



This i s  p a r t i c u l a r l y  s t r i k i n g  i f  we consider  t h a t  the  peak d e f i c i t  came 

i n  1865, t o t a l l i n g  $963.8 mil l ion.  All t h e  r e s t  was financed by increased publ ic  

debt.  Taxes a l s o  increased grea t ly ,  revenues r i s i n g  from $52 mi l l i on  i n  1862 

t o  $333.7 d i l l i o n  i n  1865. Tax revenues a s  a percentage of t h e  budget ro se  

from the minuscule 10.7% i n  f i s c a l  1862 t o  over  26% i n  1864 and 1865. 

It is c l e a r ,  then, t h a t  t h e  argument from "necessity" i n  t h e  p r in t ing  of 

greenbacks w a s  specious, and, indeed the  greenback advocates conceded t h a t  i t  

w a s  pe r f ec t ly  poss ib le  t o  i s s u e  publ ic  debt ,  provided t h a t  t h e  Administration 

was w i l l i n g  to  s e e  the  p r i ce s  of its bonds rise and its i n t e r e s t  payments rise 

considerably. A t  l e a s t  f o r  =st of  t h e  w a r ,  they were not w i l l i n g  t o  t ake  t h e i r  

chances i n  t he  c o a p e t l d v e  bond market 

The Public Debt and the  National Banking System 

The publ ic  debt of t h e  C i v i l  War brought i n t o  American f inanc ia l  h i s t o r y  the  

important advent of one Jay Cooke. The Ohio-born Cooke had joined t h e  moderately 

successfu l  Philadelphia investment banking f i rm of Clark and Dodge as a c l e r k  a t  

the age of eighteen. I n  a few years ,  Cooke worked himself up t o  the s t a t u s  of 

junior  par tner ,  and, i n  1857, he l e f t  t he  f i rm t o  branch out  on h i s  own i n  canal 

and r a i l road  promotion and o the r  business  ventures .  There he doubtless would have 

remained, except f o r  t he  lucky f a c t  t h a t  h e  and h i s  b ro the r  Henry, e d i t o r  of t he  

leading  Republican newspaper i n  Ohio, t he  Ohio S t a t e  Journal ,  were c lose  f r iends  

of U.S. Senator Salmon P. Chase. Chase, a ve teran  l eade r  of t he  ant i -s lavery 

movement, fought f o r  

Abraham Lincoln. A t  

and l o s t  the  Republican P res iden t i a l  nomination i n  1860 t o  

t h a t  point,  the Cookes determined t h a t  they would fea ther  

Mitchell ,  History of the Greenbacks, pp. 61-74; 119f., 128-131. 
Also s e e  Don C. Ba r r e t t ,  The Greenbacks and Resumption of Specie Payments, 
1862-1879 (Cambridge: Harvard University Press ,  1931) , pp. 25-57. 



I t h e i r  n e s t  by lobbying t o  make Salmon Chase Secretary of t h e  Treasury. After  
k 

heavy lobbying by the Cook-, t h e  Chase appointment was secured, and so  Jay 

Cooke quickly set up h i s  own investment banking house of Jay Cooke & Co. 

Everything w a s  i n  place; i t  now remained t o  s e i z e  the  opportunity.  As 

t he  ~ o o k e ' s  f a the r  wrote of Henry: "I took up my pen p r inc ipa l ly  t o  say t h a t  

H.S.'s [8enry1s] plan i n  g e t t i n g  Chase i n t o  t h e  Cabinet and [John] Sherman i n t o  

t h e  Senate is accomplished, and t h a t  now is the  time f o r  making money, by 

honest cont rac ts  out  of the government. dl 7 

Now indeed w a s  t h e i r  time f o r  making money, and Cooke l o s t  no time i n  doing 

so .  It d id  not take much persuasion, inc luding  wining and dining, f o r  Cooke 

t o  induce h i s  f r iend  Chase t o  take a n  unprecendented s t e p  i n  the  f a l l  of 1862: 

gran t ing  t h e  House of Cooke a monopoly on t h e  underwriting of  t h e  publ ic  debt.  

With enormous energy, Cooke hurled himself i n t o  t h e  t a sk  of persuading t h e  mass of 

publ ic  LO buy U.S. government bonds. I n  doing so, Cooke perhaps invented the  a r t  

of publ ic  r e l a t i o n s  and of mass propaganda; ce r t a in ly ,  he d id  so i n  =he realm o'f 

s e l l i n g  bonds. A s  Kirkland wr i tes :  

With c h a r a c t e r i s t i c  optimism, he [Cookel f lung himself i n t o  a 
bond crusade. He r ec ru i t ed  a small army of 2,500 subagents among 
bankers, insurance men, and comnrunity leaders  and kept them insp i red  
and informed by mail and telegraph. He taught the  American people 
t o  buy bonds, using l a v i s h  adve r t i s ing  i n  newspapers, broadsides,  and 
pos te rs .  God, dest iny,  duty, courage, pa t r io t i sm -- all summoned 
11 Fanners, Mechanics, and C a p i t a l i s t s "  t o  i nves t  i n  loans - 118 

loans which of course they had t o  purchase from Jay Cooke. 

And purchase the loans they did, f o r  Cooke's bond s a l e s  soon reached t h e  

enormous f igu re  of one to two m i l l i o n  d o l l a r s  a day. Perhaps $2 b i l l i o n  i n  bonds 

were bought and underwritten by Jay Cooke during t h e  war. Cooke l o s t  h i s  monopoly 

117 I n  Henriet ta  Larson, Jay Cooke, P r iva t e  Banker (Cambridge : Harvard 
University Press,  1936) , p. 103. Also see  Edward C . Kirkland, Industry Comes 
of Age: Business, Labor and Public Pol icy,  1860-1897 (New York: Holt ,  Rinehart - 
and Winston, 1961) , p . 20. 

Kirkland, Industry,  pp . 20-21. 



i n  1864, under pressure of r i v a l  bankers;  bu t  a year  l a t e r  he  was reappointed, 

to keep t h a t  highly l u c r a t i v e  post u n t i l  t h e  House of  Cooke crashed i n  the Panic 

of 1873. 

I n  the  C i v i l  War, Jay Cooke began as a moderately successfu l  promoter; 

h e  emerged a t  w a r ' s  end a mi l l i ona i r e ,  a man who had spawned the  popular motto , 

"as r i c h  a s  Jay Cooke." Surely he  must have counted the $100,000 he had poured 

i n t o  Salmon Chase's p o l i t i c a l  for tunes  by 1864 one of t h e  most l u c r a t i v e  inves t -  

ments he had ever made. 

It is not su rp r i s ing  t h a t  Jay Cooke acquired enormous p o l i t i c a l  in f luence  

i n  t h e  Republican Administration of  t h e  'Civil War and a f t e r .  Hugh McCulloch, 

Secre ta ry  of t h e  Treasury from 1865 t o  1869, w a s  a c l o s e  f r iend  of Cooke's, and 

when McCulloch l e f t  o f f i c e  he  assumed the  pos t  of  head of Cooke's London o f f i c e .  

The Cooke bro thers  were a l s o  good f r i e n d s  of  General Grant, and so they wielded 

g rea t  i n f  h e n c e  during t h e  Grant Administration. 

No sooner had Cooke secured t h e  monopoly of government bond underwri t ing 

than he teamed up with h i s  a s soc i a t e s  Secre ta ry  of the  Treasury Chase and Ohio's 

Senator John Sherman t o  d r i v e  through a measure which was dest ined t o  have f a r  

more f a t e f u l  e f f e c t s  than greenbacks on t h e  American monetary system: t h e  

National Banking Acts. The National Banking Acts destroyed the  previous decen- 

t r a l i z e d  and f a i r l y  successful  s t a t e  banking system, and subs t i t u t ed  a new, 

cen t r a l i zed  and f a r  more i n f l a t i o n a r y  banking system under the aegis  of Washington 

and a handful of W a l l  S t r e e t  banks. Whereas t he  e f f e c t s  of t he  greenbacks were 

f i n a l l y  el iminated by the resumption of spec i e  payments i n  1879, the  e f f e c t s  of 

t he  na t iona l  banking system a r e  s t i l l  with us .  Not only was t h i s  system i n  place 

u n t i l  1913, bu t  i t  paved the  way f o r  t h e  Federal Reserve System by i n s t i t u t i n g  

a quasi-central  banking type of monetary system. The "inner contradict ions" of 

t h e  na t iona l  banking system were such t h a t  t he  na t ion  was dr iven e i t h e r  t o  go 



onward t o  a f r a d l y  cen t r a l  bank o r  e l s e  t o  s c rap  cent ra l ized  banking d t o g e t h e r  

and go back to decentral ized s t a t e  banking. Given the  inner  dynamic of s t a t e  

i n t e rven t ion  t o  keep in tens i fy ing ,  coupled with t h e  almost un iversa l  adoption 

o f  a statist  ideology a f t e r  t h e  t u r n  of t h e  twentieth century, which course 

t h e  na t ion  would take  w a s  unfortunately inev i t ab l e .  

Chase and Sherman drove t h e  new system through under cover of w a r  necessi ty ,  

bu t  i t  w a s  designed t o  alter the  banking system permanently. The wartime ground 

w a s  t o  set up na t iona l  banks which were so  s t ruc tu red  as t o  necessar i ly  purchase 

l a r g e  amounts of U.S. government bonds. Pat terned a f t e r  the "free" banking 

systems, this t i e d  i n  t h e  na t ion ' s  banks with t h e  f'gderal government and the  

publ ic  debt  i n  a c lose  symbiotic r e l a t i onsh ip .  The Jacksodan  embarrassment of 

t h e  independent t reasury w a s  de f a c t o  swept away, and t h e  Treasury would now 

keep i ts  deposi ts  in a new s e r i e s  of "pets": t he  na t iona l  banks, char te red  

d i r e c t l y  by the  federa l  government. I n  t h i s  way, t h e  Republican Party was 

a b l e  t o  use the  wartime emergency, coupled with the  v i r t u a l  disappearance of 

t he  Democrats from Congress, t o  f u l f i l l  t h e  Whig-Republican dream of a 

cen t r a l i zed  banking system, ab l e  t o  i n f l a t e  t h e  supply of money and c r e d i t  

i n  a uniform manner, cont ro l led  by t h e  f ede ra l  government. Meshing with t h i s  

w a s  a profound p o l i t i c a l  goal: a s  Sherman expressly pointed out,  a v i t a l  ob jec t  

of the na t iona l  banking system was t o  e r ad ica t e  t h e  embarrassing doc t r ine  of 

s t a t e ' s  r i g h t s ,  and t o  na t iona l i ze  American p o l i t i c s .  119 

I n  h i i  important work on Northern i n t e l l e c t u a l s  and the  C iv i l  War, 
George Fredrickson discusses  an  i n f l u e n t i a l  a r t i c l e  by one Samuel Fowler 
w r i t t e n  a t  t h e  end of t h e  war: "' The C iv i l  War which has changed the  cur ren t  of 
our ideas ,  and crowded i n t o  a few years  t he  emotions of a l i f e t i m e , '  Fowler 
wrote, 'has i n  measure given to  t he  preceding period of our h i s to ry  t h e  charac te r  
of a remote s t a t e  of p o l i t i c a l  exis tence.  ' Fowler described the way i n  which 
the war, a triumph of nationalism and a demonstration of ' t h e  universa l  tendency 
t o  combination, ' had provided the  coup de grace  f o r  t h e  Jef fe rson  philosophy 
of government with i t s  emphasis on decen t r a l i za t ion  and the  pro tec t ion  of l o c a l  
and indiv idua l  l i b e r t i e s . "  George Frederickson, The Inner C i v i l  War: Northern 
I n t e l l e c t u a l s  and the  Crisis of the  Union (New York: Harper & Row, 1965), 

- - P A - -  

p. 184. Also s e e  Merri l l  D. Peterson, = J e f f e r s o d a n  Image i n  the American 
Mind (New York: Oxford University Press ,  1960), pp. 217-218. - 



A s  es tabl ished i n  t he  Bank Acts of 1863 and 1864, the  na t iona l  banking 

system provided f o r  t he  cha r t e r ing  of na t iona l  banks by the  Comptroller 

of t h e  Currency i n  Washington, D.C. The banks were "free" i n  t he  sense t h a t  

any i n s t i t u t i o n  meeting t h e  requirements could o b t a i n  a cha r t e r ,  b u t  t h e  

requirements were so  high (from $50,000 f o r  r u r a l  banks t o  $200,000 i n  the  bigger  

c i t i e s )  t h a t  small na t iona l  banks were ru l ed  out ,  p a r t i c u l a r l y  i n  t h e  l a r g e  

c i t i e s .  120 

The na t iona l  banking system c rea t ed  three  sets of na t iona l  banks: c e n t r a l  

reserve  c i t y ,  which was only New York; reserve  c i t y ,  o the r  c i t i e s  with over 

500,000 population; and country, which included a l l  o the r  na t iona l  banks. 

Central  reserve c i t y  banks were required t o  keep 25% of t h e i r  notes  and 

depos i t s  i n  reserve of v a u l t  cash o r  "lawful money," which included gold, s i l v e r ,  

and greenbacks. This provision incorporated the  "reserve requirement" concept 

which had been a f ea tu re  of t h e  "free" banking system. Reserve c i t y  banks, on 

t h e  o the r  hand, were allowed t o  keep one-half of t h e i r  required reserves  i n  v a u l t  

cash, while  t he  o the r  ha l f  could b e  kept  a s  demand depos i t s  (checking depos i t s )  

i n  c e n t r a l  reserve c i t y  banks. F ina l ly ,  country banks only had t o  keep a 

minimum reserve r a t i o  of 15% t o  t h e i r  notes  and depos i t s ;  and only 40% of t hese  

reserves  had to  be  i n  t he  form of vau l t  cash. The o ther  60% of t h e  country 

banks' reserves could be i n  t h e  form of demand depos i t s  e i t h e r  a t  t h e  reserve  

c i t y  o r  c e n t r a l  reserve  c i t y  banks. 

The upshot of t h i s  system was t o  =place t h e  individual ized s t r u c t u r e  of t he  

pre-Civil  War s t a t e  banking system by a n  inve r t ed  pyramid of country banks 

expanding on top  of reserve  c i t y  banks, which i n  t u rn  expanded on top of New York 

c i t y  banks. Before t h e  C iv i l  War, every bank had t o  keep i ts own spec ie  reserves ,  

120 For a p a r t i c u l a r l y  l uc id  expos i t ion  of t h e  s t r u c t u r e  of t h e  n a t i o n a l  
banking system, see John J. Klein, Money and the  Economy (2nd Ed., New York: 
Harcourt, Brace and World, 1970), pp. 140-147. 



and any pyramiding of notes and depos i t s  on top of t h a t  was severely l imi ted  

by c a l l s  f o r  redemption i n  spec ie  by o ther ,  competing banks a s  wel l  a s  by the  

general  public.  But now, reserve c i t y  banks could keep ha l f  of t h e i r  reserves 

a s  depos i t s  i n  New York City banks, and country banks could keep most of t h e i r s  

i n  one o r  t he  other ,  so  t h a t  as a r e s u l t ,  a l l  t h e  na t iona l  banks i n  tzhe country 

could pyramid i n  two l aye r s  on  top of t h e  r e l a t i v e l y  s d l  base of reserves i n  

t h e  New York banks, And furthermore, those reserves could cons i s t  of i n f l a t e d  

greenbacks a s  w e l l  a s  specie.  

A s impl i f ied  schematic diagram can por t ray  the  essence of t h i s  revolut ion 

i n  American banking: 

Figure I 

notes  and 
deposi ts  

specie  

Ngure  1 shows s t a t e  banks i n  t he  decentral ized system before  t h e  C i v i l  War. 

Every bank m u s t  s tand o r  f a l l  on its bottom. It can pyramid notes and deposi ts  

on top of specie ,  bu t  its room f o r  such i n f l a t i o n a r y  expansion is l imi ted ,  because 

any bank's expansion w i l l  cause increased spending by i ts c l i e n t s  on the  goods 

o r  se rv ices  of o ther  banks. Notes o r  checks on the  expanding bank w i l l  go i n t o  

the  co f f e r s  of o ther  banks, which w i l l  c a l l  on the  expanding bank f o r  redemption. 

This w i l l  put severe pressure on the  expanding bank, which cannot redeem a l l  of 

i t s  l i a b i l i t i e s  as i t  is,  and whose reserve r a t i o  has declined, and so i t  w i l l  

be  forced t o  con t r ac t  i ts loans and l i a b i l i t i e s  o r  e l s e  go under. 



Figure 2 
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Figure 2 d e p i c t s  t h e  i n v e r t e d  pyramid of t h e  n a t i o n a l  banking system. New 

York Ci ty  banks pyramid n o t e s  and d e p o s i t s  on  top  o f  s p e c i e  and greenbacks;  

r e s e r v e  c i t y  banks pyramid t h e i r  n o t e s  and d e p o s i t s  on top  o f  s p e c i e ,  greenbacks 

and d e p o s i t s  a t  New York Ci ty;  and country banks pyramid on top  o f  bo th .  Th is  - 
means t h a t ,  f o r  example, i f  New York City banks i n f l a t e  and expand t h e i r  

no tes  and d e p o s i t s ,  they w i l l  n o t  b e  checked by o t h e r  banks c a l l i n g  upon them f o r  

redemption. Ins tead ,  r e s e r v e  c i t y  banks w i l l  be a b l e  t o  expand t h e i r  own l o a n s  

and l i a b i l i t i e s  by pyramiding on top  of t h e i r  own i n c r e a s e d  d e p o s i t s  a t  New York 

banks. I n  t u r n ,  t h e  country  banks w i l l  b e  a b l e  t o  i n f l a t e  t h e i r  c r e d i t  by 



pyramiding on top of t h e i r  increased depos i t s  a t  both reserve c i t y  and New 

York banks. The whole nat ion i s  ab le  t o  i n f l a t e  uniformly and r e l a t i v e l y  

unchecked by pyramiding on top  of a few New York City banks. 

The nat iona l  banks were not  compelled t o  keep p a r t  of t h e i r  reserves 

a s  depos i t s  i n  l a r g e r  banks, b u t  they tended t o  do so  - i n  t h e  long run, s o  

t h a t  they could expand uniformly on top  of t h e  l a r g e r  banks, and i n  t h e  s h o r t  

run  because of t he  advantages of  having a l i n e  of c r e d i t  with a l a r g e r  

"correspondent" bank a s  we l l  a s  earning i n t e r e s t  on demand deposi ts  a t  t h a t  

bank.121 

Banks general ly  paid i n t e r e s t  on demand deposi ts  u n t i l  t he  p rac t i ce  
w a s  outlawed i n  1934. 



Let u s  i l l u s t r a t e  i n  another way how the na t iona l  banking system pyramided 

by cen t r a l i z ing  reserves.  L e t  us consider  t h e  hypothet ical  balance shee ts  of 

t h e  various banks. lZ2 Suppose t h a t  t h e  country banks begin with $1 mi l l i on  i n  

vau l t  cash as t h e i r  reserves.  With the n a t i o n a l  bank system i n  place, t h e  country 

banks can n w  deposi t  th ree- f i f ths ,  o r  $600,000 of t h e i r  cash i n  reserve c i t y  

banks, i n  re turn  f o r  interest-paying demand depos i t s  a t  those banks. 

The balance-sheet changes a r e  now as follows: 

Country B a n k s  

Assets L i a b i l i t i e s  + Equity 

Res erves 

Vault cash -$600, 000 

Deposits a t  
Reserve City 
banks +$600, 000 

Reserve City Banks 

Assets L i a b i l i t i e s  + Equity 

R e s  emes  

Vaul t cash +$600,000 Demand deposi ts  
due country 
b auks +$600, 000 

Total r e s e n e s  f o r  the  two s e t s  of banks have not  changed. But now 

because the country banks can use as t h e i r  reserves  deposi ts  i n  reserve c i t y  

banks, the same t o t a l  reserves can now be used by the  banks to expand f a r  more 

122 
Adapted from Klein, Money and the Economy, pp. 144-145. 



of t h e i r  c r ed i t .  For now $400,000 i n  cash supports t he  same t o t a l  of notes 

and depos i t s  t h a t  t he  country banks had previously backed by $1 mi l l ion ,  

and the  reserve c i t y  banks can  now expand $2.4 mi l l i on  on top of t h e  new 

'$600,000 i n  cash -- o r  rather, $1.8 mi l l i on  i n  add i t i on  t o  t h e  $600,000 

due t o  t he  c i t y  banks. In s h o r t ,  country bank reserves  have remained t h e  same, 

b u t  reserve c i t y  bank reserves have increased by $600,000, and they can 

engage i n  4 : l  pyramiding of c r e d i t  on top of t ha t .  

But t h a t  is not  al l .  For t h e  resetve c i t y  banks can depos i t  ha l f  of t h e i r  

reserves  a t  the  New York banks. When they do tha t ,  t h e  balance shee t s  of t he  

r e spec t ive  banks change as follows: 

Reserve City Banks 

Assets L i a b i l i t i e s  + Equity 

Res erves 
Vault cash +$300, 000 

Deposits a t  
c e n t r a l  reserve 
c i t y  banks +$300, 000 

Demand deposi ts  
due country 
banks +$600, 000 

Central  Reserve City Banks 

Assets L i a b i l i t i e s  + Equity 

Reserves 
Vault cash Demand deposi ts  

due reserve 
c i t y  banks +$3OO, 000 



Note t h a t  a i n c e  t h e  r e s e r v e  c i t y  banks are al lowed t o  keep h a l f  of t h e i r  

r e s e r v e s  i n  t h e  c e n t r a l  r ese rve  c i t y  banks ,  t h e  former can s t i l l  pyramid $2 .4  

m i l l i o n  on  top o f  t h e i r  nev $600,000, and y e t  d e p o s i t  $300,000 i n  cash a t  t h e  

New York banks.  The l a t t e r ,  then, can  expand a n o t h e r  4 : l  on top  of t h e  new 

cash of $300,000, o r  i n c r e e s e  t h e i r  t o t a l  n o t e s  and  d e p o s i t s  t o  $1.2 m i l l i o n .  

In s h o r t ,  n o t  on ly  d i d  t h e  n a t i o n a l  banking sys.tem a l low pyramiding of t h e  

e n t i r e  banking s t r u c t u r e  on top of a few l a r g e  W a l l  S t r e e t  banks, i n  a d d i t i o n ,  

t h e  very i n i t i a t i n g  of t h e  system a l l w e d  a m u l t i p l e  expansion of a l l  bank 

l i a b i l i t i e s  by c e n t r a l i z i n g  a l a r g e  p a r t  o f  the n a t i o n ' s  cash rese rves  from t h e  

i n d i v i d u a l  s t a t e  banks i n t o  t h e  hands o f  t h e  l a r g e r ,  and e s p e c i a l l y  t h e  New York, 

banks. For t h e  expansion o f  $1.2 m i l l i o n  o n  t o p  o f  the new $300,000 a t  New 

York banks, se rved  t o  expand the l i a b i l i t i e s  going t o  t h e  smal le r  banks, which i n  

t u r n  could pyramid on top of t h e i r  i n c r e a s e d  d e p o s i t s .  But even without t h a t  

f u r t h e r  expansion,  $1 m i l l i o n  which, w e  w i l l  assume, o r i g i n a l l y  supported 

$6 m i l l i o n  i n  n o t e s  and d e p o s i t s ,  w i l l  now s u p p o r t ,  i n  a d d i t i o n  t o  t h a t  

$6 m i l l i o n ,  $2 .4  m i l l i o n  issued by t h e  r e s e r v e  c i t y  banks ,  and $1.2 m i l l i o n  

by the  New York Banks-to say  nothing of f u r t h e r  expansion by t h e  l a t t e r  two 

s e t s  of banks which w i l l  a l low country  banks t o  pyramid more l i a b i l i t i e s .  

I n  June 1874, t h e  fundamental s t r u c t u r e  o f  t h e  n a t i o n a l  banking s y s  tern was 

changed when Congress, a s  p a r t  of a n  i n f l a t i o n i s t  move a f t e r  t h e  Panic of 1873, 

e l imina ted  a l l  r ese rve  requirements on  n o t e s ,  keep ing  them only on depos i t s .  This 

re leased  over  $20 m i l l i o n  of l awfu l  money from bank r e s e r v e s ,  and allowed a f u r t h e r  

pyramiding of demand l i a b i l i t i e s .  I n  t h e  l o n g  r u n ,  i t  severed t h e  t reatment  

of no tes  from depos i t s ,  wi th  notes  t i e d  r i g i d l y  t o  bank holdings  of government d e b t ,  

and demand d e p o s i t s  pyramiding on t o p  o f  r e s e r v e  r a t i o s  i n  s p e c i e  and greenbacks. 

123 See Hepburn, His tory  of  Currency, pp. 317-313. 



But t h i s  cen t r a l i zed  inve r se  pyramiding of bank c r e d i t  was not a l l .  For, 

i n  a way modeled by the  "free" banking system, every na t iona l  bank's expansion 

of notes  w a s  t i e d  in t imate ly  t o  i ts  ownership of U.S. Government bonds. Every 

bank could only issue notes  i f  it deposited a n  equiva len t  of U.S. s e c u r i t i e s  a s  

c o l l a t e r a l  a t  the  U.S.  Treasury, 124 so  t h a t  na t iona l  banks could only expand t h e i r  

notes  t o  the extent  that they purchased U.S. Government bonds. This provision 

t i e d  t h e  na t iona l  banking system in t imate ly  t o  t h e  f ede ra l  government, and, more 

pa r t i cu l a r ly ,  t o  its expansion of publ ic  debt. The f ede ra l  government had a n  

assured, b u i l t - i n  market f o r  i ts debt ,  and t h e  more the  banks purchased t h a t  

debt ,  t h e  more t h e  banking system could i n f l a t e .  Monetizing t h e  publ ic  debt  

w a s  not only in f l a t i ona ry  per se ,  i t  provided the  b a s i s  - when done by the  

l a r g e r  c i t y  banks - of o the r  banks pyramiding on top of t h e i r  own monetary 

expans ion. 

The t ie - in  and the  pyra'miding process were cemented by seve ra l  o ther  pro- 

vis ions.  Every nat iona l  bank w a s  obl iged t o  redeem t h e  ob l iga t ions  of every 

o t h e r  na t iona l  bank p t  par. Thus, t h e  severe market l i m i t a t i o n  on the  

c i r c u l a t i o n  of i n f l a t e d  notes  and depos i t s  -- deprec ia t ion  a s  the  d i s t ance  from 

the  bank increases  -- was abolished. And while  t he  f ede ra l  government could not 

exact ly make the notes  of a p r i v a t e  bank l e g a l  tender,  i t  conferred quasi-legal 

tender s t a t u s  on every na t iona l  bank by agreeing t o  rece ive  a l l  its notes and 

depos i t s  a t  par  f o r  dues and taxes.  125 

124 Original ly ,  na t iona l  banks could only i s s u e  notes to  the value 90 
per cent  of its U.S. Government bonds. This l i m i t a t i o n  was changed t o  100 
per cent  i n  1900. 

125 Fxcept, of course, as we have seen with the  greenbacks, f o r  payment 
of customs dut ies ,  which had t o  b e  paid i n  gold, to  bu i ld  up a fund t o  pay 
i n t e r e s t  on the  government debt i n  gold. 



It is i n t e r e s t i n g  and even h e a r t e n i n g  t o  d i s c o v e r  t h a t ,  d e s p i t e  these  enornous 

advantages  conferred by t h e  f e d e r a l  government, n a t i o n a l  bank no tes  f e l l  belov 

par  w i t h  g r e c n b a c b  i n  t h e  f i n a n c i a l  c r i s i s  o f  1867, and a number of n a t i o n a l  

126 
banks f a i l e d  t h e  next year .  

Genuine redeemabi l i ty ,  fur thermore,  vas made very d i f f i c u l t  under t h e  

n a t i o n a l  banking system. Laxi ty  was i n s u r e d  by t h e  f a c t  t h a t  n a t i o n a l  banks were 

r e q u i r e d  t o  redeem t h e  n o t e s  and d e p o s i t s  o f  every  o t h e r  n a t i o n a l  bank a c  par,  

and y e t  i t  vas made d i f f i c u l t  f o r  them t o  a c t u a l l y  redeem t h o s e  l l a b i l i t i c s  i n  

specie; f o r  one of the p r o b l e m  w i t h  t h e  p r c - C i d l  War s t a t e  banking system is  

t h a t  i n t e r s t a t e  o r  even i n t r a s t a t e  b ranches  were i l l e g a l ,  thereby hobbl ing t h e  

c l e a r i n g  system f o r  s v i f t l y  redeeming a n o t h e r  bank 's  no tes  and d e p o s i t s .  One 

might think t h a t  a u a t i o n a l  banking system vould a t  least e l i m i n a t e  t h i s  problem, 

b u t  on t h e  contrary ,  branch banking con t inued  to  be  p roh ib i t ed ,  and i n t e r s t a t e  

b ranch  banking is i l l e g a l  t o  t h i s  day. A bank w u l d  only  have t o  r e d e m  i ts  notes 

a t  i ts OM counter  i n  i ts  home o f f i c e .  Furthermore,  t h e  redemption of notes  

w a s  c r i p p l e d  by the  f a c t  that the f e d e r a l  government '_mposed a maximurn l i m i t  o f  

$3 m i l l i o n  a mnth by vh ich  national bank n o t e s  could  be con t rac ted .  127 

Reserrre requirements a r e  now cons idered  a sound and p r e c i s e  vay t o  l i m i t  

bank c r e d i t  expansion, b u t  the p r e c i s i o n  c a n  uork tuo ways. J u s t  as goverrrment 

s a f e t y  codes can decrease  s a f e t y  by s e t t i n g  a lower l i m i t  f o r  s a f e t y  measures and 

induc ing  p r i v a t e  f i rms t o  reduce s a f e t y  dovnward t o  t h a t  cotunoa l e v e l ,  so r e s e r v e  

126 
See Smith, Rat ionale ,  p. 48. 

'L' See Smith, Rat ionale ,  p. 132. 



requirements can and o r d i n a r i l y  do serve a s  lowest common denominators f o r  

bank reservera t ios .  Free competition can and general ly  w i l l  r e s u l t  i n  banks vol- 

u n t a r i l y  keeping higher reserve r a t i o s .  But a uniform l e g a l  requirement w i l l  

tend t o  push a l l  t he  banks down t o  chat  minimum r a t i o .  And indeed w e  can see 

t h i s  now i n  t h e  universa l  propensity of a l l  banks t o  b e  " fu l ly  loaned up," 

t h a t  is, to  expand as much as is l e g a l l y  poss ib le  up t o  t he  limits imposed by 

t h e  l e g a l  reserve r a t i o .  Reserve requirements of l e s s  than 100 per  cen t  a r e  

more an in f l a t i ona ry  than a r e s t r i c t i v e  monetary device. 

The na t iona l  banking system w a s  intended t o  rep lace  t h e  state banks, bu t  

many s t a t e  banks continued aloof  and refused t o  join,  d e s p i t e  t h e  s p e c i a l  

p r iv i l eges  accorded t o  t h e  na t iona l  banks. The reserve and c a p i t a l  requirements 

w e r e  more onerous, and a t  t h a t  period, na t iona l  banks were prohibi ted from making 

loans on r e a l  e s t a t e .  With t h e  state banks re fus ing  t o  come t o  hee l  vo luntar i ly ,  

Congress, i n  March 1865, completed t h e  C i v i l  War revolu t ion  of  t h e  banking 

system by placing a p roh ib i t i ve  10 per  cent  t ax  on a l l  .bank notes  - which had the  

des i red  e f f e c t  of v i r t u a l l y  outlawing a l l  note  i s sues  by the  s t a t e  banks. From 

1865 on, t he  na t iona l  banks had a l e g a l  monopoly on t h e  i s s u e  of bank notes .  

A t  f i r s t ,  t he  s t a t e  banks contracted and disappeared under t h e  shock, and i t  

looked a s  i f  t he  United S t a t e s  would only have na t iona l  banks. The number of 

s t a t e  banks Eel1 from 1,466 i n  1863 t o  297 i n  1866, and t o t a l  notes and deposi ts  

i n  s t a t e  banks f e l l  from $733 mi l l i on  i n  1863 to  only $101 mi l l i on  i n  1866. 

After s eve ra l  years,  however, t he  s t a t e  banks r ead i ly  took t h e i r  place a s  a n  

expanding element i n  t h e  banking system, a l b e i t  subordinated to  the  na t iona l  banks. 

In order  to  survive,  t he  s t a t e  banks had t o  keep depos i t  accounts a t  na t iona l  banks, 

from whom they could %buy1' na t iona l  bank notes i n  order  to  redeem t h e i r  deposi ts .  

I n  s h o r t ,  the  s t a t e  banks now became the  four th  l aye r  of t he  na t iona l  pyramid of 

money and c r e d i t ,  on top of t h e  country and o the r  banks, fo r  the  reserves of the  



s t a t e  banks became, i n  a d d i t i o n  t o  v a u l t  cash,  demand d e p o s i t s  a t  n a t i o n a l  

banks, which they could redeem i n  cash.  The mul t i - l ayered  s t r u c t u r e  o f  Sank 

i n f l a t i o n  under t h e  n a t i o n a l  banking system w a s  i n t e n s i f i e d .  

I n  t h i s  new s t r u c t u r e ,  the  s t a t e  ba*s began t o  f l o u r i s h .  By 1873, t h e  

t o t a l  number o f  s t a t e  banks had inc reased  t o  1 ,330,  and t h e i r  t o t a l  d e p o s i t s  

were $789 m i l l i o n .  128 

The Cooke-Chase connect ion wfth t h e  n w  n a t i o n a l  banking system was simple.  

As S e c r e t a r y  of t h e  Treasury, Chase wanted an a s s u r e d  market f o r  t h e  government 

bonds t h a t  were being issued s o  h e a v i l y  d u r i n g  t h e  C i v i l  War. And as t h e  

monopoly u n d e r v r i t e r  of U.S. Government bonds f o r  e v e r y  year  except  one from 

1862 t o  1873, Jay Cooke waa w e n  more d i r e c t l y  i n t e r e s t e d  i n  an  assured  and 

expanding market f o r  h i s  bonds. What b e t t e r  method o f  o b t a i n i n g  such a market than 

c r e a t i n g  an  e n t i r e l y  new banking system, t h e  expansion o f  which was d i r e c t l y  t i e d  

t o  t h e  banke' purchase of government bonds -- from Jay  Cooke? 

The Cooke b r o t h e r s  played a major r o l e  i n  d r i v i n g  t h e  National Banking 

Act of 1863 through a r e l u c t a n t  Congress. The Democrats, devoted t o  hard-money, 

opposed t h e  l e g i s l a t i o n  almost t o  a man. Only a m a j o r i t y  o f  Republicans could be 

induced t o  agree  on  the  b i l l .  Af te r  John Sherman's d e c i s i v e  speech i n  t h e  Senate 

f o r  the  measure, Henry Cooke - now head o f  t h e  Washington o f f i c e  of t h e  House o f  

Cooke -- wrote j u b i l a n t l y  t o  h i s  b r o t h e r :  "It w i l l  be a g r e a t  t r i m p h ,  Jay, and 

one t o  which w e  have c o n t r i b u t e d  more than any o t h e r  l i v i n g  man. The bank had 

been repudiated by t h e  House, and was wi thou t  a sponsor  i n  t h e  Senate,  and w a s  

thus v i r t u a l l y  dead and bur ied  when I induced Sherman t o  t a k e  hold  of i t ,  and 

w e  went t o  work with the newspapers .'- 1 29 

128 H i s t o r i c a l  S t a t i s t i c s ,  pp. 628-629. 

12' Quoted i n  Robert P. Sharkey, Money, Class and Par ty:  An Economic S tudv 
of C i v i l  War and Reconstruction,  (Balt imore:  Johns Hopkins Press ,  1959),  p. 245. 



Going t o  work with the  newspapers meant something more than mere persuasion 

f o r  the  Cooke bro thers ;  f o r  a s  monopoly underwriter of government bonds, Cooke 

was paying the  newspapers l a r g e  sums f o r  adver t i s ing ,  and so t h e  Cookes thought -- 
as i t  turned out  co r r ec t ly  -- t h a t  they could induce t h e  newspapers t o  grant  

them a n  enormous amount of f r e e  space " in which t o  s e t  f o r t h  t h e  merits of t h e  

new na t iona l  banking system.'' Such space meant not only pub l i c i t y  a d  a r t i c l e s ,  

bu t  even more important, the  f e rven t  e d i t o r i a l  support of most of t h e  na t ion ' s  

press.  And so  the  press,  i m p l i c i t l y  bought f o r  t he  occasion, kept up a drumfire  

of  propaganda f o r  t h e  new na t iona l  banking system. A s  Cooke himself r e l a t ed :  

"For s i x  weeks o r  more nearly a l l  t h e  newspapers i n  t he  country were f i l l e d  with 

our e d i t o r i a l s  [wr i t ten  by t h e  Cooke bro thers ]  condemning the  s t a t e  bank system 

and explaining the  grea t  b e n e f i t s  t o  b e  derived from the  na t iona l  banking system 

now proposed." And every day the i nde fa t igab le  Cookes put on t h e  desks of every 

Congressman the  re levant  e d i t o r i a l s  from newspapers i n  t h e i r  respec t ive  d i s t r i c t s .  130 

While many s t a t e  bankers, e spec i a l ly  t h e  conservative old- l ine New York 

bankers, opposed t h e  na t iona l  banking system, Jay Cooke, once the  system was i n  

place, plunged i n  with a w i l l .  Not only did he s e l l  t he  na t iona l  banks t h e i r  

required bonds, he  a l s o  s e t  up new na t iona l  banks which would have to  buy h i s  

government s e c u r i t i e s .  H i s  agents  formed na t iona l  banks i n  the  smaller  towns of 

t he  South and West. Furthermore, he  s e t  up h i s  own two l a rge  na t iona l  banks, t he  

F i r s t  National Bank of Phi ladelphia  and the F i r s t  National Bank of Washington, D .C .  

But t h e  na t iona l  banking system w a s  i n  great  need of a mighty bank i n  New 

York City t o  serve a s  the  base of t he  in f l a t i ona ry  pyramid f o r  a hos t  of country 

and reserve c i t y  banks. Shor t ly  a f t e r  t h e  incept ion of the system, th ree  national. 

130 
See-Hammond, Sovereignty pp. 289-290. 



banks had been organized i n  New York, bu t  none of them w a s  l a r g e  o r  pres t ig ious  

enough to serve as the key fulcrum of  t he  new banking s t r u c t u r e .  Jay Cooke, 

however, w a s  happy t o  obl ige ,  and h e  quickly e s t ab l i shed  t h e  Fourth Nathonal Bank 

of N e w  Yo&, c a p i t a l i z e d  a t  a huge $5 mil l ion.  Af te r  t h e  w a r ,  Jay Cooke favored 

resumption of  spec i e  payments, bu t  only i f  greenbacks could be replaced one-to- 

one by new na t iona l  bank notes. I n  h i s  unbounded enthusiasm f o r  na t iona l  bank 

notes and t h e i r  dependence on the  f ede ra l  debt, Cooke urged repea l  of the  $300 

mi l l i on  l e g a l  l i m i t  on na t iona l  bank note  i s sue .  I n  1865, he  published a 

pamphlet proclaiming t h a t  i n  l e s s  than 20 years  na t iona l  batik note  c i r c u l a t i o n  would 

t o t a l  $1 b i l l i o n .  1 3 1  

The t i t l e  of  t h e  pamphlet Cooke published is reveal ing:  How Our National 

Debt May B e  A National Blessing. The Debt' is Public  Wealth, P o l i t i c a l  Union, - 
Protect ion of Industry, Secure Basis f o r  National Currency. 132 

By 1866, it was clear t h a t  t h e  na t iona l  banking system had replaced the  s t a t e  

banks as t h e  cen te r  of  the monetary system of  the United S ta t e s .  Only a year 

e a r l i e r ,  i n  1865, state bank notes  had t o t a l a d  $142.9 mi l l ion ;  by 1866 they had 

collapsed t o  $20 mil l ion.  On the  o ther  hand, na t iona l  bank notes g ~ e w  from a mere 

$31.2 mi l l i on  i n  1864, t h e i r  f i r s t  year  of exis tence,  t o  $276 mi l l ion  i n  1866. 

And while, as w e  have seen, t he  number of s t a t e  banks i n  ex is tence  w a s  f a l l i n g  

d r a s t i c a l l y  from 1466 t o  297, t h e  number of  n a t i a n a l  banks grew from 66 i n  1863 

to 1,634 th ree  years  later. 

131 Actually,  Cooke er red ,  and na t iona l  bank notes never reached t h a t  
t o t a l .  Instead,  i t  was demand deposi ts  t h a t  expanded, and reached t h e  b i l l i o n -  
do l f a r  mark by 1879. 

See Sharkey, Money, Class, and Party,  p. 247. 



The Post-Civil War Era: 1865-1879 

The United S ta t e s  ended the  w a r  with a depreciated inconver t ib le  greenback 

currency, and a heavy burden of publ ic  debt .  The f i r s t  quest ion on the  monetary 

agenda w a s  what t o  do about t h e  greenbacks. A powerful group of i n d u s t r i a l i s t s  

c a l l i n g  f o r  continuation of greenbacks, opposing resumption and, of course,  any 

con t r ac t ion  of money t o  prepare f o r  spec ie  resumption, w a s  headed by t h e  

Pennsylvania i r o n  and steel manufacturers. The Pennsylvania i r o n  masters,  who 

had been i n  t he  fo re f ron t  of t he  organized pro tec t ive  t a r i f f  movement s i n c e  i t s  

beginnings i n  1820, 133 were l e d  he re  and in s t ruc t ed  by t h e i r  i n t e l l e c t u a l  mentor -- 
himself a Pennsylvania i r o n  master - t h e  e l d e r l y  economist Henry C. Carey. 

Carey and h i s  fellow i r o n  manufacturers r ea l i zed  t h a t  during an  i n f l a t i o n ,  s i n c e  

the  f o r d g n  exchange market a n t i c i p a t e s  f u r t h e r  i n f l a t i o n ,  domestic currency tends 

t o  deprec ia te  f a s t e r  than domestic pr ices  a r e  r i s i n g .  A f a l l i n g  d o l l a r  and 

r i s i n g  p r i c e  of gold, they r ea l i zed ,  make domestic pr ices  cheaper and imported 

p r i ce s  higher,  and hence funct ions a s  a sur roga te  t a r i f f .  A cheap mone.y, 

i n f l a t i o n i s t  policy, then, could not  only provide easy c r e d i t  f o r  manufacturing, it  

could a l s o  funct ion a s  an  e x t r a  t a r i f f  because of t h e  deprec ia t ion  of t he  do l l a r  

and the  rise i n  the  gold premium. 

Imbibers of t he  Carey gospel of high t a r i f f s  and s o f t  money were a hos t  of 

a t tendees a t  t he  famous "Carey Vespers" - evenings of discussion of economics 

and p o l i t i c s .  In f luen t i a l  Carey d i s c i p l e s  included: economist and Pennsylvania 

ironmaster Stephen Colwell; Eber Ward, president  of the  Iron and S t e e l  Association; 

John A. Williams, e d i t o r  of t h e  Associat ion 's  journal  Iron A g e ;  Rep. Daniel 

Morrell ,  Pennsylvania i r o n  manufacturer; I. Smith Homans, Jr . , e d i t o r  of t he  

133 The leader  of the  p r o t e c t i o n i s t s  i n  Congress i n  1820 was Representative 
Henry Baldwin, a leading i r o n  manufacturer from Pit tsburgh.  Rothbard, Panic 
of 1819, pp. 164ff .  



~ a n k e r s '  Magazine; and the  powerful Rep. W i l l i a m  D. Kellay of Pennsylvania, whose 

l i f e l o n g  devotion to  the  i n t e r e s t  of t he  ironmasters earned him the  proud 

sobr ique t  of "Old Pig Iron." The Carey c i r c l e  a l s o  dominated the  American 

I n d u s t r i a l  League and its successor,  t h e  Pennsylvania Indus t r i a l  League, which 

spread the  Carey doc t r ines  of pro tec t ion  and paper money. I n f l u e n t i a l  a l l i e s  

i n  Congress, i f  not prec ise ly  Carey fol lowers ,  were t h e  Radical l eade r  Rep. 

Thaddeus Stevens, himself a Pennsylvania ironmaster,  and Rep. John A. Griswold, 

an ironmas t e r  from N e w  York. 

Also sympathebic to  greenbacks were many manufacturers who desired cheap 

c r e d i t ,  gold speculators  who were b e t t i n g  on  h igher  gold pr ices ,  and r a i l roads ,  

who a s  heavy debtors  t o  t h e i r  bondholders, r ea l i zed  t h a t  i d l a t i o n  bene f i t s  

debtors  by cheapening t h e  d o l l a r  whereas i t  a l s o  tends t o  exproprtate  c r e d i t o r s  

by the  s a m e  token. One of the  i n f l u e n t i a l  Carey d i s c i p l e s ,  f o r  example, was 

t h e  leading  r a i l road  promoter, t h e  Pennsylvanian Thomas A. Scot t ,  leading entre- 

preneur of t he  Pennsylvania a d  Texas & and P a c i f i c  Railroads. 134 

One of  t h e  most flamboyant advocates of  greenback i n f l a t i o n  i n  the  post-war 

e r a  was the  W a l l  S t r e e t  s tock speculator  Richard Schel l .  I n  1874, Schel l  became 

a member of Congress, where he proposed an  outrageous pre-Keynesian scheme i n  the  

134 On t h e  Carey c i r c l e  and its inf luence,  s e e  Irwin Unger, T& Greenback 
Era: A Socia l  and P o l i t i c a l  History of American Finance, 1865-1879 (Princeton: 
Princeton University Press,  1944), pp. 53-59; and Joseph Dorfman, The Economic 
Mind i n  American Civ i l iza t ion ,  Vol. 111, 1864-1918 (New York: Viking Fress,  
19491, pp. 7-8. Dorfman notes  t h a t  Kelley dedicated h i s  co l lec ted  Speeches, 
Addresses and Le t t e r s  of 1872 t o  "The Great Master of Economic Science, the  Pro- 
found Thinker, and the  Careful Observer of Socia l  Phenomena, My Venerable F r i e d  
and Teacher, Henry 
and greenbacks f o r  
and Party,  Ch. I V .  

C. Carey." w., p. 8 .  On t h e  l i n k  between high t a r i f f s  
t h e  Pennsylvania ironmasters,  s e e  Sharkey, Money, Class 



s p i r i t  of Keynes' l a t e r  dictum tftat s c  long a s  money is  spent ,  

it  doesn ' t  matter what t he  money i s  spent  on, b e  i t  pyramid-building or  digging 

holes  i n  t h e  ground. 135 Schel l  s e r i o u s l y  urged t h e  f ede ra l  government t o  d ig  

a canal  from New York to  San Francisco, financed wholly by the issue of greenbacks. 

Sche l l ' s  enthusiasm was perhapa only matched by t h e  notorious ra i l road  speculator  

and economic adventurer George R a n c i s  Train, who ca l l ed  repeatedly f o r  immense 

i ssues  of greenbacks. "Give us  greenbacks we say ," Tra in  thundered i n  1867, 

"and b u i l d  c i t i e s ,  p lan t  corn, open c o a l  mines, con t ro l  railways, launch sh ips ,  

grow cot ton,  e s t ab l i sh  f ac to r i e s ,  open gold and s i l v e r  mines, e r ec t  r o l l i n g  

mills.. . .Carry my reso lu t ion  and the re  is  sunshine i n  the  sky. 11 136 

The Panic of 1873 was a severe blow t o  many ove rbu i l t  r a i l roads ,  and i t  was 

r a i l road  men who l e d  i n  c a l l i n g  f o r  more greenbacks t o  stem the  t i d e .  Thomas 

Scot t ,  Co l l i e  P. Huntington, l e a d e r  of t h e  Cent ra l  Pac i f i c  Railroad, Russel 

Sage, and o the r  r a i l road  men joined i n  t h e  c a l l  f o r  greenbacks. So s t rong was 

t h e i r  in f luence  that the  Lou i sv i l l e  Courier-Journal , i n  April  1874, declared : 

"The s t ronges t  influence a t  work i n  Washington upon t h e  currency proceeded from 

the rai l roads. . . .The great  i n f l a t i o n i s t s  a f t e r  a l l ,  a r e  the grea t  trunk r a i l -  

roads." 

The greenback problem a f t e r  t h e  C i v i l  War was g rea t ly  complicated by the 

massive publ ic  debt which lay  over t h e  heads of  t h e  American people. A federal  

debt,  which had t a l l i e d  only $64.7 m i l l i o n  i n  1%C, amounted t o  the huge amount 

of $2.32 b i l l i o n  in' l866. Many ex-Jacksonian Democrats, l ed  by Senator George H .  

135 Thus, Keynes m o t e :  "'To d i g  holes  i n  t he  ground,' paid f o r  out of 
eavings w i l l  increase,  not only employment, but  the  r e a l  nat ional  dividend o f  
useful  goods and services. " John Haynard Keynes, The General Theory of Einploy- 
ment h t e r e s t  and Money ( N e w  York: Harcourt, Brace, 1936 3 ,  p.  220. On pyramid- 
bui lding,  s e e  i b i d . ,  pp .  220 and 131. 

Unger, Greenback Era, pp. 45-58. 

13' Uoger, Greenback Era, p. 222. 



Pendleton of  Ohio, began t o  a g i t a t e  f o r  f u r t h e r  i s s u e  of greenbacks s o l e l y  

f o r  the purpose of redeeming the  p r inc ipa l  of f ede ra l  debts contracted i n  green- 

backs during the  war: 13' I n  a sense, then, hard-money h o s t i l i t y  t o  both 

i n f l a t i o n  and the  publ ic  debt  were now a t  odds. I n  a sense, t he  Pendletonians 

were motivated by a sense of poe t ic  j u s t i c e ,  of paying i n f l a t e d  debts  i n  i n f l a t e d  

paper, bu t  i n  doing s o  they l o s t  s i g h t  of  t h e  broader hard money goal. This  

program confused the party s t rugg le s  of  t h e  post-Civil  War period, but  u l t imate ly  

i t  i s  s a f e  t o  say t h a t  t h e  Democrats had a f a r  g r e a t e r  proportion of Congressmen 

devoted t o  hard money and t o  resumption than  d i d  the  Republicans. Thus, Secretary 

of t h e  Treasury Hugh McCulloch's Loan B i l l  of March 1866, which provided f o r  

cont rac t ion  of greenbacks i n  prepara t ion  f o r  resumption of spec i e  payments, was 

passed i n  t he  House by a Republican vo te  of  56-52, and a Democratic vo te  of 

27-1. And i n  Apri l ,  1874, t h e  " In f l a t i on  B i l l , "  admittedly vetoed l a t e r  by Pre- 

s i d e n t  Grant, which provided f o r  expansion of greenbacks and of na t iona l  bank 

notes ,  w a s  passed i n  the House by a Republican v o t e  of 105 t o  64, while t h e  

Democrats voted aga ins t  by t h e  narrow margin of  35 t o  37. 140 

I n  t h e  meantime, d e s p i t e  repeated r e so lu t ions  f o r  resumption of spec ie  

payments i n  1865 and 1869, t h e  dominant Republican Party continued t o  do nothing 

f o r  a c t u a l  resumption. The Pendleton Plan w a s  adopted by the  Democrats i n  t h e i r  

1868 platform, and t h e  Republican v i c t o r y ' i n  t h e  p re s iden t i a l  race t h a t  year 

w a s  general ly  taken a s  a conclusive defea t  f o r  t h a t  idea.  Final ly ,  however, t h e  

Democratic sweep i n  t h e  Congressional e l e c t i o n s  of 1874 forced t h e  Republicans 

i n t o  a semblance of u n i t y  on monetary matters, and, i n  t he  lame duck Congressional 

13 8 
The f ede ra l  government had contracted t o  redeem the  i n t e r e s t  on t h e  w a r -  

t i m e  public debt i n  gold, b u t  nothing w a s  contracted about t h e  repayment of t h e  
pr inc ipa l .  

13' Similar  motivations had impelled many hard-money an t i -Federa l i s t s  during 
the  1780's t o  advocate t he  i s s u e  of s t a t e  paper money f o r  the s o l e  purpose of re- 
deeming swollen wartime publ ic  debts.  

140 On the  McCulloch Loan B i l l ,  s e e  Sharkey, Mney , Class,  and Party 
p. 75; on the I n f l a t i o n  B i l l ,  s e e  Unger, Greenback Era, p. 410. 



rcssion,  led  by Senator John Sherman, they came up with the  Resumption Act of 

January 1875. 

Despite t he  f a c t  t h a t  t h e  Resumption Act u l t imate ly  resu l ted  i n  spec ie  

resumption, i t  was not considered a hardlnaney v i c to ry  by contemporaries. For 

Sherman had forged a compromise between hard and s o f t  money forces .  It i s  t rue  

t h a t  the U.S. government w a s  supposed t o  buy gold wi th  government bonds to  prepare 

f o r  resumption on January 1, 1879. But this resumption w a s  four years o f f ,  and 

Congress had expressed i n t e n t  t o  resume seve ra l  times before.  And i n  t he  mean- 

time, the s o f t  money men were appeaaed by t h e  f a c t  t h a t  the b i l l  immediately 

eliminated the  $300 mi l l ion  l i m i t  on na t iona l  bank notes, i n  a provision known as  

"free banking." The only hardlnoney compensation was an 80% pro-rata cont rac t ion  

of greenbacks t o  p a r t i a l l y  o f f s e t  any new na t iona l  bank notes. 14' The bulk of the 

opposition to  the  Resumption Act w a s  by hard-money Congressmen, who, i n  add i t i on  

to  point ing out  its biased ambigui t ies ,  charged t h a t  the contcacted greenbacks could 

be reissued instead of r e t i r ed .  Hard-money forces  throughout the country had an 

equally scornful  v i e w  of t he  Resumption Act. I n  a few years ,  however, they 

r a l l i e d  a s  resumption drew near.  

That t he  Republicans were genera l ly  less than en thus ias t ic  about spec i e  

resumption was revealed by the  Grant Administration's reac t ion  t o  the  Supreme 

Court's decis ion i n  the f i r s t  Legal Tender Case. After the  end of the  w a r ,  the  

quest ion of the  c o n s t i t u t i o n a l i t y  of l e g a l  tender came before the courts  (we have 

seen the Cal ifornia  and Oregon cour t s  decided irredeemable paper to be uncon- 

s t i t u t i o n a l ) .  In  t he  la rge  nlrmber of s t a t e  cour t  decis ions on greenbacks be fo re  

1870, every Republican judge bu t  one upheld their cons t i t u t iona l i t y ,  whereas every 

14 1 
This p o l i t i c a l  and compromise in t enpre t a t ion  of  the  Resumption Act 

successful ly  revises  the previous hard-money v i a  of t h i s  measure. See Unger, 
Greenback Era, pp. 249-263. 



Democratic judge b u t  two d e c l a r e d  them u n c o n s t i t u t i o n a l .  14 2 

The greenback q u e s t i o n  reached t h e  U.S. Supreme Court i n  1867, and was 

decided i n  February 1870, i n  t h e  c a s e  o f  Hepburn vs. Grisvold.  The Court h e l d ,  

by a v o t e  of 5 t o  3, with all t h e  Democratic judges  v o t i n g  wi th  t h e  major i ty  

aud t h e  Republicans i n  t h e  minor i ty .  Chief J u s t i c e  Salmon P. Chase, who d e l i v e r e d  

t h e  d e c i s i o n  denouncing hia own action a s  S e c r e t a r y  o f  t h e  Treasury as unnecessary 

and u n c o n s t i t u t i o n a l ,  had swung back t o  t h e  Democratic Par ty  and had a c t u a l l y  

been a candidate  f o r  the p r e s i d e n t i a l  nomination a t  t h e  1868 c o w e n t i o n .  

The Grant Adminis t ra t ion was u p s e t  by Hepburn ve. Grisvold,  as were t h e  

r a i l r o a d s ,  who had accumulated a heavy long-term debt which would now be  payable 

i n  more va luab le  gold. A s  l u c k  would have i t ,  however, t h e r e  were two vacanc ies  

on t h e  Court, oce of which was c r e a t e d  by t h e  r e t i r e m e n t  of one o f  t h e  major i ty  

judges. Grant appointed n o t  on ly  two Republican judges ,  b u t  two r a i l r o a d  lawyers 

h o s e  views on t h e  s u b j e c t  were a l r e a d y  known. 143 The new 5 4  major i ty  d u t i f u l l y  

and quickly  reconelderad t h e  quest ion,  and, i n  May 1871, r eversed  t h e  previous 

Court i n  t h e  f a t e f u l  d e c i s l o n  of =vs. &. From t h e n  on, paper money would 

be  he ld  consonant wi th  t h e  U.S. C o n s t i t u t i o n .  

The n a t i o n a l  banking system w a s  ensconced a f t e r  t h e  C i v i l  War. The number 

of banks, n a t i o n a l  bank no tes ,  and d e p o s i t s  a l l  pyramided upward, and a f t e r  1870, 

s t a t e  b a n b  began t o  boom as depos i t -c rea t ing  i n s t i t u t i o n s .  With lover  requirements 

14' See Charles Fairman, "Ptr. J u s t i c e  ~ r a d l e y ' s  Appointment t o  t h e  
Supreme Court and t h e  Legal Tender Cases," Harvard Law Review (May 1941), 
p. 1131; c i t e d  i n  Unger, Greenback Era, p. 174. 

143 The f i r s t  new j u s t i c e ,  William S t rong  of  Pennsylvania,  had been a top  
a t to rney  for t h e  Ph i lade lph ia  and Readihg Ra i l road ,  and a d i r e c t o r  of t h e  Lebanon 
Valley Railroad. The second j u r i s t ,  Joseph P. Bradley,  was a d i r e c t o r  of t h e  Camden 
and Amboy Railroad and o f  t h e  Morris and Essex Ra i l road ,  i n  ?;ew Je r sey .  On t h e  
r a i l r o a d  t i e s  of St rong and Bradley,  s e e  P h i l i p  8. Burch, Jr., E l i t e s  i n  American 
His tory ,  Vol. 11. The C i v i l  War t o  t h e  New Deal, (New York: Holmes C Xeier,  19811, 
pp. 44-45. On t h e  r e a c t i o n  of t h e  Grant Adminis t ra t ion,  s e e  Unger, Greenback Era, 
pp. 172-178. For a l e g a l  a n a l y s i s  o f  t h e  d e c i s i o n s  s e e  Hepburn, His tory  o f  Currency, 
pp. 254-264; and Henry Mark Holzer,  ed., Government's Money Monopoly (New York: 
Books in Focus, l 9 8 l ) ,  pp. 99-168. 



and fewer r e s t r i c t i o n s  than t h e  n a t i o n a l  banks,  they could pyramid on top of 

n a t i o n a l  banks. The number of n a t i o n a l  banks increased from 1294 i n  1865 t o  

1968 i n  1873, whi le  the  number o f  s tate banks r o s e  from 349 to 1330 i n  t h e  same 

per iod.  T o t a l  s t a t e  and n a t i o n a l  bank n o t e s  and depos i t s  r o s e  from $835 m i l l i o n  

i n  1865 t o  $1.964 b i l l i o n  i n  1873, an i n c r e a s e  of U 5 . 2 X  o r  a n  i n c r e a s e  of 16.9% 

per year .  The following y e a r ,  the supp ly  of bank money l e v e l e d  o f f ,  a s  t h e  Panic 

o f  187 3 s t r u c k ,  and caused numerous bankrup tc ies  . 
Aa a general  overview of  t h e  n a t i o n a l  banking period,  we can agree  w t t h  

Klein  t h a t  "The f i n a n c i a l  pan ics  o f  1873, 1884, 1893, and 1907 were i n  l a r g e  

p a r t  a n  outgrowth o f .  . . reserve pyramiding a d  excess ive  d e p o s i t  c r e a t i o n  by 

reserve c i t y  and c e n t r a l  r e s e r v e  c i t y  banks. These panics  were t r i g g e r e d  by 

t h e  currency d r a i n s  t h a t  took p l a c e  i n  pe r iods  of r e l a t i v e  p r o s p e r i t y  when banks 

were loaned up. I' 144 And y e t ,  i t  must b e  pointed o u t  t h a t  t h e  t o t a l  money supply,  

even merely t h e  supply of bank money, d i d  n o t  decrease  a f t e r  t h e  Panic, b u t  

merely l e v e l l e d  o f f  . 
Orthodox economic h i s t o r i a n s  have l o n g  complai r id  about t h e  "Great ~ e p r e s s i o n "  

t h a t  i s  supposed to  have s t r u c k  t h e  Uni ted S t a t e s  i n  t h e  Panic of 1873 and l a s t e d  

f o r  an  unprecedented s i x  y e a r s  i n  1879. Much of  t h i s  s t a g n a t i o n  is  supposed t o  

have been caused by a monetary c o n t r a c t i o n  l ead ing  t o  t h e  resumption o f  s p e c i e  

payments i n  1879. Y e t  what s o r t  o f  "depression" is it which saw a n  e x t r a o r d i n a r i l y  

l a r g e  expansion of indus t ry ,  o f  r a i l r o a d s ,  of physical  output ,  of  n e t  n a t i o n a l  

product,  o r  r e a l  per  c a p i t a l  income? As Friedman and Schwartz admit, t h e  decade 

1869 t o  1879 saw a 3.0% per  annum i n c r e a s e  i n  money national. product,  an  out-  

s t and ing  r e a l  n a t i o n a l  product growth o f  6.82 per year  i n  t h i s  per iod,  and a 

phenomenal r i s e  of 4.52 per  year  i n  real product per c a p i t a .  Even the a l l e g e d  

144 Klein, Money and the  Economy, pp. 145-146. 



"monetary con t rac t ion"  never took p l a c e ,  t h e  money supply i n c r e a s i n g  by 2.7% 

per  year  i n  this period.  From 1873-1878, b e f o r e  ano ther  s p u r t  o f  monetary 

expansion, t h e  t o t a l  supply o f  bank money r o s e  from $1.964 b i l l i o n  t o  $2.221 - 
b i l l i o n  - a r i s e  of L3.1X, o r  2.6% per  y e a r .  I n  s h o r t ,  a modest b u t  d e f i n i t e  

rise, and s c a r c e l y  a con t rac t ion .  

It should be clear, then, t h a t  t h e  Great D e p t ~ S i o n  of t h e  1870's  iB merely 

a  myth - a myth brought about  by the m i s i n t e r p r e t a t i o n  o f  t h e  f a c t  t h a t  p r i c e s  

i n  genera l  f e l l  sha rp ly  dur ing t h e  e n t i r e  pe r iod .  Indeed they f e l l  fromixhe 

end of t h e  C i v i l  War u n t i l  1879. Friedman and  Schwartz es t imated t h a t  p r i c e s  

i n  genera l  f e l l ,  from 1869 t o  1879 by 3.8% p e r  annum. Unfor tunate ly ,  most 

h i s t o r i a n s  and economists are condi t ioned  t o  b e l i e v e  that s t e a d i l y  and s h a r p l y  

f a l l i n g  p r i c e s  result i n  depress ion:  hence  t h e i r  amazement a t  t h e  obvFous 

p r o s p e r i t y  aad economic growth d u r i n g  t h i s  era. For they have overlooked t h e  f a c t  

t h a h  i n  the natural course  of events,  when government and t h e  banking system do 

n o t  i n c r e a s e  t h e  m n e y  supply very  r a p i d l y ,  f r e e  market c a p i t a l i s m  w i l l  result i n  

a n  i n c r e a a e  of production and economic g r w t h  so g r e a t  a s  t o  swamp t h e  i n c r e a s e  

o f  money supply. P r ices  wil l  f a l l ,  and t h e  consequences w i l l  be,  no t  depress ion  

o r  s t agna t ion ,  b u t  p rosper i ty  ( s i n c e  c o s t s  a r e  f a l l i n g ,  too) economic growth, 

and t h e  spread of t h e  increased l i v i n g  s t a n d a r d  t o  a l l  t h e  consumers. 145 

Indeed, r ecen t  research has  d i scovered  t h a t  t h e  analogous "Great ~ e p r e s s i o n "  

i n  England i n  thia period was a l s o  a myth, and due t o  a confusion between a 

c o n t r a c t i o n  of p r i c e s  and its a l l e g e d  i n e v i t a b l e  e f f e c t  on a depress ion o f  

p r i c e s  and i C s  a l l e g e d  i n e v i t a b l e  e f f e c t  on  a depress ion  of business  a c t i v i t y .  146 

For t h e  hems-nt of  Friedman and Schwartz,  s e e  Milton Friedman and 
Anna Jacobson Schwartz, A Monetary H i s t o r y  o f  t h e  United S t a t e s ,  1867-1960 
(NRJ York: National Bureau of Economic Research,  1963) ,  pp. 33-44. On t o t a l s  
of bank money, s e e  H i s t o r i c a l  S t a t i s t i c s ,  pp. 624-625. 

146 S.B. Saul,  The Myth of t h e  Great Depress ion,  1873-1896 (London: 
Macmillan, 1969). 



It might wel l  be tha t  the  major e f f e c t  of t he  Panic of 1873 was, not to  

i n i t i a t e  a Great Depression, bu t  to  cause bankruptcies i n  overinf lated banks 

and i n  r a i l r o a d s  r id ing  on t h e  t i d e  of v a s t  government subsidy and bank specu- 

l a t i o n .  In pa r t i cu l a r ,  we may note Jay Cooke, one of t he  c rea tors  of the na t iona l  

banking system and paladin of t h e  publ ic  debt .  I n  1866, he  favored cont rac t ion  

of t h e  greenbacks and ea r ly  resumption because h e  feared tha t  i n f l a t i o n  would 

destroy the value of government bonds. By t h e  l a t e  18601s, however, the House 

of Cooke w a s  expanding everywhere, and i n  p a r t i c u l a r  had gotten control  of t h e  new 

Northern Pac i f i c  Railroad. Northern P a c i f i c  had been the rec ip ien t  of the  biggest  

federa l '  l a rges se  to  ra i l roads  during t h e  1860's: a land grant of no l e s s  than 

4 7 mi l l i on  ac tee  . 
Cooke so ld  Northern Pac i f i c  bonds as h e  hed learned t o  sell government 

s e c u r i t i e s :  h i r i n g  pamphleteers t o  a i t e  propaganda about t he  al leged Mediterranean 

cl imate of the Northwest. Many l ead ing  government o f f i c i a l s  and po l i t i c i ans  were 

on t h e  CookdNorthern Pac i f ic  payro l l ,  inc luding  R e s i d e n t  Grant's pr ivate  

s ec re t a ry ,  General Horace Porter .  

I n  1869, Cooke expressed h i s  monetary philosophy i n  keeping with h i s  

enlarged sphere of ac t iv i ty :  "Why," he  asked, "should t h i s  Grand and Glorious 

Country be s tunted  and dwarfed - its a c t i v i t i e s  c h i l l e d  and its very l i f e  

blood curdled by these miserable 'hard coin '  theor ies  - t he  musty theories of a 

bygone age  - These men who a r e  urging on premature resumption know hnthing of 

the g rea t  and growing w e s t  which wodd  grou twice as f a s t  i f  i t  was not cramped 

f o r  t h e  means necessary to bui ld  r a i l r o a d s  and improve farms and convey the 

pmduc e t o  market. " 
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But i n  1873, a remzrkable example of poe t ic  j u s t i c e  s t ruck Jay Cooke. The 

ove rbu i l t  Northern 

proved a f a i l u r e .  

t h e  market economy 

1873. 14 7 

a f t e r  passing 

stumbled t h e i r  way 

Pac i f i c  was crumbling, and a Cooke government bond opera t ion  

So t h e  mi@ty House of Cooke -- "stunted and dwarfed" by 

- crashed and went bankrupt, touching o f f  t h e  Panic of 

t h e  Resumption A c t  i n  1875, t he  Republicans f i n a l l y  

i n t o  resumption i n  1879, f u l l y  fourteen years  a f t e r  t he  

end of t h e  C i v i l  War. The money supply d id  not  con t r ac t  i n  t h e  l a t e  1870's 

because t h e  Republicans did not  have t h e  w i l l  t o  con t r ac t  i n  order  t o  pave the  

way f o r  resumption. Resumption w a s  f i n a l l y  achieved a f t e r  sube tan t i a l  s a l e s  of 

U.S. bonds f o r  gold i n  Europe by Secre ta ry  of the Treasury Sherman. 

Return t c  the  gold s tandard i n  1879 w a s  almost blocked, i n  t h e  l a s t  

t h ree  years  before resumption, by the  emergence of a tremendous a g i t a t i o n ,  

heavi ly i n  t he  West bu t  a l s o  throughout t h e  country, f o r  t he  f r e e  coinage 

of s i l v e r .  The United S t a t e s  mint r a t i o s  had been undervaluing s i l v e r  s i n c e  

1834, and i n  1853 dc fac to  gold monometa3lism was es tab l i shed  because s i l v e r  was -- 
so  f a r  undervalued as to  drive f r a c t i o n a l  s i l v e r  coins out  of the  country. 

Since 1853, t he  United S ta t e s ,  while  & j u r e  on a b ime ta l l i c  s tandard a t  16 :1, 

wi th  the  s i l v e r  d o l l a r  s t i l l  technica l ly  i n  c i r c u l a t i o n  though non-existent, was 

a c t u a l l y  on a gold monometallic s tandard with l ightweight  subs id ia ry  s,Flver 

coins  f o r  f r a c t i o n a l  use. 

I"' Unger, Greenback Era, pp. 46-47, 221. 



I n  1872, i t  became apparent t o  a few knowledgeable men a t  t h e  U.S . 
Treasury t h a t  s i l v e r ,  which had held a t  about 15.5 t o  1 s i n c e  the ear ly  

1860's was about t o  s u f f e r  a huge dec l ine  i n  value.  The major reason was the  

r e a l i z a t i o n  t h a t  European nat ions were s h i f t i n g  from a s i l v e r  t o  a gold 

s tandard,  thereby decreasing t h e i r  demand f o r  s i l v e r .  A subsidary reason was 

t h e  diecovery of s i l v e r  m i n e s  in Nevada and o the r  states i n  t h e  Mountain West. 

Working rapidly,  these  Treasury men, a long wi th  Senator Sherman, s l i pped  

through Congress i n  February 1873, a seemingly irmocuous b i l l  which i n  e f f e c t  

discont inued t h e  minting of any f u r t h e r  s i l v e r  d o l l a r s .  This was followed by 

an a c t  of June, 1874, which completed the  demonetization of s i l v e r  by..endkng 

t h e  l e g a l  tender qua l i t y  of a l i  s i l v e r  d o l l a r s  above t h e  sum of $5. The timing 

was pe r f ec t ,  s i n c e  i t  w a s  i n  1874 t h a t  t h e  market va lue  of s i l v e r  f e l l  t o  g rea t e r  

than 1 6 : l ' t o  gold f o r  t he  f i r s t  time. From then on, t he  market p r i c e  of s f l v e r  

f e l l  s t ead i ly ,  decl ining t o  near ly  18: l  i n  1876, over 18 : l  i n  1879, and reaching 

t h e  phenomenal l e v e l  of 32:l  i n  1894. 

I n  sho r t ,  a f t e r  1874, s i l v e r  w a s  no longer  undervalued, bu t  overvalued, and 

increas ingly  so, i n  terms of gold a t  16: l .  Except f o r  t he  a c t s  of 1873 and 

1874, labeJ led  by the pro-si lver  forces  a s  "The Crime of 1873," s i l v e r  would 

have flowed i n t o  the Urited S t a t e s ,  and t h e  country would have been once again on 

a d e  f a c t o  mnomatal l ic  s i l v e r  standard. The champions of greeibacks, the  

champions of i n f l a t i o n ,  s a w  a "hard-money" way t o  increase  g rea t ly  t h e  amount 

of American currency: the  remonetization of a flood of new overvalued s i l v e r .  

The a g i t a t i o n  w a s  to remonetize s i l v e r  by "the f r e e  and unlimited coinage o f  

s i l v e r  a t  16 t o  1." 

It should be recognized t h a t  the  s i l v e r i t e s  had a case. The demonetization 

of s i l v e r  w a s  a "crime" i n  t h e  sense  t h a t  i t  was done s h i f t i l y ,  decept ively,  



by men who knew tha t  they wanted: to demonetize s i l v e r  before i t  was too l a t e  

and s i l v e r  would replace gold. The case for  gold over s i l v e r  was a strong one, 

par t icular ly  i n  an era  of rapidly f a l l i n g  value o f . s i l v e r ,  but it should have 

been.made openly and honestly. The fu r t ive  method of demonetizing s i l v e r ,  the  

"crime against  silver," was i n  pa r t  responsible f o r  the vehemence of the s i l v e r  

ag i t a t ion  f o r  the remainder of the  century .148 

Ultimately, the  Adminiatration was a b l e  t o  secure the  resumption of payments 

i n  gold, but a t  the expense of submitting t o  the  Bland-Allison Act of 1878, 

which mandated that  the  Treasury purchase $2-$4 mil l ion  of s i l v e r  per month 

from then on. 

It should be noted t h a t  t h i s  f i r s t  s i l v e r  ag i t a t ion  of the  l a t e  18701s, 

a t  least, cannot be considered an "agrarian" o r  a pa r t i cu la r ly  southern and 

western movement. The s i l v e r  a g i t a t i o n  was broadly based throughout the nation, 

except in New England, aad was, moreover, an urban movanent. A s  Weinstein points 

out: 

S i lver  began as an urban movement, furthermore, not an agrarian crusade. 
Its or ig inal  s t~ongholds  were t h e  l a rge  towns and c i t i e s  of the  Midwest and 
middle Atlantic s t a tes ,  not the country's farming communities. The f i r s t  batch 
of b imeta l l i s t  leaders were a loosely k n i t  col lec t ion of hard money newspa er 
edi tors ,  businessmen, academic reformers, bankers, and conrmercial groups. 119 

With the  passage of the  Si lver  

out i n  America, t o  spring out again 

Purchase Act of 1878, s i l v e r  ag i t a t ion  died 

in the  1890 ' s . 

For the bes t  discussion of the c9ime against  s i l v e r ,  see Allen Wein- 
stein, Prelude to Populism: Origins of the Si lver  Issue,. 1867-1878 (New Haven: 
Yale University Press, 1970), pp. 8-32. Also see Paul M. OILeary, "The Scene 
of the Crime of 1873 Revisited: A Note," Journal of Po l i t i ca l  Economy, Vol. 
68 (1960), pp. 388-392. 

Wainstein, Prelude to Populism, p. 356. 



The Gold Standard Era with the  National Banking System, 1879-1913 

The record of 1879-1896 is very s imi l a r  t o  t h e  f i r s t  s t age  of t he  a l leged  

"Great Depression," from 1873 t o  1879. Once again,  w e  have a phenomenal expan- 

s i o n  of American industry,  production, and real output  per  head. Real. repro-- 

duc ib le  tangib le  wealth per  c a p i t a  rose  a t  t h e  decade1 peak in American h i s t o r y  

i n  t h e  1880'8, a t  3.8% per annum. Real n e t  na t iona l  product rose a t  t h e z a t e  of 

3.7% per  year  from 1879 t o  1897, while per  cap i t a  n e t  na t iona l  product increased 

by 1.5% per year. 

Once again, orthodox economic h i s t o r i a n s  a r e  bewildered; f o r  there  should 

have been a "Great ~ e p r e s s i o n , "  s i n c e  p r i ce s  f e l l  a t  a r a t e  of over 1 percent per  

year i n  this period. Jus t  as i n  t h e  previous period, t he  money supply grew, but  

not f a s t  enough to  .overcome t h e  g r e a t  increase  i n  product ivi ty  and t h e  supply of 

products. The major d i f fe rence  i n  t he  two periods I s  t h a t  money supply rose  more 

rap id ly  from 187901897, by 6% per  year,  compared t o  t he  2.7Z per  year  i n  the  

earlier era. As a r e s u l t ,  p r i ce s  f e l l  by less, by over 1 per  cent  per annum a s  

cont ras ted  t o  3.8%. Total bank money, notes  and deposi ts ,  r o se  from $2.45 b i l l i o n  

t o  $6.06 b i l l i o n  i n  t h i s  period, a rise of  45% per annum -- su re ly  enough to  

s a t i s f y  a l l  but  t h e  most ardent  in f la t ion is t ; .  150 

For those who p e r s i s t  i n  assoc ia t ing  a gold standard with def la t ion ,  i t  

shoulid be pointed out  t h a t  p r i c e  de f l a t i on  i n  t h e  gold standard 1879-1897 period 

was considerably l e s s  than p r i c e  de f l a t i on  from 1873 t o  1879, when the  United 

S t a t e s  was st i l l  on a f i a t  greenback standard. 

150 
Friedman and Schwartz, Monetary History,  

S t a t i s t i c s ,  p. 625. 
pp. 91-9 3; H i s to r i ca l  



After spec i e  resumption occurred successfu l ly  i n  1879, t he  gold p remium 

to greenbacks fell t o  par, and the  appreciated greenback promoted confidence 

in t h e  gold-backed do l l a r .  More fore igners  w i l l i n g  t o  hold d o l l a r s  meant an 

inflow of gold i n t o  the  United S t a t e s  and g rea t e r  American exports.  Some 

h i s to r i ans  have a t t r i b u t e d  the  boom of 1879-1882, culminating i n  a f i nanc ia l  

c r i s i s  i n  t h e  l a t t e r  year,  t o  t h e  inflow of gold co in  i n  t h e  U.S., which rose  

from $110.5 mi l l i on  i n  1879 t o  $358.3 mi l l ion  in 1882.15' I n  a sense  t h i s  

is t rue ,  bu t  t h e  boom would never have taken on considerable  proportions with- 

out  t he  pyramiding of t he  na t iona l  banking system, t h e  depos i t s  of which increased 

from $2.149 b i l l i o n  i n  1879 t o  $2.777 b i l l i o n  i n  1882, a r i s e  of 29.2%, o r  

9.7% per annum. Wholesale pr ices  were dr iven  up from 90 i n  1879 t o  108 three  

years l a t e r ,  a 22.5% increase,  before  resuming t h e i r  long-run dowlward path. 

A f i nanc ia l  panic i n  1884, coming during a mild cont rac t ion  a f t e r  1882, 

lowered the  supply of bank money i n  1884. Total  bank notes  and depos i t s  dropped 

s l i g h t l y ,  from $3.19 b i l l i o n  i n  1883 t o  $3.15 b i l l i o n  t h e  following year.  The 

panic was t r iggered  by an  outflow of gold abroad, as foreigners  began t o  l o s e  

confidence i n  the  wil l ingness  of t h e  United S t a t e s  t o  remain on the  gold standard. 

This understandable l o s s  of confidence r e su l t ed  from the  in f l a t i oha ry  sop t o  t he  

pro-silver forces  i n  t he  Bland-Allison S i l v e r  Purchase Act of 1878. The s h i f t  

i n  Treasury balances from gold to  s i l v e r  s t ruck  a d i squ ie t ing  note  i n  foreign 

f inanc ia l  c i r c l e s .  I52  
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Before examining the  c r i t i c a l  decade of t h e  18901s, i t  is w e l l  

to  point  ou t  i n  some d e t a i l  the  exce l l en t  record of the  f i r s t  decade 

a f t e r  t h e  r e tu rn  t o  gold, 1879-1889. 

America went o f f  t h e  gold s tandard i n  1861 and remained o f f  a f t e r  t he  

war's end. Arguments between 'hardmoney" advocates who wanted t o  el iminate  

unbacked greenbacks and "soft-money" men who wanted t o  increase  them raged 

through the  1870's unt i l  t he  Grant Administration decided i n  1875 t o  resume 

redemption of paper d o l l a r s  i n t o  gold a t  pre-war value on the  f i r s t  day of 1879. 

A t  t h e  time (1875) greenbacks were t rad ing  a t  a discount of roughly 17% agains t  

t he  pre-war gold dol la r .  A combination of ou t r igh t  paper-money d e f l a t i o n  and 

increase i n  o f f i c i a l  gold holdings enabled a r e tu rn  t o  gold four  years  later, 

which s e t  the  scene f o r  a decade of  tremendous economic growth. 

Economic record-keeping a century ago was not nearly a s  w e l l  developed a s  

today, bu t  a c l e a r  p ic ture  comes through nonetheless. The Encyclopedia 'of 

American Economic History c a l l s  t he  period under review "one of t h e  most 

expansive I n  American h i s  tory.  Capi ta l  investment was high; . . . t he re  was l i t t l e  

unemployment; add the real cos t s  of production declined rapidly."  

Prices ,  Wages, and Real Wages 

This is  shown most graphica l ly  with a look a t  wages and p r i ce s  during the 

decade before a d  a f t e r  conve r t ib i l i t y .  While pr ices  f e l l  during t h e  1870's 

and 18801s, wages f e l l  only during t h e  greenback period, and rose  from 1879 to  

1889. (See Table I) . 



TABLE I 

WHOLESALE PRICE INDEX 

Year - Index - (1910-1914~1001 
b change 

CONSUMER PRICE INDEX 

WAGES - 

Urban Labor  arm L a b o r  C o m b i n e d  



These f igures  t e l l  a remarkable s to ry .  Both consumer p r i ce s  and nominal 

wages f e l l  about 30% during t h e  last  decade of greenbacks. But from 1879- 

1889, while  p r i ce s  kept  f a l l i n g ,  wages r o s e  23%. So r e a l  wages, a f t e r  taking 

i d l a t i o n  - o r  t h e  lack  of it -- i n t o  e f f e c t ,  soared. 

No decade before  o r  s i n c e  produced such a sus ta inable  rise i n  teal wages. 

T b  poss ib le  exceptions a r e  t h e  period from 1909-1919 (when t h e  index rose  from 

99 t o  140) and 1929-1939 (134-194). But during t h e  f i r s t  decade real wages 

plummeted the  next year -- t o  129 i n  1920, and did not  reach 1919's l e v e l  u n t i l  

1934. And during the  1930's r e a l  wages a l s o  soared, f o r  those fo r tuna te  enough 

t o  have jobs. 

In  any event, the  con t r a s t  t o  t h i s  pas t  decade is  astonishing.  And while  

t he re  a r e  many reasons why r e a l  wages increase,  th ree  necessary condit ions must 

b e  present .  Foremost, an absence of sus ta ined  i n f l a t i o n .  This cont r ibu tes  

t o  the  second condition, a r i s e  i n  savings and c a p i t a l  formation. 

People w i l l  not  save i f  they be l i eve  t h e i r  money w i l l  b e  worth less i n  

the  future.  Final ly ,  technological  advancement is obviously important. 

But i t  is not enough. The 1970's s a w  t h i s  t h i r d  f a c t o r  present,  but the  absence 

of the f i r s t  two caused real wages t o  f a l l .  
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I n t e r e s t  Rates 

Sidney Homer w r i t e s  in his monumental History of  I n t e r e s t  Rates, 2000 B.C. 

t o  the  Present t h a t  "during the l a s t  two decades of the nineteenth century 

(1880-1900)r long-term bond yie lds  i n  the  United S ta tes  declined almost 

s teadi ly .  The nation entered its f i r s t  period of  l o w  long-term i n t e r e s t  

ra tes"  f i n a l l y  experiencing the  3-34 long-term r a t e s  which had characterized 

Holland i n  the  17th century and Br i t a in  i n  the  18th and 19th: in shor t ,  

the economic g ian t s  of  t h e i r  day. 

To gauge long-term r a t e s  of  the  day, it is b e s t  not to use the long 

term government bonds we would use today a s  a measure. m e  National Banking 

Acts of 1863-1864 stipulated that these bonds had t o  be  

used to secure bank notes. This created such a demand fo r  them tha t ,  as  

Homer says, "by the  mid 1870's [ i t l p u t  government bond pr ices  up to  levels  

where t h e i r  y ie lds  were f a r  b e l w  acceptable r a t e s  of  long-term in teres t . "  

But the Commerce Department t racks  the  unadjusted index of y ie lds  of American 

ra i l road  bonds. W e  l ist the y ie lds  for 1878r the  yeat before gold, 1879, 

and 1889. 

Railroad Bond Yields 



We s t r e s s  t h a t  with consumer prices about 7% lower i n  1889 than they had 

been the  decade before, the r e a l  r a t e  of r e tu rn  by decade's end was w e l l  

into double-digit range, a bonanza f o r  savers and lenders. 

short-term r a t e s  during the last century w e r e  considerably more 

s k i t t i s h  than long-term ra tes .  But even here  the decennial averages of 

annual averages of both 3-6 month commercial paper r a t e s  and (over-night) 

c a l l  money during the 1880's declined from what it had been the  previous 

decades : 

conunercial c a l l  - 
paper money 

A Burst i n  Productivi ty --- 

By some measures the 1880's was the  most productive decade i n  our 

history.  In t h e i r  A Monetary History of  the  United S ta tes ,  1867-1960, 

Professors Friedman and Schwartz quote R.W. Goldsmith on the  subject:  

" 'The highest  decadal r a t e  [of growth of r e a l  reproducible tangible wealth 

per head from 1805 to  19503 f o r  periods of about ten  years was apparently 

reached in the e igh t i e s  with approximately 3.8%' ." The statistics give 

proof to this outpouring of  new wealth. 

Gross National Product 

(1958 p r i ces )  

To tal Per cap i t a  
( b i l l i o n s  of dol lars )  ( i n  d o l l a r s )  

$23.1 $531 
$42.4 $774 

decade average 1869-78 
decade average 1879-88 
decade average 1889-98 



This d o l l a r  growth was occuring, remember, i n  the face of general price 

declines. 

Gross Domestic Product - 
(1929 pr ices  i n  b i l l i o n s  o f  do l l a r s )  

1869-1878 $11.6 (average per  year) 
1879-1888 $21.2 (average per  year) 

Gross domestic product almost doubled from the decade before, a f a r  l a rge r  

percentage jump decade-on-decade than anytime since. 

Labor Productivi ty 

Manufacturing Output per  man-hour 
(1958=100) 

The 26.5% increase here ranks among the  b e s t  i n  our h is tory .  Labor 

productivity r e f l e c t s  increased c a p i t a l  investment. 

Capital  Formation 

From 1869 to 1879 the t o t a l  n w e r  of business establishments barely 

rose. But the next  decade saw a 39.4% increase. Not surprisingly,  a decade 

of f a l l i n g  pr ices ,  r i s i n g  r e a l  income and l uc ra t ive  i n t e r e s t  returns made 

f o r  tremendous c a p i t a l  investment, insuring fu ture  gains i n  productivity. 



Purchase of Structures and Equipment 

(Total,  i n  1958 pr ices ,  i n  b i l l i o n s  o f  do l l a r s )  

This massive 500% decade-on-decade increase has never since been even 

c lose ly  r iva l led .  It stands i n  particular contrast to the v i r t u a l  stag- 

nation witnessed by the 1970's. 

Private =Pub l i c  Capital  Formation 

(Total Gross, i n  b i l l i o n s ;  1929 pr ices)  

Average 1872-1876 $2 .6  
II 1877-1081 $3.7 
n 1882-1886 $4.5 
11 1887-1891 $5.9 

These five-year averages a r e  not a s  "clean" as some other  f igures,  but  

s t i l l  show a rough doubling of Cotal  c a p i t a l  formation from the  seventies 

t o  the e ight ies .  

1t has repeatedly been al leged t h a t  the  l a t e  19th century, the "golden 

age of the  gold standardn i n  the United S ta tes ,  was a period especial ly 

harmful to  farmers. The fac t s ,  however, te l l  a d i f f e r e n t  s tory.  While 

manufacturing i n  the 1880's grew more rapidly than did agriculture ("The 

Census of 1890," repor t  Friedman and Schwartz, "was the f i r s t  i n  which the 

n e t  value added by manufacturing exceeded the value of  agr icul tura l  output") , 

farmers had an excellent  decade. 



Number of  Farms 

(in thousands) 

Farm- Land -- 
( i n  mil l ions of acres)  

Farm Productivity - 
(persond supplied by farm worker) 

Value of Farm Gross Output and Product ---- 
(1910-1914 do l l a r s ,  i n  mil l ions)  

so  farms, farmland, productivi ty,  and production a l l  increased i n  the 

18808s, even while commodities pr ices  were f a l l ing .  And a s  we see below, 

farm wage r a t e s ,  wen  in nominal terms, rose during this time. 

Farm Wage Rates - 
(per month, with board and room, i n  1879, 1889 d o l l a s )  



This phenomenal economic growth during the  decade immediately a f t e r  

the  re turn  t o  gold conver t ib i l i ty  cannot be a t t r i b u t e d  so le ly  t o  the  gold 

standard. Indeed a l l  during t h i s  time there was never a completely free- 

market monetary system. The National Banking Acts of  1863-1864 had semi- 

ca r t e l l i zed  the banicing system. 

Only ce r t a in  banks could i ssue  mney, but a l l  o ther  banks had t o  have 

accounts a t  these. The f inanc ia l  panics throughout the  l a t e  19th century 

w e r e  a r e s u l t  o f  the a r b i t r a r y  credit-creat ion powers of  the  banking system. 

While no t  a s  harmful a s  today's i n f l a t i o n  mechanism, it was s t i l l  a storm 

in an otherwise f a i r l y  healthy economic climate. 



The f a t e f u l  decade of t he  1890s saw the  r e t u r n  of the  a g i t a t i o n  fo r  

f r e e  s i l v e r ,  which had l a i n  dormant f o r  a  decade. The Republican Party 

i n t e n s i f i e d  i ts  long-time f l i r t a t i o n  with i n f l a t i o n ,  by passing t h e  Sheman 

S i lve r  Purchase A c t  of 1890,which roughly doubled the  Treasury purchase 

requirement of s i l v e r .  The Treasury was now mandated t o  buy 4.5 mi l l ion  ounces 

of s i l v e r  per month. Futhermore, payment w a s  t o  be made i n  a new i s s u e  of redeem- 

ab l e  greenback currency, Treasury Notes of 1890, which were t o  be a  f u l l  l e g a l  

tender,  redeemable i n  e i t h e r  gold o r  s i l v e r  a t  the  d i s c r e t i o n  of t h e  Treasury. 

Not only was t h i s  an increased commitment t o  s i l v e r ,  i t  w a s  a  s i g n i f i c a n t  

s t e p  on the  road t o  bimetal l ism which--at t h e  deprec ia ted  market ra tes -  

would mean i n f l a t i o n a r y s i l v e r  monometallism. In the  same year ,  t he  

Republicans passed t h e  high McKinley Tar i f f  Act of 1890, which reaffirmed 

t h e i r  commitment t o  high t a r i f f s  and s o f t  money. 

Another u n s e t t l i n g  i n f l a t i ona ry  move made i n  t h e  same year was t h a t  the  New 

Y a k  Subtreasury a l t e r e d  i ts  long-standing p r a c t i c e  of s e t t l i n g  its c l ea r ing  house 

balances i n  gold coin.  Instead,  i n  August 1890, i t  began using the  old green- 

backs and the  new Treasury notes  of 1890. A s  a r e s u l t ,  these paper currencies  

l a rge ly  replaced gold paid i n  customs r e c e i p t s  i n  New York. 
15 3 

Uneasiness about the s h i f t  from gold t o  s i l v e r  and the continuing free-  

s i l v e r  a g i t a t i o n  caused fore igners  t o  l o s e  f u r t h e r  confidence i n  t h e  U.S. 

gold s tandard,  and t o  cause a  drop i n  c a p i t a l  imports and severe gold outflows 

from t h e  country. This l o s s  of confidence exerted c o n t r a c t i o n i s t  pressure on the  

American economy and reduced p o t e n t i a l  economic growth during the e a r l y  1890s. 

lS3see Friedman and Schwartr, Monetary History,  PP. 106, 1069. 



Fears  about t h e  American gold s t andard  were i n t e n s i f i e d  i n  March 1891, 

when t h e  Treasury suddenly imposed a s t i f f  f e e  on t h e  expor t  of gold b a r s  

t aken  from its v a u l t s ,  s o  t h a t  most gold  expor ted from then on was American 

gold  c o i n  r a t h e r  than bars .  A shock went through t h e  f i n a n c i a l  connnunity, i n  

t h e  U.S. and abroad,  when t h e  United S t a t e s  Sena tepassed  a f r e e  s i l v e r  coinage 

b i l l  i n  J u l y  1892; t h e  f a c t  t h e  b i l l  went no f u r t h e r  w a s  n o t  enough t o  

r e s t o r e  conf idence i n  t h e  gold  s t andard .  Banks began t o  i n s e r t  c l a u s e s  

i n  l o a n s  and mortgages r e q u i r i n g  payment i n  gold coin;  c l e a r l y  t h e  d o l l a r  

w a s  no longer  t r u s t e d .  Gold e x p o r t s  i n t e n s i f i e d  i n  1892, t h e  Treasury ' s  gold  

r e s e r v e  dec l ined ,  and a run  ensued on t h e  U.S. Treasury.  I n  February 1893, 

t h e  Treasury persuaded New York banks,  which had drawn down $6 m i l l i o n  on 

gold  from t h e  Treasury by p r e s e n t i n g  t r e a s u r y  n o t e s  f o r  redemption,  t o  r e t u r n  

t h e  gold  and re-acquire t h e  paper.  This  a c t  of d e s p e r a t i o n  w a s  s c a r c e l y  c a l c u l a t e d  

t o  r e s t o r e  conf idence i n  t h e  paper d o l l a r .  The Treasury was paying t h e  

p r i c e  f o r  s p e c i e  resumption wi thou t  bothering t o  c o n t r a c t  t h e  paper n o t e s  i n  

c i r c u l a t i o n .  The gold s t andard  w a s  t h e r e f o r e  i n h e r e n t l y  shaky, r e s t i n g  only  

on p u b l i c  confidence,  and t h a t  w a s  g i v i n g  way under t h e  s i l v e r  a g i t a t i o n  

and under d e s p e r a t e  a c t s  by t h e  Treasury.  

Poor Grover Cleveland, a hard-money Democrat, assumed t h e  Presidency 

i n  t h e  middle of t h i s  monetary c r i s i s .  Two months later,  t h e  s t o c k  market 

c o l l a p s e d ,  and a month a f t e rwards ,  i n  June 1893, d i s t r u s t  of t h e  f r a c t i o n a l -  

r e s e r v e  banks l ed  t o  massive bank runs  and bank f a i l u r e s  throughout t h e  country .  

Once aga in ,  however, many banks, n a t i o n a l  and s t a t e ,  e s p e c i a l l y  i n  t h e  West and 

South, were allowed t o  suspend s p e c i e  payments. The Panic of 1893 w a s  on. 

I n  a fewmonths, Eas te rn  bank suspension occurred,  beginning w i t h  New York 

Ci ty .  The t o t a l  money supply--gold c o i n ,  t r e a s u r y  paper ,  n a t i o n a l  bank n o t e s ,  



and na t iona l  and s t a t e  bank depos i t s - - fe l l  by 6.3% i n  one year ,  from June 

1892 t o  June 1893. Suspension of spec i e  payments r e s u l t e d  i n  deposits-- 

which were no longer immediately redeemable i n  cash--going t o  a discount  i n  

r e l a t i o n  t o  currency during t h e  month of August. A s  a r e s u l t ,  depos i t s  became 

less usefu l ,  and t h e  publ ic  t r i e d  its b e s t  t o  i n t e n s i f y  i ts exchange of depos i t s  

f o r  currency. 

By the  end of 1893, t h e  Panic was over,  a s  fo re ign  confidence rose  with 

the  Cleveland Adminis t ra t ion 's  succes s fu l  r e p e a l  of t h e  Sherman S i l v e r  Pur- 

chase Act i n  November of t h a t  year.  Further  s i l v e r  a g i t a t i o n  of 1895 endangered 

the  Treasury's gold reserve, but hero ic  a c t s  of t he  Treasury, including buying 

gold from a syndica te  of bankers headed by J.P. Morgan and August Belmont, 

r e s to red  confidence i n  t h e  continuance of t h e  gold s tandard.  The v ic to ry  of 

t he  f r ee - s i l ve r  Bryanite fo rces  a t  the  1896 Democratic convention caused f u r t h e r  

problems f o r  gold,  but  t he  v i c to ry  of t h e  pro-gold Republicans put an end 

t o  the problem of domestic and fore ign  confidence i n  t he  gold s tandard.  

1896: The Transformation of the  American Party System 

Orthodox economic h i s t o r i a n s - a t t r i b u t e  t he  triumph of William Jennings 

Bryan i n  the  Democratic Convention of 1896, and h i s  l a t e r  renominations f o r  

President ,  a s  a r ighteous r i s i n g  up of the  "people" demanding i n f l a t i o n  over 

the " in t e r e s t s "  holding out  f o r  gold.  Friedman and Schwartz a t t r i b u t e  t he  

r i s e  of .  Bryanism t o  t he  p r i c e  cont rac t ion  of t h e  l a s t  t h r ee  decades of the  

n ine teen th  century,  and the  triumph of gold and disappearance of the "money" 
155 

i s sue  t o  the p r i c e  rise a f t e r  1896. 

1540n s i l v e r  a g i t a t i o n ,  t he  gold r e se rves ,  and the  Panic of 1893 
see Friedman and Schwartz, Monetary History,  pp. 104-133, 705. 
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This  convent ional  a n a l y s i s  over looks  s e v e r a l  problems. F i r s t ,  i f  

Bryan represen ted  t h e  "people" v e r s u s  t h e  " i n t e r e s t s , "  why d i d  Bryan l o s e  

and l o s e  soundly,  n o t  once b u t  t h r e e  t imes? Why d i d  gold  triumph long 

b e f o r e  any p r i c e  i n f l a t i o n  became obvious,  i n  f a c t  a t  t h e  dep ths  of p r i c e  

c o n t r a c t i o n  i n  1896? 

But t h e  main n e g l e c t  of t h e  conven t iona l  a n a l y s i s  is  t h e  d i s r e g a r d  of t h e  

h igh ly  i l l u m i n a t i n g  i n s i g h t s  provided i n  t h e  p a s t  f i f t e e n  y e a r s  by t h e  "new 

p o l i t i c a l  h i s t o r y "  of n i n e t e e n t h  c e n t u r y  American p o l i t i c s  and its p o l i t i c a l  

c u l t u r e .  The new p o l i t i c a l  h i s t o r y  began by going beyond n a t i o n a l  p o l i t i c a l  

i s s u e s  ( l a r g e l y  economic) and i n v e s t i g a t i n g  state and l o c a l  p o l i t i c a l .  c o n t e s t s .  
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It a l s o  dug i n t o  t h e  a c t u a l  v o t i n g  r e c o r d s  of i n d i v i d u a l  p a r i s h e s ,  wards,  and 

c o u n t i e s ,  and discovered how people  voted and why they voted t h e  way they d i d .  

The work of t h e  new p o l i t i c a l  h i s t o r y  is t r u l y  i n t e r d i s c i p l i n a r y ,  f o r  i ts methods 
# 

range from s o p h i s t i c a t e d  techniques  f o r  v o t i n g  a n a l y s i s  t o  i l l u m i n a t i n g  i n s i g h t s  

i n t o  American e t h n i c  r e l i g i o u s  h i s t o r y .  

I n  t h e  fol lowing pages, w e  s h a l l  p r e s e n t  a  summary of t h e  f i n d i n g s  of 

t h e  new p o l i t i c a l  h i s t o r y  on t h e  American p a r t y  s t r u c t u r e  of t h e  l a t e  n i n e t e e n t h  

century and a f t e r ,  and on t h e  t r ans format ion  of 1896 i n  p a r t i c u l a r .  

F i r s t ,  t h e h i s t o r y  of American p o l i t i c a l  p a r t i e s  is one of success ive  

"par ty  systems." Each "par ty  system1' lasts s e v e r a l  decades,  wi th  each p a r t i c u l a r  

p a r t y  having a  c e r t a i n  c e n t r a l  c h a r a c t e r ;  i n  many c a s e s ,  t h e  name of t h e  

156~he locus  c l a s s i c u s  of t h e  new p o l i t i c a l  h i s t o r y  i n  l a t e  1 9 t h  cen tury  
p o l i t i c s  is  Paul  Kleppner, The Cross of Cul tu re :  -- A S o c i a l  Analysis  of Mid- 
western  P o l i t i c s ,  -- 1850-1900 (New Fork: The Free P r e s s ,  1970).  Also s e e  
o t h e r  w r i t i n g s  of t h e  p r o l i f i c  Kleppner, e s p e c i a l l y  h i s  magnum opus,  The Third 
E l e c t o r a l  System, 1853-1892: P a r t i e s ,  Voters ,  and P o l i t i c a l  Cul tu res  (Chapel - -- 
H i l l .  N . C . :  Univers i ty  of North Caro l ina ,  1979) .  On the i a t e  n i n e t e e n t h  cen tury ,  
s e e  a l s o  Richard J. Jensen,  The Winning of t h e  Midwest: S o c i a l  and P o l i t i c a l  - -- 
C o n f l i c t ,  -- 1888-1896 (Chicago: Univers i ty  of Chicago P r e s s ,  1 9 7 1 ) .  On the  C i v i l  
War per iod and e a r l i e r ,  s e e  t h e  works of Ronald Formisano, J o e l  Sibley , and 
Wiliiam Shade. For Eastern  conf i rmat ion  of the  Kleppner and Jensen f i n d i n g s  on 
the Middle West, s e e  Samuel T. McSeveney, The P o l i t i c s  - of Depression: P o l i t i c a l  
aehavior  i n  t h e  Northeast ,  1893-1896 (New York, 1972).  



party can remain the same but i t s  e s s e n t i a l  charac te r  can d r a s t i c a l l y  change-- 

i n  t he  so-called " c r i t i c a l  e lec t ions ."  I n  t he  n ine teen th  century,  t h e  Second 

Party System (Whigs vs .  Democrats) l a s t i n g  from about 1832 t o  1854, was 

succeeded by the  Third Party System (Republicans vs.Democrats) l a s t i n g  from 

1854 t o  1896. 

Cha rac t e r i s t i c  of both par ty  systems was t h a t  each par ty  w a s  committed 

t o  a d i s t i n c t i v e  ideology c lash ing  with t h e  o t h e r ,  and these con f l i c t i ng  

world-views made f o r  f i e r c e  and c lo se  contes t s .  E lec t ions  were p a r t i c u l a r l y  

hard-fought. I n t e r e s t  w a s  high s ince  t he  p a r t i e s  of fe red  a "choice not  an 

echo," and s o  t h e  turnout  r a t e  was remarkably high,  o f t e n  reaching 80 t o  

90 percent of e l i g i b l e  vo te rs .  More remarkably, candidates  did no t ,  a s  w e  

a r e  used t o  i n  t h e  twent ie th  century, fuzz t h e i r  ideology during campaigns 

i n  order  t o  appeal  t o  a f l o a t i n g ,  i deo lbg ica l ly  i n d i f f e r e n t ,  "independent voter .  " 

There were very few independent vo t e r s .  The way t o  win e l e c t i o n s ,  therefore ,  

w a s  t o  br ing ou t  your vote ,  and the  way t o  do t h a t  w a s  t o  i n t e n s i f y  and 

s t rengthen your ideology during campaigns. Any fuzzing over would lead the  

Republican o r  Democratic cons t i t uen t s  t o  s t a y  home i n  d i sgus t ,  and t h e  e l e c t i o n  

would be l o s t .  Very r a r e l y  would there  be a crossover t o  the  o the r ,  hated par ty .  

One problem t h a t  s t r i k e s  anyone i n t e r e s t e d  i n  nineteenth century p o l i t i c a l  

h i s to ry  is: How come the  average person exhib i ted  such g rea t  and in tense  

i n t e r e s t  i n  such arcane economic top ics  a s  banking, gold and s i l v e r ,  and 

t a r i f f s ?  Thousands of h a l f - l i t e r a t e  people wrote embattled t r a c t s  on these  

topics ,  and v o t e r s  were in tense ly  i n t e r e s t ed .  A t t r i bu t ing  the answer t o  in- 

f l a t i o n  o r  depression, t o  seemingly evident  economic i n t e r e s t s  a s  do Marxists 

and other  economic de te rmin is t s ,  simply won't do. For the f a r  g r e a t e r  depressions 



and i n f l a t i o n s  of the  twent ie th  century have not educed near ly  a s  much 

mass i n t e r e s t  i n  economics a s  d id  the  milder economic c r i s e s  of the  pas t  

century. 

Only t h e  f ind ings  of t he  new p o l i t i c a l  h i s t o r i a n s  have c leared  up t h i s  

puzzle. i t  turns  out  t h a t  the  mass of t he  publ ic  was no t  necessar i ly  

i n t e r e s t ed  i n  what t h e  elites, o r  na t iona l  p o l i t i c i a n s ,  were t a lk ing  about. 

The most in tense  and d i r e c t  i n t e r e s t  of t h e  vo t e r s  was appl ied  t o  l o c a l  and 

s t a t e  i s sues ,  and on these  l o c a l  l e v e l s  t h e  two p a r t i e s  waged an in t ense  and 

fur ious  p o l i t i c a l  s t rugg le  t h a t  l a s t e d  from the  1830s t o  t he  1890s. 

The beginning of t h i s  century-long s t rugg le  began with t he  profound 

transformation of American Protestant ism i n  the  1830s. This t ransformation 

swept l i k e  w i l d f i r e  across  t he  Northern s t a t e s ,  p a r t i c u l a r l y  Yankee t e r r i t o r y ,  

during the 1830s, leaving the  South v i r t u a l l y  untouched. The t ransformation 

found p a r t i c u l a r  roo t  among Yankee c u l t u r e ,  with i t s  aggressive and domineering 
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s p i r i t .  

This new Protestantism--called "pietist1'--was born i n  t h e  f i r e s  of Charles 

Finney and the g rea t  r ev iva l  movement of the  1830s. Its credo was roughly a s  

follows: Each individual  is respons ib le  f o r  h i s  own sa lva t ion ,  and i t  must 

come i n  an emotional moment of being "born again." Each person can achieve 

s a lva t ion ,  each person must do h i s  b e s t  t o  save everyone e l s e .  This compulsion 

t o  save otherswasmore than simple missionary work; i t  meant tha t  one would go 

t o  h e l l  unless he did h i s  b e s t  t o  save o thers .  But s ince  each person is alone 

and facing the  temptation t o  s i n ;  t h i s  r o l e  can only be done by the  use of the  

157'1~ankees" or ig ina ted  i n  r u r a l  New England, and then emigrated westward 
i n  the  ea r ly  19th century, s e t t l i n g  i n  ups t a t e  ( p a r t i c u l a r l y  western) New 
York, northern Ohio, northern Indiana, and northern I l l i n o i s .  



Stace.  The r o l e  of the  S t a t =  i s  t o  stamp o u t  s i n  and c r e a t e  a  new Jerusalem 

on Earth.  158,159 

The p i e t i s t s  def ined s i n  ve ry  b road ly .  In  p a r t i c u l a r ,  the  most im- 

p o r t a n t  p o l i t i c a l l y  was Demon Rum, which c louded men's minds and t h e r e f o r e  

robbed them of t h e i r  theo log ica l  f r e e  w i l l .  I n  t h e  18301s,  the e v a n g e l i c a l  

p i e t i s t s  launched a determined and i n d e f a t i g a b l e  p r o h i b i t i o n i s t  crusade on t h e  

s tate and l o c a l  l e v e l  which l a s t e d  a c e n t u r y .  Second was any a c t i v i t y  on Sunday 

except  going t o  Church, which l e d  t o  a d r i v e  f o r  Sabbatar ian b lue  laws. 

Drinking on sunday w a s  of course  a  double  s i n ,  and hence p a r t i c u l a r l y  he inous .  

Another v i t a l  t h r u s t  of t h e  new Yankee p i e t i s m  was t o  t r y  t o  e x t i r p a t e  Roman 

Catholicism, which robs  counnunicants of t h e i r  t h e o l o g i c a l  f r e e  w i l l  by sub- 

j e c t i n g  them t o  t h e  d i c t a t e s  of p r i e s t s  who a r e  a g e n t s  of the  Vatican.  I f  Roman 

Ca tho l ics  could no t  be p roh ib i t ed  per se, t h e i r  immigration could be slowed 

down o r  stopped. And s i n c e  t h e i r  a d u l t s  w e r e  i r r e v o c a b l y  s teeped i n  s i n ,  i t  

became v i t a l  f o r  crusading p i e t i s t s  t o  t r y  t o  e s t a b l i s h  pub l ic  schoo ls  as 

compulsory f o r c e s  f o r  P r o t e s t a n t i z i n g  s o c i e t y  o r ,  a s  t h e  p i e t i s t s  l i k e d  t o  Put 

i t ,  t o  " C h r i s t i a n i z e  the  Cathol ics ."  If t h e  a d u l t s  a r e  hopeless ,  t h e  c h i l d r e n  

must be saved by t h e  publ ic  schoo l  and compulsory a t tendance laws. 

Such w a s  t h e  p o l i t i c a l  program of  Yankee p i e t i s m .  Not a l l  immigrants 

w e r e  scorned.  B r i t i s h ,  Norwegian, o r  o t h e r  immigrants who belonged t o  p i e t i s t  

churches (whether nominally C a l v i n i s t  o r  Lutheran o r  no t )  were welcomed as 

158 
These p i e t i s t s  have been c a l l e d  " e v a n g e l i c a l  p i e t i s t s "  t o  c o n t r a s t  

them with  t h e  new Southern p i e t i s t s ,  c a l l e d  " s a l v a t i o n a l  p i e t i s t s "  who d i d  
not include t h e  compulsion t o  save everyone e l s e  i n  t h e i r  d o c t r i n e .  

159These p i e t i s t s  a r e  d i s t i n g u i s h e d  from contemporary " fundamenta l i s t s "  
because t h e  fcrmer were " p o s t - m i l l e n i a l i s t s "  who b e l i e v e  t h a t  the  world must 
be shaped up and Chr i s t i an ized  f o r  a  mil lenium b e f o r e  Jesus  w i l l  r e t u r n .  I n  
c o n t r a s t ,  contemporary fundamenta l i s t s  a r e  "pre-mil lenia ls"  who b e l i e v e  t h a t  
t h e  Second Coming of Jesus  w i l l  u sher  i n  t h e  millenium. Obviously, i f  e v e r y -  
one must be shaped up before  Jesus  can r e t u r n ,  t h e r e  i s  a  much g r e a t e r  i n -  
c e n t i v e  t o  wield S t a t e  power t o  stamp o u t  s i n .  



" t r z e  Americans." The Northern p i e t i s t s  focnd t h e i r  hone, almost t o  a  man, 

f i r s t  i n  the  Whig Par ty ,  and t h e n  i n  t h e  Republican Par ty .  And they d i d  

s o ,  too,  among t h e  Greenback and P o p u l i s t  p a r t i e s ,  as we s h a l l  see f u r t h e r  

below. 

There came t o  this count ry  d u r i n g  t h e  cen tury  an inc reas ing  number of 

Ca tho l ic  and Lutheran immigrants,  e s p e c i a l l y  from I r e l a n d  and Germany. The 

Ca tho l ics  and High Lutherans,  who have been c a l l e d ' " r i t u a 1 i s t s "  o r  " l i t u r g i c a l s , "  

had a  very d i f f e r e n t  kind o f  r e l i g i o u s  c u l t u r e .  Each person is n o t  r e s p o n s i b l e  

f o r  h i s  own s a l v a t i o n  d i r e c t l y ;  i f  h e  is t o  be  saved,  he j o i n s  t h e  church 

and obeys i t s  l i t u r g y  and sacraments .  I n  a  profound sense ,  then,  t h e  Church 

in respons ib le  f o r o n d s  s a l v a t i o n ,  and t h e r e  is no need f o r  t h e  S t a t e  t o  stamp 

o u t  temptation.  These Churches, then ,  e s p e c i a l l y  t h e  Lutheran,  had a  l a i s s e z -  

f a i r e  a t t i t u d e  toward t h e  S t a t e  and m o r a l i t y .  Furthermore, t h e i r  d e f i n i t i o n s  

of "sin" were not near ly  as broad as t h e  p i e t i s t s .  Liquor is f i n e  in moderation; 

d r ink ing  beer with t h e  fami ly  in beer  p a r l o r s  on Sunday a f t e r  Church w a s  a  

cher ished German (Cathol ic  and Lutheran)  t r a d i t i o n ;  and paroch ia l  schoo ls  were 

v i t a l  i n  t r ansmi t t ing  r e l i g i o u s  v a l u e s  t o  t h e i r  c h i l d r e n  i n  a  country where 

they were i n  a  minority.  

V i r t u a l l y  t o  a  man, C a t h o l i c s  and High ~ u t h e r a n s l ~ ~  found t h e i r  home, 

dur ing  t h e  19th  century,  i n  t h e  Democratic Par ty .  It is no wonder t h a t  t h e  

Republicans g l o r i e d  i n  c a l l i n g  themselves ,  throughout t h i s  pe r iod ,  " the  p a r t y  

of g r e a t  moral ideas ,"  whi le  t h e  Democrats declared themselves t o  be " the  

p a r t y  of personal  l i b e r t y . "  For  n e a r l y  a century,  t h e  bemused l i t u r g i c a l -  

Democrats fought a  de fens ive  s t r u g g l e  a g a i n s t  people whom they considered 

l6 '~u therans ,  then a s  now, were s p l i t  i n t o  many d i f f e r e n t  synods, some 
h igh ly  l i t u r g i c a l ,  o t h e r s  h i g h l y  p i e t i s t ,  and s t i l l  o t h e r s  i n  between. Pau l  
Kleppner has shown a  one-to-one c o r r e l a t i o n  between t h e  degree of l i t u r g i c a l -  
ness  and the  percentage of Democratic P a r t y  vo te  among the  d i f f e r e n t  synods. 



"p i e t i s t - f ana t i c s "  cons tan t ly  swooping down t ry ing  t o  outlaw t h e i r  

l i quo r ,  t h e i r  Sunday beer pa r lo r s ,  and t h e i r  parochia l  schools .  

How did a l l  t h i s  relate t o  t he  economic i s s u e s  of t h e  day? Simply 

t h a t  t he  leaders  of each pa r ty  went t o  t h e i r  vo t ing  cons t i t uen t s  and 

" ra i sed  t h e i r  consciousness" t o  g e t  them v i t a l l y  i n t e r e s t e d  i n  na t iona l  

economic quest ions.  Thus, t he  Republican l eade r s  would go t o  t h e i r  rank-and- 

f i l e  and say: "Just  a s  w e  need Big P a t e r n a l i s t i c  Government on t h e  l o c a l  and 

s t a t e  l e v e l  t o  stamp ou t  s i n  and compel mora l i ty ,  s o  we need Big Government 

on the  na t iona l  l e v e l  t o  increase  everyone's purchasing power through i n f l a t i o n ,  

keeping ou t  cheap fore ign  goods ( t a r i f f s ) ,  o r  keeping ou t  cheap fore ign  labor  

(immigration r e s t r i c t i o n s ) . "  

And f o r  t h e i r  p a r t ,  t he  Democratic l e a d e r s  would go t o  t h e i r  cons t i t uen t s  

and say:"Just a s  t h e  Republican f a n a t i c s  a r e  t r y i n g  t o  take  away your l i quo r ,  

your beer pa r lo r s ,  and your parochia l  schools ,  s o  t h e  same people a r e  t ry ing  

t o  keep out  cheap fore ign  goods ( t a r i f f s ) ,  and t r y i n g  t o  des t roy  the  va lue  of 

your savings through i n f l a t i o n .  P a t e r n a l i s t i c  government on the  f ede ra l  l e v e l  

is j u s t  a s  e v i l  a s  i t  is a t  home." 

So s t a t i s m  and l i be r t a r i an i sm w e r e  expanded t o  o the r  i s sues  and o ther  

l eve l s .  Each s i d e  infused its economic i s s u e s  wi th  a moral fervor  and passion 

stemming from t h e i r  deeply held r e l i g i o u s  values .  The mystery of the  passionate  

i n t e r e s t  of Americans i n  economic i s sues  i n  t he  epoch is solved. 

Both i n  t h e  Second Party and Third Par ty  Systems, however, the  Whigs and 

then the  Republicans had a grave problem. P a r t l y  because of demographics-- 

g r ea t e r  immigration and higher b i r t h  rates--the ~ e m o c r a t / l i t u r g i c a l s  were slowly 

but su re ly  becoming the  majority par ty  i n  t h e  country.  The Democrats were s p l i t  

asunder by t h e  s lavery  question i n  t h e  1840s and 50s. But now, by 1890, the  



Republicans saw the handwriting on the  wal l .  The Democratic v i c to ry  i n  the  

Congressional races  i n  1890, followed by the  unprecedented l ands l ide  v i c to ry  

of Grover Cleveland car ry ing  both houses of Congress i n  1892--indicated t o  t h e  - 
Republicans t h a t  they were becoming doomed t o  be a permanent minority.  

To remedy t h e  problem, t h e  Republicans, i n  the  e a r l y  18909, l e d  by Ohio 

Republicans William McKinley and Marc Hanna, launched a shrewd campaign of 

reconstruct ion.  In  p a r t i c u l a r ,  i n  s t a t e  a f t e r  s t a t e ,  they di tched the pro- 

h i b i t i o n i s t s ,  who were becoming an embarrassment and los ing  the  Republicans l a rge  

numbers of German Lutheran votes .  Also, they modified t h e i r  h o s t i l i t y  t o  

immigration. By the  mid-1890s, t h e  Republicans had moved r ap id ly  toward the  

cen t e r ,  toward fuzzing over t h e i r  p o l i t i c a l  piet ism.  

In  the  meanwhile, an upheaval was beginning t o  occur i n  t he  Democratic 

Party.  The South, by now a one-party Democratic region,  was having its own. 

piet ism transformed by the  1890's.  Quiet p i e t i s t s  were now becoming evangel ica l ,  

and Southern P ro t e s t an t  o rganiza t ions  began t o  c a l l  f o r  p rohib i t ion .  Then, the 

new sparse ly  s e t t l e d  Mountain s t a t e s ,  many of them with s i l v e r  mines, were 

a l s o  l a rge ly  p i e t i s t .  Moreover, a power vacuum, which would o rd ina r i l y  have 

been temporary, had been c rea ted  i n  t h e  na t iona l  Democratic par ty .  Poor Grover 

Cleveland, a hard-money l a i s s e z - f a i r e  Democrat, w a s  blamed f o r  the Panic 

of 1893, and many leading Cleveland Democrats l o s t  t h e i r  guberna tor ia l  and 

s e n a t o r i a l  pos t s  i n  t he  1894 e l e c t i o n s .  The Cleveland Democrats w e r e  temporarily 

weak, and the  Southern-Mountain c o a l i t i o n  was ready t o  hand. Seizing h i s  

opportuni ty ,  William Jennings Bryan and h i s  p i e t i s t  c o a l i t i o n  seized con t ro l  

of the Democratic Par ty  a t  t h e  momentous convention of 1896. The Democratic 

161 
Party was never t o  be t he  same again.  

16 1 
Grover Cleveland h imse l f ,  of course,  was ne i the r  a Roman Cathol ic  

nor a Lutheran.But he was a Ca lv in i s t  Presbyter ian who de tes ted  the take- 
over of the Presbyter ian Church by the  p i e t i s t s .  



The Cathol ics ,  Lutherans,  and t h e  l a i s s e z - f a i r e  Cleveland Democrats 

were i n  morta l  shock. The "par ty  o f  our  f a t h e r s "  was l o s t .  The Republicans,  

who had been moderating t h e i r  s t a n c e  anyway, saw t h e  oppor tun i ty  of  a l i f e t i m e .  

A t  t h e  Republican convention, R e p r e s e n t a t i v e  Henry Cabot Lodge, r e p r e s e n t i n g  

t h e  Morgans and t h e  pro-gold s t a n d a r d  Boston f inancia :  i n t e r e s t s ,  t o l d  McKinley 

and Hanna: Pledge yoursel f  t o  t h e  gold  standard--the b a s i c  Cleveland economic 

issue-and drop your s i l v e r i t e  and greenback t endenc ies ,  and we w i l l  a l l  back 

you. Refuse, and we w i l l  suppor t  Bryan o r  a t h i r d  p a r t y .  McKinley s t r u c k  t h e  

d e a l ,  and from then on, t h e  Republ icans ,  i n  n i n e t e e n t h  century  terms,  were 

a c e n t r i s t  par ty :  Their  p r i n c i p l e s  were now h igh  t a r i f f s  and t h e  gold 

s t andard ,  and p r o h i b i t i o n  w a s  q u i e t l y  f o r g o t t e n .  

What would the  poor l i t u r g i c a l s  do? Many of them s tayed home i n  d roves ,  

and indeed the e l e c t i o n  of 1896 marks t h e  beginning of the  g r e a t  s l i d e  

downward i n  v o t e r  turnout  r a t e s  t h a t  c o n t i n u e s  t o  t h e  p resen t  day. Some 

of them, i n  anguish a t  t h e  p i e t i s t ,  i n £  l a t i o n i s t  , and p r o h i b i t i o n i s t  Bryan i t e s  , 

a c t u a l l y  conquered t h e i r  anguish and vo ted  Republican f o r  the  f i r s t  t i m e  i n  

t h e i r  l i v e s .  The Republicans, a f t e r  a l l ,  had dropped the  hated p r o h i b i t i o n i s t s  

and adopted gold.  

The e l e c t i o n  of 1896 inaugurated t h e  Four th  Par ty  System i n  America. 

From a t h i r d  pa r ty  system of c l o s e l y  fough t ,  see-sawing races  between a . 

p i e t i s t / s t a t i s t  Republican vs .  a  l i t u r g i c a l / l i b e r t a r i a n  Democratic P a r t y ,  t h e  

Fourth Par ty  System cons i s t ed  of  a m a j o r i t y  c e n t r i s t  Republican p a r t y  a s  a g a i n s t  

a minor i ty  p i e t i s t  Democratic p a r t y .  A f t e r  a few y e a r s ,  theDemocrats l o s t  t h e i r  

p i e t i s t  na tu re ,  and they too became a c e n t r i s t ,  though usua l ly  minor i ty  p a r t y ,  

wi th  a moderately s t a t i s t  ideology s c a r c e l y  d i s t i n g u i s h a b l e  from t h e  Republicans.  

And so  the  Fourth Par ty  System went u n t i l  1932. 

A charming anecdote, t o l d  u s  by Richard Jensen,  sums up much of t h e  1896 



e l e c t i o n .  The heavi ly  Geman ci:y of Xilvaukee had been r a i n l y  Denocratic 

f o r  y e a r s .  The German Lutherans  and C a t h o l i c s  i n  America were devoted,  i n  

p a r t i c u l a r ,  t o  the  gold s t a n d a r d  and were b i t t e r  enemies of i n f l a t i o n .  The 

Democratic nomination f o r  Congress i n  Milwaukee had been obta ined by a Popul i s t -  

Democrat, Richard S c h i l l i n g .  Sounding f o r  a l l  t h e  world l i k e  modern mone ta r i s t s  

o r  Keynesians, S c h i l l i n g  t r i e d  t o  e x p l a i n  to. t h e  assembled Germans of Milwaukee 

i n  a campaign speech t h a t  i t  d i d n ' t  r e a l l y  m a t t e r  what commodity was chosen 

a s  money, t h a t  "gold, s i l v e r ,  copper ,  paper ,  sauerkrau t  o r  sausages" would 

do e q u a l l y  w e l l  a s  money. A t  t h a t  p o i n t ,  t h e  German masses of Milwaukee laughed 

s c h i l i i n g  o f f  t h e  s t a g e ,  and t h e  shrewdly o p p o r t u n i s t i c  Republicans adopted 

16 2 
a s  t h e i r  campaign slogan " S c h i l l i n g  and Sauerkraut1'  and swept Milwaukee. 

The Greenbackers and later t h e  pro-s i lver ,  i n f l a t i o n i s t ,  Bryani te  Popul i s t  

P a r t y  were not "agrar ian p a r t i e s ; "  They were c o l l e c t i o n s  of p i e t i s t s  aiming t o  

stamp ou t  personal  and p o l i t i c a l  s i n .  Thus, as Kleppner p o i n t s  o u t ,  "The 

Greenback Par ty  w a s  l e s s  an  amalgamation of economic p ressure  groups than an 

ad hoc c o a l i t i o n  of 'True B e l i e v e r s ,  ' ' ideo logues ,  ' who launched t h e i r  p a r t y  a s  

a 'quas i - re l ig ious '  movement t h a t  b o r e  t h e  i n d e l i b l e  hallmark of ' a  t r a n s f i g u r i n g  

f a i t h .  ' " The Greenbackers p e r c e i v e d  t h e i r  movement a s  the  " r e l i g i o n  of t h e  

Master i n  motion among men." And t h e  P o p u l i s t s  descr ibed t h e i r  1890 f r e e -  

s i l v e r  con tes t  i n  Kansas, as n o t  a " p o l i t i c a l  campaign," but  a s  " a r e l i g i o u s  

r e v i v a l ,  a crusade,  a Pen tecos t  of p o l i t i c s  i n  which a tongue of flame s a t  

upon every nan, and each spake a s  t h e  s p i r i t  gave him u t t e r a n c e  ...." The 

people  had "heard the  word and cou ld  preach t h e  gospel  of Populism." It was 

no a c c i d e n t ,  we see  now, t h a t  t h e  Greenbackers almost ir ivariably endcrsed 

p r o h i b i t i o n ,  compulsory p u b l i c  s c h o o l i n g ,  and crushing of pa roch ia l  schoo ls .  

1 6 2 ~ o  in tense  was t h e  German-American devot ion t o  gold and hard money 
t h a t  even German c o m u n i s t - a n a r c h i s t  Johann Most, l eader  of a movement t h a t  
sought t h e  a b o l i t i o n  of money i t s e l f ,  a c t u a l l y  came out  f o r  t h e  gold s t andard  
dur ing  the  1896 campaign! See Jensen ,  Winning of the  :lidwest, pp. 293-295. 



O r  t h a t  Popul i s t s  i n  many s t a t e s  "declared unequivocally f o r  prohib i t ion"  o r  

entered various forms of fusion with the  Prohib i t ion  Party.  163 

The Transformation of 1896 and the  death of the  Third Party System meant 

the  end of America's g rea t  l a i s sez - f a i r e ,  hard money and l i b e r t a r i a n  par ty .  

The Democratic Party w a s  no longer t he  pa r ty  of Je f fe rson ,  Jackson, and Cleve- 

land. With no f u r t h e r  p o l i t i c a l  embodiment f o r  l a i s s e z - f a i r e  i n  ex is tence ,  and 

with both p a r t i e s  o f f e r ing  an  echo not  a choice, publ ic  i n t e r e s t  i n  p o l i t i c s  

s t e a d i l y  declined. A power vacuum w a s  l e f t  i n  American p o l i t i c s  f o r  t he  

new corporate  s t a t i s t  ideology of progressivism, which swept both p a r t i e s  

(and crea ted  a short- l ived Progressive Par ty)  i n  America a f t e r  1900. The 

Progressive Era of 1900-1918 fastened a welfare-warfare s t a t e  on America which 

has s e t  the mould f o r  the  r e s t  of the  twentieth century. Stat ism a r r ived  a f t e r  

1900 not because of i n f l a t i o n  o r d e f l a t i o n ,  but  because a unique s e t  of 

condi t ions had destroyed the Democrats a s  a l a i s sez - f a i r e  parry and l e f t  a 

power vacuum f o r  the  triumph of t h e  new ideology of compulsory c a r t e l l i z a t i o n  

through a par tnership of b ig  government, business,  unions, technocrats ,  and 

i n t e l l e c t u a l s .  

163~ leppne r ,  Third E lec to ra l  System, pp. 291-296. 



CHAPTER 3 

Y O N N  AND BANKING I N  THE UNITED STATES I N  THE TWENTIETH CENTURY 

After  1896 and 1900, then, America entered a progressive and predominantly 

Republican era .  Compulsory c a r t e l l i z a t i o n  i n  t he  name of "progressivism" 

began t o  invade every aspect  of American economic l i f e .  The r a i l roads  had 

begun the  parade with the  formation of t h e  I C C  i n  the  1880ts ,  bu t  now f i e l d  

a f t e r  f i e l d  w a s  being cen t r a l i zed  and c a r t e l l i z e d  i n  t he  name of "efficiency," 

" s t a b i l i t y ,  " "progress, I' and the  general welfare.  Theodore Roosevel t, Taft 

and Wilson were each i n  h i s  way progressives,  and each advanced the  cause of 

c a r t e l l i z a t i o n ,  with the process culminating i n  t h e  presidency of Woodrow 

Wilson. I n  pa r t i cu l a r ,  var ious b ig  business  groups, l e d  by the  J. P. Morgan 

interests o f t en  gathered i n  t he  National Civic Federation and o the r  think 

tanks and pressure organizat ions,  saw t h a t  the  voluntary c a r t e l s  and the  

i n d u s t r i a l  merger movements of t h e  l a t e  1890's had f a i l e d  t o  achieve monopoly 

pr ices  i n  industry.  Therefore, they decided t o  t u rn  t o  governments, s t a t e  and 

federa l ,  t o  curb the winds of competition and t o  e s t ab l i sh  forms of compulsory 

c a r t e l s ,  i n  the  name, of course, of "curbing b ig  business monopoly" and advancing 

the  general welfare.  1 

America's bankers had long chaEed t o  c a r t e l l i z e  t he  banking indus t ry  

s t i l l  fu r the r .  The na t iona l  banking system was a long s t e p  forward, from 

t h e i r  point of view, but  i t  w a s  s t i l l  only quasi-centralized. Bank c r e d i t  

and money pyramided on top of New York (and a f t e r  1887, a l so  Chicago and 

Louis) banks. But this system was, t o  use a universa l ly  adopted term, 

" ine las t ic"  - t h a t  is, it could not assure  t he  pumping i n  of more money 

See i n  pa r t i cu l a r ,  Gabriel Kolko, The Triumph of Conservatism: & 
Reinterpretat ion of American History, 1900-1916 (Glencoe, 111.: The Free 
1963.) While i n  less harsh a form, v a r i a n t s  of t h i s  i n t e r p r e t a t i o n  have 

S t .  

during 

Press ,  
now 

swept the f i e l d  i n  Progressive Era his tor iography.  Thus, s e e  the works of 
Samuel Hays, James Weinst e in,  Arthur Ekrich, Louis Galambos , William Graebner , 
Jordan Schwarz, Ellis Hawley, Joan Hoff Wilson, and many o thers .  



con t rac t ions  o r  runs on banks. " I n e l a s t i c "  w a s  a code word f o r  not  enough 

assured i n f l a t i o n  of the  money supply.  The growing consensus,  then,  w a s  t o  

re -d i rec t  the  banking system by e s t a b l i s h i n g ,  a t  long  l a s t ,  a  c e n t r a l  bank. 

The c e n t r a l  bank would have an a b s o l u t e  m n o p ~ i g  of t h e  n o t e  i s s u e ,  and r e s e r v e  

requirements would then ensure  a mul t i - layered pyramiding on top of t h e s e  

c e n t r a l  bank n a t e s ,  which corild. b a i l  o u t  bznks i n  trouble, and, noreover,  c o d d  

i n f l a t e  che currency i n  a smooth, c o n t r o l l e d ,  and uniform manner throughout 

t h e  nat ion.  

I n  a d d i t i o n  t o  t h i s  c h r o n i c  problem, t h e  l a r g e  banks,  ? a r t i c u l a r l y  i n  

W d 1  S t r e e t ,  s a w  f i n a n c i a l  c o n t r o l  s l i p p i n g  away from them. The s t a t e  banks 

and o t h e r  non-national banks began t o  grow i n s t e a d  and o u t s t r i p  t h e  n a t i o n a l s .  

Thus, whi le  i n  t h e  1870 's  and t h e  1 9 8 Q t s ,  n o s t  banks were n a t i o n a l ,  by 

1896 non-national banks comprised 51 percen t  of t h e  c o t a l  number o f  banks, and 

by 1913, ?1 percent .  3y 1896, t h e s e  non-national banks had 54 per cen t  of =he 

t o t a l  banking resources  of t h e  country ,  and 57 per  cen t  in 1913. The i n c l u s i o n  

of Chicago and S t .  Louis a s  c e n t r a l  r e s e r v e  c i t y  banks a f t e r  1887 d i l u t e d  W a l l  

S t r e e t ' s  power. With W a l l  S t r e e t  no longer  a b l e  to  cope, i t  was time t o  t u r n  to  

the  United S t a t e s  government t o  do t h e  a e n t r a l i z i n g ,  c a r t e l l i z i n g ,  and c o n t r o l l i n g  

Ins tead.  

It o f t e n  takes  a c r i s i s  t o  focus o n e ' s  mind and i t  takes  a f i n a n c i a l '  

c r i s i s  o r  notable  event t o  move men t o  i n s t i t u t i o n a l  reform. The C i v i l  War 

National banks a l s o  had a p a r t i c u l a r  form of " i n e l s s t i c i t y " :  Their  
i s s u e  of notes  w a s  l i m i t e d  by t h e i r  d e p o s i t  of  government bonds a t  the  Treasury.  
Yet government bonds were, g e n e r a i l y  40% over  p a r ,  which i ~ p o s e d  a penal ty  on 
f u r t h e r  i s sue .  See RDbert Craig West, Banking Reform and the  Federal  Reserve, 
1863-1923. ( I thaca :  Cornel l  Univers i ty  P r e s s ,  19 77 )  . 

3 See Kolko, Triumph, p. 140.  



was t h e  previous occasion f o r  overhau l  of t h e  n a t i o n ' s  money and banking 

system. The Panic of 1907 provided t h e  spark  f o r  a r e t u r n  t o  c c n t r d  banking. 

The Republicans f u l f i l l e d  their promise, and, i n  March 1900, f ina l l y  

placed t h e  United S t a t e s  o f f i c i a l l y  on  a monometallic gold  standard.  Al l  

paper w a s  t o  be redeemable i n . g o l d ,  and s i l v e r  continued as a subs id ia ry  

metal. 

An unusual i n c r e a s e  i n  go ld  p roduc t ion  from discoveries in South LLSrica 

and .4laelca doubled t h e  world 's  gold  etock from 1890 t o  1914, causing 2 rise 

o f  U.S. p r i c e s  of near ly  50% from 1897 t o  1914, o r  2 1 / 2 X  per year .  Unt i l  

a f t e r  'World War 11, t h i s  was t h e  i a r g e s t  sustained r i s e  i n  p r i c e s  i n  peace- 

time, b u t  8ti i . l  the rise only r e t u r n e d  t o  approximately 1882 l e v e l s .  I n  t h e  

United S t a t e s ,  the gold supply r o s e  a t  a r a t e  o f  7 l /2X per  year i n  t h i s  per iod.  

But d e s p i t e  this impact, t h e  bulk of  t h e  i n c r e a s e  i n  t h e  supply of money i n  

rhe per iod came from bank d e p o s i t s  pytamiding on  top of t h e  inc rease  i n  gold.  

Thus, from June 1835 t o  .June 1914, to ta l .  bank d e p o s i t s  r o s e  from $3.43 

b i l l i o n  t~ $14.32 b i l l i o n ,  o r  a n  i r c r e a s e  of 317.52 o r  a n  annual r i s e  of 

17.bZ - a s ~ b s t a n t i a l i y  g r e a t e r  pe rcen tage  than the 7 1 / 2 2  year i ~ c r e a s e  of 

t h e  gold s tock .  Once again,  f rac t iona l - rese rve .  b a k i n g  m&r the na t iona l  

banking system w a s  far more t o  blame f o r  p r i c e  rises than i n t e r n a t i o n a l  movements 

i n  gold .  

There were s e v e r a l  m i d - p a n i c s ,  a v e r t e d  o r  stopped by infusions  of 

Treasury m n e y ,  a f t e r  1900; b u t  t h e  P a r i c  o f  1907 f r igh tened  the  banks i n t o  

c a l l i n g  f o r  a new c e n t r a l  banking system. W z l l  S t r e e t  and the Morgans could 

no t  save t h e  Yw York banks t h e m e l v e s .  There was g e n e r d  specu la t ion  o f  

s p e c i e  payment throu@mut the country ,  and lreiniums o f  currency over d e p o s i t s .  

Again, t h e  Treasury was calleci  upon t o  i n t e r v e n e .  The W a l l  S t r e e t  banks now 

knew t h a t  they c o d d  not cope, and f e d e r a l  government c a i ~ e l i i z a t i o n  and support  



f o r  f r a c t i o n a l  reserve banking would be necessary.  4 

AL1 barius, and both po r t i e s ,  now agreed on scme form o f  cen t ra l  banking, 

and the  rest of the  s to ry  is jockeying f o r  ininor advantage. The Wilson 

Adminiatration f i n a l l y  es tabl ished c e n t r a l  banldng with  the  c r ea t i on  of the  

Federal Beeerne System i n  1913 - the  symbolic end of t h e  Jacksonian hard-nroney 

h e r i t a g e  i n  t h e  Deoocratic Party.  From 1913 u n t i l  1933, t he  United S t a t e s  

would be fonnal ly  under a gold s tandard,  b u t  a c t u a l l y  governed by a Federal 

Resenre System designed t o  i n f l a t e  uniformly and b a i l  o u t  banks i n  t rouble .  

The banking system w u l d  now be pyramiding on t h e  U.S. i s s u e  of paper money. 

By ee tab l l sh ing  the Federal Rcseme System, t h e  f ede ra l  government changed 

the base  of  t he  banking pyramid to  t h e  Federal  Reserve Banlrs. Only the  Federa 

Reseme could now p r i n t  cash, and all member banks could now multiply t h e i r  depos i t s  

on top of Federal Beeem deposi ts .  A l l  n a t i o n a l  banks were required to  j o in  the 

Federal Reserve, and t h e i r  gold add o the r  lawful  money reserves had t o  be  trans- 

f e r r e d  t o  t h e  Federal Rememe. The Federal  Reserve, i n  turn, could pyramid its 

depos i t s  by three to one on top  of gold. T h i s  c e n t r a l i z a t i o n  created an enormous 

p o t e n t i a l  f o r  Inf la t ionary  expaasion of bank depos i t s .  Not only t ha t ,  reserve 

requirements f o r  t he  na t ion ' s  banks were d e l i b e r a t e l y  c u t  i n  ha l f  i n  t h e  course of  

e s t ab l i eh ing  the Federal Rmexve System, thereby i & t i n g  the  rapid doubling of 

t h e  money supply. Average reaerve requirements f o r  a l l  banks pr ior  t o  t he  Federal 

Reseme A c t  Fe estimated t o  be 21%. In  t h e  original A c t  of 1913% these w e r e  c u t  t o  

U.6% and th ree  years l a t e r  to 9.8%. It is clear then t h a t  the Federal Reserve vas  

designed from t h e  very beginning t o  b e  a n  instrument f o r  an  uniform and coordinated 

i n f l a t i o n  of  bank money. 5 

See ibllro, Triumph, pp. 153-158; Friedman and Schwartz, Monetary 
H i s  to ry ,  pp. 156 f f . 

5 
See t he  i l luminat ing d iscuss ion  i n  C, A. P h i l l i p s ,  T.F. McManus, and 

R. W. Nelson, Banking and the  Business Cycle (New Pork: McMllan, 1937), pp. 23-29. 



Indeed, to ta l  bank deposits  were $14.0 b i l l i o n  a t  the beginning o f  the 

Federal. Reserve System i n  January 1914; af ter  six years, i n  January 1920, to ta l  

bank deposits had reached $29.4 b i l l i o n ,  an enormous increase o f  110% or 

18.3% per year .  The creation o f  the Federal Reserve had made that  expansion 

possible.  



The Csld-Exchange Standard 

Faced wi th  a g loba l  i n f l a t i o n  of unprecedented volume and destruction- 

both during World War I and immediately a f t e r  i t ,  t h e  world attempted to  

r e s t o r e  monetary s t a b i l i t y .  But whi le  moat o f f i c i a l s  wanted gold to  re- 

appear as the monetary anchor, they a l s o  wanted to  be ab le  t o  keep in- 

f l a t i n g .  Put another  way, they wanted t o  have t h e i r  cake and e a t  i t  too. 

Preeminent +-ctims of  t h i s  delusion were t h e  B r i t i s h ;  with a burgeoning 

wel fa re  state i n  t h e  e a r l y  bCJ201s, and espec ia l ly  with  r i g i d  wage r a t e s ,  i t  

was d i f f i c u l t  p o l i t i c a l l y  t o  end i n f l a t i o n .  Further ,  B r i t a i n  wanted t o  re- 

turn  to  gold, b u t  f o r  reasons of na t iona l  "prest ige"  she  wanted t o  go back 

a t  the pre-war, pre- in i fae ion  r a t e  c f  $4..86 pe r  pound. I n  e f f e c t ,  s h e  

wanted t o  pretend t h a t  the i n f l a t i o n  had never happened. There was cnly 

one way B r i t a i n   odd g e t  away with e n t h r o n i q  an  a r t i f i c a l l y  overvalued 

pound: By =king o t b r  count r ies  play along. Other nat ions had to  be  

persuaded (or  forced) i n t o  e i t h e r  l ikewise  re turn ing  t o  gold a t  an u n r e a l i s t i c  

r a t e  or i n f l a t i n g  t h e i r  monies so as n o t  ta  c r i p p l e  B r i t a i a ' s  exports  ( a l s o  

pr iced a r t i f i c i a l l y  high) . 
B r i t a i n  accomplished Ehis a t  t he  Genoa Ccnference of 1922. merg ing  

from t h a t  f i r s t  pos t -W~P economic meeting was not a gold s tandard,  bur a 

mere s l i ppe ry  "gold-exchangeu s tandard.  Hera'3 how i t  worked: Only t he  

United S t a t e s  s tayed on the o ld  gold-coin s tandard ,  where anyone could 

present  notes t o t a l l i n g  $20.57 t o  t he  Treasury and rece ive  an ounce of  gold 

in r e tu rn .  But S r i  t a i n  began redeeming pounds not  j u s t  i n  gold ,but i n  

Federal Reserve no tes  ar d o l l a r s .  Far ther ,  the o the r  nat ions began pre- 

domlmntiy using B r i t i s h  prsiinds as t h e i r  backing . And importantly,  wheii 

they d i d  pay gold they only paid i n  Large b u l l i o n  bars, not coins ,  so the  

average c i c h e n  was no t  a b l e  t o  redeem h i s  currency. Tne Genoa Accord made 

the pound a s  wel l  a s  t he  d o l l a r  as good as gold, even though s t e r l i n g  



was not  i n  f a c t  a  sound currency. Br i t a in  now pr in ted  its "gold" with 

American support--the U.S. agreed to  i n f l a t e  enough t o  keep Br i taFnts  reserves 

of d o l l a r s  o r  gold from flowing t o  America. 

This i n f l a t i ona ry  charade w a s  played t o  b u t t r e s s  B r i t a i n ' s  fading 

dreams a s  an imper i a l i s t  world power. But a l s o  involved w a s  t he  r i s e  of t he  

new doct r ines  of John Maynard Keynes, who by the ea r ly  1920's had become a 

foe  of t h e  'barbarous re l ic ' '  gold and ex to l l ed  ins tead  the  al leged v i r t u e s  

of a p o l i t i c a l l y  managed paper currency. That these ideas became so  

i n f l u e n t i a l  so f a s t  i n  London banking c i r c l e s  was due i n  no s n a l l  p a r t  t o  t he  

ca tas t rophic  l o s s  suffered during World War I of t ru ly  the  f i n e s t  minds of 

a  generation. These would have normally become leaders  during the  1920's. 

This l e f t  a  gap which af fec ted  B r i t a i n  a s  i t  did few other countries. For, 

a t  the  r i s k  of broad brush pa in t ing ,  the  B r i t i s h  a r e  a people which have always 

put more s tock  i n  p r a c t i c a l  kmwledge than the  more phi losophical  French o r  

Germans. But pragmatism depends l e s s  on book-knowledge than on s k i l l s  handed 

down o r a l l y .  The ann ih i l a t i on  cf a generat ion thus c res ted  a  gap i n  t he  

cont inui ty  of knowledge those nor2 bookish nat ions escape@. So as one 

contemporary observer of London f i n a n c i a l  c i r c l e s  percept ively explained, by 

the mid-19 2 0 q s ,  there  wculd be few remaining grandfathers who remmbered the  

v i r t u e s  of sound money. And there  would be  t h e i r  grandsons "miseducated by 

Keynes." Setween them was a gap, which c rea ted  such "a b a r r i e r  i n  ideas t h a t  

6 
it  was not easy f o r  t r a d i t i o n  and p r a c t i c a l  knowledge to pass." 

American I n f l a t  ion 19 22- 28 

With the "discovery" of open market ,operations around 1922, the Federal 

Reserve thought i t  had found a way t o  smooth out  business cycles .  In  p rac t i ce ,  

6 
Benjamin Anderson, Economics and the  Ptlblic Welfare, ( Indianapolis  : 

Liberty Press,  19791, p. 174.  



i t  caused a s u b s t a n t i a l  6-year bank c r e d i t  i n f l a t i o n  by buying s e c u r i t i e s  on 

t h e  open market and p r i n t i n g  t h e  money t o  pay f o r  them. T h i s  money -- bank 
r e s e r v e s  --was pyramided s e v e r a l - f o l d  by means o f  t h e  f r a c t i o n a l  reserve 

banking system. T h i s  p o l i c y  o f  s t a b i l i z i n g  t h e  p r i c e  l e v e l ,  was d e l i b e r a t e l y  

engineered by the l e a d e r  of t h e  Federa l  Reserve System, Benjamin Strong,  t o  

fo l low t h e  proto-monetar is t  theory of Yale economist  I r rLng  Fisher .  

The 1920's  are n o t  o f t e n  seen  as a n  i n f l a t i o n a r y  per iod  becauae p r i c e s  d i d  

n o t  rise. But t h e  money supply can  rise wen w i t h o u t  p r i c e s  r i s i n g  i n  a b s o l u t e  

terms. The 19 20 's saw such a b u r s t  of American t e c h n o l o g i c a l  advancenent and 

cheaper ways of producing t h i n g s  t h a t  t h e  n a t u r a l  tendency w a s  f o r  p r i c e s  t o  

f a l l  ( i .e . ,  more goods chasing t h e  same number o f  d o l l a r s ) .  But t h e  i n f l a t i o n  - 
caused p r i c e s  t o  rise r e l a t i v e  t o  what they would have done. So a "s tab le"  

p r i c e  l e v e l  w a s  masking t h e  f a c t  t h a t  i n E l a t i o n  was going on, and c r e a t i n g  

d i s t o r t i o n s  throughout t h e  economy. 

Betveen mid-1922 and A p r i l  1928, bank c r e d i t  expanded by over  twice as 

much as it d i d  t o  h e l p  f i n a n c e  World War I. A s  w i t h  all i n f l a t i o n s ,  t h i s  

caused s p e c u l a t i v e  excess ;  i n  t h i s  c a s e  new money poured i n t o  t h e  s t o c k  market 

and real e s t a t e .  The c o o l i n g  o f  t h i s  s p e c u l a t i v e  f e v e r  i n  1928 by o f f i ~ F a 1 ~  

who t igh tened  t h e  money supply because  they were f i n a l l y  a f r a i d  of t h e  overheated 

economy l e d  t o  t h e  Depression,  which i n  t u r n  l e d  t o  t h e  world 's  abandonment' of  

t h e  gold  s tandard.  We vould do w e l l  t o  examine this per iod  c l o s e r .  

B a l l i n g  Out B r i t a i n  

B r i t a i n  dur ing t h i s  time used h e r  parer t o  t r e a t  che pound l i k e  gold a s  

one might expect,  keeping i n t e r e s t  rates a r t i f i c a l l y  Low and i n f l a t i n g  r e c k l e s s l y ,  

thus p i l i n g  up b i l l i o n s  o f  pounds a t  t h e  Bank o f  France,  vhich f i n a l l y  began 

a s k i n g  f o r  gold ins tead .  Panicked, the  Bank of  England i n  mid-1927 induced 

t h e  New York Federal  Reserve Bank t o  lower i t s  I n t e r e s t  r a t e s  and s t e p  up open- 

market purchases of s e c u r i t i e s ,  thus  f u e l i n g  inflation f u r t h e r .  (This move t o  

make unnecessary t h e  payment of B r i t i s h  gold o b l i g a t i o n s  t o  France and t o  keep 



England i n f l a t i n g  by causing America t o  i n f l a t e  was disguised as 'helping 

the  farmer. " It was the Kansas City Federal Reserve Bank which f i r s t  lowered 

i ts  discount r a t e ,  t h e  o the r s  following.) 

A major reason f o r  t h e  i n f l a t i o n a r y  pro-British po l i c i e s  of  t h e  1920's 

w a s  the c l o s e  personal connections formed between Benjamin Strong, t he  

dominant l eade r  of t h e  Federal Reserve System, and Mantagu Norman, head of the  

Bank of England. I n  s eve ra l  s e c r e t  conferences wi th  Norman, unknown t o  t h e  r e s t  

o f  t he  Federal Reserve o r  t h e  American goverxment, Strong agreed t o  i n f l a t e  

money and c r e d i t  i n  order  t o  b a i l  ou t  England. The t i e s  between Norman 

and Strong were no t  only personal;  both were in t imate ly  a l l i e d  wi th  

t h e  House of Margan. Before h e  became t h e  f i r s t  l eade r  of t h e  Federal 

Reserve, Strong w a s  head of t h e  Morgan-created Bankers Trus t  Company i n  

New York. He w a s  urged t o  accept  t h e  pos t  by h i s  two c l o s e s t  personal 

f r i ends ,  Henry P. Davison and Dwight Morrow, both par tners  a t  t h e  Morgan Bank. 

The Morgan connection wi th  B r i t a i n  w a s  very close;  J. P. Morgan a d  Company 

was the  f i s c a l  agent f o r  t he  Bank of England, and underwrote t he  massive 

s a l e  of B r i t i s h  bonds i n  t h e  United S ta tes  during World War I. Montagu Norman 

himself had c l o s e  personal connections with the  United S t a t e s  investment 

banks and had worked i n  t h e  o f f i c e s  of Brown Brothers i n  New York. Only 

t h e  death of Strong i n  1928 ended t h e  in f l a t i ona ry  Federal Reserve pol icy  

designed to  he lp  Bri ta in.  



By Apr i l  o f  1928, t he  new Governors of  both t he  Federal  Reserve Board 

and the  New York Federal  Reserve Bank, made an e f f o r t  t o  hold down bar!! c r e d i t  

expans ion. But those e f f o r t s  were stymied by following two c o n f l i c t i n g  

g o d s .  Federal  Reserve o f f i c i a l s  wanted both  t o  reduce c r e d i t  going i n t o  s tock  

market specu la t i on  y e t  a t  t h e  same t i m e  not t o  t i g h t e n  money e i t h e r  a t  home 

or  abroad ( t h i s  l a t t e r  f o r  fear of  pu l l i ng  gold ou t  of  B r i t a i n ) .  

And whi le  t h e  a n t i - i n f l a t i o n i s t  pol icy predominated, i t  is not  easy t o  

reduce i n f l a t i o n  i n  an  economy grown accustomed t o  i t ,  which by 1928 America 

had. Further ,  1928 w a s  a P r e s i d e n t i a l  e l e c t i o n  yea r ,  w i th  g r e a t  pressure 

t o  i n f l a t e .  It the re fo re  took about a yea r  b e f o r e  t he  money supply was under 

cont ro l .  But a s  t he  t ab l e s  below show, t he  long money-supply i n f l a t i o n  was over 

by t he  end of  1928. A t  mid-1929 money supply growth was creeping a t  an annual 

r a t e  of only 0.7X, a marked dece le ra t ion  from previous years .  The depression 

caused by yea r s  of i n f l a t i o n  w a s  about t o  begin,  and wi th  i t  would come the  

end of t h e  American 'gold s tandard.  

To ta l  Money Supply of t he  United S t a t e s ,  1921-29 
( i n  b i l l i o n s  of d o l l a r s )  

Date Tota l  Money Per  Cent Annual Change 
Supply From Previous 

1921 - June 30 
1922 - June 30 
1923 - June 30 
1923 - Dec. 31 
1924 - June 30 
1924 - Dec . 31 
1925 - June 30 
1925 - Dec. 31 
1926 - June 30 
1926 - Dec . 31 
1927 - June 30 
1927 - Dec . 31 
1928 - June 30 
1928 - Dec. 31 
1929 - June 30 



Federal -Reserve Bank Credit, 1914-1934 

( $  millions) 

End of Year 
Reserve bank credit outstandinq 

Total loans Through purchase of 
and securities bills and securities 

Source: U.S. Department of Commerce, Historical Statistics of the 
United States, Colonial Times to 1957 (19611, series X 245-254, 
p.642. 



The I n t e r n a t i o n a l  Crisis : 19 31 

The s t o c k  market c o l l a p s e  i n  l a t e  1929 was o n l y  a harbinger  of th ings  

t o  come. It was n o t  u n t i l  1931 t h a t  i n t e r n a t i o n a l  bank c o l l a p s e s  caused 

abandonment of gold. The f i r s t  t o  go was A u s t r i a .  

-edi t -Aasta l t ,  Auslxia's l a r g e s t  bank and suppor ted  by t h e  Aus t r i an  government 

had f o r  y e a r s  been making bad l o a n s  on  a meagre reserve base .  A u s t r i a  had been 

p a r t  of t h e  "s ter l ing-bloc ,"  b u t t r e s s e d  by B r i t a i n ,  a development 

resen ted  by France, heavy wi th  gold  c la ims o n  Britain. The format ion of 

a n  Aus t r i an  customs union wi th  Germany i n  la te  March 1931 was fea red  by 

France, who saw i t  as a s t e p  t o  p o l i t i c a l  union.  The French c e n t r a l  bank 

now i n s i s t e d  upon inunediate repayment o f  h e r  shor t - term deb t s  from A u s t r i a  

and Germany. Aus t r i an  banks c l e a r l y  could  n o t  meet t h e i r  l i a b i l i t i e s ,  

and i n  l a t e  May, Kredit-Anstalt  went bankrup t ,  t a k i n g  A u s t r i a  o f f  t h e  gold 

s tandard.  A run on Geman banks now s t a r t e d .  Tha t  country  had been quickly  

a f f e c t e d  by t h e  t ightened American c r e d i t  c o n d i t i o n s  i n  mid-1928, and was 

q u i t e  vulnerable .  Runs continued and even though P r e s i d e n t  Hoover dec la red  

on June 20 a moratorium on German deb t ,  France was n o t  immediately i n c l i n e d  

t o  go along. She delayed too long; and on J u l y  1 5  Germany dec la red  n a t i o n a l  

bankruptcy by going o f f  t h e  gold s t andard .  

It must be  s a i d  t h a t  b o t h  t h e s e  n a t i o n s  fought  despera te ly  t o  mainta in  

gold  redemption, and when t h e  end came, each regarded t h e  a c t  wi th  shame. 

Not s o  wi th  B r i t a i n .  The country  which had caused t h e  o t h e r s  t o  i n f l a t e  

f o r  h e r  and d id  more than any o t h e r  t o  b r i n g  on  t h e  c t f s i s  went o f f  t h e  gold 

s t andard  without a f i g h t .  

As runs on B r i t i s h  gold inc reased  through t h e  summer, B r i t a i n  re fused  

t o  defend t h e  pound by r a i s i n g  i n t e r e s t  rates. I n s t e a d ,  as gold flowed o u t  

of the  banks, t h e  Bank of England c r e a t e d  new money t o  r e p l e n i s h  t h e  banks' 

reserves .  The Bank of France cooperated l o y a l l y ,  and d i d n ' t  p resen t  many 



claims. The French bank held s t e r l i n g  claims worth f u l l y  seven t i m e s  i ts  

c a p i t a l ,  and thus feared f o r  a  B r i t a i n  o f f  the  gold s tandard.  Indeed, France 

joined America i n  o f f e r ing  massive loans t o  Br i ta in .  

d i d n ' t  even t ake  f u l l  advantage of these c r e d i t  l i n e s ,  

assur ing  the Netherlands Bank (with all its c a p i t a l  i n  

But t he  Bank of  England 

and two days a f t e r  

s t e r l i n g )  t h a t  

England would not  go o f f  t h e  gold s tandard,  t h a t  is  exact ly what happened. 

The announcement was made on Sunday September 20, 1931, thus capping 1 7  

years  of gradual monetary d i s i n t e g r a t i o n .  

Br i t a in  had f o r  cen tu r i e s  been t h e  world's premier f i nanc ia l  power, 

so t h e  announcement l e f t  t h e  world s tunned. Moreover, o ther  governments 

had been de l ibe ra t e ly  deeeived. The c a p i t a l  of t h e  c e n t r a l  banks of France 

and Holland had been made wor th less  i n  one day. Governments could no longer  

t r u s t  each o ther ' s  f i n a n c i a l  promises, and t h e  s t age  was set f o r  perhaps 

t h e  most treacherous decade i n  i n t e r n a t i o n a l  economic r e l a t i ons ,  a  decade 

from which w e  have not  y e t  recovered. A s  Chase economist and contemporary 

eyewitness Benjamin Anderson r eca l l ed ,  "An immense world a s s e t  was destroyed 

when the  Bank of England and the  B r i t i s h  government broke f a i t h  with t h e  

world. Years l a t e r  a f t e r  we i n  t h e  United S ta t e s  had a l s o  broken f a i t h  with 

the  world, the  head of t he  na t iona l  bank of one of t he  Scandimavian countr ies  

s a id ,  ' I  have l o s t  money 

have never l o s t  money by 

I f  s t e r l i n g  was not  

i n  s t e r l i n g .  I have l o s t  money i n  do l l a r s .  I 

holding gold. 111 7 

America Breaks Fa i th  

good, t h e  world asked i t s e l f ,  what was? It 

looked nervously a t  America, and had presented claims f o r  $728 mi l l ion  

of our  gold by the end of October 1931. But Americans thought any such f e a r s  

- ' Anderson, 2. G., p. 254. 



were s i l l y .  After  all, we had continued t o  pay gold to  foreigners  even i n  

the c r i s i s  of 1895, with a low point  of only $41 mi l l i on  of gold i n  t he  

Treasury. Alone among b e l l i g e r e n t s  we had not gone o f f  gold i n  World War 

I, although w e  had stopped t h e  export o f  gold. Cer ta in ly ,  few Americans cashed 

i n  notes  f o r  gold i n  la te  1931. They may have doubted the  solvency of some 

banks, bu t  few i f  any doubted the  good f a i t h  of t h e  American government's 

promise t o  redeem notes f o r  gold. The platforms of  both p a r t i e s  i n  1932 contained 

vows t h a t  t h e  gold s tandard would be  maintained. The Democratic platform w a s  

l a r g e l y  w r i t t e n  by Senator Carter  Glass of Vi rg in ia  and Cordell Hull, l a t e r  

Secre ta ry  of S t a t e .  A s  events proved, both these  men were s incere .  

The f i r s t  s i g n  of  shakiness i n  t h e  American pos i t i on  w a s  a foo l i sh  and 

f a l s e  s ta tement  by President  Hoover one month before  the November e l ec t ion .  

He charged t h a t  t h e  Federal Reserve had been w i t h i n  two weeks of going of f  

t h e  gold s tandard e a r l i e r  t h a t  year. The s tatement  w a s  soon proved untrue,  

bu t  it aroused doubts f o r  t h e  f i r s t  time i n  people 's  minds. 

These grew i n t o  rumors beginning i n  late-December t h a t  President-elect  

Roosevelt w a s  going t o  t ake  t h e  country o f f  t h e  gold standard. Roosevelt 

would not deny them, and American hoarding of gold s t a r t e d  f o r  t he  f i r s t  time 

on a grand sca le .  

The f ee l ings  of disquietude w e r e  made worse by a paralyzed government. 

The new President  w a s  not t o  take  of £ i c e  u n t i l  March 4 ( t h e  old Inauguration 

date)  and a lame-duck Congress had pany members due t o  r e t i r e .  I n  the  cab ine t  

departments, anyone whose job w a s  not pro tec ted  by c iv i l - serv ice  r u l e s  was 

preparing t o  f i n d  a new job i n  t h e  midst of a t e r r i b l e  depression. 

Runs on banks by deposi tors  anxious t o  ge t  cash and runs on t h e  Federal 

Reserve Banks by cash holders  eager to  t u rn  t h e i r  paper i n t o  gold 



a c c e l e r a t e d .  It should not  have come as a s u r p r i s e  h e n  on February 14 

Michigan became the  f i r s t  s t a t e  t o  d e c l a r e  a bank "hol iday,"  i . e . ,  t o  

c l o s e  t h e  banks to  depos i to r s :  Michigan had been t h e  home of some of t h e  more 

r e c k l e s s  l end ing  by banks dur ing t h e  boom. Nine days l a t e r  Indiana followed, 

and t h e n  a  s c o r e  of s t a t e s  i n  a c l u s t e r .  L a t e  on the n i g h t  of March 3, t h e  

big  New York banks r e l u c t a n t l y  agreed  t o  c l o s e ,  though they were not  i n  

t r o u b l e ,  smaller u p s t a t e  banks were. Rooseve l t  became Pres iden t  the  next 

day w i t h  a lmost  every bank i n  America c losed .  H e  kep t  them a l l  c losed  u n t i l  

March 13 ,  when t h e  Federal  Reserve banks opened, wi th  o t h e r s  a  day o r  two 

l a t e r .  The p u b l i c ,  assuaged by FDR's promise t h a t  t h e  reopened banks would b e  

good, poured bo th  gold and cash  back i n t o  t h e  banks. But on March 9 Congress 

passed,  a t  Roosevel t ' s  request ,  a b i l l  " t o  provide r e l i e f  i n  t h e  e x i s t i n g  

n a t i o n a l  emergency i n  banking, and o t h e r  purposes." It gave him t h e  power t o  do 

a l l  h e  p leased  regarding money and banking,  inc lud ing  a u t h o r i t y  t o  s e i z e  the  

American peop le ' s  gold co ins ,  b u l l i o n ,  and gold  c e r t i f i c a t e s .  

America Off t h e  Gold Standard 

Within a month t h i s  power w a s  used .  On A p r i l  5 ,  i t  became i l l e g a l  t o  

own o r  hold  any form of monetary g o l d ,  e i t h e r  c o i n s ,  b u l l i o n ,  o r  c e r t i f i c a t e s .  

( I n d u s t r i a l  u s e r s  of gold were n o t  a f f e c t e d . )  The banking c r i s i s  had 

been brought on by p a s t  i n f l a t i o n .  But t h a t  c r i s i s ,  i r o n i c a l l y ,  was made t h e  

excuse t o  abandon t h e  gold s t andard .  

A t  f i r s t ,  i t  w a s  s t r e s s e d  t h a t  these measures were temporary, only t o  

be  used a s  long a s  t h e  c r i s i s  l a s t e d .  But on May 1 2  a law was passed ( t h e  

Thomas Amendment t o  t h e  A g r i c u l t u r e  Adjustment Act)  which gave the  Pres iden t  

t h e  a b i l i t y  t o  inc rease  v a s t l y  t h e  money supply and to  reduce by up t o  h a l f  t h e  

weight  of gold d o l l a r .  Democratic Sena tor  Glass  c a l l e d  i t  "dishonor.. . This 



grea t  government, s t rong  i n  gold, is breaking its promises to  pay gold t o  

widows and orphans to  whom i t  has so ld  government bonds with a pledge t o  pay 

gold coin of the present  s tandard of value. It is breaking i ts  promise t o  redeem 

its paper money i n  gold coin of t he  present  s tandard of value. I t 's  

dishonor; Another Democratic Senator,  Thomaa Gore of Oklahoma, was 

asked by the  President  f o r  h i s  opinion about another  l a w  (signed on June 5) 

abol ishing the  gold c lause  i n  a l l  p a s t  debt  ob l iga t ions :  ''Why, t h a t ' s  j u s t  

p l a in  s t e a l i n g ,  i s n ' t  i t ,  M r .  President?"  L a t e r  i n  Senate debate, Gore a l s o  

added t h a t  "Henry VIII approached t o t a l  depravi ty b u t  t h e  v i l e s t  thing he  

9 
ever did w a s  t o  debase the co in  of t he  realm." 

One f i n a l  s t e p  remained. Using t h e  Gold Reserve Act of January 30, 19 34, 

President  Roosevelt a r b i t r a r i l y  reduced t h e  weight of gold t h a t  would def ine  

each do l l a r .  The "old" d o l l a r  had been defined as 25.8 grains  of gold, 

nine-tenths f i n e .  The new devalued d o l l a r  would only b e  worth 15  5/21 

grains ,  nine-tenths f ine .  So even the  a c t  of abandoning gold w a s  done with the  

imp l i c i t  admission t h a t  t he  d o l l a r  was s t i l l  defined i n  terms of i t .  

The London Conference 

J u s t  a s  he had taken America o f f  gold, Roosevelt took s t eps  t o  ensure 

t h a t  t he re  would be no i n t e r n a t i o n a l  r e t u r n  t o  gold. The Gold Bloc of re- 

maining gold standard nat ions,  France, Belguim, Switzerland, Holland, and 

I t a l y ,  had c a l l e d  the  London Conference f o r  June 1933 t o  persuade Great 

Br i t a in  and the  United S ta t e s  t h a t  "gold should b e  rees tab l i shed  a s  t he  

in t e rna t iona l  measure of exchange valuevt--and t h a t  mn-gold countr ies  should 

agree t h a t  t h e i r  u l t imate  objec t ive  was t o  c e s t o r e  the gold standard. Even 

Anderson, p. 315. 

Anderson, p. 317. 



the  o f f i c i a l  American de lega t ion ,  which included Secre ta ry  of S t a t e  

l o r d e l l  Hull ,  approved t h i s  d e c l a r a t i o n ,  and a l l  were shocked when 

Roosevel t ' s  r e p l y  r e j e c t e d  t h e  p roposa l s .  Said  he,  "The sound i n t e r n a l  

economic system of a n a t i o n  is a  g r e a t e r  f a c t o r  i n  its p r o s p e r i t y  than 

t h e  p r i c e  of i t s  currency in changing terms o f  o t h e r  na t ions . "  H e  thus 

missed t h e  p o i n t  of a  gold  s t a n d a r d ,  which d e f i n e s  a l l  c u r r e n c i e s  a s  an 

unchanging weight of gold. I n c r e d i b l y ,  t h e  P r e s i d e n t  s t a t e d  t h a t  the  new 

o r d e r  would mean currency s t a b i l i t y :  "Let me be f rank  in say ing  t h a t  t h e  

United S t a t e s  seeks  t h e  kind of d o l l a r  which a genera t ion  hence w i l l  have 

t h e  same purchasing and debt-paying power a s  t h e  d o l l a r  v a l u e  we hope t o  

main ta in  in t h e  near  future." Seven months l a t e r ,  t h e  d o l l a r  was devalued 

by 40.9%. And we of "a g e n e r a t i o n  hence" know what has happened t o  the  

purchasing power of t h e  d o l l a r .  

Gold Remains t h e  World's Money 

Finding no support, a l l  t h e  remaining Gold Bloc c o u n t r i e s  stopped 

redeeming t h e i r  paper f o r  go ld ,  Holland and Switzer land being t h e  l a s t  i n  

1936. But gold was f a r  from banished.  The d e t e r i o r a t i n g  European p o l i t i c a l  

s i t u a t i o n  a f t e r  1936 caused everyone from homeless Jews t o  c e n t r a l  bankers 

t o  t r u s t  gold over any paper cur rency  and t o  t r a n s f e r  gold t o  t h e  United 

, S t a t e s ,  the  s a f e s t  haven. F u r t h e r ,  t h e  s t a b i l i z a t i o n  funds s e t  up by 

governments t o  s t a b i l i z e  now f l o a t i n g  c u r r e n c i e s  s e t t l e d  t h e i r  d i f f e r e n c e s  

i n  gold.  Remembering B r i t i s h  and American a c t i o n s  t o  change a r b i t r a r i l y  

the  v a l u e  of t h e i r  c u r r e n c i e s ,  no one would t r u s t  anything e l s e .  

Nor was t h e r e  reason to .  Beggar-thy-neighbor p o l i c i e s  were the  

o r d e r  of t h e  day. I n t e r n a t i o n a l  economic peace was s h a t t e r e d  during the  

1930s by economic nat ional ism,  compet i t ive  deva lua t ion ,  high t a r i f f s ,  and 

exchange con t ro l s .  Moreover, t h i s  poisoned atmosphere played i t s  par r i n  

causing World War 11. 



The Coming of Bret ton Woods 

Try as  they might, countr ies  j u s t  before  world War I1 were unable to 

carry on unsound currency and f i s c a l  po l i c i e s  without seeing t h e i r  cur- 

renc ies  deprec ia te  ia terms of gold, t h e i r  c a p i t a l  f l e e ,  o r  t h e i r  c r e d i t  

markets cr ippled.  The only pre-war exception w a s  Nazi Germany, which 

achieved those goals  a t  t h e  c o s t  of a complete and unprecedented economic 

regimentation. With the  coming of w a r ,  o the r  na t ions  as we l l  achieved far-  

reaching con t ro l  over i n t e r n a l  and fore ign  exchange. The end of war found 

government o f f i c i a l s  wishing they could r e t a i n  those con t ro l s  which allowed 

them t o  i n f l a t e  and run budget d e f i c i t s  a s  they pleased while  s t i l l  having 

occess t o  easy c r e d i t ,  s t a b l e  fore ign  exchange r a t e s  and an absence of in- 

t e rna t iona l  " f l i g h t  capi ta l . "  

This was the roo t  idea  behind the  i n t e r n a t i o n a l  monetary conference 

in mid-1944 at Bretton Woods, N e w  Hampshire, which set up the  monetary order 

t h a t  wouid break dawn 25 years  l a t e r .  For whi le  the  new Bretton Woods system 

was supposed t o  r e s t o r e  the  currency s t a b i l i t y  of t he  gold standard .it was 

designed t o  do so  without gold. The system placed its t r u s t ,  no t  i n  the  

workings of t he  marketplace, b u t  i n  the  judicious r e s t r a i n t  of the  American 

government. It therefore  contained wi th in  i t s e l f  t he  seeds of its own des t ruc t ion .  

The Rules of t h e  Game 

While t he  d o l l a r  would b e  conver t ib le  i n t o  gold a t  $35 an  ounce, i t  

would be so only t o  fore igners ,  and a f t e r  1962 only t o  fbreign governments. 

A l l  o ther  currencies  were defined i n  terms of t he  d o l l a r ,  which i t s e l f  was 

defined a s  1 /35  of  an ounce of gold. But the  upshot of t h e  arrangement gave 

America the  power t o  have the  d o l l a r  t r ea t ed  as gold. The Bretton Woods rules 

ca l l ed  fo r  s t a b l e  currency values: 

o r  f a l l  more than one 

time of t he  agreement 

lower than 22.7 cents  

percent.  The 

(1944), f ixed 

and no higher  

No currency was al loxed t o  e i t h e r  r i s e  

S w i s s  f ranc ,  f o r  example, was, a t  the  

a t  22.9 cents ;  i t  could go no 

than 23.1 



c e n t s .  I f  t h e  f r a n c  threatened t o  break t h e s e  l i m i t s ,  t he  Swiss c e n t r a l  

bank was ob l iged  t o  e n t e r  t h e  exchange market and e i t h e r  buy o r  s e l l  f r ancs  

t o  hold  its currency wi th in  t h e  narrow margin. A s  t h e  f r a n c  was usua l ly  

bumping a g a i n s t  t h e  upper l i m i t s  o f  t h i s  margin, S v i s s  a u t h o r i t i e s  were 

u s u a l l y  s e l l i n g  f r a n c s  and buying d o l l a r s .  Most o t h e r  govermnents were 

doing t h e  same, e s p e c i a l l y  those  whose c u r r e n c i e s  were no t  i n f l a t i n g  a s  much 

as t h e  d o l l a r  w a s .  But a l l  of t h e s e  n a t i o n s  were  soothed wi th  t h e  promise 

t h a t  t h e  d o l l a r  w a s  indeed "as good a s  gold ,"  and t h a t  any fo re ign  holder  

of d o l l a r s ,  i n d i v i d u a l  o r  government, could  p r e s e n t  American currency t o  

the  U.S. Treasury a t  any time t o  c o l l e c t  one ounce of gold f o r  35 of t h e i r p a p e r  

d o l l a r s .  Many, of course,  took advantage of t h i s  oppor tun i ty .  The U.S. 

government continued i n f l a t i n g  t h e  d o l l a r ,  and our  gold  supply plummeted 

from a peak of 701 mi l l ion  ounces i n  1949 t o  296 m i l l i o n  ounces i n  March 1968. 

No government i n  h i s t o r y  had he ld  t h e  kind of p a r e r  handed t o  the  

United S t a t e s  i n  1944: having i ts  paper money t r e a t e d  l i k e  gold. But t h i s  

a c t i o n  overlooked the  s t a r k  r e a l i t y  t h a t  paper is no t  gold ,  t h a t  

gold cannot be p r in ted  wi ld ly  a s  paper could .  Another e f f e c t  of the  

Bre t ton  Woods regime was t o  s u b s i d i z e  American consumers a t  the  expense 

of f o r e i g n e r s .  For a long time, America prospered a t  t h e  expense of her 

t r a d i n g  p a r t n e r s .  For years ,  t h e  d o l l a r ' s  v a l u e  was a r t i f i c i a l l y  high,  

and t h e r e f o r e  a c t u a l l y  bought more than  i t  should have been a b l e  t o  buy. 

This meant t h a t  f o r e i g n  products were a v a i l a b l e  t o  Americans a t  bargain 

p r i c e s .  Th i s  l e f t  fo re ign  consumers l e s s  t o  enjoy.  Moreover, the  fo re igners  

had t o  pay more f o r  t h e i r  cwn goods, thanks t o  American "exporting1' of  

i n f l a t i o n  by , i n  e f f e c t ,  fo rc ing  f o r e i g n  c e n t r a l  banks t o  p r i n t  more of 

t h e i r  own currency t o  absorb t h e  unwanted, overvalued d o l l a r s  they accepted. 

P r e d i c t a b l y ,  those na t ions  who had managed t h e i r  own monetary a f f a i r s  



most c o n s e r v a t i v e l y  were the  one h a r d e s t  h i t  by t h e  American a c t i o n .  

Switzer land,  t h a t  paragon of monetary r e s t r a i n t ,  now madly p r i n t e d  f r a n c s  

t o  pay f o r  a l l  d o l l a r s  shunned by Swiss commercial banks. Swi tze r land ' s  

money supply soared  22 percen t  i n  1971 a lone.  ( I r o n i c a l l y ,  Switzer land 

had never s igned t h e  Bre t ton  Woods agreement, b u t  chose  n e v e r t h e l e s s  t o  

cont inue t o  adhere  t o  t h e  s t r i c t u r e * - t o  its own g r e a t  detriment--long a f t e r  

t h e  sys tem's  founder and c h i e f  b e n e f i c i a r y ,  t h e  Uni ted S t a t e s ,  had broken 

i ts  commitment). Switzer land could no t  be  expected t o  con t inue  t h i s  

s u i c i d a l  p o l i c y  fo rever ;  as w e  w i l l  see later, i t  was Swiss a c t i o n  which 

f i n a l l y  brought t h e  i n j u s t i c e  of t h e  post-war system t o  a n  abrup t  end. 

The London Gold Pool 

D o l l a r s  f looded t h e  world through t h e  1950s,  and few worr ied about 

t h e  gold r e s e r v e s  l eav ing  t h e  U.S. Treasury.  But somet2me i n  t h e  e a r l y  

1960s t h e  market p r i c e  of gold  th rea tened  t o  rise above t h e  o f f i c i a l  $35 

per ounce f i g u r e .  For many years ,  t h e  $35 f i g u r e  was above t h e  market p r i c e ,  

making holding d o l l a r s  a t t r a c t i v e .  I n  response t o  t h i s  r i s e  i n  g o l d ' s  

p r i c e ,  t h e  West's major c e n t r a l  banks i n  1961 e s t a b l i s h e d  t h e  London 

Gold Pool. With t h e  U.S. i n  t h e  l ead ,  t h e  banks agreed t o  s e l l  gold when- 

ever  t h e  p r i c e  th rea tened  t o  rise above $35. But t h i s  was s u c c e s s f u l  only  

a s  long a s  world i n f l a t i o n  f e a r s  abated.  However, by t h e  l a t e  1960's  t h e  

world had paused t o  a s s e s s  t h e  e f f e c t s  of a massive d o l l a r  i n f l a t i o n  t o  pay 

f o r  both t h e  Great  Socie ty  programs and t h e  Vietnem War. The U.S. d o l l a r  

had now c l e a r l y  become overvalued; g o l d ' s  p r i c e  undervalued. 

B r i t a i n  w a s  t h e  f i r s t  major n a t i o n  t o  v i o l a t e  t h e  fixed-exchange regime 

by devaluing i n  November of 1967. Th is  caused a massive f l i g h t  i n t o  gold ,  

t h e  f i r s t  of t h e  post-war e ra .  B i l l i o n s  of d o l l a r s  were spen t  by c e n t r a l  

banks i n  t h e  nex t  f o u r  months t r y i n g  t o  f o r c e  t h e  market gold p r i c e  down. 



 ina ally i n  March, governments t h r e v  i n  t h e  towel and gave up suppressing 

the  marke t ' s  wishes. 

The Approaching C r i  sis 

From March 1968 t o  August 1971, d u r i n g  t h e  per iod of rhe  "two-tier" 

gold market,  t h e  p o l i t i c a l  world pre tended t h a t  t h e  d o l l a r  was s t i l l  conver- 

t i b l e ,  and f o r  most of t h a t  time, the monetary scene was placid .  T h i s  was due 

in p a r t  t o  t h e  moderate l e s s e n i n g  o f  American i n f l a t i o n  dur ing t h e  recess ion  

of 1969-1970. But a f t e r  t h a t  b r i e f  r e s p i t e ,  t h e  p r i n t i n g  presses  again  went 

i n t o  h igh  gear.  The r e s u l t s  were  p r e d i c t a b l e .  By e a r l y  1971, a s t u t e  f i n a n c i a l  

o b s e r v e r s  began t o  sense t h e  imninent  c o l l a p s e  of t h e  d o l l a r .  One of t h e  s i g n s  

they saw was t h e  lowering of American F n t e r e s t  r a t e s  compared t o  European ones. 

When any n a t i o n  i n f l a t e s ,  money u s u a l l y  becomes cheaper,  i f  only i n  the beginning,  

and t h e r e f o r e  e a s i e r  to borrow. The i n t e r k t  r a t e  charged by banks t o  borrowers 

of money d e c l i n e s ,  and t h e  i n t e r e s t  ra te  paid  by banks to  depos i to r s  of money 

a l s o  d e c l i n e s .  Money then flows o u t  o f  t h o s e  low- in te res t  r a t e  coun t r i es  i n t o  

c o u n t r i e s  where i t  can enjoy h i g h e r  r e t u r n s .  During t h e  beginning months 

of 1971 t h e  outflow of funds from New York t o  European money markets acce le ra ted .  

This fo rced  most European c u r r e n c i e s  h a r d  a g a i n s t  t h e i r  upper c e i l i n g .  Because 

Germany in p a r t i c u l a r  had maintained a v e r y  t i g h t  c r e d i t  s t ance  -- a low i n f l a t i o n  

r a t e  - t h e  mark w a s  besieged w i t h  a n  u n p r e c e d e n t e d  flood of buyers. Events 

MW began t o  move s w i f t l y .  

I n  e a r l y  Hay, on t h e  h e e l s  o f  a  j o i n t  r e p o r t  by major Geman economic 

b s t i t u t e s  t h a t  t h e  mark should b e  i n f l a t e d  o r  revalued upward, 

massive s p e c u l a t i o n  h i t  t h a t  c u r r e n c y .  D o l l a r s  poured i n t o  Genarrj and 

t h e  Bundesbank w a s  forced t o  buy them in mounting volume - more than $1 

b i l l i o n  on Hay 3-4 and a  f u r t h e r  $ 1  b i l l i o n  dur ing  t h e  f i r s t  40 minutes o f  

. t r a d i n g  on ?lay 5. A t  t h a t  p o i n t  t h e  Geman c e n t r a l  bank gave up the  



s t r u g g l e ,  withdrew from t h e  market, and l e t  t h e  mark f l o a t .  Neighboring 

c o u n t r i e s ,  a f r a i d  of s e e i n g  now-homeless d o l l a r s  ca reen  a c r o s s  t h e i r  own 

borders ,  were qu ick  t o  j o i n  Germany. 

The fo l lowing  weekend t h e  c e n t r a l  banks of t h e  Nether lands ,  Switzer-  

land,  Belgium, and A u s t r i a  l i k e w i s e  ceased suppor t  o p e r a t i o n s  and set 

t h e i r  c u r r e n c i e s  a f l o a t .  I n  t h e  c a s e s  of A u s t r i a  and Switzer land,  re- 

v a l u a t i o n s  of 5 t o  7 pe rcen t  were a l s o  r e a l i z e d .  Not s u r p r i s i n g l y ,  t h e  

newly-floated c u r r e n c i e s  cont inued a p p r e c i a t i n g ,  most of them r a t h e r  

sharply .  There were rumblings i n s i d e  t h e  Nixon administration--especial-ly 

i n  Treasury Department-- t h a t  t h e  gold  "window" ought t o  be 

slammed unequivocal ly  shut .  

It is important  t o  r e a l i z e  t h a t  w h i l e  o t h e r  governments t h e o r e t i c a l l y  

could redeem t h e i r  d o l l a r s  f o r  gold ,  most handled t h e  U.S. Treasury wi th  

k i d  glaves:  Only a golden t r i c k l e  l e f t  Washington. Some n a t i o n s ,  such a s  

Germany, d i d  t h i s  because they were o b l i q u e l y  t h r e a t e n e d  w i t h  U.S. t roop  

pul lbacks ,  b u t  t h e r e  were o t h e r s  who s i n c e r e l y  b e l i e v e d  t h a t  t h e i r  s a c r i f i c e s  

were going toward t h e  maintenance of t h e  world monetary o rder .  

A s  i n  any -a tu ra l  economic imbalance, s p e c u l a t o r s  had jumped i n t o  

t h e  f r a y  and began b e t t i n g  a g a i n s t  t h e  d o l l a r .  The reasons  f o r  t h e i r  p o s i t i o n  

were j u s t i f i e d  by every p i e c e  of economic news emerging from t h e  United 

S t a t e s  by mid-1971. Qch monthly f i g u r e  w a s  worse than i t s  predecessor :  

t h e  n a t i o n  had s l i p p e d  i n t o  s e v e r e  t r a d e  and payments d e f i c i t s .  But t h e  

a l l i e s  were p a t i e n t ;  on ly  a  r e l a t i v e l y  p a l t r y  $300 m i l l i o n  i n  gold  l e f t  t h e  

U.S. from January t o  e a r l y  August, 1971. Rumors spread among f o r e i g n  c e n t r a l  

banks t h a t  t h e  gold  window was about t o  be  shu t .  Rumblings from t h e  Bank 

of England suggested t h a t  they were p repar ing  t o  t u r n  i n  d o l l a r s  f o r  gold 

i n  huge amounts. A s  Treasury S e c r e t a r y  Connally s a i d  ( p r h a t e l y )  a t  t h e  



: b e ,  "we ' re  completely exposed. Anybody can topp le  us anytime they 

rant to ."  

On August 6,  a congress iona l  subcommittee r e p o r t  concluded t h a t  t h e  

i o l l a r  had become overvalued and c a l l e d  o u t r i g h t  f o r  a n  exchange r a t e  

realignment. That same day more than  $ 1  b i l l i o n  i n  gold o r  o t h e r  r e s e r v e  

assets were dra ined from t h e  t r e a s u r y ,  and over  t h a t  nex t  week almost 

$ 4  b i l l i o n  f l e d  the country.  

During the  week ending Fr iday ,  August 13,  t h e  U.S. Treasury borrowed 

almost $3  b i l l i o n  i n  fore ign c u r r e n c y  t o  try t o  h a l t  t h e  d o l l a r ' s  d e c l i n e  

(by buying d o l l a r s  wi th  t h a t  cur rency) .  But i t  soom became obvious t h a t  

the  a n t i - d o l l a r  f o r c e s  had too much s t r e n g t h .  

P r e s i d e n t  Nixon responded by d e c l a r i n g  i n t e r n a t i o n a l  bankruptcy. In  

a t e l e v i s e d  address  on Sunday, August 1 5 ,  1971, he  announced t h a t  no more 

gold would be given i n  exchange f o r  d o l l a r s .  There were now a b s o l u t e l y  no 

checks on t h e  a b i l i t y  of t h e  Uni ted S t a t e s  t o  i n f l a t e .  

Nixon's speech t o  the  world t h a t  n i g h t  w a s  a  cunning a t tempt  to  l a y  

the  burden o f  g u i l t  f o r  t h i s  a s s a u l t  upon t h e  shoulders  of ~ m e r i c a ' s  

t r a d i n g  p a r t n e r s ,  who had mainta ined,  Nixon a s t o n i s h i n g l y  a s s e r t e d ,  

" u n f a i r  exchange r a t e s . "  The c a u s e  of t h e  problem had indeed been i n e q u i t a b l e  

exchange r a t e s ,  but not Fn t h e  way t h a t  Nixon meant. The i n j u s t i c e  of 

t h i s  s ta tement  is u n s e t t l i n g  even t e n  y e a r s  a f t e r  i t  was made. 



"Unfair" Japan 

It is i n t e r e s t i n g  t o  t r a c e  t h e  immediate r eac t ions  of one of those 

"unfair" par tners ,  Japan. Unlike Western Europe, w5ose exchanges were 

closed when news of t he  announcement came, i t  was Monday morning i n  the  

Far East. Trading w a s  a l ready  underway when Nixon stepped before  the 

cameras. Paralyzed by the  news, t he  Japanese never the less  kept t h e i r  foreign 

exchange market open-not only f o r  the  r e s t  of t he  day, bu t  f o r  two weeks 

afterward. A s  the  European markets had sens ib ly  remained closed,  Tokyo 

became the dumping ground f o r  anyone who wanted t o  g e t  r i d  of d o l l a r s .  

During those two weeks the  Bank of Japan absorbed $4.5 b i l l i o n .  F ina l ly ,  

on August 28, they threw i n  the  towel and joined the  o the r  currencies  i n  

f l oa t ing .  

The European markets had remained closed,  stunned and confused by 

the  p re s iden t ' s  act ion.  But they could not  remain shut  forever ,  and 

a f t e r  e f f o r t s  t o  decide upon a common course of a c t i o n  f a i l e d ,  they opened 

on August 2 3  on an  uncoordinated bas is .  Even though they a l l  continued 

t o  adhere o f f i c i a l l y  t o  t h e i r  pre-August 15 p a r i t i e s  with the  d o l l a r ,  

v i r t u a l l y  a l l  of them stopped defending the  upper l i m i t s  of t h e i r  exchange 

r a t e s .  

In  the  months t h a t  followed, t he  s p o t l i g h t  turned on the  United S t a t e s  

a s  o ther  na t ions  waited f o r  an American move. Their  view w a s  the under- 

s tandable one t h a t  s ince  the  United S t a t e s  had t h r m  the  monetary system 

out of k i l t e r ,  i t  was up t o  America t o  make the  f i r s t  move. 

American o f f i c i a l s  f i n a l l y  revealed a p lan  whereby most o ther  currencies  

would be revalued upward aga ins t  the  d o l l a r ;  no mention a t  a l l  was made of 

the United S t a t e s  devaluing i ts  d o l l a r  by r a i s i n g  the  o f f i c i a l  p r i c e  of 

gold. This overture na tu ra l ly  s t ruck  America's t rad ing  par tners  a s  s t i l l  



one more a f f r o n t .  When the  d i r e c t o r  of t h e  IMT, Pierre-Paul  Sche i tze r ,  

suggested t h a t  the  U.S. might s h a r e  i n  t h i s  real ignment  by a minor inc rease  

in t h e  go ld  p r i c e ,  he was immediately moved on to  t h e  "most wanted" column 

of t h e  Nixon a d m i n i s t r a t i o n ' s  enemy list.  But t h e  Europeans were i n t r a n s i g e n t ;  

t h e  American p lan  made no headway. 

The "Greates t  Agreement" 

Massive runs continued on t h e  d o l l a r ,  b e l y i n g  Nixon's August 15 claim 

t h a t  a d o l l a r  c u t  from gold would "never a g a i n  be s u b j e c t  t o  i n t e r n a t i o n a l  

speculat&on." By mid-December--four months l a t e r - t h e  d o l l a r  had decl ined 

by 12.5 pe rcen t  a g a i n s t  the  mark, 12.3 p e r c e n t  a g a i n s t  t h e  yen, and had 

even l o s t  ground t o  t h e  l i r e  and t h e  pound, f a l l i n g  by 5.4 percent  and 4.1 

pe rcen t  r e s p e c t i v e l y .  The world monetary s i t u a t i o n  n o t  on ly  continued 

i n  d i s a r r a y ,  i t  seemed t o  be g e t t i n g  worse. 

On December 18, 1971, the  Smithsonian agreement w a s  announced. For 

t h e  f i r s t  time i n  t h e  post-war e r a ,  t h e  d o l l a r  was devalued by r a i s i n g  the  

o f f i c i a l  gold  p r i c e  from $35 t o  $38 an ounce (8.6 p e r c e n t ) .  But gold 

c o n v e r t i b i l i t y  was no t  r es to red ,  s o  t h e  d e v a l u a t i o n  meant l i t t l e .  

Nixon's aim was t o  r e c r e a t e  an i n t e r n a t i o n a l  o r d e r  wi th  f ixed  exchange 

ra tes-but  wi thout  gold. He r e f e r r e d  t o  t h i s  a s  " t h e  g r e a t e s t  monetary 

agreement i n  t h e  h i s t o r y  of t h e  world," b u t  i t  w a s  c l e a r  t h a t  no system 

would break down f a s t e r  than a system of f i x e d  r a t e s  f i x e d  t o  nothing: 

n e i t h e r  t o  gold not  t o  anything e l s e .  

Nixon's " g r e a t e s t  monetary agreement" w a s  smashed on the  shoa l s  of 

economic r e a l i t y  ba re ly  four teen months l a t e r ,  because t h e  d o l l a r  and pound 

s t e r l i n g  continued t o  be d r a s t i c a l l y  overvalued i n  terms of the  

o t h e r  i n d u s t r i a l i z e d  nat ions '  c u r r e n c i e s  and,  most important ly ,  i n  terms 

of gold.  The l ack  of confidence Fn t h e  d o l l a r  s e n t  gold p r i c e s  soaring 



t o  $90 an ounce, almost t r i p l i n g  the  h r s l e r l y  sacred $35 figure. There 

continued to b e  periodic f l i g h t s  from the  dol lar .  

Fiaal ly,  on January 24, 1973, the  Swiss government stopped supporting 

the  dol lar .  Other governments quickly followed: They had a l l  had enough,. 

One month later, the  e n t i r e  fixed-rate order collapsed. The ac tua l  s to ry  

of how It happened would b e  a dreary r e p e t i t i o n  of the t a l e s  recounted above 

b i l l i o n s  of unwanted do l l a r s  r e luc tan t ly  bought; another f r a n t i c  but fun- 

damentally ineffec t ive  do l l a r  devaluation i n  a n  unsuccessful attempt t o  

r e s to re  t ranqui l i ty ;  and ul t imately,  c losure  of the  world exchange markets. 

When those markets reopened, they did so  without fixed r a t e s .  And t he  absence 

of f ixed r a t e s  meant, logica l ly ,  d e  f a c t e  f loa t ing  rates. Floating r a t e s  

had not r e a l l y  been adopted; ra ther ,  f ixed rates had been abandoned. 



F l o a t i n g  and S ink ing  

Since 1973 we haven1 t had t h e  former c o n d i t i o n  of "pub l ic  c r i s e s "  

where i n f l a t i o n i s t  governments would b e  fo rced  t o  spend m i l l i o n s  i n  t h e  

fore ign exchange markets defending t h e i r  c u r r e n c i e s  u n t i l  f i n a l l y  giving 

up and devaluing t h e i r  c u r r e n c i e s .  For  all its messiness,  t h a t  system 

a t  l e a s t  c a l l e d  people 's  a t t e n t i o n  t o  t h e  f a c t  t h a t  offending governments 

were in e f f e c t  publicly confess ing  t h e i r  s i n s .  What w e  have had s i n c e  is 

r a t h e r  a q u i e t  b u t  cons tan t  w i t h e r i n g  away o f  va lues  of those  cur renc ies  

which a r e  i n f l a t e d  more than o t h e r s ,  and a l a r g e  drop i n  t h e  value  of all 

cur renc ies  i n  term of gold. While t h e  dollar-and even t h e  Swiss franc- 

Fs n o t  today what i t  w a s  i n  1973, a n  ounce of gold  remains an ounce o f  gold. 

Even under t h e  flawed B r e t t o n  Woods f i x e d  r a t e s ,  the re  were l i m i t s  

to how f a r  governments could i n f l a t e .  Granted,  i t  took a quar ter-century,  

but t h e  U.S. even tua l ly  i n f l a t e d  t o  such a degree  i t  l o s t  too much gold.  

The f l o a t i n g  r a t e  system h a s  given,  however, complete c o n t r o l  o f  t h e  

value of each currency to  t h e  r e s p e c t i v e  government. They need not  worry 

about gold flowing i n t o  o t h e r  c e n t r a l  banks. There a r e  thus  no i n s t i t u t i o n a l  

L i m i t s  to  i n f l a t e ,  and i t  should come as no s u r p r i s e  t h a t  t h e  p a s t  decade 

has s e e n  a marked jump i n  average  annua l  world  i n f l a t i o n .  

The only  e f f e c t  of i n t e r n a l  i n f l a t i o n  now is a drop i n  the  currency 

exchange r a t e ;  a currency f a l l i n g  i n  va lue .  But i n  each country ,  t h e r e  

a r e  s p e c i a l  i n t e r e s t s  who d e s i r e  j u s t  t h a t .  These inc lude  domestic 

businessmen who can1 t compete w i t h  t h e  b e t  ter-made o r  lower-cos t products 

of o t h e r  l ands .  I f  these  i n e f f i c i e n t  f i r m s '  goods a r e  p r iced  i n  a currency 

becoming cheaper ,  consumers of s t ronger-currency coun t r i es  can more e a s i l y  

buy those  goods. But the  r e v e r s e  o f  t h i s  is t h a t  goods from those  s t ronqer -  



currency count r ies ,  pr iced a s  they a r e  i n  cur renc ies  r i s i n g  i n  value,  

become more expensive f o r  the consumers of the  na t ion  whose currency is 

f a l l i n g .  Their l i v i n g  standards thus f a l l  a s  they a r e  i n  e f f e c t  forced t o  

subs id ize  i n e f f i c i e n t  domestic producers. Also ga ine r s  i n  a depreciat ing 

currency country a r e  a l l  export firms, i n e f f i c i e n t  o r  otherwise. They can - 
exer t  powerful pressure  i n  favor  of i n t e r n a t i o n a l  i n f l a t i o n .  

But a s  one can guess, t h i s  system does not  exac t ly  promote in t e rna t iona l  

harmony. Temptations a r e  grea t  f o r  the  "competitive" devaluat ions which 

so upset world economic peace i n  the 1930's. A s  ve e n t e r  t he  1980's 

unpleasant rumblings i n  favor of protectionism. and high t a r i f f  bar r ie rs  a r e  

being heard on a grand s c a l e  f o r  the f i r s t  time i n  ha l f  a century. The 

world economy is being pul led apar t .  It i n  no coincidence t h a t  world 

t rade  w a r s  a r e  threatened more now than a t  any time s i n c e  the l a s t  regime 

of f l oa t ing  exchange r a t e s ,  during t h e  depression-ridden 1930's. 

I s lands  of Calm i n  a Churning Sea 

There have been at tempts  t o  operate  l oca l i zed  f ixed  r a t e  systems 

amidst the  general ized f loa t ing .  Foremost among these  attempts have been 

the two e f f o r t s  of t h a t  most cohesive and interdependent group of countr ies ,  

the European Common Market. 

Being l inked  by cu l tu re ,  geography and the  need f o r  t rade,  they 

r e a l i z e  more than America does what havoc f l o a t i n g  r a t e s  have wreaKe! 

and i t  is a hopeful s i g n  t h a t  these  na t ions  a r e  more and more including 

gold i n  t h e i r  dealings.  

The f i r s t  of these s t a b i l i z i n g  at tempts  Gas the  Common Market "snake," 

so-called because a l l  the currencies  moving up o r  down within predetermined 



l i m i t s  c a l l e d  t o  mind the  undula t ions  o f  a moving snake, Begun i n  1972, 

it was over  by 1976 simply because  s e v e r a l  d i f f e r e n t  governments, each with 

t h e i r  own i n f l a t i o n  r a t e s ,  from the  s t a r t  moved away from each o t h e r ,  

f l i n g i n g  accusa t ions  of bad f a i t h  a t  each o t h e r  w h i l e  they d id .  

Raving more f l e x i b l e  limits, Western Europe t r i e d  a g a i n  and i n  March 

1979 inaugurated t h e  European Monetary System. W i l e  the  EMS enables coun t r i es  

t o  r e v a l u e  more e a s i l y ,  each t i m e  a member does i t  s t r a i n s  t h e  very cohesion 

t h e  system was meant t o  f o s t e r .  It was n o n e t h e l e s s  s u c c e s s f u l  during i ts  

f i r s t  two and one h a l f  yea rs  o f  o p e r a t i o n .  T r a d i t i o n a l l y  s t r o n g  cur renc ies  

l i k e  t h e  German mark weakened whFle p e r p e t u a l l y  weak ones l i k e  the  French 

f r a n c  and I ta l ian l i r a  were s t r o n g .  

There w a s  t h e r e f o r e  only o n e  major real ignment  u n t i l  October 1981. 

S ince  then though, the re  have been two ( t h e  most r e c e n t  on February 21, 1982) 

and s i g n s  p o i n t  t o  European c u r r e n c i e s  f a l l i n g  back i n t o  t h e i r  usual  p a t t e r n s .  

But w h i l e  EMS is l i k e l y  i n  f o r  ha rd  t h e ,  i n  t h e  background of t h i s  l a t e s t  

a t t empt  a t  monetary union has  been a g r a d u a l  b u t  c l e a r  remonetization of 

gold ,  t h e  only  s t a b l e  unifying f o r c e  among c u r r e n c i e s .  

Even b e f o r e  EMS'S 1979 b i r t h ,  b o t h  I t a l y  and Por tuga l  borrowed b i l l i o n s  

of d o l l a r s  from o t h e r  European n a t i o n s  and used as c o l l a t e r a l  p a r t  o f  t h e i r  

gold holdings .  But i n  those  c a s e s  i n  t h e  mid-70's, t h e  gold w a s  valued a t  

around 20% below t h e  p r e v a i l i n g  f r e e  market p r i c e .  

With EXS's founding, t h i n g s  took a tu rn .  I n  exchange f o r  member gold 

d e p o s i t s ,  na t ions  received a new cur rency  c a l l e d  t h e  European Currency Unit  

(ECU) . The hope is thac one day ECU w i l l  be  t h e  European currency.  This 

currency no t  only  represen t s  d e p o s i t s  i n  gold ,  b u t  t h e  gold is valued a t  t h e  

f r e e  market r a t e .  Fur ther ,  under European Monetary System r u l e s  gold can 



a c t  a s  a means of set t lement  between members. So gold now f u l f i l l s  i n  the 

EMS two of th ree  funct ions of money: It is both a reserve  instrument and 

an instrument of payment. Gold only lacks t h e  f i n a l  p r e r e q u i s i t e  f o r  

money, a s tandard of  value. This is  so  because cu r r en t  IMF ru l e s  ( e f f ec t ive  

Apri l  1, 1978) forb id  a l l  re ference  t o  gold i n  def in ing  currency values.  

This has l e d  t o  the  absurd s i t u a t i o n  where currency A is defined i n  terms 

of B, C, and D;  B i n  terms of A, C, and D, and so  on. Each currency is 

thus defined i n  terms of o thers  which themselves depend f o r  d e f i n i t i o n  

upon i t .  

The market has not  been fooled by any of t h i s .  It knows how to  value 

currencies-in terms of gold. And t h a t  va lua t ion  hasbeen  s ince  1971 

embarrassing f o r  every currency. One-tenth of an ounce of gold w i l l  today 

buy as many d o l l a r s  a s  one ounce d id  t en  years  ago. 

The market has del ivered its v e r d i c t  on t h e  b a t t l e  between gold and 

the  d o l l a r  waged throughout t h e  1970's by the  American government. F i r s t  

t he  1971 suspension of any remaining c o n v e r t i b i l i t y ,  and then two de- 

valuat ions i n  rap id  succession. A t  t he  Jamaica Conference of 1976, the IMl? 

approved the  U.S. wish t o  demonetize gold by abol i sh ing  the  o f f i c i a l  p r i c e  

and s e l l i n g  over 600 tons, one-sixth of a l l  IMF holdings (returning another 

one-sixth t o  member na t ions) .  The U.S. Treasury i t s e l f  announced i n  January 

1978 t h a t  i t  would s e l l  gold beginning t h a t  May. But a l l  during the  time of the  

s a l e s  (which t o t a l l e d  about 500 tons) gold 's  p r i c e  rose. F ina l ly  r e a l i z i n g  

i t  was throwing away a precious resource, Treasury gold s a l e s  ceased 

a f t e r  November 1979. The Treasury thus i n p l i c i t l y  backed-up the enhanced 

ro l e s  which Europeans had given gold e a r l i e r  t h a t  year .  



Indeed, a s  pointed o u t  by Yves Laulan,  c h i e f  economics of Socie te  

Generale (one of France's l a r g e s t  banks) ,  t h e  U.S. Treasury,  i n  an a t t e a p t  t o  

demonetize zold ,  author ized its s a l e  t o  end c i r c u l a t i o n  amorig ind iv idua l  Americans. 

Paradoxical ly ,  t h a t  a c t  caused people  t o  v a l u e  i t  even more. 

This s u b j e c t i v e  r e v a l u a t i o n  o f  g o l d  h a s  s i n c e  sp read  t o  t h e  Treasury, which 

now r e a l i z e s  t h a t  i t  holds f a r  more g o l d  reserves than  any o t h e r  country.  Those who 

v i s h  t o  r e e s t a b l i s h  American dominance i n  the world a r e  no t  b l i n d  t o  the  f a c t  t h a t  

gold is a powerful weapon. It is thus u n l i k e l y  t h a t  Washington w F l l  wage l a s t  

decade 's  w a r  on gold again.  

Conclusion 

Our h i s t o r i c a l  experience i l l u s t r a t e s  t h e  overwhelmingly super io r  case  f o r  

t h e  gold  s t andard  as a g a i n s t  any form o f  paper  s t andard .  There has  never,  i n  

peacetime Amerfcan h i s t o r y ,  been any s u s t a i n e d  r a t e  of i n f l a t i o n  t o  match t h e  

i n f l a t i o n  s i n c e  1941. The same, i n  f a c t ,  is t r u e  of wartime, which a t  l e a s t  has  

never l a s t e d  more than a few years .  And i t  is n o t  a n  acc iden t  t h a t  the  h i g h e s t ,  

most a c c e l e r a t e d  r a t e  of i n f l a t i o n  h a s  t a k e n  p l a c e  s i n c e  1971, when t h e  United 

S t a t e s  went o f f  the  i n t e r n a t i o n a l  a s p e c t s  o f  t h e  gold s tandard and went over  

completely t o  f i a t  paper. 

The same conclusion is t r u e  i f  w e  c o n s i d e r  p r i c e  s t a b i l i t y .  Even d e f l a t i o n  

has  been more acu te  under t h e  f i a t  s t a n d a r d  than  under gold, a s  happened i n  t h e  f i a t  

s t andard  wea of 1873-79 a s  c o n t r a s t e d  t o  the gold s tandard  per iod from 1879-1896. 

B i m e t a l l i s m  doesn ' t  work e i t h e r ,  as America l ea rned  pa in fu l ly  from a c e n t u r y ' s  

experience.  Gresham's Law, d r i v i n g  o u t  undervalued moneys, works the re  as i t  does 

whenever t h e  government overvalues  one money and undemalues  another .  The d o l l a r  

must be def ined once again  a s  a f i x e d  weigh t  of gold,  wi th  coinage and paper d o l l a r s  

always redeemable one i n t o  ano ther  a t  t h a t  weight .  I d e a l l y ,  f u l l  bodied s i l v e r  

would f l u c t u a t e  f r e e l y  a longside  t h e  go ld  d o l l a r ;  s h o r t  of t h a t ,  f r a c t i o n a l ,  sub- 

s i d i a r y  s i l v e r ,  a s  w e l l  a s  o t h e r  m e t a l s  such a s  copper would c i r c u l a t e  i n  minor 

capac i ty  a long with gold. 



The d o l l a r  must be redefined a s  a u n i t  of  weight of gold again,  and 

gold coins should be  encouraged to  a c t u a l l y  c i r c u l a t e  among the publ ic ,  t o  

be used not simply a s  long-range investment but  a s  a medium of exchange 

funct ioning a s  money. A s  Mises' "regression theorem" showed i n  1912, new 

currency u n i t s  cannot be imposed de novo from above, by p o l i t i c i a n s  o r  

 economist^.'^ They must emerge o u t  of t h e  experience and t h e  va lua t ions  of  

t h e  publ ic  on t h e  market. The publ ic  is now long used to  the  "dol lar"  a s  t h e  

money-unit, and the re fo re  t h e  "gold gram" o r  "gold ounce" cannot be simply 

adopted by t h e  publ ic  a s  a money o u t  of t h e  c l e a r  b l u e  sky. The eventual  

adoption of  a gold-gram o r  gold-ounce is b a s i c a l l y  a two-phase process:  

F i r s t ,  t h e  "ds l l a r ,  " now of  course t h e  common :currency u n i t ,  must be f i rmly and 

permanently t i e d  t o  gold a t  a f i xed  weight; t h e  publ ic  must become accustomed 

t o  t h i s  concept; and then f i n a l l y ,  t h e  currency un i t  can become t h a t  f ixed  

weight d i r e c t l y .  

What weight w e  choose t o  de f ine  t h e  d o l l a r  is a matter of convenience, s i n c e  

any initial d e f i n i t i o n  is a r b i t r a r y  and w e  can p i ck  t h e  most usefu l  one. This 

is no more " f ix ing  t h e  p r i c e  of gold" and v i o l a t i n g  t h e  f r e e  market than 

def ining two n i cke l s  a s  equal t o  one dime " f ixes  t h e  pr ices"  of these  two e n t i t i e s ,  

o r  any more than def in ing  1 pound as equal  t o  16 ounces "f ixes  t h e  pr ice"  of 

ounces and pounds. &t the  d e f i n i t i o n  should be depends on t h e  prefer red  use, 

and what the  remainder of t h e  monetary and banking system w i l l  look l i k e .  

Eventually,  too, w e  must abol i sh  t h e  c e n t r a l  government's monopoly of 

t h e  minting business .  Surely t h e  i dea  t h a t  t h e  sovereignty of t h e  king must 

be  expressed through stamping h i s  face  on a co in  can now be  discarded a s  a r e l i c  

lo See Ludwig Mises, The Theory of Money and Cred i t .  



of a bygone age.  There is no r e a s o n  why p r i v a t e  f irms cannot  mint coins a s  

well, o r  b e t t e r ,  than t h e  n a t i o n a l  mint .  Free compet i t ion should cone, a t  

long las t ,  t o  t h e  minting b u s i n e s s .  The c o s t  would b e  f a r  cheaper,  and t h e  

q u a l i t y  o f  t h e  co ins  much improved. 

From o u r  h i s t o r i c a l  a n a l y s i s ,  i t  becomes c l e a r  t h a t  the problems of money 

and the business  c y c l e  under the gold  s tandard ,o f  i n f l a t i o n  and c o n t r a c t i o n  

i n  the 1818-36 e r a ,  of World War I i n f l a t i o n ,  t h e  boom of t h e  1920 'a and t h e  

d i s a s t e r s  of the  Great Depress ion o f  1929-33, stemmed no t  from t h e  gold s t andard  

b u t  from t h e  i n f l a t i o n a q  f r a c t i o n a l - r e s e r v e  banking s y s  tan w i t h i n  i t .  This  

i n f l a t i o n a r y  banking s y s  tern w a s  made pose ible by t h e  government's imposi t ion of ' a 

c e n t r a l  bank: t h e  Federal  Reserve, t h e  Bank o f  t h e  United S t a t e s ,  o r  by t h e  

quas i -cen t ra l i zed  system of t h e  n a t i o n a l  banking e r a  a f t e r  the  C i v i l  War. These 

boom and b u s t s  would no t  have occur red  under "f ree-banking", i. e . ,  t h e  system 

i n  vh ich  banks a r e  d e c e n t r a l i z e d ,  a b l e  t o  i s s u e  e i t h e r  notes  o r  depos i t s ,  no 

l e n d e r  of l a s t  r e s o r t  b a i l s  them o u t ,  and they a r e  forced t o  c l o s e  t h e i r  doors 

permanently i f  they f a i l  t o  redeem t h e i r  l i a b i l i t i e s  i n  s p e c i e .  The quas i - f ree  

banking per iod from t h e  1830 's  t o  t h e  C i v i l  War was f a r  sounder and more s t a b l e  

than any per iod before  o r  s i n c e  i n  American h i s t o r y  - a s  h i s t o r i a n s  a r e  now 

coming t o  recognize. It would have been f a r  b e t t e r  b u t  f o r  t h e  pe r iod ic  

suspensiions of spec ie  payment t h a t  governments continued t o  permit .  The 

l e g a l i z a t i o n  of branch banking would have made i t  f a r  e a s i e r  to  d l  upon banks 

f o r  redemption. 

Once again,  i t  was the i n t e r v e n t i o n  of government t h a t  caused t h e  d i f f i c u l t y ,  

not t h e  market. La i s sez - fa i re  has not  been c o n s i s t e n t l y  a p p l i e d  t o  banking. The 

h i s t o r i c a l  evidence shows t h a t  monetary freedom does no t  f a i l ,  I n t e r v e n t i o n  by 

t h e  government does. 



CHAPTER 4 

TIiH CASE FOR MONETARY FREEDOM 

America's F i r s t  Free Market Gold Coins 

Most people assume that governments must be  t h e  only p a r t i e s  al lowed t o  

mint  money. P r i v a t e  m i n t e r s ,  t h e  argument goes,  w i l l  put  o u t  c o i n s  o f  u n c e r t a i ~  

q u a l i t y ,  and t a k e  advantage o f  people.  But n o t  on ly  'nave p r i v a t e l y  a n t e d  

c o i n s  f lour i shed ,  i n  a t  least one i n s t a n c e  admi t t ed  by t h e  U.S. Treasury ' s  

Mntmas te r ,  t h e  p r i v a t e  m i n t e r  had t h e  edge  o v e r  t h e  government. 

The f i r s t  c o i n e r s  o f  American copper  and s i l v e r  money were p r i v a t e  

c i t i z e n s .  The former was done by one John  Higley o f  Granby, Connect icut .  From 

1737 t o  1739 h e  i s s u e d  c o i n s  that f i r s t  were marked wi th  a th ree  pence va lue .  

But a s  he  minted more of them, and used them mostly to  buy d r i n k s  a t  t h e  

neighborhood b a r ,  o b j e c t i o n s  were r a i s e d  t o  v a l u i n g  them a t  h i s  "high" r a t e .  

So h e  "lowered" h i s  p r i c e ,  and t h e  l egend  was changed t o  read ''VALUE ME AS YOU 

PLEASE - I AM GOOD  COPPER."^ A c t u a l l y ,  a f t e r  h e  stopped mint ing them, they car 

t o  b e  valued by t h e  market a t  2 s h i l l i n g s ,  s i x  pence -- o r  30 pence. 

'She f i r s t  American s i l v e r  was coined a f t e r  t h e  Revolution i n  1783 by I. 

Chalmers, an  Annapolis goldsmith.  There had been a shor tage  of s i l v e r  wi th  

Spanish s i l v e r  c i r c u l a t i n g  by b e i n g  c u t  i n t o  "pieces  o f  e i g h t , "  t h a t  is i n t o  

e i g h t  "eights."  But unscrupulous  c u t t e r s  were c u t t i n g  t h e  co in  i n t o  n ine  o r  tc 

"e igh t s  ;" and Chdmers9 i d e a  of  m i n t i n g  American S h i l l i n g s  and pence w a s  we1 

received.  Unfor tunate ly ,  Chalmers succumbed t o  t h e  same temptat ion t h a t  h a s  

a f f l i c t e d  n a t i o n a l  money i s s u e r s :  h e  s t a r t e d  p u t t i n g  i n  l e s s  s i l v e r  f o r  t h e  

same face  value .  

F. Crosby, Ear ly  Coins i n  America. 



Coin shortages plagued ea r ly  America, with a l l  the minor incon- 

veniences associated with t h a t  s t a t e .  People responded by making t h e i r  own 

money. A s  William Wooldridge wrote, i n  h i s  f i n e  chapter on p r i v a t e  

coinage i n  Uncle Sam the Monopoly Man, People made money "in whatever 

quant i ty  su i t ed  the  need o r  the  impulse of t he  moment, ou t  of whatever 

medium they found most convenient, and emblazoned i t  with whatever device, 

p o r t r a i t  o r  motto they fancied. They passed i t  on t o  whoever would take 

i t  and then made some more. Mot only d id  the  United S t a t e s  have a p r iva t e  

coinage, i t  had dozens, a t  one poin t  hundreds, of p r i v a t e  coinages simul- 

taneously. " 

Many of these have survived. One p a r t i c u l a r l y  a f f e c t i n g  copper coin 

has on i ts  obverse a kneeling s l a v e  woman i n  chains with the  legend, "AM 

I NOT A WOMLQI AND A SISTER[?]." On the  reverse  is  "UNITED STATES OF AMERICA," 

and "~1~ERTi/1838" within an. o l i v e  wreath. Some copper coins c l eve r ly  s k i r t e d  

the coun te r f e i t  laws, r a r e l y  enforced i n  times of shortage. One penny s i z e  

coin says "NOT ONE CENT, BUT JUST AS GOOD." A t  l e a s t  some of these co ins ,  

minted before 1840,were s t i l l  found i n  c i r c u l a t i o n  a s  l a t e  as 1879. 

Gold Coins 

By t h e i r  nature,  gold coins don ' t  usual ly serve a s  small change. 

Therefore, we f ind  p r iva t e  gold much l e s s  f requent iy than s i l v e r  and 

copper. And t h e i r  issuance was l o c a l ,  only i n  places where the U.S. Mint 

had not provided adequate assaying o r  coining f a c i l i t i e s .  Fur ther ,  because 

gold i s  much more valuable,  any p r i v a t e  mintmaster would have to bui ld  up 

h i s  reputa t ion  f o r  i n t e g r i t y  over many years. This a l so  l imi ted  the  number 

of minters.  

There were some p r iva t e  gold coins,  however. The f i r s t  were minted 

by Templeton Reid i n  Lumpkin county, Georgia. He produced $10, $5, and 



$2.50  gold pieces roughly the same i n  weight and f ineness  a s  " o f f i c i a l  

coins" of l i k e  value. A l l  h i s  coins  a r e  dated 1830, bu t  he minted a f t e r  t h a t ,  

but no one knows f o r  how long. It is  known t h a t  he was doing business i n  

Cal i forn ia  i n  1849. 

The b r i g h t e s t  name i n  American p r i v a t e  gold coinage is Christopher 

Bechtler, a German Immigrant who a r r ived  i n  Rutherfordton, i n  western 

North Carolina i n  1830, then the premier gold-producing a rea  i n  America. 

He began minting co ins  one year l a t e r ,  and continued u n t i l  he died i n  1842. 

There was a crying need: The neares t  f ede ra l  mint was i n  Phi ladelphia ,  too 

f a r  t o  provide much c i r cu l a t ing  gold o r  t o  enable miners t o  t r a v e l  there  

e a s i l y  and have t h e i r  gold coined. 

Bechtler minted, along with $2.50 and $5 co ins ,  the  f i r s t  American 

gold one do l l a r ,  18 years  before the United S t a t e s  did.  By 1840 he had 

minted $2,241,840.50 worth of gold-roughly one-fourth of the  t o t a l  North 

Carolina coin values from the f i r s t  mint record i n  1804 through 1839. He 

1 coined f o r  a p r o f i t  of 2 / 2 X  of the bu l l i on  he handled. But he never 

accumulated g rea t  wealth,  and h i s  i n t e g r i t y  became legendary. A book 

published i n  London i n  1847 by G.W. Featherstonebaugh (A -- Canoe Voyage Up 

the Minnay Sotor ) re la ted  how impressed people were with h i s  honesty i n  - 
making h i s  co ins  thf! s a m e  value a s  o f f i c i a l  U.S. coins.  



Both Bech t le r ' s  coins  and h i s  r e p u t a t i o n  were known f a r  and wide. The 

?migrations of t h e  1850's  brought many o f  h i s  c o i n s  o u t  West. And i n  

C s s a c h w e t  ts c o n s t i t u t i o n a l  lawyer  Lysander S pooner argued t h a t  i f  Bech t le r  

ras al lowed t o  c o i n  money c o n s t i t u t i o n a l l y  t h e n  s u r e l y  Spooner's p r i v a t e  

h e r i c a n  L e t t e r  Mail Company (which made hFm a f o l k  hero f o r  ca r ry ing  

nail f a s t e r  and cheaper than t h e  Pos t  O f f i c e )  should  be allowed t o  c a r r y  

n a i l  p r i v a t e l y .  

I n  f a c t ,  only a l e g i s l a t i v e  o v e r s i g h t  l o n g  s i n c e  changed kept Bech t le r  

> u t  o f  f a i l .  While p r i v a t e  co inage  of copper  w a s  considered c o u n t e r f e i t i n g ,  

there  was a t  t h a t  time no similar p r o h i b i t i o n  on s i l v e r  and gold coinage. 

So h igh ly  regarded w a s  t h e  B e c h t l e r  d o l l a r  t h a t  wen when t h e  United S t a t e s  

l i n t  opened a n  o f f i c e  i n  C h a r l o t t e ,  North Caro l ina  i n  1838, Becht ler  

3uccess fu l ly  competed with i t .  His equipment is now i n  museums: h i s  dies a t  

the North Carolina H a l l  of His to ry  a t  Rale igh,  and h i s  p ress  a t  the  American 

%.mismatic Soc ie ty  i n  N e w  York. They a c t  a s  proof t h a t  someone once s u c c e s s f u l l y  

:ompeted w i t h  t h e  government i n  money, t h e  s e r v i c e  which "everyone knows" only  

the  government can provide. 

Other  Gold Coins 

During t h e  Cal i fornia  gold rush government minting o f f i c e s  were sometimes 

slow i n  appearing and p r i v a t e  f i rms  f i l l e d  t h e  breach.  By 1852, 14 companies 

had sprung up. While the a b s o l u t e  amount coined by these  firms ($4,240,000) was 

l a r g e r  than Becht ler ,  they handled a much s m a l l e r  percentage share  of t h e  

roughly $260,000,000 worth of gold co ined  by 1854. 



But though t h e  g e n e r a l  appearance of t h e s e  $5, $10, $20, and $50 

c o i n s  resembled each o t h e r ,  t h e i r  v a l u e  w a s  n o t  uniform, and some of t h e  

f ir ins were not completely honest  i n  t h e i r  mint ing.  I n  any case ,  i n  

1854 t h e  3an Franc i sco  mint w a s  e s t a b l i s h e d ,  and p r i v a t e  coinage w a s  

discouraged. But a t  l a s t  $ 2  m i l l i o n  worth of t h e s e  c o i n s  c i r c u l a t e d  f o r  

years  t o  come. 

Other  Western states were h o s t  t o  p r i v a t e  gold  coinage.  The Orange 

Exchange Ccmpany i n  Oregon C i t y ,  Oregon i s s u e d  $5 and $10 c o i n s  i n  1842.  

The Mormons s t r u c k  $2.50, $5, $10, and 520 c o i n s  i n  1849 and 1860. They 

bore  t h e  legend "HOLINESS TO THE LORD" on one s i d e ,  and t h e  l e t t e r s  

" G . S . L . C . P . G ; ' ( G ~ ~ ~ ~  S a l t  Lake C i t y  Pure Gold) on t h e  o t h e r .  I n  d i s c u s s i n g  

one a s s a y  o f  t h e s e  c o i n s  Bankers' Magazine (Vol. 4, 1849-50, page 669) opined,  

" I f  t h i s  a s s a y  a t  t h e  mint be  a f a i r  t e s t  of t h e  v a l u e  of t h e  whole of 

of t h e  Great  S a l t  Lake manufacture of coin-the Mormons seem t o  know what 

they a r e  abou t ,  and t o  be determined t o  make t h e  b e s t  of t h e i r  gold mines." 

Three Colorado companies minted $2.50, $5, and $10 c o i n s  i n  1860-61. They 

nade q u i t e  a b i t  of i t ,  a d  t h e  c o i n s  had c i r c u l a t i o n  a l l  over  t h e  West. 

They were l a r g e r  than " o f f i c i a l "  gold c o i n s ,  bu t  had more of a s i l v e r  

a l l o y  i n  them, making them p a l e r  i n  c o l o r  than o t h e r  gold  co ins .  Of t h e  

t h r e e  min te r s ,  o n l y  those  c o i n s  of Cla rk ,  Gruber and Company t e s t e d  o u t  

w e l l  a g a a s t  governmeat co ins .  The o t h e r s  presumably t raded  a t  d iscount .  

The d e s i r e  f o r  t h e s e  c o i n s  cont inued u n t i l  t h e  Denver mint was e s t a b l i s h e d  

i n  1863. F i n a l l y ,  a Leavenworth, Kansas mint i s s u e d  i n  1871 a h a l f - d o l l a r  

gold p i e c e  (which must have been very s m a l l ) .  But i t  t e s t e d  o u t  a t  on ly  

1 7  c e n t s ,  and its c r e a t o r s  were prosecuted--not f o r  f r a u d  which they 

should have been, b u t  f o r  c o u n t e r f e i t .  The s t a t e  of Kansas had passed i n  



June  1864 t h e  f i r s t  a c t  p r o h i b i t i n g  p r i v a t e  g o l d  c o i n a g e .  

A l t o g e t h e r ,  t h e n ,  we f ind  p r i v a t e  g o l d  c o i n s  minted  i n  seven 

s t a t e s  and t e r r i t o r i e s .  In  1851 when t h e  P h i l a d e l p h i a  Mint  assayed 27 

d i f f e r e n t  k i n d s  of  go ld  c o i n s  no l e s s  t h a n  1 5  p r i v a t e  m i n t s  were  

r e p r e s e n t e d .  Tha t  was t h e  peak o f  p r i v a t e  g o l d  a c t i v i t y ,  because  w i t h  t h e  

C i v i l  War t h e  n a t i o n  went o f f  t h e  g o l d  s t a n d a r d ,  though i n  t h e  West 

go ld  c o n t i n u e d  t o  c i r c u l a t e .  And by 1879,  when g o l d  redemption was r e s t o r e d ,  

non-governmental min t ing  of go ld  c o i n s  was g e n e r a l l y  i l l e g a l .  

Gran ted ,  t h e  s h o r t  h i s t o r y  o f  p r i v a t e  g o l d  c o n t a i n s  i n s t a n c e s  of 

d i s h o n e s t  m i n t e r s .  Gold Rush C a l i f o r n i a  i n  p a r t i c u l a r  w a s  t h e  s i t e  of  

f ly-by-night  o p e r a t i o n s .  And y e t  t h e  example o f  B e c h t l e r  h i n t s  t o  us t h a t  

i f  t h e  government would h2ve g o t t e n  o u t  o f  t h e  way, and p r i v a t e  m i n t e r s  

g iven  more t i m e  t o  e s t a b l i s h  t h e i r  r e p u t a t i o n s ,  a s t u r d y  system of p r i v a t e  

c o i n s  of  sound r e p u t e  and wide c i r c u l a t i o n  would have  a r i s e n .  They could  

have done s o  e i t h e r  by weight  o r  s t a m p e d ' d o l l a r  v a l u e .  Without  doubt ,  not  

a l l  o f  them would have kepc hones t .  The t e m p t a t i o n  t o  debase  c o i n s  has  a l -  

ways been s t r o n g .  And y e t  t h e  f i r m s  do ing  s o  would have  l o s t  b u s i n e s s  t o  

B e c h t l e r s  o f  t h e  t r a d e .  I n  a sys tem of competing p r i v a t e  money when one 

goes bad ,  consumers can always t u r n  t o  a n o t h e r .  But t oday ,  when only  

Washington h a s  t h e  monopoly on money, wha: p r o t e c t s  u s  when t h e  govern- 

ment d e b a s e s  i t s  currency?  



Free Banking i n  Scotland (1714-1844) 

Not 0 n l y  doe s economic freedom work with regard  to coinage, i t  has had 

spec tacular  r e s u l t s  when appl ied t o  banking. A s  shown i n  chapter  two, one 

of the prime causes of economic i n s t a b i l i t y  i n  the 19th  century w a s  t he  s p e c i a l  

p r iv i lege  conferred on banks by e i t h e r  t h e  state o r  f ede ra l  governments. 

These pr iv i l eges ,  which protected t h e  banks from t h e i r  c r e d i t o r s  and allowed them 

t o  pyramid mocgy suppl ies ,  caused the banking panics of t h e  l a s t  century. But 

i f  one were t o  e l imina te  those pr iv i leges ,  t he  r e s u l t i n g  i n s t a b i l i t y  would a l s o  

disappear.  

There once w a s  a country with a s t a b l e  banking system t h e  envy of t he  r e s t  

of the  world. While t he re ' s  nothing so  ex t raord inary  i n  t h a t ,  i t  was a system 

with aspec ts  almost everyone would c a l l  - were i t  proposed t o  them - unworkable. 

Not only was there  no c e n t r a l  bank, =here were no l e g a l  tender laws, no p o l i t i c a l  

banking regula t ions ,  no monetary pol icy and no r e s t r i c t i o n s  on the r i g h t  of  

anyone t o  form a bank and i s s u e  h i s  own money. The country was Scotland from 

1714-1844. When English l a w  put an e f f e c t i v e  end to  t h i s  "free-banking" 

regime, there were 19 d i f f e r e n t  banks i s su ing  t h e i r  own notes.  

The Bank of England, the f i r s t  c e n t r a l  bank, w a s  founded i n  1694. A year 

l a t e r ,  a Bank of Scotland w a s  founded by t h e  Sco t t i sh  Parliament. (They were 

s t i l l  technica l ly  two d i f f e r e n t  countr ies . )  The Bank w a s  given a monopoly of 

i s su ing  paper money f o r  21 years .  This expired i n  1716 and no e f f o r t  w a s  made 

to  renew it. A l l  apparent ly thought t h a t  there  would never b e  any o ther  

note-issuers. 

It's important t o  r e a l i z e  t h a t  desp i t e  i ts off icial-sounding name, t he  Bank 

of Scotland was a completely p r i v a t e  i n s t i t u t i o n ,  with no governmental connection. 

Indeed, the  Act c r e a t i n g  the  Bank prohibi ted i t  from lending t o  the  Scot t i sh  

government. But a f t e r  1707, t he re  was no more sovereign Sco t t i sh  government, a s  

t he  two Parliaments merged i n t o  one, i n  London. This was i n  the re ign  of Queen 



Anne, a (Sco t t i sh )  S t u a r t .  When s h e  d i e d  a few years  l a t e r ,  the  German Aanovers 

acceded to  the  throne, and t h e i r  descendants  s t i l l  s i t  upon i t .  But t h i s  d id  not  

s i t  w e l l  w i th  many Scots ,  who longed f o r  a S t u a r t  k ing.  Their  men were c a l l e d  

Jacob i tes ,  and England would wage war  upon them u n t i l  "Bonnie Prince Char l i e"  

ras  f i n a l l y  de fea ted  i n  1745. 

A l l  t h i s  is  important t o  o u r  s t o r y .  Ln 1727, the Bank of Sco t land ' s  f i r s t  

red .  r i v a l  i n  note  issuance w a s  formed, t h e  Ebyal Bank of Scotland.  The Bank 

of Scot land pe t i t ioned  t h e  Engl i sh  k i n g  f o r  mnopoly  s t a t u s ,  b u t  t h e  Engl ish  

ignored t h e  request ,  aware o f  the Bank's J a c o b i t e  sympathies. 

There now began something unprecedented:  a "note-duel" whereby each bank 

wodd send l a r g e  q u a n t i t i e s  o f  t h e  o t h e r ' s  bank n o t e s  back t o  i t  and demand 

s p e c i e  redemption. The o l d  Bank, hav ing  l e s s  s i l v e r ,  l o s t  t h e  duel and f o r  

s e v e r a l  months i n  1728, suspended s i l v e r  payments. It intended to  reopen, 

though, and i t  d i d .  AU. t h e  w h i l e  i t  p a i d  a 59: i n t e r e s t  r a t e  to  i ts  no te  

holders  t o  keep demand from c o l l a p s i n g .  The Bank's notes  t raded a t  par a l l  

t h i s  t i m e .  The Royal Bank soon began paying i n t e r e s t  r a t e s  on depos i t s ;  t h i s  

long before  English banks d i d .  It w a s  a n  obvious b e n e f i t  of competi t ion i n  

banking. 

The two banks remained t h e  o n l y  r i v a l s  u n t i l  1750. Each were Edinburgh 

banks and each sponsored a Glasgow bank t o  a c t  as i ts m t e  "salesman" i n  t h a t  c i t y .  

To t h e  s u r p r i s e  of each, both  banks soon began i s s u i n g  t h e i r  awn money. Neither 

note-dueling o r  a c a r t e l i z a t i o n  a t t e m p t  t o  d i v i d e  t h e  na t ion  i n t o  two " d i s t r i c t s "  

worked, and a p r o l i f e r a t i o n  of ' banks  of i s s u e "  occurred.  There were a few 

who i s sued  f a r  more paper than they had s i l v e r  t o  back i t ,  and they soon went 

bankrupt. But most were s u c c e s s f u l .  One o f  t h e s e  newcomers, the  B r i t i s h  Linen 

Company ( l a t e r  Bank), became t h e  wor ld ' s  f i r s t  innovator  i n  branch-banking, 

having 1 2  branches by 1793. 



During t h i s  t i m e ,  there  were sporadic  at tempts  by t h e  f i r s t  two o r  th ree  

banks t o  ob ta in  2 money-issuing monopoly for themselves, but  these failed. What 

laws d i d  pass l e f t  the system l a rge ly  i n t a c t .  The Act of 1765 outlawed notes  i n  

smaller  Jenomjrnations than one pound, and insured t h a t  all notes  were t o  be 

redeemable i n  gold o n h a d .  The t o t a l  number of  S c o t t i s h  banks ( i ssu ing  

money o r  otherwise) climbed from 5 i n  1740 t o  32 i n  1769. I n  t h a t  year  the Ayr 

bank w a s  founded on t h e  i n f l a t i o n i s t  schemes which t h e  Scotsman John Law had 

t r i e d  unsuccessful ly  t o  g e t  the Banlc o f  Scotland t o  adopt i n  1705. (He l a t e r  

got t h e  French government t o  l i s t e n  t o  him, and caused the f i r s t  n a t i o n w i d e  

paper money i n f l a t i o n . )  Law's idea  was f o r  a bank t o  i s s u e  notes not backed by 

gold o r  s i l v e r ,  b u t  on the reputa t ion  of t he  i s s u e r  and "backed" by land. 

In a mere t h r e e  years ,  t h e  Ayr bank managed to  c r e a t e  a tremendous amount 

of unbacked paper and when it f i n a l l y  col lapsed i n  1772, l o s ses  amounted to  

two-thirds of a mi l l i on  pounds, a s taggering amount f o r  those days. 

But t he  i n t r i g u i n g  th ing  is  t h a t  t h e  Ayr bank's c o l l a p s e  had l imi ted  

repercussions. It took with i t  only 8 small p r i v a t e  banks i n  Edinburgh. This 

i s  l a rge ly  because of a well-developed c l e a r i n g  house mechanism t h a t  the l a r g e  

Scot t i sh  banks employed. They accepted each o the r s '  notes  and returned those 

notes t o  the  i s su ing  bank. Suspicious of t h e  Ayr bank's i s sue ,  o ther  banks 

made a p r a c t i c e  of quickly re turn ing  Ayr 's notes t o  i t .  When the co l l apse  came, 

they were pot  a f fec ted .  

Nevertheless, t o  i n su re  publ ic  oonfidence (and ge t  t h e i r  own notes i n t o  

wider c i r cu l a t ion )  t he  two l a r g e s t  banks, Royal Bank and the  

announced t h a t  they would accept t he  bankrupt bank's notes.  

mad as i t  may appear. The col lapse  had few r i p p l i n g  e f f e c t s  

extraordi-zary p rac t i ce  of unlimited l i a b i l i t y  on t h e  p a r t  of 

Bank of Scotland, 

This w a s  not a s  

because of Scot land 's  

t h e  bank's share- 

holders.  So Ayr's l o s s  was borne completely by the  241 shareholders,  who paid 

a l l  c r ed i to r s  i n  f u l l .  



S c o t t i s h  banking grew apace,  and around 1810 a new development occurred.  

This was t h e  founding of t h e  Commercial Bank of Scot land on jo in t - s tock  

p r i n c i p l e s .  Joint -s tock banks, u n l i k e  p r i v a t e  banks, raise t h e i r  c a p i t a l  by 

. s e l l i n g  s h a r e s  of stock.  This  development grew, and wi th  i t  branch banking. 

By 1845, t h e r e  were 19 banks o f  i s s u e  w i t h  a t o t a l  o f  363 branches ac ross  

Scot land,  o r  one branch f o r  every 6600 S c o t s .  This compares w i t h  one f o r  

every 9405 Englishman and one f o r  every  16,000 Americans a t  t h a t  time. 

This w a s  t h e  heyday o f  S c o t t i s h  f r e e  banking.  The arrangement approached 

t h e  i d e a l :  many competing banks w i t h  none d i s p r o p o r t i o n a t e l y  l a r g e ;  t h e i r  notes  

c i r c u l a t i n g  throughout t h e  country  (and even i n  n o r t h e r n  England) being 

exchanged e f f e c t i v e l y  by t h e  banks themselves through a c lear inghouse;  and 

compet i t ion keeping p r o f i t s  down, w i t h  small spreads  between what t h e  i n t e r e s t  

they paid  depos i to r s  and t h e  i n t e r e s t  they charged borrowers. 

These banks were t h e  envy of  thought fu l  Englishmen. S c o t t i s h  banks con- 

s i s t e n t l y  proved themselves more s t a b l e  t h a n  t h e i r  English coun te rpar t s .  While 

Engl ish  p rov inc ia l ,  o r  "country" banks were a b l e  to  i s s u e  t h e i r  own notes u n c i l  

1845, t h e r e  were many d i f f e r e n c e s .  The Bank of England ( a  s t a t e  i n s t i t u t i o n )  

l i m i t e d  t h e i r  s i z e ,  and refused t o  accep t  t h e i r  notes .  Fur ther ,  the  Bank d id  

not  branch o u t  of London u n t i l  an 1826 law encouraged i t  t o  do so.  So f o r  years ,  

England w a s  bedev i l l ed  with smal l  u n s t a b l e  country banks and an  uncompetitive 

Bank of  England (which u n l i k e  S c o t t i s h  banks paid no i n t e r e s t  not only on 

demand d e p o s i t s ,  but  even on six-month c e r t i f i c a t e s )  . 
During t h e  f i m n c i a l  panics o f  1793, 1797, 1815, 1825-26 and 1837, English 

country  banks col lapsed r i g h t  a d  lef:, w n i l e  t h e  record f o r  Scotland was alvays  

f a r  b e t t e r .  When i n  t roub le ,  S c o t t i s h  banks could always t u r n  t o  each ocher f o r  

he lp ,  which rhe  s monger banks would give f o r  reasons of s e l f - i n t e r e s t  a s  we 

saw Ln t h e  extreme c a s e  of the  Ayr bank. English councry banks h a a  no one t o  

t u r n  t o .  



Year - 

1809 
1810 
1811 
1812 
1813 
1814 
1815 
1816 
1817 
1818 
1819 
1820 
1821 
1822 
1823 
1824 
1825 
1826 
1827 
1828 
1829 
1830 

~ v g l y r .  

English and Sco t t i sh  Bank Fa i lures ,  1809-1830 

English bankrupt ices /lo00 Scottish bankruptcies/1000 

I n  computing t h e  Sco t t i sh  bank f a i l u r e  rate, up t o  t h r ee  branches of 
a bank w e r e  s i m i l a r l y  included i n  the computation, while non-issuing banks 
w e r e  excluded. The number of branches was est imated by in t e rpo la t i on  where 
f i g u r e s  f o r  a p a r t i c u l a r  year were no t  ava i l ab l e .  Vo more than one S c o t t i s h  
bank f a i l e d  during any year  i n  t h e  sample. 



From 1797 t o  1821, England suspended gold  payments. Scotland ven t  a long 

not because  i t  had t o  but because i t  r e a l i z e d  t h a t  i t s  gold would be dra ined 

i f  i t  d i d n ' t .  And t h e r e  is evidence t h a t  S c o t t i s h  banks q u i e t l y  continued 

gold payments t o  t h e i r  b e s t  customers.  

This  d i f f e r e n c e  batveen t h e  2 n a t i o n s  is g r a p h i c d y  i l l u s t r a c e d  by a ca r toon  

publ ished i n  the Northern Lookinq Glass i n  1825, a y e a r  of severe  panic i n  

B r i t a i n .  (This is reproduced in Checkland's  S c o t t i s h  Banking, A His tory:  

16954973, C o l l i n s ,  1975, p.. 407.) E n t i t l e d  "S ta te  o f  t h e  b n e y  Market," i t  

shows two scenes ,  "England" w i t h  a f a t  banker  i n  the midst of banks and paper 

c r a s h i n g  down around him; and "Scotland", where 2 t a r t a n e d  Scots  a r e  happ i ly  

d e a l i n g  i n  coin ,  with bags m r e  o f  i t  v i s i b l e  a c r o s s  t h e  banker 's  desk. While 

60 Engl ish  banks col lapsed i n  1825-26 none i n  Scot land d id ,  although some p a r t n e r s  

s u s t a i n e d  s e v e r e  l o s s e s .  

A8 an  i n t e r e s t i n g  as ide ,  c o u n t e r f e i t i n g  w a s  never  a problem f o r  S c o t t i s h  

banks; a s i t u a t i o n  u n l i k e  t h e  Bank of  England, e s p e c i a l l y  dur ing t h e  l a t t e r ' s  

suspens ion  of gold payments. Perhaps this i s  due t o  t h e  much s h o r t e r  average 

l i f e  o f  S c o t t i s h  notes.  Turnover was heavy and t h e  i s s u i n g  bank quick to  

c a t c h  on. Even so ,  Scotch banks would honor  c o u n t e r f e i t s  i f  turned i n  by 

i ~ o c e n t  p a r t i e s .  To do anything e l s e  would have been bad business  i n  a t r u l y  

bus i n e s s - l i k e  atmosphere. 

The f i r s t  e d i t o r  of the  London Economist, James Wilson, wrote i n  1847 t h a t  

"we have only t o  look at Scot land t o  see what h a s  been t h e  e f f e c t  of a long 

c a r e e r  of p e r f e c t  freedom and compet i t ion  upon t h e  c h a r a c t e r  and c r e d i t  of t h e  

banking es tabl ishment  of t h a t  country. " 

And y e t  two y e a r s  be fore  t h o s e  words were w r i t t e n ,  l e g a l  a c t i o n  f i n a l l y  

brought t h e  "career cf p e r f e c t  freedom'' t o  a n  end. P e e l ' s  Act of 1844 and t h e  

S c o t t i s h  Banking Act of 1845 abo l i shed  freedom of  e n t r y  i n t o  banking and t h e  

right of those  remaining banks of freedom of  n o t e  i s s u e .  However, Bank of 

England no tes  were not forced upon Sco t land  a s  l e g a l  tender ;  only  gold was 



so es tab l i shed  . 
Aboli t ion of f r e e  en t ry  caused a gradual reduct ion  i n  banks i s su ing  

notes,  and Sco t t i sh  pound notes  today have long s i n c e  become l i k e  those of 

any o ther  p a r t  of Great Br i ta in .  That is, with one exception: If you go 

t o  Scotland today, you w i l l  s e e  pound notes  i ssued  by t h e  three  remaining 

banks of i s s u e  in business before 1845: The Bank of Scotland, t h e  Royal 

Bank of Scotland, and Clydesdale Bank. These a r e  a c t u a l l y  as good - o r  a s  

bad - as t h e  Bank of England's no tes  c i r c u l a t i n g  throughout t h e  r e s t  of t h e  

United Kingdotn, because enrerything e l s e  about them i s  d ic t a t ed  by t h e  Bank 

of England. But they  provide d a i l y  proof t h a t  once t h e r e  w a s  a free market 

i n  money issuance w i t h  m l e g a l  tender  laws, and t h a t  t h e  system worked very 

w e l l .  



CHAPTER 5 

REAL MONEX: THE CASE FOR THE GOLD STANDARD 

In chapters  two and three ,  on t h e  h i s t o r y  of t he  gold s tandard i n  t he  United 

S t a t e s  i t  w a s  made clear t h a t  t h e  economic shortcomings of t h e  p a s t  were due t o  

abuse of t he  gold standard, no t  t o  t h e  s tandard itself. Men and governments 

have f a i l e d  i n  t he  past ;  gold has  not. The r u l e  of law has been challenged by 

t h e  r u l e  of men throughout h i s to ry ,  and t h i s  w i l l  continue. But the r u l e  of 

l a w  and the  sovereignty of t h e  people are much more likely t o  prevail with gold 

than with paper. For many economic reasons i t  is c r i t i c a l  t h a t  t h e  r u l e  of 

l a w  and gold win the  g rea t  debate on monetary policy. 

Low I n t e r e s t  Rates 

The most pressing problem today f o r  consumers and businessmen i s  high 

i n t e r e s t  r a t e s .  Even those who do no t  understand t h e  process of i n f l a t i o n  

e a s i l y  recognize the  grea t  harm brought t o  an economy through high i n t e r e s t  

r a t e s .  The r e a l  i n t e r e s t  r a t e ,  usua l ly  3 per cent  - 5 per cent ,  t h e  cos t  of 

using another ' s  c a p i t a l ,  remains r e l a t i v e l y  s t ab l e .  The in f l a t i ona ry  premium 

charged i n  a n  age of i n f l a t i o n  changes inverse ly  to  the  confidence the  market 

places i n  the monetary a u t h o r i t i e s  and t h e  spending hab i t s  of Congress. Contrary 

t o  popular be l i e f ,  t h i s  premium is not  equivalent t o  t he  cur ren t  r a t e  of p r i ce  

increases .  This is c e r t a i n l y  a f ac to r ,  bu t  only one of many i n  determining the  

a n t i c i p a t i o n  of t he  fu tu re  purchasing power of t he  currency. I f  p r i ce s  a r e  

acce lera t ing  a t  an annual r a t e  of 10 per  cent,  the  i n f l a t i o n  premium can s t i l l  be 

15 per cent i f  the  market a n t i c i p a t e s  a more rapid r a t e  of currency deprec ia t ion  

i n  t he  fu ture .  The fu r the r  a na t ion  is down the  road of i n f l a t i ona ry  po l i c i e s  



t h e  more d i f f i c u l t  it is t o  r e v e r s e  t h e  e x p e c t a t i o n s  o f  more i n f l a t i o n  by t h e  

people.  I n  the  e a r l y  s t a g e s  of i n f l a t i o n ,  more people a r e  deceived and i n t e r e s t  

r a t e s  a r e  a c t u a l l y  lower than one would p r o j e c t  i f  o n l y  computer a n a l y s i s  were 

used. I n  t h e  later s t a g e s  t h e  r a t e s ,  some c la im,  "are h i g h e r  then they should 

be.  " T h i s  is w h a t  w e  are hear ing  today. 

The i n f l a t i o n a r y  premium is complete ly  r e m v e d  i f  a t r u e  gold s t andard  

exists. There would be  no need t o  a n t i c i p a t e  a d e p r e c i a t i o n  o f  t h e  currency,  

f o r  t h e  record is  c l e a r  t h a t  gold  m a i n t a i n s  o r  i n c r e a s e s  its purchasing power. 

This  ought not t o k  confused wi th  s h a r p  f l u c t u a t i o n s  i n  dollar-denominated p r i c e s  

of gold  i n  a period of d o l l a r  s p e c u l a t i o n .  The problem under those  circumstances 

is t h e  dnf la t ionary  p o l i c i e s  o f  t h e  government, n o t  t h e  n a t u r a l  v a r i a t i o n  i n  t h e  

purchasing power o f  gold. D r .  Roy Jas t ram,  i n  h i s  book, The Golden Constant, 

has demonstrated q u i t e  c l e a r l y  that gold  m a i n t a i n s  i ts v a l u e  over  both  long and 

s h o r t  per iods  of time. 

With t h e  c l a s s i c a l  gold  s t a n d a r d  long-term i n t e r e s t  r a t e s  were i n  the  range 

of 3 per  cent  - 4 per  cen t .  There is no reason  t o  b e l i e v e  t h a t  these  same r a t e s  

o r  l o r e r  r a t e s  would n o t  occur  wi th  a modern go ld  s t andard .  The economic b e n e f i t  

of low r a t e s  of i n t e r e s t  i s  obvious t o  w e r y  American c i t i z e n .  Accelerated r e a l  

economic growth would r e s d  t from such i n t e r e s t  rates, and it cannot b e  achieved 

a p a r t  from these  low rates. 

Increased Savings 

When a currency s u s t a i n s  s t e a d y  and prolonged d e p r e c i a t i o n  a s  t h e  d o l l a r  h a s  

f o r  decades, t h e  i n c e n t i v e  t o  save is l o g i c a l l y  decreased.  Savings by American 

c i t i z e n s  have been one o f  t h e  lowest  i n  t h e  world.  I f  t h e  d o l l a r  were guaranteed 

no t  to  l o s e  any value ,  and 3 per  c e n t  i n t e r e s t  were paid  on sav ings ,  a s  under a 

gold s tandard,  a high sav ings  r a t e  would b e  q u i c k l y  achieved.  Ge t t ing  $1.03 o f  



Burchasing power a f t e r  one year  f o r  every  d o l l a r  saved is much b e t t e r  than 

Bet t ing $ .94 ,  as happens i f  $ 1  is saved i n  a convent ional  savings  account today. 

A 9 per  c e n t  d i f f e r e n t i a l  provldes  a r e a l  i n c e n t i v e  t o  save undzr a gold s t andard  

md a e t r o n g  d i s i n c e n t i v e  under a n  i r redeemable  paper s tandard.  The b e n e f i t s  of 

a gold s t andard  f o r  savings  - the s o u r c e  of c a p i t a l  i n  a growing economy -- should 

be obvious t o  all doubters.  One r e a s o n  i t  is hard  t o  a c c e p t  is t h a t  t h e  m r k e t  

p lace  -- t h e  people and vo lun ta ry  e z h a n g e  - is compatible with t h e  gold s t andard ,  

while government management and c o e r c i o n  a r e  r e l i e d  on wi th  a paper s tandard.  We 

a s  a c a t i o n  have graJn t o  mistrust and .misunderstand a f r e e  system and have 

become dependant upon and & l e d  by the money managers and c e n t r a l  planners 

found i n  all i n t e r v e n t i o n i s  tic econoniles. 

Revival o f  Long-Term Fiaanc inq  

Under the gold stzi ldard bonds were s o l d  f o r  100 year3 f o r  4 per  c e n t  - 
5 per c e a t .  Today the long- tern  b o d  markt is moribund. Mortgages f o r  houses 

a r e  s o  c o s t l y  t h a t  few Acericans car? q i d F f y .  Vith lower l r t t e r e s t  r a t - ,  

i n c r e a s h g  savings ,ar~d trxst: t k t  th+ wney w i l l  u i z t a i n  its valile, -,ha l cng  - t e r n  

ficancia-7. m r k e t s  ='ill be  r e v i r a l i z e c  -- all without  government s u b s i d i e s  e r  

tmFa rary gsvernment prsgrams . Rwiv ing  the. economy without r e s t o r i n g  a sound 

currency is .L dream. Gd:; with a c u r r e n c y  thac  is g i a r a n t e t d  not c3 d e p r e c i a t e  

w i l l  we ever b e  a i l e  t3 have once agaic lcw tong-tern: r a t e s  a€ f n c 2 r e s t .  

Cet t Reid i n  Check 

Daring the tine ve *"ere cn 3 gold  s t a n k r d  fecizral  d e f i c i t s  were very small 

c r  nonexistzn;. kmey that t h e  g o v e m e n t  t+id no t  have, i t  c o d a  not s w n d  nor 

cculd  i t  c r e a t e .  Taxir!g che ~ e o p l s  the f u l l  amount f a r  extravagant  expendi tures  

wo*il.d pro-:e coo unpopr;:az and e :ir,t;ilfc:r ir. th-. next e l e c t i o n .  



Jus t i f i ab ly  the  people would r ebe l  aga ins t  such an outrage. Under the  gold 

standard, i n f l a t i o n  f o r  t he  purpose of monetizing debt  is prohibi ted,  thus holding 

government s i z e  and power i n  check and preventing s i g n i f i c a n t  d e f i c i t s  from 

occurring. The gold standard is the enemy of  b i g  government. I n  time of war, 

i n  p a r t i c u l a r  thoee w a r s  unpopular with t h e  people, governments suspend t h e  

bene f i c i a l  r e s t r a i n t s  placed on  the  p o l i t i c i a n s  i n  order  t o  i n f l a t e  the  currency 

t o  ffnance t h e  d e f i c i t .  S t r i c t  adherence to the  gold s tandard would prompt a 

balanced budget, y e t  it would still allow for "legitimate" borrowing when the 

people were wt l l i ng  to1 loan t o  t he  government f o r  popular s t ruggles .  This would 

be a good test of t he  wisdom of  t he  government's policy. 

Final ly ,  t h e  i n f l a t i o n a r y  c l imate  has encouraged huge d e f i c i t s  t o  be run up 

by governments a t  a l l  l e v e l s ,  as w e l l  a s  by consumers and corporations.  The 

unbelievably l a r g e  f ede ra l  cont ingent  l i a b i l i t i e s  of over $11 t r i l l i o n  a r e  a 

r e s u l t  of i ng la t iona ty  po l i c i e s ,  pervasive government planning, and unwise t ax  

pol ic ies .  

Fu l l  Employment 

In  a growing economy, l abo r  i s  i n  demand. In  a recess ion  o r  depression.  

unemployment apparent ly beyond everyone's con t ro l  plagues t h e  nat ion.  The un- 

employment is caused by the  cor rec t ion  t h a t  t h e  market must make f o r  the  mis- 

d i r e c t i o n  o f  investment brought on by government i n f l a t i o n  and art i f  i c i a l  wage 

l e v e l s  mandated by " f u l l  employment" pol ic ies .  Fu l l  employment occurs when 

maximum economic growth is  achieved with a sound monetary system, and wages a r e  

allowed to  b e  determined by t h e  market place. 

Some would suggest t h a t  a t  times those r a t e s  a r e  too low and must be r a i s ed  

by law. This can b e  done only a t  t he  expense of someone e l s e  l o s ing  a job t o  

pay another a higher  wage than deserved. The forced increases  i n  wage bene f i t s  



increase  corporate debt and con t r ibu te  t o  t h e i r  need f o r  more in f l a t i ona ry  

c r e d i t  to help keep them a f l o a t .  Although only government can l i t e r a l l y  i n f l a t e ,  

higher than market wages in c e r t a i n  businesses  prompts the accommodation of monetary 

pol icy to keep these companies going, Chrysler  Corporation being a prime example. 

High wages contr ibuted t o  Chrysler 's  f i n a n c i a l  p l i g h t  and goverument guaranteed 

loans ( in f l a t i on )  were used to "solve" t h e  problem. It 's w e l l  to  remember t h a t  

working f o r  $8 anthour is superior  t o  having a wage of $16 an hour but  no job. 

For awhile the  a r t i d i c a l l y  high wage seems t o  be  bene f i c i a l ,  but the employment 

and t h e  recession t h a t  eventually come makes the  program a dangerous one. For 

years  i t  w a s  believed tha t  " in f l a t i on"  s t imula ted  the  economy and lowered unem- 

ployment r a t e s .  But i n  the l a t e r  s t ages  of  infZat ion i ts ill effeces a r e  E e l t  and 

unemployment increases while r e a l  wages f a l l .  b r e  i n f l a t i o n  and wage cont ro ls  t o  

keep wages high w i l l  make the problem s i g n i f i c a n t l y  worse and only r a i s e  the 

unemployment r a t e s .  Only a sound currency and a market determination of wages can 

so lve  t h i s  most explosive s o c i a l  problem of ever-increasing unemployment. 

Economic Growth Enhanced 

The record f o r  real economic growth whi le  we were on a gold standard surpasses 

t he  growth we have experienced during the  pas t  ten years.  Current economic 

s t a t i s t i c s  show the  conditions worsening with no end t o  t he  c r i s i s  i n  s igh t .  O n 1  y 

wi th  a gold standard w i l l  we s e e  r e v i t a l i z a t i o n  of a productive economic a c t i v i t y .  

The "Aus t r b n "  economis ts , and i n  p a r t i c u l a r  Ludwig Mises , have demonstrated 

c l e a r l y  t h a t  t he  business cyc le  i s  a result of unwise monetary policy ( f requent ly  

compounded by other  unwise government p o l i c i e s  such a s  wage cont ro ls  and protect-  

i o n i s t  l e g i s l a t i o n ) .  The business boom r e s u l t s  from periods of monetary growth; 

the  recession r e s u l t s  from the r e s t r a i n t s  t h a t  a r e  eventually placed on t h i s  money 



growth, e i t h e r  by the  government o r  the  market. A s  government increases  the  

money supply, f a l s e  s igna l s  a r e  s e n t  to t he  market with lower than market i n t e r e s t  

r a t e s  and ready access  t o  investment funds causing a misd i rec t ion  of investment. 

This misdirect ion must later be  corrected by market forces .  This whole process 

i s  aggravated by massive d is rupt ion  i n  t h e  market d i r e c t i o n  of investment by 

govemnnent guaranteeing hundreds of b i l l i o n s  of d o l l a r s  of loans which prompts 

more monetary growth. Government becomes a d i r e c t  pa r t i c ipan t  in c r e d i t  

aUocat ion  i n  a n  i n f l a t i o n a r y  economy. Although during a l l  s tages  and i n  

i so l a t ed  cases  '%enef its" are demonstrated, t h e  o v e r a l l  economic harm done by 

i n f l a t i o n  and ma l imes  tment is overwhelming. W e  a r e  seeing those r e s u l t s  a l l  

around us today. 

Money Growth Not Necessary 

Advocates of d i scre t ionary  and monetar is t  monetary po l i c i e s  claim t h a t  

money growth is needed t o  "accommodate" economic growth. Economic growth is  

not dependent on money growth. Economic growth comes from productive e f f o r t s  - 
which a r e  encouraged by savings, low i n t e r e s t  r a t e s ,  r e l i a b l e  currency and minimal 

taxes. Attempting t o  cont ro l  and s t i n d a t e  economic growth with monetary growth 

does the  oppos i t e ; i t  des t roys  the  environment required f o r  r e a l  growth to  occur. 

With t h e  gold standasd and the  f r e e  market, investments a r e  s t r i c t l y  made by 

en terpr i s ing  ind iv idua ls  eager t o  make a p r o f i t .  Those done ca re fu l ly  and 

prudently a r e  encouraged. Successful investments b r ing  rewards, and mistakes b r ing  

penal t i e s  t o  t he  inves tors .  I n  con t r a s t ,  a government-directed economy, backed 

up by unlimited suppl ies  of paper money and f ab r i ca t ed  c r e d i t ,  prompts t he  b a i l i n g  

out of unsuccessful en t e rp r i s e s  and promotes investments for  p o l i t i c a l ,  not 

economic reascns. It is inev i t ab l e  t h a t  t he  system of i n f l a t i o n  and government- 

d i r ec t ed  investment w i l l  f a i l .  



With a gold s tandard t h e  money supply would probably i n c r e a s e  or. an  

average o f  2 per  c e n t  per  year .  I f  t h e  growth i s  smaller o r  l a r g e r ,  p r i ces  

w i l l  a d j u s t  posing no l i m i t a t i o n  o n  economic growth due t o  a "shortage" of 

c a p i t a l .  With t h e  gold s t andard ,  conf idence  i n  t h e  monetary unit  would e x i s t ,  

and c r e d i t  extended from one b u s i n e s s  t o  a n o t h e r ,  t o  consumers and purchasers,  

would be  greatly encouraged. In format ion  on t h e  c r e d i t  needs of t h e  market 

would b e  a v a f l a b l e  immediately, i n  coz l t ras t  t o  t h e  la te  informat ion t h e  Federal  

Reserve always receives. (The Federal  hesenre  n w e r  planned t o  i n c r e a s e  the  

money supply a t  a r a t e  of 19 per  c e n t  i n  January 1982 - i t  w a s  on ly  a b l e  t o  

r e a c t  t o  i t  a f t e r  the f a c t . )  Under a r e a l  gold  s t a n d a r d  "con t ro l l fcg"  the 

money supply is i r r e l e v a n t  as l o n g  as t h e  market is  allowed t o  a d j u s t  t h e  per- 

ce ived  v a l u e  of gold by a n  a b s o l i l t e l y  f r e e  p r i c f n g  mechanism and no wage o r  prize 

c o n t r o l s  of any s o r t  i n s t i t u t e d .  

Price " S t a b i l i t y "  

P r i c e s  are never r i g i d  iil a f r e e  m r k e t .  gold  s t andard  p e r ~ i c s  p r i c e  

adjus tments  t o  accommodate the flow of  goLC into 2nd o u t  o f  a couc tq-  as well as 

t o  r e g u l a t e  new production of gold .  I n  c o n t r a s t  t o  ~ o p d a r  b e l i e f ,  c n e  goal o f  

s t a b l e  -- t h a t  is, r i g i d  -- p r i c e  levels as proclaimed by  paper mocay inanagers 

is n o t  t h e  goal  of t h e  gold s t andard .  The i r o w ,  nowever, is t h a r  t h e  gcal  o f  

r i g i d  p r i c e s  set by t h e  paper molzey mznagers is c o m p l e t d y  elusivet but a gold 

s tandard ,  i n  which t h e  goa i  i s  honesty  and freedom and f l e x i b i l i t y  sf p r i c e s ,  a c h i e v ~ s  

s i g n i f i c a n t  p r i c e  " s t a b i l i t y .  " 



Economic Calculat ion 

A prec ise ly  def ined u n i t  of account by weight,  an  ounce of gold f o r  

instance,  provides a needed ob jec t ive  measurement t o  a l low reasonable economic 

ca lcu la t ions .  Under social ism,  economic c a l c u l a t i o n  is impodsible. Without 

a gold s tandard economic c a l c u l a t i o n  is extremely d i f f i c u l t .  Without t h i s  t o o l ,  

a p rec i se  u n i t  o f  account, sound economic planning becomes p r a c t i c a l l y  impossible,  

r e s u l t i n g  i n  on ly  specula t ive  ventures  and b a r t e r .  Having a u n i t  of  account 

t h a t  has  no d e f i n i t i o n  o r  one t h a t  changes con t inua l ly  produces a s i t u a t i o n  

equivalent  t o  a ca rpen te r  using a ya rds t i ck  t h a t  on a n  hourly b a s i s  changes t he  

number of  inches i t  contains .  It is  easy to  see how foo l i sh  i t  would be  t o  have 

any o the r  u n i t  of measurement changing i n  d e f i n i t i o n  on a constant  b a s i s ,  y e t  

many be l i eve  t h a t  a whole na t ion ' s  economy can o p e r a t e  wi th  a monetary system i n  

which t h e  "dol la r"  has  no d e f i n i t i o n  and its measurement and value depend on 

p o l i t i c i a n s  and bureaucrats .  

Trade i s  enhanced domest ical ly  and i n t e r n a t i o n a l l y  when a p rec i se  u n i t  of 

account is  used. The f a i l u r e  of t he  Confederation w a s  due p r inc ipa l ly  t o  t h e  

absence of a u n i t  of account t h a t  a l l  the colonies  could use t o  f a c i l i t a t e  

exchange. This problem was solved when t h e  Cons t i t u t i ona l  Convention p rec i se ly  

defined the  d o l l a r .  The chao t i c  condi t ions t h a t  a r e  developing today w i l l  

only b e  solved when w e  once aga in  accept  a sound monetary system. 

In t e rna t iona l ly ,  a l l  payments with t he  gold s tandard could be  made by 

t h e  a c t u a l  t r a n s f e r r i n g  of gold. Such a po l icy  would l i m i t  the  a b i l i t y  of na t ions  

t o  export t h e i r  i n f l a t i o n .  The decrease i n  t h e  gold supply of an  importing 

na t ion  would prompt p r i ce s  t o  drop allowing f o r  more competi t ive p r i ce s  and more 

competit ion i n  world markets. The key t o  t h i r d  world economic success  is  no t  

t h e i r  gold supply ( o r  imported i n f l a t i o n  i n  terms of Eurodollars) but  whether 

or  not  they can work and produce a product t h a t  is exportable .  This is  dependent 



on t h e  degree  o f  economic freedom t h a t  t h e  people have and t h e i r  r i g h t  t o  own 

proper ty .  The pol icy  t h a t  guaran tees  a c o n t i n u a t i o n  of t h i r d  world s t a r v a t i o n  

and pover ty  is t h e  p resen t  p o l i c y  o f  cont inued worldwide i n f l a t i o n  and c e n t r a l l y -  

c o n t r o l l e d  economies. 

Economic Limitations o f  Gold 

The economic advantages o f  t h e  gold  s t a n d a r d  a r e  many and compelling. 

However, i t  is  important t h a t  one does  n o t  expect  from the gold s tandard  

something t h a t  cannot be achieved.  The e r r o r s  o f  a government-planned economy 

cannot  be cance l l ed  o n t  by i n s t i t u t i n g  a gold  s tandard  a lone.  Abusive t a x  

p o l i c i e s  must b e  changed t o  a l l o w  a n  economy t o  t h r i v e .  And although sound 

money goes a long  way toward p r o t e c t i n g  a worker ' s  r e a l  income, i t  w i l l  n o t  

overcome bad l a b o r  laws. 

Gold is  w e d  a s  money i n  a f r e e  market because t h e  people throughout 

h i s t o r y  have chosen gold. Although h i s t o r i c a l l y  a f r e e  market means a gold. 

s t a n d a r d ,  a gold s tandard by i t s e l f  w i l l  n o t  ensure  a f r e e  market. When a market 

economy is i n  place ,  a gold s t a n d a r d  ho lds  i n  check t h e  a b i l i t y  of t h e  government 

o f f i c i a l s  t o  expand t h e i r  power. 

Some c l a i m  t h a t  a gold s t a n d a r d  cannot  b e  put i n t o  p l a c e  until b i g  govern- 

ment is brought  under c o n t r o l  and t h e  budget is balanced; they f u r t h e r  claim 

t h a t  it  then becomes unnecessary.  It is  necessary  to  balance t h e  budget and 

i n s t i t u t e  a gold  s tandard t o g e t h e r .  The d i s c i p l i n e  and determinat ion requ i red  

f o r  one mandates t h e  o t h e r .  If government is t o  b e  l i m i t e d  i n  s i z e ,  t h e  budget 

balanced and the  markee f r e e ,  gold w i l l  b e  a necessary  ad junc t .  It w i l l  g ive  

assurance  t h a t  t h e  s i z e  arid scope of government w i l l  be held  i n  check. I f  

government is  t o  con t inue  running t h e  economy and accumulating massive d e f i c i t s ,  



i n f l a t i ona ry  monetary policy will persist* A gold s tandard  cannot exist 

i n  a vacuum; i t  must b e  par t  of a broader  freedom philosopny. When we as 

a na t ion  reject p o l i t i c a l  con t ro l  of t he  economy and the  monsy, "be gold 

standard w i l l  r e t u r n  i n  a modern vers ion  - f a r  surpass ing  d l  previous at tempts  

at eseabl ishing sound money. Untll then, a s  w e  upr f o r  mre and more ad hsc 

' 'solutions" t o  t h e  government-cr~,ated p r o b l s n s ,  frr~gdom w i l l  be f u r t h e r  

diminished, the economy will detmiorace  further, and f n f l a t i o n  w i i l  acce l e ra t e .  

Gold must b e  allowad Co perfom its v i r a l  aewlce  i n  bui ld ing  a healthy 

economy and res trai i l ing t\e tendency of dl. govarnemnts t o  become large and 

oppressive. 



Common Object ions  t o  Gold 

I n  any deba te  about t h e  go ld  s t andard ,  c e r t a i n  o b j e c t i o n s  are repea ted ly  

r a i s e d  by opponents o f  monetary freedom, even though t h o s e  o b j e c t i o n s  have been 

r e f u t e d  many t imes before .  Some of t h e s e  o b j e c t i o n s  are: 

1. There is n o t  enough gold.  

2. The S o v i e t  Union and South Afr ica ,  since they  a r e  t h e  
p r i n c i p a l  producers  o f  gold,  would b e n e f i t  from our  
c r e a t i o n  o f  a gold  s tandard.  

3. The gold s t a n d a r d  causes  panics  and c rashes .  

4. The gold s t a n d a r d  causes  i n f l a t i o n .  

5. Gold is s u b j e c t  t o  undes i rab le  s p e c u l a t i v e  i n f l u e n c e s .  

The f i r s t  o b j e c t i o n ,  t h e r e  i s n ' t  enough gold,  i s  based upon. a misunder- 

s t a n d i n g  of a gold s tandard.  It assumes t h a t  t h e  p r e s e n t  exchange r a t i o  ( o r  a 

lower r a t i o )  between a weight of gold and a greenback is  t h e  exchange r a t i o  t h a t  

niust p r e v a i l  i n  a gold  s t andard .  Such obviously  is  no t  t h e  case. Doubling t h e  

exchange r a t i o ,  f o r  example, doubles  t h e  money supply.  Lower p r i c e s  under a gold 

s t andard  e l imina te  t h e  n e c e s s i t y  f o r  such l a r g e  sums. One c a n  buy a s u i t  t h a t  

c o s t s  400 paper d o l l a r s  wi th  20 gold d o l l a r s .  

I n  1979, t h e r e  were a t o t a l  o f  35,000 metric tons  o f  gold i n  c e n t r a l  

bank and non-Communist government t r e a s u r i e s  a lone.  The United S t a t e s  Government, 

o f f i c i a l l y  holding 264 m i l l i o n  ounces (8,227 tons)  owns about 114 o f  t h a t  t o t a l .  

The b e s t  e s t i m a t e  on t h e  t o t a l  amount of gold i n  t h e  world is t h r e e  b i l l i o n  

ounces, meaning t h a t  about one- thi rd  o f  t h e  world 's  gold is h e l d  by governments 

and c e n t r a l  banks, and two-thirds by p r i v a t e  persons.  Far from being a d e a r t h  

of gold, t h e r e  are enormous amounts i n  ex i s tence .  Gold, u n l i k e  most commodities, 

remains i n  ex i s tence .  It i s  no t  burned o r  consumed, and t h e  amounts a c t u a l l y  

l o s t  a r e  i n s i g n i f i c a n t  when compared t o  t h e  amounts now i n  p u b l i c  and p r i v a t e  

possession.  



The second object ion.  concerning the Soviet Union and South Africa. i s  

equal ly groundless . These nations.  as t h e  world's l a r g e s t  producers of gold. 

have prof i ted  handsomely from the  massive inc rease  i n  gold pr ices  i n  the  pas t  

ten years . Such increases  do not  occur under a gold s tandard . 
Recently a newsmagazine reported t h a t  "The Sovie t  Union holds an  estimated 

60 mi l l i on  ounces of  gold and has unmined reserves of perhaps 250 mi l l i on  

ounces more . A t  today's p r i ce s  that would give t h e  Soviets  a $146 b i l l i o n  

s t ranglehold on western economies." But le t  US put t h e s e  figures i n  perspective . 
Below is a t a b l e  showing the gold holdings of major c e n t r a l  bangs . 

O f f i c i a l  Gold Holdings 
Septa.her  30. 1979 

( tons)  

United S t a t e s  ......................... 8. 227 .................................. Canada 657 ................................. A u s t r i a  657 
Belgulm ............................... 1. 063 
F.~ance. ............................... 2. 546 
German Federal Republic .............. .2. 961 
I t a l y  ................................. 2. 074 ................................... Japan 754 
Netherlands ........................... 1. 367 
Portugal ................................ 689 
South Africa ............................ 374 
Switzerland .......................... .2. 590 
U.K ..................................... 584 
OPEC .................................. 1. 207 
o the r  A s i a  .............................. 607 
Other Europe ......................... .I. 209 
Other Middle East ....................... 461 
Other Western Hemisphere ................ 654 ........................... R e s t  of World 320 
Unspecified ............................. 113 
Total  .............................. ..29. 110 
IMF .................................. 3, 217 
European Monetary .................... Cooperation Fund 2. 664 

This table.  taken from the  Annual Bull ion 
Review 1980 of Samuel Montagu & Co., i s  based 
on IMF s t a t i s t i c s  . 



The Sovie t  Union's a l l e g e d  60 m i l l i o n  ounces is l e s s  than 1900 tons ,  

Less than 1 / 4  o f  t h e  U.S. o f f i c i a l  go ld  ho ld ings .  Even t h e  a l l e g e d  250 

P i l l i o n  ounces of "unmined reserves" are less thau  t h e  U.S. has  in Fort  Knox 

and o u r  o t h e r  b u l l i o n  d e p o s i t o r i e s  . 
Consolidated Gold F ie lds  Ltd.  of London h a s  es t imated the  n e t  outflow 

~f  gold  from t h e  Commun i s t  empire: 

Y e a r  - N e t  Outflow 

I n  1976, t h e  Soviets  produced 412 t o n s ,  1 . 2  pe r  c e n t  of t h e  governmental 

ho ld ings  o f  t h e  non-Communist world.  Assuming they could  produce a t  t h i s  r a t e  

con t inous ly  - a very doubtful  assumption - i t  would t ake  them almost a  cen tury  

j u s t  t o  match c u r r e n t  o f f i c i a l  h o l d i n g s .  If one inc ludes  p r i v a t e  holdings ,  

t h e  percentage drops to  about 1 / 2  o f  1 per  c e n t ,  and t h e  time required extends 

t o  more t h a n  two c e n t u r i e s .  The f e a r  o f  t h e  Sov ie t  Union and South Afr ica  e i t h e r  

dumping o r  withholding gold and t h e r e b y  wrecking a  gold s tandard by a l t e r i n g  

s i g n i f i c a n t l y  t h e  purchasing power o f  gold  i s  b a s e l e s s .  The only reasons sales 

by such governments mw i n f l u e n c e  t h e  market i s  t h a t  o f f i c i a l  holdings a r e  

immobilized and t h e  va lue  of t h e  paper d o l l a r  f l u c t u a t e s  v i o l e n t l y .  Were w e  t o  

i n s t i t u t e  a  gold s tandard,  those h o l d i n g s  would once aga in  en te r  t h e  market. We 

should s t o p  giving such wind.falls t o  t h e  S o v i e t s  and South Africans as  they  have 

enjoyed dur ing t h e  l a s t  t e n  y e a r s .  



The r e a l  f e a r  should be the massive increase  i n  t he  money supply caused by the 

Federal Reserve i n  the l a s t  ten years ,  and the  p robab i l i t y  of s t i l l  fu r the r  

massive i n f l a t i o n .  The red her r ing  of ex terna l  shock des t roying  a gold 

standard is designed t o  d i s t r a c t  one's a t t e n t i o n  from the  t h r e a t  of i n t e r n a l  

shock caused by the  Federal Reserve. 

The t h i r d  object ion,  t h a t  t h e  gold s tandard causes panics and crashes,  !is 

a l s o  f a l s e .  The extensive examination of the  monetary h i s t o r y  of t he  United 

S ta tes  during t h e  19th-century demonstrated t h a t  i t  w a s  not  t h e  gold standard, but 

government i n t e rven t ion  i n  t h e  banking system t h a t  caused t h e  problems. The 

l e g a l  prohib i t ion  of branch and i n t e r s t a t e  banking prevented the prompt and 

convenient c l ea r ing  of no tes  issued by those banka. Frequent suspensions of 

spec ie  payments were s p e c i a l  p r iv i leges  extended to  t h e  bahks by the  government. 

Fractional reserves,  wildcat  banking, t he  na t iona l  banking system, and the  issuance 

of greenbacks a l l  cont r ibu ted  to the  i n s t a b i l i t y  experiences during the  19thacentury. 

But even with these  in te rvent ions ,  a s  long as t h e  d o l l a r  w a s  defined a s  a 

weFght of gold, t he  benevolent influences of  t h e  gold s tandard were f e l t .  Chapter 

two of the  Commission's Report ind ica tes  t h a t  the  problems of t h e  19th-century 

were due to  abuses and lapses  of the gold s tandard,  not  t he  standard i t s e l f .  

Victor Zarnowitz has found evidence t h a t  t he  so-called recessions of 1845, 1869, 

1887, and 1899 w e r e  mere pauses i n  growth.1 J e f f r e y  Sachs categorized recessions 

s ince  1893 by t h e i r  sever i ty .  He found only one s t rong  and one moderate contrac- 

t i o n  i n  the period of 1893-1913. Since t h e  i n s t i t u t i o n  of the Federal Reserve, 

however, we have had th ree  s t rong  cont rac t ions  and t h r e e  -- now four  -- moderate 

contrac t i o m .  2 

"Business Cycles and Growth: Some Reflect ions and Measures," (s 
Working Paper 5665, Apr i l  1981). 

2 
"The Changing Cyclikal Behavior of Wages and Prices:  1890-1975" (NBER 

Working Paper #3O4, December 19 73) . 



Economist Alan Reynolds h a s  pointed o u t  t h a t  "Michael Par ly  found 

t h a t  unemployment r a t e s  i n  t h e  1930 ' s  had been exaggerated by f a i l u r e  t o  count  

t h o s e  o n  government work programs...as employed. When t h e  ad jus ted  unanploy- 

ment r a t e  is added t o  t h e  consumer i n f l a t i o n  r a t e  t o  a r r i v e  a t  Art Okun's 

' d i scomfor t  index, ' the l a s t  two a d m i n i s t r a t i o n s  experienced t h e  mrs t 

combinat icn o f  i n f l a t i o n  ard uemplo-p.ent (16 per  c e n t )  of any i n  t h i s  

cen tury  excep t  f o r  Franiclin R o o s e ~ e l t ' s  f i r s t  term (15.7 per  cen t )  and 

R e s i d e n t  ~ f i s o n ' s  second (19.6 per  c e n t ) .  Unemployment averaged more than 7 

p e r  c e n t  from 1975 t o  da te .  From 1899 t o  1929, unemployment reached 7 pe r  c e n t  

i n  on ly  two years .  We a r e  i n  no p o s i t i o n  t o  b e  smug about t h e  r e l a t i v e  per- 

formance o f  a seemingly old-fashioned m n e t a r y  s tandard .  The f a c t  i s  t h a t  

i t  worked v e r y  w e l l  under c o n d i t i o n s  more d i f f i c u l t  than  those  we f a c e  today. '13 

I n  a r e p o r t  prepared by E?IB Ltd.  ar.d submi t t ed  t o  t h e  Commission, i t  was 

s t a t e d  t h a t  "In t h e  United S t a t e s  there were 1 2  pan ics  and c r i s e s  betvaen 

1815 and 1914." D r .  Roy Jas t ram 's  tes t imony t o  t h e  Commission demolished t h a t  

popular  myth: 

This  draws upon a book by W i l l a r d  Thorp, Business Annals, 
published by t h e  Nat ional  Bureau of Economic Research i n  19 26. 
~ e a r - b ~ - ~ e a ;  Thorp gleaned h i s  c h a r a c t e r i z a t i o n  of the  year  s taced 
from t h e  contemporary p r e s s  and w r i t e r s  o f  t h e  day. When I was a t  
t h e  National Bureau we cons idered  Professor  Wesley C. Mitchell  a s  
the  pat ron s a i n t  of o b j e c t i v i t y .  Mi:chell wrote i n  t h e  I n t r o d u c t i o n  
t o  Thorp's book: " ' C r i s i s ,  ' then,  i s  a poor term t o  use.. . But 
sad exper ience shows how much misunders tanding comes from t h e  e f f o r t  
t o  use  f a m i l l a r  words i n  new t e c h n i c a l  senses .  " 

Both t h e  Commission S t a f f  and I a g r e e  t h a t  t h e  t r u e  gold s tandard 
ran  between 1834-1861 and 1879-1914. Even wi th  Professor  Mitchel l  's 
admonition about t h e  use  o f  t h e  t e r n s ,  this leaves  us with 8 i n s t e a d  
o f  EMB's 1 2  "crises ' '  o r  "panics" a s s o c i a t e d  wi th  a r e a l  gold 
s tandard.  A c o n s u l t a t i o n  o f  t h e  o r i g i n a l  Thorp volume shows t h a t  EMS 
is simply wrong about 1882 and 1890 - Thorp does not l a b e l  e i t h e r  

3 
Testimony Before t h e  United S t a t e s  Gold Po l icy  Commission, Washington, 

D . C . ,  November 13,  1981. 



I l  of them a s  "c r i s i s "  o r  panic .I1 So t h e  count is reduced to 6. 
In  4 of these  6, par t  of the  year is  c a l l e d  by Thorp "prosperity." 
Hence we have only 2 out  of the EM3's o r i g i n a l  1 2  t ha t  were labe led  
i n  the  o r i g i n a l  source a s  being unmitigated c ~ i s e s  o r  panics during 
a n  a c t u a l  gold standard. This  kind of misinformation cannot go 
unchallenged. 

And I might c l o s e  with a thought of my own: i f  we were t o  use 
today these  terms i n  t h e i r  a rcha ic  sense,  every week of  t he  pas t  
two years could have been l abe l ed  a "panic. 

The four th  object ion,  t h e  gold s tandard causes i n f l a t i o n ,  can a l s o  easily 

be disposed of .  D r .  Alan Reynolds, i n  h i s  appearance before  t h e  Commission, d id  

SO : 

When t h e  1968-1980 period is compared wi th  t h e  "purest" gold 
s tandard,  1879-1914, i t  is m t  a t  a l l  c l e a r  t h a t  even short-  
term p r i ce  s t a b i l i t y  was super ior  i n  r ecen t  years .  Average changes 
i n  consumer pr ices  were zero under gold, over  7% under paper; 
t he  s tandard devia t ion  of  those p r i ce s  was 2.2% under gold, 
3.1% under paper. Annual v a r i a t i o n s  appear s l i g h t l y  wider under the  
o l d  wholesale p r i ce  index f o r  1879-1914 than under the  recent  
producer p r i c e  index f o r  f i n i shed  goods, bu t  t h a t  is probably due to  
t he  g rea t e r  importance of v o l a t i l e  farm commodities and crude 
mater ia l s  a century ago. A s  Sachs poin ts  ou t ,  farm pr ices  
were 43X of t he  wholesale index as l a t e  a s  1926, bu t  only 21% 
i n  1970. 

Per fec t  short-term pr ice  s t a b i l i t y  has never been achieved anywhere, 
so  t h e  i s s u e  is r e l a t i v e  s t a b i l i t y  and p r e d i c t a b i l i t y .  By comparing 
unusual peak years to recession lows, a s  Professor  Allan Meltzer 
does, it is poss ib le  t o  show annual r a t e s  of i n f l a t i o n  o r  
d e f l a t i o n  of 2-3% i n  whokesale p r i ce s  under t h e  gold standard. 
Exaggerated a s  t h a t  is, i t  s t i l l  doesn ' t  sound too bad fo r  p r i ce  
indexes dominated by farm productx. The most pe r s i s t en t  i n f l a t i o n  
under a gold s tandard w a s  from 190247 ,  when Gallman's est imate 
of t h e  p r i c e  d e f l a t o r  rose by 2.4X a year.  

4 
Testimony Before the  Gold Commission, Washington, D .C., November 

13, 1981. 



Long-term i n t e r e s t  r a t e s  were much lower and more s t a b l e  
under any form of  gold s t a n d a r d  t h a n  i n  recen t  y e a r s ,  and annual 
p r i c e  changes were t y p i c a l l y  s m a l l e r .  James Hoehn of  t h e  
Federal  Reserve Bank of  D a l l a s  concludes t h a t ,  "Short-run 
monetary s t a b i l i t y  is no b e t t e r  today than  i t  w a s  i n  t h e  gold 
s t andard  period.  This r e s u l t  i s  s u r p r i s i n g  and d i f f i c u l t  
t o  e x p l a i n  i n  view of  t h e  greater p r e s e n t  day s t a b i l i t y  o f  t h e  
banking system." 

One i n d i c g t i o n  of t h e  l o s s  o f  long-term s t a b i l i t y  w a s  provided 
by Benjamin Klein,  who found t h a t  t h e  average  m a t u r i t y  o f  new 
c o r p o r a t e  debt  f e l l  from o v e r  37 y e a r s  i n  1900-04 t o  20 
yeara  in  1968-72.5 

Now t h a t  t h e  market f o r  long-term bonds has  been dest royed by t e n  years  

of paper money, and t h e  U.S. h a s  exper ienced  i ts  wors t  p r i c e  i n f l a t i o n  

In its n a t i o n a l  h i s t o r y ,  i t  i s  d i f f i c u l t  t o  t a k e  t h e  charge t h a t  t h e  gold 

a tandard causes  i n f l a t i o n  s e r i o u s l y .  

D r .  Roy Jastram, i n  h i s  seminal work, The Golden Constant,  present2  

khe stat ist ical  evidence t h a t  gold provddes p r o t e c t i o n  a g a i n s t  i n f l a t i o n ,  

and a c t u a l l y  r e s u l t s  i n  g e n t l y  f a l l i n g  p r i c e s .  Such g e n t l e  f a l l s  i n  turn 

cause i n c r e a s e s  i n  t h e  r e a l  wages o f  workers.  Below is  a t a b l e  showing t h e  

index of whole commodity p r i c e s  f o r  t h e  United Soa tes  from 1800-1981. The 

f i g u r e s  a r e  q u i t e  s u r p r i s i n g  t o  anyone who h a s  come t o  regard con t inua l  

p r i c e  i n f l a t i o n  a s  a f a c t  of l i f e  t o  which we a l l  must a d j u s t .  



The Index of  Wholesale Commodity P r i c e s  

United States 1800-1981 

(1930 = 100.0) 

Year - 
1800 
1801 
1802 
1803 
1804 
1805 
1806 
1807 
1808 
1809 
1810 
1811 
1812 
1813 
1814 
1815 
1816 
1817 
1818 
1819 
1820 
1821 
1822 
1823 
1824 
1825 
1826 
1827 
1828 
1829 
1830 
1831 
1832 
1833 
1834 
183 5 
1836 
1837 
1838 
1839 
1840 

Index 

102.2 
U 2 . 6  

92.8 
93.5 

100.0 
111.9 
106.3 
103.1 

91.3 
103.1 
103.8 
100.0 
103.8 
128.5 
144.4 
134.8 
119.7 
119.7 
116.6 

99.1 
84.1 
84.1 
84.1 
81.6 
77.8 
81.6 
78.5 
77.8 
76.9 
76.2 
72.2 
74.4 
75.3 
75.3 
71.3 
79.4 
90.4 
91.3 
87.2 
88.8 
75.3 

Year - 
1841 
184 2 
1843 
1844 
1845 
1846 
184 7 
1848 
1849 
1850 
1851 
1852 
1853 
1854 
1855 
1856 
1857 
1858 
1859 
1860 
1861 
1862 
1863 
1864 
1865 
1866 
1867 
1868 
1869 
1870 
1871 
1872 
1873 
1874 
1875 
1876 
1877 
1878 
1879 
1880 
1881 

Index 

72.9 
65.0 
59.4 
61.0 
65.9 
65.9 
71.3 
65.0 
65.0 
66.6 
65.9 
69.7 
76.9 
85.7 
87.2 
83.2 
88.1 
73.8 
76.3 
73.8 
70.6 
82.5 

105.4 
153.1 
146.6 
137.9 
128.5 
125.3 
119.7 
107.0 
103.1 
107.8 
105.4 
100 .o 

93.5 
87.2 
84.1 
72.2 
71.3 
79.4 
81.6 

Year - 
1882 
1883 
1884 
1885 
1886 
1887 
1888 
1889 
1890 
1891 
189 2 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
1901 
1902 
1903 
1904 
190 5 
1906 
190 7 
1908 
1909 
1910 
1911 
191  2 
1913 
19 14 
1915 
1916 
1917 
1918 
1919 
19 20 
19 21 
19 22 

Index 

85.7 
80.0 
73.8 
67.5 
65 .O 
67.5 
68.2 
64.1 
65.0 
64.6 
60.3 
61.9 
55,4 
56.5 
53.8 
53.8 
56.1 
60.3 

' 64.8 
63.9 ' 

68.2 
69.1 
69.1 
69.5 
71.5 
75.3 
72.9 
78.3 
81.4 
75.1 
80 .o 
80.7 
78.7 
80.5 
98.9 

135.9 
152.0 
160.3 
178.7 
113.0 
111.9 



Year - Index Year Index 

120.2 
120.2 
122.4 
139.7 
171.5 
185.7 
176.5 
183.4 
204.3 
198.7 
196 .O 
196.4 
196.9 
203.4 
209.2 
212.1 
212.6 
U2.6 
212.1 
212.6 

Year - Index 

211.9 
212.3 
216.6 
223.8 
224.2 
229.8 
238.8 
247.5 
255.4 
267.0 
302.0 
359 .O 
392.2 
410.2 
435.5 
469.3 
528.2 
602.8 
657.8 

I n  t h e  67 y e a r s  p r i o r  t o  t h e  beginning o f  t h e  Federal  Reserve system i n  1913 

t h e  consumer p r i c e  index i n  t h i s  coun t ry  inc reased  by 10 per  c e n t ,  and i n  t h e  

67 y e a r s  subsequent t o  1913 t h e  Consumer P r i c e  Index inc reased  625 per  c e n t .  

This growth has  a c c e l e r a t e d  s i n c e  1971 when P r e s i d e n t  Nixon c u t  our  l a s t  l i n k  

t o  gold by c l o s f n g  t h e  gold window. 

I n  1833, t h e  index of wholesale  commodity p r i c e s  i n  t h e  U.S. w a s  75.3 

I n  1933, j u s t  p r i o r  t o  our  going o f f  t h e  domestic gold s t andard ,  t h e  index  

o f  wholesale  cormnodity p r i c e s  i n  t h e  U.S. was 76.2: a change i n  100 y e a r s  o f  

n ine- tenths  o f  1 per  cent .  The index  o f  wholesale  conrmodity p r i c e s  i n  1971 

was 255.4. Today, t h e  index is 657.8. For 100 y e a r s  on  t h e  gold s t a n d a r d  

wholesale  p r i c e s  r o s e  on ly  nine- tenths  06-+ per  cen t .  I n  t h e  las t  10 y e a r s  
', 
\ 

o f  paper money they have gone up 259 per cent.',, 
\ 



The f i n a l  ob jec t ion  to  t he  gold s tandard,  t h a t  gold is subjec t  t o  

specula t ive  inf luence  and therefore  too uns tab le  t o  b e  used as a standard f o r  

anything, is a l s o  spurious. During the  pas t  decade, gold has become a major 

hedge aga ins t  i n f l a t i on .  The runup i n  gold ps ices  from $35 to  $850 per ounce 

came as a r e s u l t  of f e a r s  about t h e  va lue  of paper cur renc ies  and developing 

in t e rna t iona l  c r i s e s .  This specula t ion  - a c t u a l l y  a seeking of pro tec t ion  from 

the  c o n t i m a 1  devaluat ion of paper cur renc ies  -- has markedly acce lera ted  

i n  r ecen t  years.  Not only is  t h e  dec l ine  of t h e  paper d o l l a r  causing larger 

investments i n  gold coins,  bu t  a l s o  i n  r e a l  e s t a t e ,  c o l l e c t i b l e s  of a l l  types,  

and any o ther  good t h a t  promises tb r e t a i n  i ts  value. The Commodity Exchange 

r epor t s  t h a t  t h e r e  are now over 100 d i f f e r e n t  fu tu re s  con t r ac t s  of fe red  by t h e  

na t ion ' s  11 exchanges. Since 1975, 42  new fu tu re s  con t r ac t s  have been introduced, 

and 37 proposed con t r ac t s  are cu r ren t ly  pending government approval. This  

e m a m u s  growth i n  speculat ion has occurred during t h e  l a s t  t en  years ,  People 

who ob jec t  t o  gold because i t  is specula t ive  confuse cause and e f f ec t .  Were w e  

on a gold standard, there  would be  no specula t ion  i n  gold a t  a l l .  Cold is 

cu r ren t ly  a n  ob jec t  of "speculation" prec ise ly  because we have an irredeemable 

paper money system and peaple a r e  t ry ing  t o  p ro t ec t  themselves from i t .  The 

r e a l  specula t ion  is in the  a n t i c i p a t i o n  of the  f u r t h e r  deprec ia t ion  of the  d o l l a r .  

A l l  t he se  objec t ions  to gold cannot shake the  overwhelming h i s t o r i c a l  and 

t h e o r e t i c a l  arguments f o r  a gold standard. But t he re  a r e  o ther  arguments f o r  

gold as w e l l .  W e  w i l l  now take them up i n  turn.  



MONEY AND THE CONSTITUTION 

I n  a d d i t i o n  to the  compell ing economic c a s e  f o r  t h e  gold s t andard ,  a  

c a s e  b u t t r e s s e d  by both h i s t o r i c a l  and t h e o r e t i c a l  arguments, the re  is a  

compell ing argument based upon t h e  C o n s t i t u t i o n .  The p resen t  monetary 

arrangements o f  t h e  United S t a t e s  a r e  unconst i tu t ional-even an t i -cons t i tu t iona l - -  

from t o p  t o  bottom. 

The C o n s t i t u t i o n  a c t u a l l y  s a y s  v e r y  l i t t l e  about what s o r t  of monetary 

system t h e  United S t a t e s  ought t o  have,  b u t  what i t  does say is  urnnistakably 

c l e a r .  A r t i c l e  I s e c t i o n  8 c l a u s e  2 p rov ides  t h a t  "The Congress s h a l l  have 

power.. . t o  borrow money on t h e  c r e d i t  of t h e  Uni ted S t a t e s . .  . [c lause  5: ] 

to  c o i n  money, r e g u l a t e  t h e  v a l u e  t h e r e o f ,  and of f o r e i g n  c o i n ,  and f i x  t h e  

s t a n d a r d s  of weights and measures.. . [and c l a u s e  6: ] t o  provide f o r  t h e  

punishment of c o u n t e r f e i t i n g  t h e  securities and c u r r e n t  c o i n  of the  United 

S t a t e s . .  . I 1 .  Fur ther ,  A r t i c l e  I s e c t i o n  10  c l a u s e  1 provides t h a t  "No s t a t e  

s h a l l . .  . c o i n  money; emkt b i l l s  o f  c r e d i t ;  [ o r ]  make anything bu t  gold and s i l v e r  

c o i n  a  t ender  i n  payment o f  deb ts. . . " . 
When t h e  Founding Fa thers  w r o t e  the C o n s t i t u t i o n  i n  t h e  summer of 1787, 

they had f r e s h  i n  t h e i r  minds t h e  d e b a c l e  of t h e  paper money pr in ted  and 

i s sued  by the  Cont inenta l  Congress d u r i n g  t h e  Revolutionary War. The paper 

no tes ,  " ~ o n t i n e n t a l s "  as they were c a l l e d ,  e v e n t u a l l y  f e l l  t o  v i r t u a l l y  zero 

pe rcen t  of t h e i r  o r i g i n a l  v a l u e  because  they were n o t  redeemed i n  e i t h e r  

s i l v e r  o r  gold. They were "greenbacks,  " and were t h e  f i r s t  of t h r e e  major 

experiments with "greenbacks" t h a t  t h i s  n a t i o n  has conducted . The Cont inen ta l  

greenback f a i l e d  miserably,  g i v i n g  rise t o  t h e  popular phrase  "not worth a 

C o n t i n e n t a l  .I1 

Consequently, when t h e  C o n s t i t u t i o n a l  Convention met i n  1787, the  op- 

p o s i t i o n  t o  paper money was s t r o n g .  George Mason, a  de lega te  from V i r g i n i a ,  

The o t h e r  two experiments were  d u r i n g  t h e  C i v i l  War, 1862-1879, and 
t h e  p r e s e n t  per iod from 1971. The second experiment had a  happy conclus ion 
because t h e  C i v i l  War greenbacks were  p a i d  o f f  d o l l a r  f o r  d o l l a r  i n  gold. 
A s  Chapter two shows, the  c o l o n i e s  a l s o  f r e q u e n t l y  experimented with papermoney. 



s t a t e d  t h a t  he had a "mortal hatred to  paper money." Delegate Ol iver  

Ellsworth from Connecticut thought the  Convention "a favorable  moment t o  

shut  and bar  t he  door aga ins t  paper money." James Wilson, a delegate  from 

Pennsylvania, argued t h a t  "It w i l l  have a more s a l u t a r y  inf luence  on the  

c r e d i t  of the  United S t a t e s  t o  remove the  p o s s i b i l i t y  of paper money." 

Delegate Pierce Butler  from South Carolina pointed out  t h a t  paper was not 

a l e g a l  tender i n  any country of Europe and t h a t  i t  ought no t  be made one 

i n  the United S ta tes .  M r .  John Langdon of New Hampshire s a i d  t h a t  he would 

ra ther  r e j e c t  the whole Cons t i tu t ion  than allow the  f e d e r a l  government 

the power t o  i s s u e  paper money. On t h e  f i n a l  vo te  on the  i s sue ,  nine 

s t a t e s  opposed grant ing the f ede ra l  government power t o  i s s u e  paper money, 

and only two favored grant ing  such power. 

The framers of the Cons t i tu t ion  made t h e i r  i n t en t ion  c l e a r  by the 

use of the word "coin" r a the r  than the  word "pr in t , "  o r  the  phrase "emit 

b i l l s  of c red i t . "  Thomas M. Cooley's P r inc ip l e s  of Cons t i tu t iona l  Law 

e labora tes  on t h i s  point:  "To coin money is t o  stamp pieces of metal f o r  

use a s  a medium of exchange i n  commerce according t o  f ixed s tandards of 

value. " 

Congress was given the  exclusive power ( a s  f a r  a s  governments a r e  

concerned) t o  coin money; the  s t a t e s  were e x p l i c i t l y  prohibi ted from doing 

so. Furthermore, t h e  s t a t e s  were e x p l i c i t l y  forbidden from making anything 

but gold and s i l v e r  co in  a tender i n  payment of debt ,  while the  f ede ra l  

government was not granted the  power of making anything l e g a l  tender.  

In  h i s  explanation of the Cons t i t u t iona l  provis ions on money, James 

Madison, i n  Fede ra l i s t  No. 44, r e f e r r ed  t o  the " p e s t i l e n t  e f f e c t s  of paper 

money on the necessary confidence between man and man, on the  necessary 

confidence i n  the public counci ls ,  on the  i n d u s e r '  and morals of the people, 

and on the character  of republican government. I s  His i n t en t ion ,  and the 



i n t e n t i o n  of  the  o t h e r  Founders, was t o  avo id  p r e c i s e l y  t h e  s o r t  of paper 

money sys tem t h a t  has p r e v a i l e d  f o r  t h e  p a s t  t e n  y e a r s .  

T h i s  i n t e n t i o n  was w e l l  unders tood th roughout  t h e  1 9 t h  cen tu ry ,  and 

w a s  denied o n l y  when the  Supreme Court  found i t  expedient  t o  do so .  For 

example, Dan ie l  Webster wrote: 

I f  we understand,  by c u r r e n c y ,  t h e  l e g a l  money of t h e  
coun t ry ,  and t h a t  which c o n s t i t u t e s  a l a w f u l  tender  f o r  d e b t s ,  
and is t h e  s t a t u t e  measure of v a l u e ,  then  undoubtedly,  nothing 
is inc luded  bu t  gold  and s i l v e r .  Most unques t ionab ly ,  t h e r e  is 
no l e g a l  tender ,  and t h e r e  can  b e  no l e g a l  t e n d e r  i n  t h i s  country  
under t h e  a u t h o r i t y  of t h i s  government o r  any o t h e r ,  b u t  gold  
and s i l v e r ,  e i t h e r  t h e  co inage  of o u r  m i n t s  o r  f o r e i g n  c o i n s  a t  
r a t e s  r e g u l a t e d  by Congress. T h i s  is a c o n s t i t u t i o n a l  p r i n c i p l e ,  
y e r f e c t l y  p l a i n  and of t h e  v e r y  h i g h e s t  importance.  The s t a t e s  
a r e  e x p r e s s l y  p roh ib i t ed  from making a n y t h i n g  b u t  gold  and s i l v e r  
a t ender  in payment of d e b t s ,  and a l though-no  such expressed pro- 
h i b i t i o n  is app l i ed  t o  Congress,  y e t  as Congress has  no p a r e r  
g r a n t e d  t o  i t  i n  t h i s  r e s p e c t  b u t  t o  c o i n  money and t o  r e g u l a t e  
t h e  v a l u e  of f o r e i g n  c o i n s ,  i t  c l e a r l y  h a s  no power t o  s u b s t i t u t e  
p a p e r  of anything e l s e  f o r  c o i n  as a t e n d e r  i n  payment of d e b t s  
i n  a d i scharge  of c o n t r a c t s . .  . . 

The l e g a l  tender ,  t h e r e f o r e ,  t h e  c o n s t i t u t i o n a l  s t andard  
of v a l u e ,  i s  e s t a b l i s h e d  and canno t  b e  overthrown. To over throv 
i t  would shake the  whole system. (Emphasis added.)  

I n  1832, t h e  Se lec t  Committee on Coins  of  t h e  House of  Represen ta t ives  

r e p o r t e d  t o  t h e  Congress t h a t  "The e n i i g h t e n e d  founders  of our C o n s t i t u t i o n  

obv ious ly  contemplated :hat our  cu r rency  shou ld  be copposed of gold and si l-  

v e r  c o i n .  .. .T!ie obvious i n t e n t  and meaning o f  t h e s e  s p e c i z l  g r a n t s  and re-  

s t r i c t i o n s  [ i n  the  c o n s t i t u t i o n ]  was t o  s e c u r e  permanently to  t h e  Feople of 

t h e  Uni ted  S t a t e s  a gold o r  s i l v e r  c u r r e n c y ,  and t o  d e l e g a t e  t o  Congress 

every  necessa ry  a u t h o r i t y  t o  accomplish o r  p e r p e t u a t e  t h a t  b e n e f i c i a l  

The S e l e c t  Commitree s t a t e d  i ts  c o n c i u s i o n  t h a t  "The l s s s e s  and  

d e p r i v a t i o n  i r f l i c t e d  by e x ~ e r i m e n t s  w i t h  ?aper  cu r rency ,  e s p e c i a l l y  dur ing  

:he Revolut ion;  the  kaowledge t h a t  s i m i l a r  a t t e m p t s  i n  ocher c o u n t r i e s  ... 

were e q w l l y  delusi-ce,  ur.successfu1. and i n j u r i c u s ;  had l i k e l y  produced the  

t o n v i c t i c a  [ i n  the minds of rhe  f ramzrc  o f  t h e  C z n s t i t u t i o n ]  t h a t  gold and 



s i l v e r  alone could be r e l i e d  upon a s  s a f e  and e f f e c t i v e  money." 

Twelve years  later, i n  1844, the  House Committee of Ways and Means 

concluded tha t :  

The framers of t he  Cons t i tu t ion  intended t o  avoid t h e  paper 
money system. Especial ly  d id  they in tend  t o  prevent Government 
paper from c i r c u l a t i n g  a s  money, a s  had been p rac t i s ed  during the  
Revolutionary War. The mischiefs  of t h e  var ious  expedients  t h a t  
had been d d e  were f r e s h  i n  the  publ ic  mind, and were s a i d  t o  have 
disgusted the  respec tab le  p a r t  of America...The framers [of the  
Const i tut ion]  ... designed t o  prevent t he  adoption of t he  paper 
system under any p re t ex t  o r  f o r  any purpose whatsoever; and 
i f  i t  had not  been supposed t h a t  such ob jec t  w a s  e f f e c t i v e l y  
secured, i n  a l l  p robab i l i t y  the  r e j e c t i o n  of t he  Cons t i tu t ion  
might have followed. 

Later  i n  the century, J u s t i c e  Stephen Fie ld  p re sc i en t ly  wrote 

i n  the case J u l l i a r d  v. Greenman (1884): 

There have been times wi th in  the  memory of a l l  of us  when 
the l e g a l  tender notes  of the  United S t a t e s  were not  exchangeable 
fo r  more than ha l f  of t h e i r  nominal value. The p o s s i b i l i t y  of 
such deprec ia t ion  w i l l  always a t t end  paper money. This  inborn 
inf i rmi ty ,  no mere l e g i s l a t i v e  dec l a ra t ion  can cure.  I f  Congress 
has the  power t o  make the  [paper] no tes  l e g a l  tender and t o  pass 
a s  money o r  its equivalent ,  why should not  a s u f f i c i e n t  amount 
be issued t o  pay t h e  bonds of the  United S t a t e s  as they mature? 
Why pay i n t e r e s t  on t h e  mi l l i ons  of d o l l a r s  of bonds now due when 
Congress can i n  one day make the  money t o  pay the  p r inc ipa l ;  and 
why should the re  be any r e s t r a i n t  upon unlimited appropriat ions 
by the government f o r  a l l  imaginary schemes of publ ic  improvement 
i f  the p r in t ing  press  can fu rn i sh  the money t h a t  is needed f o r  
them? 

J u s t i c e  F i e ld  foresaw exac t ly  what would happen i n  the  20th 

century when the  f e d e r a l  government has used the  p r i n t i n g  press-and the 

computer-as the  means of f inancing a l l  s o r t s  of "irpaginary schemes of  

publ ic  improvement. " 

Under the Const i tut ion,  Congress has power t o  coin money, not p r i n t  

money subs t i t u t e s .  Such money is t o  be  gold and s i l v e r  coin,  nothing e l se .  

It is s ign i f i can t  t h a t  t h i s  power of coining money is mentioned i n  the  

same sentence i n  t he  Cons t i tu t ion  a s  t he  power t o  "fix t he  s tandards of 



weights  and measures," f o r  t h e  f ramers  regarded money a s  a  weight o f  

metal  and a  measure of value.  Roger Sherman, a  d e l e g a t e  t o  the  

C o n s t i t u t i o n a l  Convention, wro te  t h a t  "If what i s  used as a  medim of  

exchange is f l u c t u a t i n g  i n  i ts v a l u e ,  i t  k no b e t t e r  than u n j u s t  weights 

and measures.. .which a r e  condemned by t h e  Laws o f  God and man.. . ". 
The Founders were g r e a t l y  i n f l u e n c e d  by b o t h  t h e  Engl ish  common law and 

B i b l i c a l  law. Sherman's couxnent about  u n j u s t  we igh t s  and measures, and t h e  

j u x t a p o s i t i o n  of t h e  p-ers t o  c o i n  money and f i x  t h e  s t a n d a r d s  of weights 

and measures i n  the  C o n s t i t u t i o n  are examples o f  t h a t  in f luence .  

For t h e  framers of t h e  C o n s t i t u t i o n ,  money was a weight of precious 

m e t a l ,  n o t  a weigh t less  p i e c e  o f  paper w i t h  green i n k  p r i n t e d  on i t .  The 

v a l u e  of t h e  money w a s  its weight  and f i n e n e s s ,  and its va lue  could be 

a c c u r a t e l y  determined. 

Today's paper money system, i s s u e d  b y  a  c o e r c i v e  banking monopoly, has  

no b a s i s  i n  t h e  Cons t i tu t ion .  It is p r e c i s e l y  t h e  s o r t  o f  government 

i n s t i t u t i o n - o n e  f a r  more c l e v e r  than  t h e  bumbling efforts of Charles 'I 

t o  c o n f i s c a t e  wealth--that can f o r c i b l y  exac t  f i n a n c i a l  suppor t  from the  people 

wi thout  t h e i r  consent.  A s  such i t  is a  form of t a x a t i o n  without r e p r e s e n t a t i o n ,  

and a  d e n i a l  o f  t h e  hard fought  and won p r i n c i p l e  o f  consent  be fore  payment 

of t axes .  

Remarub ly  enough, t h e  Supreme Court  has  n o t  decided any cases  chal lenging 

t h e  c o n s t i t u t i o n a l i t y  of t h e  p r e s e n t  i r redeemable  paper money system; i n  f a c t  

such a  c a s e  h a s  n o t  y e t  been a d j u d i c a t e d  b e f o r e  t h e  Court  o r  a t  t h e  f e d e r a l  

a p p e l l a t e  l e v e l .  

I t  is  t o  be hoped t h a t  t h i s  w i l l  soon change, and t h e  Court forced t o  

recognize ,  as  was recognized throughout h i s t o r y ,  t h a t  t h e  s t a t e s  may make only 

I t  gold and s i l v e r  c o i n  a t ender  i n  payment of debt ."  Anything e l s e  is uncon- 

s t i t u t i c n a l .  As f o r  t h e  Congress, w e  s t r o n g l y  recommend t h a t  t h e  Conaress a b i d e  

by h e  supreme law of t h e  l and  by r e p e a l i n g  those  laws t h a t  contravene i t .  



THE MORAL AGRUMENT FOR GOLD 

A monetary s tandard based on sound moral p r inc ip l e s  is one i n  which 

the  monetary u n i t  is p rec i se ly  defined i n  something of  ~ a l  value such a s  a 

precious metal. Money t h a t  ob ta ins  its s t a t u s  from government decree alone 

is a rb i t r a ry ,  undefinable,  and is dest ined t o  f a i l ,  f o r  i t  w i l l  eventual ly  

be re jec ted  by the  people. Since today's paper money achieves its s t a t u s  

by government dec l a ra t ion  and not  by its va lue  i n  i t s e l f ,  eventual ly  t o t a l  

power over t h e  economy must be granted to  t he  monopolists who manage the 

monetary system. Even wi th  men of good w i l l ,  t h i s  power ia immoral, 

for men make mistakes,  and mistakes should never have such awesome 

consequences a s  they do when made i n  t he  management of money. Through ,the 

well-intentioned mismanagement of money, i n f l a t i o n  and depression a r e  created.  

P o l i t i c a l  con t ro l  of a monetary system is a power bad men should not  have and 

good men would not want. 

In f l a t i on ,  being the  increase  i n  t h e  supply of money and c r e d i t ,  can only 

be brought about i n  a n  irredeemable paper system by money managers who c r e a t e  

money through f r a e t l o n a l  reserve banking, computer e n t r i e s ,  o r  the p r in t ing  

press.  I n f l a t i o n  bestows no b e n e f i t s  on soc i e ty ,  makes na new wealth,  and 

c rea t e s  g rea t  harm; and t h e  i n s t i g a t o r s ,  whether ac t ing  de l ibe ra t e ly  o r  not,  

perform a n  immoral ac t .  The general welfare  of t he  na t ion  is not promoted 

by i n f l a t i o n  and g r e a t  su f f e r ing  r e s u l t s .  

Gold is honest mney because i t  is impossible f o r  governments t o  c r e a t e  

i t .  New money can only come about by productive e f f o r t  and not by p o l i t i c a l  

and f inanc ia l  chicanery. I n f l a t i o n  is t h e f t ,  and l i t e r a l l y  s t e a l s  wealth 

from one group f o r  the b e n e f i t  of another.  It is poss ib l e  t o  have an  increase  

i n  the supply of gold; b u t  t he  h i s t o r i c a l  record is c l e a r  t h a t  a l l  g r ea t  i n f l a t i o n s  

occur with paper currency. But an increase  i n  t he  supply of gold-presuming 



t h a t  i t  is  no t  accomplished through t h e f t - i s  q u i t e  d i f f e r e n t  from an 

i n c r e a s e  in t h e  supply of i r redeemable  paper currency.  The l a t t e r  is a  

c r e a t u r e  of p o l i t i c s ;  t h e  former is a result of  product ive  l a b o r ,  b o t h  mental  

and physical .  Gold is weal th;  i t  is n o t  j u s t  exchangeable f o r  wealth.  Todayrs 

n o t e s  a r e  n o t  wealth.  They a r e  c la ims on weal th  t h a t  t h e  owners o f  w e d t h  

must a c c e p t  as payment. 

No wealth is c r e a t e d  by paper  money c r e a t i o n ;  only s h i f t s  of w e d t h  

occur ,  and t h e s e  s h i f t s ,  a l though  s i g n i f i c a n t  and a n t i c i p a t e d  by some, cannot 

always b e  foreseen. They a r e  tantamount t o  t h e f t  i n  t h a t  t h e  a s s e t s  gained 

a r e  unearned. The v ic t ims  o f  i n f l a t i o n  s u f f e r  through no f a u l t  of t h e i r  own. 

The b e n e f i c i a r i e s  of t h e  i n f l a t i o n  are n o t  n e c e s s a r i l y  t h e  c u l p r i t s  i n  h e  

t r a n s f e r  of wealth;  t h e  p o l i c y  makers who cause  t h e  i n f l a t i o n  a r e .  

Legal ly  inc reas ing  t h e  money supp ly  is just as i m r a l  as the counterfeiter who 

i l l e g a l l y  p r i n t s  money. The new paper  money has  va lue  on ly  because i t  s t e a l s  

its "value" from t h e  e x i s t i n g  s t o c k  o f  paper money. (This is n o t  t r u e  of go ld ,  

however. New i s sues  of paper money a r e  n e c e s s a r i l y  p a r a s i t i c ;  they depend on 

t h e i r  s i m i l a r i t y  t o  e x i s t i n g  money f o r  t h e i r  worth.  But gold does no t .  I t  

c a r r i e s  i ts own c r e d e n t i a l s . )  I n f l a t i o n  of paper money is one way weal th  

can b e  taken a g a i a s t  a n o t h e r ' s  wishes  wi thou t  an  obvious conf ron ta t ion ;  i t  is 

a  form of embezzlement. A f t e r  a  w h i l e ,  t h e  t h e f t  w i l l  be r e f l e c t e d  i n  t h e  

d e p r e c i a t i o n  of money and t h e  h i g h e r  p r i c e s  t h a t  must be paid.  The g u i l t y  a r e  

d i f f i c u l t  t o  i d e n t i f y  due t o  t h e  c l e v e r n e s s  o f  t h e  t h e f t .  They a r e  never 

punished because of t h e  l e g a l i t y  o f  t h e i r  a c t i o n s .  Eventually,  though, a s  

t h e  paper money becomes more and more wor th less ,  the  " lega l i zed  c o u n t e r f e i t i n g "  

becomes obvious to everyone. Anger and f r u s r r a t i o n  over the  t h e f t  r e s u l t s  

and is j u s t i f i e d ,  bu t  i t  is f r e q u e n t l y  misd i rec ted ,  and may even l e a d  t o  a 

f u r t h e r  aggrandizement of governmental power. 



Idea l ly ,  t h e  r o l e  of government i n  a sound monetary system is minimal. 

Its purpose should b e  t o  guarantee a currency and assure  t h a t  i t  cannot 

be debased. The r o l e  would be  s i m i l a r  whether i t  is p ro t ec t i ng  a government 

gold s tandard  o r  p r i v a t e  monies. Neither t he  government nor  p r i v a t e  i s sue r s  

of money can be permitted t o  defraud the  people by deprec ia t ing  t he  currency. 

The honesty and i n t e g r i t y  of t he  money should be  based on a con t r ac t ;  t he  

government's on ly  r o l e  should be  t o  see t h a t  v i o l a t o r s  of  t he  con t r ac t  a r e  

punished. Depreciating the  currency by increas ing  the  supply and d i l u t i n g  

its value is comparable t o  t h e  farmer who d i l u t e s  h i s  milk wi th  water y e t  

sells i t  f o r  whole milk. We prosecute  the  farmer, bu t  not  t he  Federal Reserve 

Open Market Committee. Those who must pay t h e  high p r i c e s  from t h e  i n f l a t i o n  

a r e  l i k e  those who must d r ink  the  d i l u t e d  milk and s u f f e r  from its "debased" 

content.  

The Coinage Act of 1792 recognized t h e  importance of no t  debasing the 

currency and prescr ibed t h e  death penal ty  f o r  anyone who would steal by 

debasing the  metal coins.  Yet today the  Treasury is c los ing  the  very o f f i c e  

set up to  assure  honest money, t h e  New York Assay Off ice .  Though l a rge ly  

symbolic s i n c e  1933, t h i s  o f f i c e  is the  most important o f f i c e  of  t he  federa l  

government i f  we a r e  ever  again t o  commit ourselves  t o  money t h a t  cannot be 

a r b i t r a r i l y  destroyed by t h e  p o l i t i c i a n s  i n  o f f i c e .  

Throughout h i s t o r y ,  rulers have used i n f l a t i o n  t o  s t e a l  from t h e  people 

and pursue unpopular p o l i c i e s ,  welfarism, and fo re ign  m i l i t a r y  adventurism. 

Likewise throughout h i s t o r y ,  as  they a r e  doing today, t he  a u t h o r i t i e s  who 

i n f l a t e d  r e s o r t  t o  blaming innocent c i t i z e n s  who t r y  t o  p ro t ec t  themselves from 

the government caused i n f l a t i o n  a s  "speculators" and t h e  r e a l  cause f o r  t he  

turmoil the  a u t h o r i t i e s  themselves caused. This is  done both ou t  of ignorance 

a s  w e l l  a s  from a d e l i b e r a t e  des i r e  t o  escape deserved blame. 



Gold money is always r e j e c t e d  by t h o s e  who advocate  s i g n i f i c a n t  govern- 

ment i n t e r v e n t i o n  i n  the  economy. Gold h o l d s  i n  check t h e  government's 

tendency t o  accumulate power over  t h e  economy. Paper money is a dev ice  by 

which t h e  unpopular programs of  government i n t e r v e n t i o n ,  whether c i v i l i a n  

o r  m i l i t a r y ,  f o r e i g n  o r  domestic, can b e  f inanced  wi thout  t h e  tax i n c r e a s e s  

t h a t  would s u r e l y  p r e c i p i t a t e  massive  resistance by t h e  people. Monetizing 

massive deb t  is more complex and t h e r e f o r e  more p o l i t i c a l l y  acceptable ,  b u t  i t  

is j u s t  as harmful, in f a c t ,  more ha rmfu l ,  than i f  t h e  people were taxed 

d i r e c t l y .  

This monetizing of deb t  is l i t e r a l l y  a hidden tax.  It is unevenly 

d i s t r i b u t e d  throughout t h e  popula t ion ,  o n e  segment paying much more than 

ano ther .  It is equivalent  t o  a r e g r e s s i v e  t a x ,  f o r c i n g  t h e  working poor 

t o  s u f f e r  more than the  s p e c u l a t i n g  r i c h .  

D e l i b e r a t e l y  debasing t h e  cur rency  f o r  p o l i t i c a l  reasons ,  t h a t  i s ,  

paying f o r  programs t h a t  t h e  p o l i t i c i a n s  need i n  o r d e r  t o  be r e e l e c t e d ,  i s  

t h e  most Fmmoral a c t  of government s h o r t  o f  d e l i b e r a t e  war. The tragedy is 

t h a t  t h e  programs t h a t  many b e l i e v e  h e l p f u l  t o  t h e  poor, u s u a l l y  end up 

making t h e  poor poorer, des t roy ing  t h e  middle  c l a s s ,  and enr iching t h e  wealthy.  

S incere  persons vo te  f o r  programs f o r  t h e  poor n o t  f u l l y  understanding t h e  

way i n  which t h e  i n f l a t i o n  used t o  f i n a n c e  t h e  programs b r i n g s  economic 

d e v a s t a t i o n  t o  those intended t o  b e  t h e  b e n e f i c i a r i e s  . 
Great  power is granted t o  the p o l i t i c i a n s  and t h e  monetary managers wi th  

t h i s  a u t h o r i t y  t o  c r e a t e  money. Bankers,  through f r a c t i o n a l  r ese rve  banking 

laws,  can c r e a t e  new money. The i n i t i a l  u s e r s  of t h e  new money as i t  is  

c r e a t e d  b e n e f i t  t h e  most, and have a v e s t e d  i n t e r e s t  i n  cont inuing t h e  process  

of i n f l a t i o n  and opposing a gold s t a n d a r d :  t h e  government, l a r g e  c o r p o r a t i o n s ,  

l a r g e  banks, and wel fa re  r e c i p i e n t s .  Paper  money is p o l i t i c a l  money wi th  

the  p o l i t i c i a n  i n  charge; gold is f r e e  market money with t h e  people i n  charge.  



John Locke argued f o r  t he  gold s tandard the  same way he argued f o r  the  

moral r i g h t  t o  own property.  TO him the  r i g h t  t o  own and exchange go ld  w a s  a 

c i v i l  l i b e r t y  equal i n  importance t o  t he  l f b e r t y  to  speak, wr i t e ,  and p rac t i ce  

one's o w  re l ig ion .  Free people always choose to  t r ade  t h e i r  goods o r  s e n d c e s  

f c r  a marketat le  crnmodiQ. Money is the  mosr marketable of a31 c m o d l t i e s ,  

and gold the  b e s t  o f  a l i  money, Gold has beccme money by a moral c m i u n e n t  

to  f r e e  choice and honest t r ade ,  no t  by government ed i c t .  Locke claimed the 

r i g h t  t o  own property was never given t o  the ind iv idua l  by soc ie ty  b u t  t h a t  

government was es tab l i shed  to  ensure i n t e g r i t y  i n  cont rac ts  and honest money - 
not to  be ths pr inc ipa l  source of broken con t r ac t s  o r  the  i n s t i g a t o r s  of a 

depreciat ing currency. Gold is not  money because government says  i t  is: 

It is money because the  people have chosen t o  use it i n  a f r e e  country. 

Elhiinacing honest money - commodity money defined p rec i se ly  by  wi@t - 
is a t h r e a t  t o  freed- i t s e l f .  It sets t h e  s t a g e  f o r  se r ious  economic 

d i f f i c u l t i e s  and i n t e r f e r e s  with t h e  humanitarian goa l  of a high s tandard 

of l i v i n g  f o r  everyone, a s tandard which r e s u l t s  from a f r e e  market and a sound 

monetary standard. For centur ies  kings have used the  debasement of coins to  

r a i s e  funds f o r  foreign and aggressive wars t h a t  o t h e m i s e  would not have 

been supported by people voluntarily loaning maney t o  the  government 

or paying taxes.  Even recent ly  

i n f l a t i o n  has been resor ted  to  i n  order  to  f inance wars about which the  people 

were l e s s  than en thus ias t ic .  I n f l a t i o n  is r e l a t e d  t o  preventable  wars i n  

another way. A s  the economy d e t e r i o r a t e s  i n  count r ies  t h a t  have i n f l a t e d  and 

forced t o  go through recess  ion and depressions, i n t e rna t iona l  tens ions bui ld .  

Protectionism ( t a r i f f s )  and m i l i t a n t  nat ional ism general ly  develope and con- 

t r i b u t e  to conditions t h a t  p r e c i p i t a t e  armed conf l i c t .  The immorality of  

i n f l a t i o n  is c lose ly  l inked t o  t he  immorality of preventable and aggressive wars. 



Money,wfien i t  is a result o f  a moral commitment t o  honesty  and i n t e g r i t y ,  

w i l l  be  t r u s t e d .  Trustworthy money is r e q u i r e d  i n  a rnorcl s o c e i t y .  This 

r e q u i r e s  &. paper  money and paper c e r t i f i c a t e s  t o  b e  c o n v e r t i b l e  i n t o  

something o f  real worth. Throughout h i s t o r y ,  money has  repea ted ly  f a i l e d  

to  main ta in  t r u s t  due t o  w i s e  actions o f  governments whose r e s p o n s i b i l i t y  

w a s  t o  p r o t e c t  t h a t  trust, n o t  d e s t r o y  it. Without trust i n  money gained by a 

moral commitment t o  i n t e g r i t y ,  a p r o d u c t i v e  economy is impossible.  I n f l a t i o n  

premiums b u i l t  i n t o  the i n t e r e s t  r a t e s  cannot  be  s i g n i f i c a n t l y  a l t e r e d  by 

minor manipula t ions  i n  t h e  growth r a t e  o f  t h e  supply of money nor  by the  p a i n f u l  

decreases  i n  t h e  demand f o r  money brought  on by a weak economy. Only t r u s t  i n  

t h e  money can remove the i n f l a t i o n  premium from o u r  c u r r e n t  f i n a x i a l  t r ansac t ions .  

T r u s t  is o n l y  r e s t o r e d  when every c i t i z e n  is guaranteed c o n v e r t i b i l i t y  

of money s u b s t i t u t e s  i n t o  t a n g i b l e  money a t  w i l l .  F a l s e  promises and 

hopes cannot s u b s t i t u t e  f o r  a moral commitment of s o c i e t y  t o  honest  money - 
ingra ined  i n  t h e  law and n o t  a l t e r a b l e  by t h e  whims o f  any man. The r u l e  of 

moral  l a w  must r e p l a c e  the  power o f  man i n  o r d e r  f o r  sound money t o  c i r c u l a t e  

once again .  Ignor ing mora l i ty  i n  a t t e m p t s  t o  s t o p  i n f l a t i o n  and r e s t o r e  the  

c o u n t r y ' s  economic h e a l t h ,  guaran tees  f a i l u r e .  A moral commitment t o  honest  

soney guarantees  success .  

I n  t h e  seventh  century b e f o r e  C h r i s t  t h e  Greeks began t h e  first 

coinage,  s t r i k i n g  s i l v e r  i n t o  p ieces  o f  uniform weigh t .  Greek mints were 

l o c a t e d  i n  temples. The Athens mint w a s  e i t h e r  i n  o r  ad jacen t  t o  the  temple 

of Athene. This was done f o r  a purpose,  f o r  t h e  temple marks were designed - 
and accepted- as evidence of t h e  honesty  o f  t h e  c o i n s .  I n  Rome, the  coinage 

began i n  t h e  temple of Juno Monere, from which w e  g e t  o u r  word "money. " 

B i b l i c a l  i a w ,  which informs t h e  Connuon Law and h a s  shaped the  l e g a l  i n s t i -  

t u t i o n s  o f  Western Europe and North America, r egards  money as a weight ,  

e i t h e r  of s i l v e r  o r  gold,  and s t e r n  commands a g a i n s t  d i shones t  weights and 

measures were enforced wi th  s e v e r e  punishments. The prophet  I s a i a h  condemned 



I s r a e l  becausz "your s i l v e r  is become dross ,  your wine mixed wi th  water." 

Debasement of the  money wan very severely condemned. I n  h i s  Commentary on 

the Ep i s t l e  to t h e  Romans, Martin Luther wrote,  "Today we may apply the  

Apostle's words [Romans 2: 2-31 f i r s t  t o  those [ r u l e r s ]  who without cogent 

cause i n f l i c t  exorb i tan t  taxes upon the  people, o r  by changing and devaluating 

the currency, rob them, whi le  a t  t h e  same time they accuse t h e i r  sub jec t s  

of being greedy and avaricious.  " 

It is not  surpr i s ing ,  then, given t h i s  background, t h a t  t he  Congress of 

1792 imposed the  death penalty on anyone convicted of debasing t h e  coinage. 

Debasement, depreciat ion,  devaluat ion,  i n f l a t i o n  - a l l  s tand condemned by 

the  moral l a w .  The present  economic c r i s i s  we f ace  is a d i r e c t  consequence 

of our v io l a t ions  of t h a t  law. 



CHAPTER 6 

THE T W S I T I O N  TO MONETARY FREEDOH 

Our present  monetary system i s  f a i l i n g .  The time is r i p e  f o r  fundamental 

monetary reform. Yet t he re  are two d i s t i n c t  and d i f f e r e n t  processes through 

which t h i s  reform may be  achieved. We have already discussed t h e  type of 

monetary system most des i rab le ,  y e t  t he re  a r e  d i f f e r e n t  methods of  reaching 

that goal.  For s imp l i c i t y ' s  sake, w e  s h a l l  r e f e r  t o  these  procedures a s  

"descending" reform and "ascending" reform. The f i r s t  term r e f e r s  t o  a c t i o n  

taken by the  government d i r e c t l y  t o  c r e a t e  t h e  system des i red ;  i t  is from 

t h e  top  down. The danger of t h i s  type of reform is t h a t  t h e  government w i l l  

not  c r e a t e  a real gold s tandard bu t  a pseudo-gold s tandard.  The second term 

r e f e r s  t o  t h e  absence of  government a c t i o n  and the  subsequent appearance 

of  t h e  r e f o r m  d e s p i t e  t h e  government's inac t ion ;  i t  is bottom-up reform. 

There i s  a t h i r d  type of  reform which mixes both t h e  ascending and the  des- 

cending procedures whereby t h e  government c l e a r s  t h e  obs t ac l e s  now impeding 

reform from the  bottom up. It is  our  opinion t h a t  t h i s  t h i r d  type of reform 

would be  the  l e a s t  pa infu l  f o r  reasons s h o r t l y  t o  k made c l e a r .  

During the  course of  a monetary c r i s i s  -- such a s  we a r e  experiencing 

now - there  comes a time when descending reform becomes much more d i f f i c u l t .  

It is our  b e l i e f  t h a t  we have n o t  y e t  reached t h a t  point ,  b u t  t h a t  w e  a r e  

rap id ly  approaching i t .  There i s  s t i l l  time to  proceed with the  reforms 

ou t l i ned  below, but  t h a t  t i m e  is  r ap id ly  s l i p p i n g  away. I n  o rde r  t o  achieve 

t h i s  descending reform, t h e  Congress must quickly r epea l  c e r t a i n  laws t h a t  

have c rea ted  our present c r i s i s :  t he  l e g a l  tender laws, the  a u t h o r i t y  of the 

Federal Reserve to  conduct open market opera t ions ,  and s o  for th .  Fa i lu re  t o  do 

s o  w i l l  r e s u l t  i n  a complete co l l apse  of our economic system. 



The process of mixed reform is preferab le  because i t  can achieve the  

desired end with a minimum of in jury  to  the people. It can ave r t  an economic 

calamity i f  executed i n  time; b u t  should descending reform not occur i n  time -- 
and i t  now appears t h a t  i t  w i l l  not ,  g i v ~  t h e  unwillingness of t h e  Commission 

t o  make more far-reaching recommendations t o  the  Congress - w e  can hope t h a t  

ascending reform will stil l  be possible .  

Should t h e  Congress not adopt t he  reforms we advocate, we can expect our 

economic s i t u a t i o n  t o  d e t e r i o r a t e  fur ther .  F i r s t ,  t he re  w i l l  be a cont inuat ion 

of both p r i ce  increases  and high i n t e r e s t  r a t e s .  Such pr ices  and r a t e s  may 

f luctuaee i n  a c y c l i c a l  pa t te rn ,  bu t  they w i l l  not s ecu la r ly  decl ine.  The prime 

r a t e  has already reached 21.5 per cent.  Perhaps wi th in  a year i t  w i l l  move 

to 25 per  cent ,  f a l l  back, and then surge ahead t o  30 per  cent.  The exact  

f igures  a r e  not a s  important a s  r e a l i z i n g  t h a t  t h e  present  irredeemable paper 

money system is j u s t  , that :  irredeemable. Such systems have not  and cannot 

work fo r  any s i g n i f i c a n t  period of time. 

Further c y c l i c a l  p r i ce  and i n t e r e s t  r a t e  increases  w i l l ,  i n  turn,  

t r i gge r  many more bankruptcies,  both commercial and personal.  Bank runs, 

panics, and holidays w i l l  occur a s  t he  people l o s e  confidence i n  t he  f inanc ia l  

i n s t i t u t i o n s .  Such co l lapses  w i l l ,  i n  turn, t r i g g e r  higher  unemployment - 
reaching l e v e l s  not seen s i n c e  the 1930's -- l a r g e r  f ede ra l  d e f i c i t s ,  and 

fu r the r  i n f l a t i on .  The paper economy is a c i r c l e  of dominoes; once they s t a r t  

to  f a l l ,  they br ing  o the r s  down with them. Real wage r a t e s  w i l l  s l i d e ;  

appl ica t ions  f o r  welfare  w i l l  acce le ra te .  

These economic events w i l l  have s o c i a l  and p o l i t i c a l  consequences; 

i n f l a t i ons  always do. The i n f l a t i o n  of  t he  1920's l e d  to t he  r i s e  of H i t l e r  

i n  Germany, and t h a t  of the 1940's to  the  v i c to ry  of Mao Tse Tung i n  China. 

The increase i n  t he  s i z e  and scope of government i s  a s i g n i f i c a n t  e f f e c t  of 

such c r i s e s ,  ye t  i t  i s  the  e f f e c t  t h a t  threatens t o  choke off  any p o s s i b i l i t y  

of ascending reform. Such reform, when i t  comes, w i l l  have t o  emerge from the  



marketplace, e i t h e r  through the  l e g a l i z a t i o n  of competing cur renc ies ,  o r  

through development i n  t he  underground ( i l l e g a l )  economy. Economiets 

a l ready  be l ieve  t h a t  there  may be a n  u d e r g r o d  economy i n  the  U . S .  om- 

f i f t h  t h e  e i z e  of t he  o f f i c i a l  economy. With t he  co l l apse  of the o f f i c i a l  

money and t h e  o f f i c h l  economy, the underground economy might be a b l e  t o  

s h i f t  t o  using s i l v e r  and gold co ins ,  and thus some ascending reforms might 

be  possible .  

However, simply wait ing f o r  t h e  present  system t o  co l l apse  is ne i ther  

responsible  nor moral.& members of t h e  Cold Couuniaaion, w e  mst urge 

Congress t o  a c t  upon our s p e c i f i c  suggest ions f o r  reform a s  speedi ly a s  

possible .  We do not bel ieve  that we overest imate the  gravi ty  of t h e  present 

s i t u a t i o n ,  and we thinlr it i~ b e t t e r  by f a r  to be two years too ea r ly  than 

two days too l a t e .  



Speci f ic  Reforms Required 

The growth of the  American government i n  the  l a t e  19 th  and 20th 

centur ies  is re f l ec t ed  i n  i ts increasing presence and f i n a l l y  monopoliza- 

t i on  of t h e  monetary system. Any attempt a t  r e s t o r i n g  monetary freedom 

must be p a r t  of a comprehensive plan t o  r o l l  back government and once 

again confine i t  within the l i m i t s  of the Const i tut ion.  That comprehen- 

s i v e  plan may be divided i n t o  four  sec t ions :  monetary l e g i s l a t i o n ,  

the budget,  t axa t ion ,  and regulat ion,  We s h a l l  begin with monetary 

reforms, and conclude with a word about i n t e r n a t i o n a l  cooperation and 

agreement. 

MONETARY LEG1 SLATION 

Legal Tender Laws 

A s  we have seen, the  Cons t i tu t ion  forb ids  t he  s t a t e s  t o  make anything 

but gold and s i l v e r  coin a tender i n  payment of debt ,  nor does i t  permit the 

f ede ra l  government t o  make anything a l e g a l  tender.  One of the  most i m -  

portant  pieces of l e g i s l a t i o n  t h a t  could be enacted would be the repea l  of 

a l l  f ede ra l  l e g a l  tender laws. Such laws, which have the e f f e c t  of forcing 

c red i to r s  t o  accept  something i n  payment f o r  the debts  due them t h a t  they 

do not wish to  accept ,  a r e  one of the most ty rannica l  devices of the present 

monetary a u t h o r i t i e s .  

Not only does the  Federal Reserve have a coercive monopoly i n  issuing 

"money," but every American is  forced t o  accept  i t .  Each Federal Reserve 

note bears  the words "This note  i s  l e g a l  tender f o r  a l l  d'ebts, publ ic  and 

private." The freedom to  conduct business i n  something eke--such a s  gold 

and s i l v e r  coin--pannot e x i s t  so long a s  the government forces  everyone t o  

accept its paper notes.  Monetary freedom ends where l e g a l  tender laws begin. 



The United S ta tes  had no such  laws u n t i l  1862, when the Congress- 

i n  v i o l a t i o n  of the Constitution-enac tpd them i n  order  to ensure the 

acceptance of the Lincoln greenbacks, t he  paper notes pr in ted  by the  

U.S. Treasury during the wartime emergency. That "emergency" has now 

l a s t e d  f o r  120 years; i t  is  time t h a t  t h i s  u n c o n s t i t u t i o d  act ion by the 

Congress be repealed. Freedom of contract-and the  r i g h t  to have such 

con t r ac t s  enforced, not abrogated by the  government-is one of the funda- 

mental p i l l a r s  of a f r e e  soc ie ty .  

Defining t h e  Do l l a r  

A second major reform needed is a l e g a l  d e f i n i t i o n  of the term "dollar." 

The Cons t i tu t ion  uses the word "dol la r"  a t  least twice, and i t  is q u i t e  

c l e a r  t h a t  by i t  the framers meant t h e  Spanish mFlled d o l l a r  of 371 1/4 

gra ins  of s i l v e r .  Since 1968, however, t he re  has been no domestic d e f i n i t i o n  

of "dol la r , "  fo r  in that year redemption of s i l v e r  c e r t i f i c a t e s  and de l ivery  of 

s i l v e r  i n  exchange for  the notes ended, and s i l v e r  coins were removed from c i r c u l a t i o n .  

In 1971, the in te rna t iona l  d e f i n i t i o n  of t h e  "dollar" as 1/42 of an 

ounce of gold was a l so  dropped. The Treasury and Federal Reserve s t i l l  value 

gold a t  $42.22 per ounce, bu t  t h a t  is a mere accounting device. In  addi t ion ,  

IMF r u l e s  now prohib i t  any member country from externa l ly  defining its currency 

i n  terms of gold. The word "dol la r , "  q u i t e  l i t e r a l l y ,  is l ega l ly  meaningless, 

and i t  has been meaningless f o r  t he  past decade. Federal Reserve notes a r e  

not "dol lars ;"  they a r e  notes denominated i n  "dollars." Bur what a "dol lar"  

is, no one knws.  

This absurdity a t  the bas is  of our  monetary system must be corrected. 

It is of secondary importance whether we d e f i n e  a "dollar" as a weight of 

gold o r  as a weight of s i l v e r .  What is important is tha t  i t  be defined. 

The cu r ren t  s i t u a t i o n  permits the Federal  Reserve--and the In te rna l  Revenue 



Service f c r  t h a t  matter--to use t h e  word any way they please,  j u s t  l i k e  

the Red Queen i n  Alice i n  Wonderland. 

No r a t i o n a l  economic a c t i v i t y  can be conducted d e n  the  u n i t  of ac- 

count is undefined. The use of the  meaningless term "dol lar"  has a l l  but 

wrecked t h e  c a p i t a l  markets of t h i s  country. If the  "dollar" changes i n  

meaning from day- to-day , even hour-to-hour , long-term cont rac ts  denominated 

i n  "dollars" become t r aps  which a l l  wish t o  avoid. The breakdown of long- 

term financing and planning i n  the  pas t  decade is a r e s u l t  of the  absurd 

na ture  of t h e  "dollar." There i s  very l i t t l e  long-term planning occuring 

a t  the  present.  The only way t o  r e s t o r e  r a t i o n a l i t y  t o  the  system is t o  

r e s to re  a d e f i n i t i o n  f o r  t he  term "dollar." W e  suggest def in ing  a "dollar" 

a s  a weight of gold of a c e r t a i n  f ineness ,  .999 f ine.  Such a f ixed  def in i -  

t ion  is  the only way t o  r e s t o r e  confidence i n  t he  markets and i n  the  

"dollar." Capitalism cannot survive the  type of i r r a t i o n a l  surd t h a t  l i e s  

a t  the bas i s  of our present  monetary arrangements. 

A New Coinage 

We a r e  extremely pleased t h a t  the  Gold Commission has recommended t o  

the Congress a new gold goinage. It has been almost f i f t y  years  s ince  the 

l a s t  United S t a t e s  gold coins were s t ruck ,  and renewing t h i s  cons t i t u t iona l  

function would indeed be a cause f o r  ce lebra t ion  and jubi lee .  

We be l ieve  t h a t  the  coins should be s t ruck  i n  one ounce, one-half 

ounce, one-quarter ounce, and one-tenth ounce weights,  using the  most b e a u t i f u l  

of coin des igns ,  t h a t  designed by Augustus Sa in t  Gaudens i n  

1907. A coinage i n  such weights would allow Americans t o  exchange t h e i r  

greenbacks f o r  genuine American coins; there  would no longer be any need f o r  

purchasing Canadian, Mexican, South African o r  o the r  fore ign  coins. Combined 



with t h e  removal of  c a p i t a l  ga ins  t a x a t i o n  on t h e  co ins ,  and the  d i m i n a t i o n  

of a l l  t r ansac t ion  taxes,  such a s  exc i se  and s a l e s  taxes ,  t he  new American 

coinage could quickly become an a l t e r n a t i v e  monetary system to  our present 

paper monopoly. 

In add i t i on  t o  the  new o f f i c i a l  coinage p r i v a t e  mints should a l so  be  

permitted t o  i s s u e  t h e i r  ova coins  under t h e i r  w n  trademarks. Such trade- 

marks should be  protected by law, j u s t  as o t h e r  trademarks a r e .  Furthermore, 

p r i v a t e  c i t i z e n s  a h o d d  once aga in  enjoy t h e  r i g h t  t o  br ing  gold bu l l i on  t o  

t he  Treasury and exchange it f o r  coins  of  t h e  United S t a t e s  fo r  a nominal 

minting fee.  

In t h e  last six years, Nobel Laurea te  Friedrich Hayek has ca l led  a t t e n t i o n  

once aga in  t o  the economic advantages of  a system o f  competing currencies .  

Ln two books, Choice i n  Currency, and Denat iona l iza t ion  of Money, Professor 

b y e k  proposes t h a t  a l l  l e g a l  obs t ac l e s  b e  removed and that the  people be 

allowed to  choose f r e e l y  what they v f s h  t o  use i n  t ransac t ions .  Those competing 

monies might be fore ign  cur renc ies ,  p r i v a t e  co ins ,  government coins ,  p r iva t e  

bank notes ,  and s o  on. Such u n r e s t r i c t e d  freedom of choice  would r e su l t  i n  

t he  most r e l i a b l e  currencies  o r  co ins  winning pub l i c  acceptance and displacing 

less r e l i a b l e  competitors.  Good money - i n  t h e  absence of government coercion - 
dr ives  ou t  bad. The new coinage t h a t  t h e  Gold Commission has recommended 

and which w e  s t rong ly  endorse is a f i r s t  s t e p  i n  the  d i r e c t i o n  of allowing 

cur renc ies  t o  compete f r ee ly .  

The Fa i lu re  of Cent ra l  Banking 

By a s t r i c t  i n t e r p r e t a t i o n  of the  Cons t i t u t i on ,  one of the  most un- 

c o n s t i t u t i o n a l  (if there  a r e  degrees of uncons t i t u t i ona l i t y )  of federa l  agencies 



is the  Federal Reserve. The Cons t i tu t ion  grants  no power t o  the Congress 

to s e t  up such an i n s t i t u t i o n ,  and the  Fed is the  major cause of our present 

monetary problems. The a l leged  cons t i t u t iona l  au tho r i ty  stems from a loose  

and imaginative i n t e r p r e t a t i o n  of t h e  implied powers clause.  

Functioning a s  t he  c e n t r a l  bank of t he  United S t a t e s ,  the  Federal 

Reserve is an anachronism. It was c rea ted  a t  a  time when f a i t h  i n  con t ro l  

of t h e  economy by Washington was growing, b u t  s i n c e  i t  s t a r t e d  operat ions 

i n  1914, i t  has caused the g r e a t e s t  depressions (1929-1939 ), recessions 

(too numerous to  mention), i n f l a t i o n s ,  and unemployment l e v e l s  i n  our  nat ion 's  

his tory.  The only usefu l  funct ion i f  performs, the c l ea r ing  of checks between 

banks, could b e  much b e t t e r  handled through p r i v a t e  c l e a r i n g  houses o r  

eliminated e n t i r e l y  by e l ec t ron ic  funds t r ans fe r .  Given its record, there  

simply is no good reason f o r  allowing the Federal Reserve a  monopoly over t he  

na t ion ' s  money and banking system. Eliminating the  power to  conduct 

market operat ions must b e  achieved i f  we expect t o  s top  i n f l a t i o n  and r e s to re  

monetary freedom. 

Such a  s t ep  may alarm some, however. They might b e  concerned about 

what w i l l  happen t o  a l l  t he  Federal Reserve notes  now i n  c i r cu l a t ion ,  and 

what they w i l l  be  replaced with. F i r s t :  the  present  Federal Reserve notes 

would be r e t i r e d  and replaced by notes redeemable i n  gold o r  s i l v e r  o r  some 

o the r  commodity. Such notes  would be  s imi l a r  t o  t r a v e l e r s  checks now i n  use 

which a re ,  a t  t h e  present  time, redeemable only i n  paper notes. Like t r ave l e r s  

checks, such notes  would not be l e g a l  tender and no one would be  forced t o  

accept them i n  payment. And s ince  they would be promises t o  pay, any 

i n s t i t u t i o n  t h a t  issued them and then f a i l e d  t o  redeem them as  promised, would 

be sub jec t  t o  both c i v i l  and criminal prosecution, un l ike  the  Federal Reserve, 

which is subjec t  t o  nei ther .  



A s  f o r  t h e  p resen t  c i r c u l a t i n g  Federa l  Reserve n o t e s ,  they could be 

made redeemable f o r  gold once a  " d o l l a r "  is def ined  a s  a  weight of gold.  

Anyone trho wishes t o  redeem them could s imply do so  by exc'nanging them f o r  

gold  c o i n s  a t  h i s  bank. 

It i s  important t o  no te  t h a t  should  w e  i n s t i t u t e  a gold  s t andard  before  

t h e  Federal  Reserve System is ended, t h a t  System must f u n c t i o n  d o n g  c lass ical .  

gold  s t andard  lines. Aa Friedman and Schwartz pointed o u t ,  i t  was t h e  f a i l u r e  

of t h e  Federal  Reserve t o  a b i d e  by t h e  c3assical gold  s tandard  r u l e s  t h a t  caused 

t h e  pan ic  of 1929 and t h e  subsequent  depress ion .  

I n  chap te r s  two and t h r e e ,  we demonstrated t h e  d i s r u p t i v e  e f f e c t s  f r a c t i o n d  

r e s e r v e  banking has caused i n  t h e  United S t a t e s .  Since  we s t i l l  s u f f e r  with t h a t  

system, i t  i s  Imperat ive  t h a t  a fundamental  reform of i t  b e  made. That reform is  

simply t h a t  a l l  promises t o  pay on demand, whether made i n  t h e  form of notes  o r  

d e p o s i t s ,  be backed 100% by whatever i s  promised, be i t  s i l v e r ,  gold o r  watermelons. 

If t h e r e  is any f a i l u r e  t o  c a r r y  100Z r e s e r v e s  o r  t o  make d e l i v e r y  when demanded, 

such persons o r  i n s t i t u t i o n s  would be  s u b j e c t  t o  s e v e r e  p e n a l t i e s .  The f r a c t i o n a l  

r e s e r v e  system has c r e a t e d  t h e  b u s i n e s s  c y c l e ,  and i f  t h a t  is t o  be e l iminated,  

i t s  cause  must be a l s o .  

Audit, Inventory,  Assay, and Confiscat ion 

One of t h e  a r e a s  i n  which w e  b e l i e v e  a major i ty  of t h e  Cold Commission 

e r r e d  is i n  n o t  r e q u i r i n g  a  thorough and complete assay ,  inventory and a u d i t  of 

t h e  gold rese rves  of t h e  United S t a t e s  on a  r e g u l a r  b a s i s .  Perhaps the re  is  l e s s  

of a n  argument f o r  such a  procedure when t h e  gold rese rves  a r e  e s s e n t i a l l y  s t a b l e ,  

b u t  when t h e r e  i s  any s i g n i f i c a n t  change i n  them - a s  w i l l  happen when a  new coin- 

age is  issued -- c a r e f u l  s c r u t i n y  o f  t h e  government's gold supp l ies  is  necessary .  

There have been c a s e s  of employee t h e f t s  a t  government b u l l i o n  d e p o s i t o r i e s ,  

unrecorded shipments of gold  from one d e p o s i t o r y  t o  ano ther ,  and numerous 

p r e s s  r e p o r t s  about m i l l i o n s  of d o l l a r s  worth of gold missing.  



I t  seems elementary t h a t  the government ought t o  a s c e r t a i n  accura te ly  its 

reserves  of t h i s  precious metal, and t h a t  t he  presen t  t e n  year  "audit" 

of the gold inventory is t o t a l l y  inadequate f o r  t h i s  purpose. W e  a r e  q u i t e  

sure  t h a t  the Federal  Reserve has  a  much b e t t e r  i dea  now many Federal 

Reserve notes are pr in ted  and c i r c u l a t i n g  than the Treasury does of t h e  

weight and f ineness  o f  its gold assets. This  i r r a t i o n a l  treatment of paper 

and gold must be  corrected immediately. 

F ina l ly ,  t he re  a r e  laws on t h e  books empowering t h e  President  t o  compel 

del ivery,  t ha t  is, t o  conf i sca te ,  p r iva t e ly  owned gold bu l l i on ,  gold coins ,  

and gold c e r t i f i c a t e s  i n  time of war. There can b e  no monetary freedom 

when the  p o s s i b i l i t y  of such a  conf i sca t ion  e x i s t s .  

THE BUDGET 

One of t h e  s tandard ob jec t ions  r a i s e d  aga ins t  a  gold standard is tha t  

while i t  may have worked i n  t h e  19th century, it would not work today, fo r  

government has  grown much l a r g e r  i n  t h e  p a s t  one hundred years .  

There is an element of t r u t h  i n  such an argument, f o r  t h e  gold standard 

is not compatible with a  government t h a t  cont inua l ly  incurs  d e f i c i t s  and 

l i v e s  beyond its means. Growing governments have always sought t o  be  r i d  

of t h e  d i s c i p l i n e  of gold; h i s t o r i c a l l y  they have abandoned gold during 

wars i n  order  t o  f inance them with paper d o l l a r s ,  and during o ther  periods 

of massive government growth--the New Deal, f o r  example. 



Because gold i s  honest money, i t  i s  d i s l i k e d  by d i shones t  men. 

P o l i t i c i a n s ,  prevented from buying v o t e s  wi th  t h e i r  own money, have 

l ea rned  how t o  buy vo tes  wi th  t h e  p e o p l e ' s  money. They promise t o  vote  

f o r  a l l  s o r t s  of programs, i f  e l e c t e d ,  and they expect  t o  pay f o r  those  programs 

through d e f i c i t s  and through t h e  c r e a t i o n  of money o u t  of t h i n  a i r ,  n o t  h igher  

taxes .  Under a gold s tandard,  such i r r e s p o n s i b i l i t y  w u l d  immediately re- 

s u l t  i n  high i n t e r e s t  r a t e s  ( a s  t h e  government borrowed money) and subsequent 

unemployment. But through t h e  magic o f  t h e  Federa l  Reserve, these  e f f e c t s  

can be  postponed f o r  awhile, a l lowing  t h e  p o l i t i c i a n s  s u f f i c i e n t  time t o  

blame everyone e l s e  f o r  the  economic problems they have caused. The r e s u l t  

is, a s  John Maynard Keynes s a i d  many y e a r s  ago,  t h a t  no t  one man i n  a  m i l l i o n  

unders tands  who is  t o  blame f o r  i n f l a t i o n .  

Because t h e  gold s tandard would b e  incompat ible  wi th  d e f i c i t  f inanc ing ,  

a  major reform needed would be a  ba lanced  budget. Such a  balance could 

e a s i l y  be achieved by c*lr t ing spending---surprising a s  i t  may be ,  no c u t s  

have been made yet--to the  l e v e l  of revenue received by t h e  government. 

But beyond t h a t ,  the re  should be massive  c u t s  i n  both spending and t a x e s ,  

something on t h e  order  o f  what P r e s i d e n t  Truman d i d  following World War 11, 

when 752 of t h e  f e d e r a l  budget was e l i m i n a t e d  over a  period of th ree  years .  

Honest money and l imi ted  government a r e  e q u a l l y  necessary  i n  order  to  end 

our p resen t  economic c r i s i s .  

A s  p a r t  of t h i s  budget reform, t h e  government should eventual ly  be re- 

q u i r e d  t o  make a l l  i t s  payments i n  go ld  o r  i n  gold denominated accounts .  

No longer would i t  he a b l e  t o  spend "money" c r e a t e d  o u t  of t h i n  a i r  by the  

Federa l  Reserve. 



TAXAT I O N  

I n  o rder  t o  make such gold  payments, t h e  government should begin  

accept ing gold  as payment f o r  a l l  t axes ,  d u t i e s ,  and dues. A s  a  t a x  col-  

l e c t o r ,  t h e  government must s p e c i f y  i n  what form taxesmay h e  paid .  (o r  

must be  paid& and it should s p e c i f y  t h a t  t a x e s  must be  p a i d  i n  e i t h e r  

gold o r  s i l v e r  c o i n s  o r  c e r t i f i c a t e s .  Such a n  a c t i o n  shou ld  occur ,  of 

course,  a s  one of t h e  last a c t i o n s  i n  moving toward a sound monetary system. 

A l l  of t h e  o t h e r  reforms d i scussed  h e r e  should b e  accomplished f i r s t .  Such 

a  requirement t o  pay t a x e s  i n  gold  o r  s i l v e r  would y i e l d  t h e  necessary  flow 

to  put  t h e  government on t h e  gold s t andard  and a l l o w  i t  t o  make a l l  pay- 

ments i n  gold. 

But long b e f o r e  t h i s  is achieved,  s i n c e  gold  is money, t h e r e  should 

be no t a x a t i o n  of any s o r t  on e i t h e r  gold  c o i n s  o r  b u l l i o n .  The Commission 

has  judged r i g h t l y  i n  recommending t h a t  c a p i t a l  g a i n s  and sales taxes  be 

e l iminated from t h e  new American coinage.  W e  would go f u r t h e r ,  i n  t h e  

i n t e r e s t  of monetary freedom, and urge t h a t  a l l  t a x a t i o n  of whatever s o r t  

be e l iminated on a l l  gold  and s i l v e r  c o i n s  and b u l l i o n .  That would mean t h e  

e l imina t ion  of n o t  only  c a p i t a l  g a i n s  and s a l e s  t axes ,  bu t  a l s o  t h e  d i s -  

c r imina to ry  t reatment  of gold  c o i n s  i n  I n d i v i d u a l  Retirement Accounts, f o r  

example. Persons saving f o r  t h e i r  r e t i r e m e n t  should  b e  f r e e  t o  keep t h e i r  

savings  i n  gold  c o i n s  wi thout  i n c u r r i n g  a penal ty .  One reform t h a t  might 

be accomplished immediately would be t o  d i r e c t  t h e  I n t e r n a l  Revenue Serv ice  

t o  accep t  a l l  U.S. money a t  f a c e  v a l u e  f o r  b o t h  t h e  assessment and col-  

l e c t i o n  of taxes .  A t  t h e  p resen t  t i m e ,  t h e  IRS a c c e p t s  pre-1965 s i l v e r  

co ins  a t  f a c e  v a l u e  i n  t h e  c o l l e c t i o n  of t a x e s ,  b u t  a t  market va lue  i n  

the  assessment of taxes .  Th i s  p o l i c y  is g r o s s l y  u n f a i r ,  has  no b a s i s  i n  

law, and should be c o r r e c t e d  immediately. 



REGULATIOirlS 

Together w i t h  monetary, t a x ,  and budget reforms,  a  comprehensive plan 

f o r  a go ld  s t andard  and monetary freedom r e q u i r e s  s e v e r a l  improvements i n  

our p r e s e n t  r e g u l a t o r y  s t r u c t u r e .  

For  example, mining r e g u l a t i o n s  which make i t  d i f f i c u l t  and expensive 

to  open o r  o p e r a t e  gold and s i l v e r  mines would have t o  be eliminated.  

A l l  r e g u l a t i o n s  on t h e  export ,  import ,  m e l t i n g ,  min t ing  and hoarding of 

gold c o i n s  would a l s o  have t o  be  repea led .  

But the major reforms needed a r e  i n  our  banking laws. Under present 

law, t h e r e  is  no f r e e  e n t r y  i n t o  t h e  banking i n d u s t r y ;  i t  is l a r g e l y  

c a r t e l i z e d  by t h e  Federal  Reserve and o t h e r  f e d e r a l  and s t a t e  regula tory  

agencies .  Deregula t ion of banking, i n c l u d i n g  f r e e  e n t r y  by simply f i l i n g  

the  l e g a l  documents wi th  the  proper government c l e r k ,  is a. must f o r  

monetary freedom. . A l l  d i s c r e t i o n  on t h e  p a r t  of t h e  r e g u l a t o r s  must be 

ended. 

A t  t h e  same time, the re  would need t o  be s t r i c t e r  enforcement of  the 

c o n s t i t u t i o n a l  p r o h i b i t i o n  a g a i n s t  s t a t e s  " e m i t t i n g  b i l l s  of c r e d i t . "  It 

must be  c l e a r l y  recognized t h a t  t h e  s t a t e s ,  n e i t h e r  d i r e c t l y  no t  i n d i r e c t l y  

through t h e i r  c r e a t u r e s ,  s t a t e  c h a r t e r e d  banks,  may g e t  i n t o  the  paper 

money bus iness .  

A C O N S T m I O N A L  AMENDMENT 

Although we b e l i e v e  t h a t  t h e r e  is  a c t u a l l y  nothing i n  t h e  Cons t i tu t ion  

t h a t  l e g i t i m i z e s  our present  banking and monetary arrangements,  the  present  

system has  been wi th  us fo r  so long t h a t  a C o n s t i t u t i o n a l  Amendment is pro- 

bably  needed t o  r e a f f i r m  what t h e  C o n s t i t u t i o n  says .  

We propose t h a t  the  following language become A r t i c l e  2 7  t o  the  



Const i tut ion:  

Neither Congress nor any s t a t e  s h a l l  make anything a 
tender i n  payment of p r i v a t e  debts ,  nor s h a l l  thev 
cha r t e r  any bank o r  note-issuing i n s t i t u t i o n ,  and s t a t e s  
s h a l l  make only gold and s i l v e r  co ins  a tender  i n  pay- 
ment of publ ic  taxes ,  du t i e s ,  and dues. 

AN INTERNATIONAL AGREENENT 

While t h e  achievement of monetary freedom can be accomplished without 

any i n t e r n a t i o n a l  conferences o r  agreements, t h e r e  is no need t o  spurn 

such conferences should they be requested by o t h e r  na t ions ,  o r  should they 

be thought advisab le  simply a s  a way of informing o the r  na t ions  of our 

plans.  Were w e  t o  adopt t he  proposals  ou t l i ned  i n  t h i s  Report, the  d o l l a r  

would once again become a s  good a s  gold,  and paper cur renc ies  would f a l l  

i n  value aga ins t  it on the  i n t e r n a t i o n a l  exchanges. In  t h a t  case,  one 

would expect o the r  na t ions  t o  de f ine  t h e i r  cur renc ies  a l s o  a s  weights of gold,  

simply ou t  of self-defense. Were t h a t  t o  happen, w e  would see the  end of t he  

worldwide i n f l a t i o n  t h a t  has plagued us s ince  1971. Fixed exchange rates-- 

though not f ixed  by any i n t e r n a t i o n a l  agreement-would a l s o  r e s u l t ,  simply 

because cur renc ies  would be defined a s  weights of gold. 

Thus t he  wholly domestic reforms suggested here  would have worldwide 

repercussions,  i n t e r n a t i o n a l  e f f e c t s  t h a t  would so lve  one of our most 

t roubl ing problems: worldwide i n f l a t i o n  and t h e  breakdown of world t rade.  



TXE TRANSITION TO GOLD 

The t r a n s i t i o n  from t h e  p r e s e n t  monetary system t o  a sound system w i l l  

p robably  no t  be p a i n l e s s ,  as sane  have suggested.  Whenever t h e  inc rease  i n  

t h e  supp ly  o f  money slows, t h e r e  a r e  always recess ions .  They a r e  the 

i n e v i t a b l e  consequences o f  t h e  p rev ious  i n f l a t i o n a r p  boom. The present  

system, r e l y i n g  as i t  does on t h e  p o l i t i c a l  c r e a t i o n  o f  new purchasing power 

r a t h e r  than t h e  economic c r e a t i o n  of such power, h a s  d i s t o r t e d  and disrupted 

t h e  p a t t e r n  of economic a c t i v i t y  t h a t  would r e s u l t  were t h e  markets f o r  goods 

and money a l l w e d  t o  f u n c t i o n  f r e e l y .  I n  any t r a n s i t i o n  t o  a  sound monetary 

system t h e r e  wi l1 ,of  n e c e s s i t y ,  have t o  b e  readjus tments  made i n  var ious  s e c t o r s  

of t h e  economy. Such readjus tments  w i l l  t emporar i ly  h u r t  c e r t a i n  indivfduals  

and e n t e r p r i s e s .  The a l t e r n a t i v e ,  of c o u r s e ,  is t o  con t inue  wi th  our present  

system and des t roy  t h e  e n t i r e  economy w i t h  t h e  e v i l s  of h y p e r i n f l a t i o n  and 

depress ion.  It is our  conc lus ion  t h a t  t h e  temporary economic hazards of t h e  

gold  s tandard a r e  f a r  less s i g n i f i c a n t  than those  posed by a  continued 

a t tempt  t o  make the  paper system work. 

We have a  precedent  f o r  a  r e t u r n  t o  gold i n  t h e  1 9 t h  century.  During 

t h e  C i v i l  War, t h e  Union had i s s u e d  United S t a t e s  no tes  t h a t  were not  

redeemable i n  gold. I n  t h a t  r e s p e c t  they were somewhat s i m i l a r  t o  t h e  

Federa l  Reserve n o t e s  t h a t  c i r c u l a t e  today. A major d i f f e r e n c e  between 

t h e  exper ience fol lowing the  C i v i l  War and our  s i t u a t i o n  today is ,  of course ,  

t h a t  t h e  U.S. gold coinage continued t o  c i r c u l a t e  dur ing  and a f t e r  the  war. 

Today, such c o i n s  have been removed from c i r c u l a t i o n  by law, and they mus: 

be r e s t o r e d  t o  c i r c u l a t i o n  by law. That is e s s e n t i a l l y  t h e  recommendation 

of t h e  Commission, a  recommendation t h a t  we f u l l y  suppor t .  Such an ac t ion  

w i l l  f a c i l i t a t e  the  t r a n s i t i o n  t o  a f u l l  gold coin  s t andard .  Once i t  i s  

achieved,  t h e  t r a n s i t i o n  t o  a f u l l  gold s t andard  could  be  done a s  simply as  

dur ing  t h e  19 th  century,  wi th  t h e  economic consequences roughly the  same. 

We must now d i s c u s s  t h e  c r a n s i t i o n  e f f e c t  - not  t h e  long term e f f e c t s  -- 



of monetary rzfcrm on v a r i o u s  s e c t o r s  of the  economy. bye !lave sc lcc ted  

s i x  s e c t o r s  f o r  b r e v i t y ' s  sake:  r e a l  e s t a t e ,  a g r i c u l t u r e ,  heavy i n d u s t r y ,  

small bus iness ,  expor t s ,  and banking. Le t  us beg in  wi th  r e a l  e s t a t e .  

T r a n s i t i o n  E f f e c t s  on t h e  Real E s t a t e  S e c t o r  

The concern of many peop le  w i t h  monetary reform is t h a t  i t  w i l l  a f f e c t  

them o r  t h e i r  bus inesses  adverse ly .  They would p r e f e r  t o  con t inue  wi th  t h e  

p resen t  system, hoping t h a t  i t  w i l l  n o t  c o l l a p s e ,  r a t h e r  than seeking t o  

c o r r e c t  i t  through fundamental change. I n  t h i s  a t t i t u d e ,  they a r e  s i m i l a r  

t o  the  p a t i e n t  w i t h  m abdominal p a i n  who r e f u s e s  t o  be  examined by a  d o c t o r ,  

hoping t h a t  t h e  discomfor t  w i l l  c e a s e  o r  a t  least n o t  worsen. When h i s  

appendix b u r s t s ,  however, t h e  p a t i e n t  r e a l i z e s  t h a t  he would have been 

much b e t t e r  o f f  t o  have t h e  needed examination and surgery  i n  time. A t  l e a s t  t h e  

surgery--the t imely c o r r e c t i o n  of t h e  problem-would n o t  have th rea tened  h i s  

l i f e .  

How w i l l  a  t r a n s i t i o n  t o  gold  a f f e c t  t h e  r e a l  e s t a t e  market? I t  is 

important t o  r e a l i z e  t h a t  t h e r e  i s  no one r e a l  e s t a t e  market,  b u t  s e v e r a l .  

The commercial market is q u i t e  d i f f e r e n t  from t h e  r e s i d e n t i a l ,  f o r  example. 

Within t h e  r e s i d e n t i a l ,  t h e  s ingle-family  housing market is q u i t e  d i f f e r e n t  

from t h e  r e n t a l  housing market. While t h e r e  may be f a c t o r s  t h a t  

a f f e c t  a l l  markets,  i t  is  necessa ry  t o  r e a l i z e  t h a t  t h e  v a r i o u s  markets w i l l  

be a f f e c t e d  d i f f e r e n t l y  by the same f a c t o r s ,  and a l s o  by d i f f e r e n t  f a c t o r s .  

During t h e  l a s t  t e n  y e a r s  of paper i n f l a t i o n ,  r e a l  e s t a t e  of a l l  s o r t s  

has become both an  i n f l a t i o n  hedge and a  haven a g a i n s t  e x o r b i t a n t  t a x a t i o n .  

In  a  t r a n s i t i o n  t o  gold ,  t h e r e  w i l l  be f a l l i n g  i n f l a t i o n a r y  expec ta t ions ,  

and, i f  our recommendations a r e  pursued,  lower t axes .  Both t h e s e  e f f e c t s  

w i l l  g radua l ly  e l i m i n a t e  t h e  d e s i r e  t o  use  r e a l  e s t a t e  a s  a  s h i e l d  a g a i n s t  

i n f l a t i o n  and t axa t ion .  The r e s u l t  g e n e r a l l y  w i l l  be f a l l i n g  p r i c e s  f o r  



r e a l  e s t a t e  of a l l  k inds ,  a s  peon le  s h i f t  from p r o t e c t i n g  t h e i r  c a p i t a l  

i n  r e a l  e s t a t e  t o  more p roduc t ive  e n t e r p r i s e s .  I t  is  l i k e l y  t h e  paper values  

of b o t h  r e s i d e n t i a l  and commercial p r o p e r t i e s  w i l l  f a l l  dur ing  t h e  t r a n s i t i o n  

to  a  sound money system. 

T h i s  i n  t u r n  would have s e v e r a l  e f f e c t s .  F i r s t ,  a s  r e s i d e n t i a l  p r i c e s  

f a l l ,  more young coup les  who canno t  a f f o r d  a  house a t  t h e  p r e s e n t  t ime 

would b e  a b l e  t o  purchase.  More houses--but a t  lower prices-would be  

s o l d  dur ing  each yea r  of t h e  t r a n s i t i o n  t o  gold .  For  s t a t e  and l o c a l  

governments t h i s  would mean a n  expanding p r o p e r t y  t a x  base ,  b u t  i t  would 

a l s o  o f f e r  some r e l i e f  t o  t h e  badgered homeowners who have seen t h e i r  

p roper ty  t axes  skyrocket  because o f  i n f l a t e d  housing p r i c e s .  The passage 

of P r o p o s i t i o n  1 3  i n  C a l i f o r n i a  i n  1978 was a  r e s u l t  of  t h i s  p roper ty  t a x  

r i s e .  With a  t r a n s i t i o n  t o  g o l d ,  homeowners a c r o s s  t h e  whole n a t i o n ,  not 

j u s t  C a l i f o r n i a ,  would be a f f o r d e d  some t a x  r e l i e f .  

Lower home p r i c e s  w i l l  e v e n t u a l l y  t r a n s l a t e . i n t o  a  booming market f o r  

both  s ing le - fami ly  and r e n t a l  u n i t s ,  s p u r r i n g  new c o n s t r u c t i o n .  Lower p r i c e s  

would a l s o  a f f e c t  a l l  forms of commercial p r o p e r t y ,  a l lowing  more economical 

expansion o f  t h e  .business use of  p r o p e r t y .  

Along wi th  lower p r i c e s ,  t h e r e  w i l l  be  lower i n t e r e s t  r a t e s .  Market 

i n t e r e s t  r a t e s  a r e  o r d i n a r i l y  d i v i d e d  i n t o  t h r e e  components by economists: 

o r i g i n a r y  i n t e r e s t ,  t he  r i s k  premium, and t h e  i n f l a t i o n  premium. AS the  

t r a n s i t i o n  toward gold is  accomplished,  t h e  i n f l a t i o n  premium would g radua l ly  

d i sappear ,  a s  the  p e o p l e ' s  conf idence  i n  mofley was r e s t o r e d .  I t  i s  a l s o  

probable  t h a t  bo th  the  r i s k  and o r i g i n a r y  components would dec rease ,  

a l though not  n e a r l y  so  much a s  t h e  i n f l a t i o n  component, f o r  people  w i l l  once 

a g a i n  begin  t o  p l a n  f o r  longer  than  twelve  months i n t o  the  f u t u r e .  And a s  

the  s i z e  of government s h r i n k s ,  t h e  r i s k  premium w i l l  a l s o  sh r ink .  One 

g r e a t  a r e a  of r i s k  and uncer ta in ty - -ac t ions  by f e d e r a l  b u r e a u c r a t s  and 

regu la to r s - -wi l l  be e l iminated.  



Fal l ing  i n t e r e s t  r a t e s  would a l s o  encourage g rea t e r  a c t i v i t y  i n  a l l  

r e a l  e s t a t e  markets. The r e s u l t  would be g r e a t e r  access  by  first-time-owners-- 

younger couples and small businessmen. 

Trans i t ion  Ef fec t  on Agricul ture  

Closely r e l a t e d  t o  real estate is  ag r i cu l tu re .  Speculation i n  r e a l  

e s t a t e  i n  t he  p a s t  1 0  years--speculation r e s u l t i n g  from i n f l a t i o n  and taxa t ion  

by the  government--haa caused the  p r i c e  of prime farmland t o  be  b id  up to  

l eve l s  higher  than preva i led  t en  years  ago. One s e r i o u s  consequence of 

t h i s  has been t h e  almost t o t a l  i n a b i l i t y  of new, s m a l l  farmers to  buy farms, 

and of o lder  small farmers t o  r e t a i n  fanns. High land va lues ,  whi le  giving 

many farmers paper wealth,  have r a i s ed  property taxes  exo rb i t an t ly ,  and 

have forced more and more small farmers t o  se l l  ou t  t o  l a r g e r  competitors.  

The r e s u l t  has been t h e  growth of agr ibusiness  and t h e  euthanasia  of t he  

family fanner. 

During t h e  t r a n s i t i o n  t o  a gold system, i n t e r e s t  r a t e s  and land values 

would both f a l l ,  t he  former pr imar i ly  because of lower i n f l a t i o n  expec ta t ions ;  

the latter pr imar i ly  because t he re  would b e  f a r  l e s s  demand f o r  land a s  

aar i n f l a t i o n  hedge. 

A p a r a l l e l  may be found i n  t h e  19 th  century. From 1880 to  1890, immediately 

a f t e r  t he  r e t u r n  t o  t he  gold s tandard,  the  number of fanns i n  t h e  U.S. increased 

by over 500,000, t he  number of acres on these  farms by almost 90 mi l l ion ,  farm 

product ivi ty  by 10% and the  va lue  of farm output  by over  $800 mi l l ion .  

During t h i s  time, however, farm commodity p r i ce s  w e r e  f a l l i n g ,  an 

e f f e c t  of t h e  t r a n s i t i o n  to  gold t ha t  many f ea r .  But wholesale p r i ce s  

f o r  t h e  goods farmers used were f a l l i n g  as w e l l ,  f a s t e r  than were pr ices  

for  t he  goods they produced. The r e a l  income of fanners--and of a l l  workers-- 



was a c t u a l l y  r i s i n g  dur ing t h i s  pe r iod ,  u n l i k e ,  f o r  exanple ,  t h e  p a s t  

t en  years .  The t r a n s i t i o n  t o  a sound monetary system, w h i l e  i t  may 

adverse ly  a f f e c t  a few farmers  and real estate h o l d e r s ,  w i l l  enormously 

b e n e f i t  most, and will a l low more e n t r y  i n t o  farming. 

T r a n s i t i o n  E f f e c t s  on Heavy I n d u s t r y  

One of t h e  prime b e n e f i t s  o f  sound money and s m a l l  government i s  t h e  

low long-term i n t e r e s t  r a t e s  t h a t  p r e v a i l  i n  such an  environment. During t h e  

1 9 t h  cen tury  i t  was common f o r  100 y e a r  bonds t o  be o f f e r e d  and s o l d  a t  

4% and 5 % ,  and even f o r  bonds i n  p e r p e t u i t y  t o  be s o l d  a t  t h o s e  r a t e s .  

Today, a f t e r  a  decade of paper money, long-term means t h r e e  y e a r s ,  and t h e  

1 prime r a t e  is 16 /*%. T r a n s i t i o n  t o  a gold  system w i l l  i n c l u d e  a  f a l l  i n  

i n t e r e s t  r a t e s  from t h e i r  p r e s e n t  h i s t o r i c a l l y  unprecedented l e v e l s  t o  

l e v e l s  approximating those  of t h e  l a t e  1 9 t h  and e a r l y  20th c e n t u r i e s .  For  

t h e  decade 1880-1889, t h r e e  t o  s i x  month commercial paper averaged 5.14%. 

C a l l  money averaged 3.98%. Rai l road bond y i e l d s  averaged 4.43% i n  1889. 

Such r a t e s  w i l l  once a g a i n  a l l o w  h e a ~ y  i n d u s t r y  t o  expand, perhaps even 

matching t h e  unsurpassed r e a l  growth r a t e  f o r  t h e  economy i n  t h e  decade 

1879-1889. The r e c e n t  concern about  t h e  r e v i t a l i z a t i o n  of America, o r  t h e  

" r e i n d u s t r i a l i z a t i o n  of America" is a genuine and l e g i t i m a t e  concern. What is 

important t o  r e a l i z e ,  however, is t h a t  i t  is t h e  paper money, h igh t a x ,  

and r e g u l a t o r y  p o l i c i e s  of t h e  government t h a t  have impeded long-term 

planning and c a p i t a l  investment.  Anyone who expresses  concern about t h e  

i n d u s t r i a l  s t r e n g t h  of America and advocates  a  c o n t i n u a t i o n  of t h e  p o l i c i e s  

t h a t  have caused t h e  p resen t  r ecess ion /depress ion  has  n o t  y e t  l ea rned  elementary 

economics. 

Some heavy i n d u s t r i e s  t h a t  have been "protected" by government a c t i o n  

may s u f f e r  some se tbacks  when t h a t  "protect ion"  is  removed. However, i f  



r e g u l a t a r y  burdens and s u b s i d i e s  a r e  e l imina ted  i n  an evenhanded fash ion  

during the  t r a n s i t i o n ,  those  i n d u s t r i e s ,  a s  w e l l  a s  o t h e r s ,  should qu ick ly  

enjoy r a p i d  growth. 

F u r t h e r ,  t h e r e  w i l l  be a d e s i r e  o f  i n v e s t o r s ,  now concerned about s h e l t e r i n g  

t h e i r  c a p i t a l  i n  t h e  unproduct ive  a r e a s  o f  real  e s t a t e ,  c o l l e c t i b l e s ,  and 

gold co ins ,  co i n v e s t  i n  p roduc t ive  e n t e r p r i s e s .  There  would be a market 

s h i f t  of investment from such "specula t ive"  a r e a s  t o  i n d u s t r y .  

T r a n s i t i o n  E f f e c t s  a n  Small Business 

The s h i f t  of  c a p i t a l  investment from t h e  more " specu la t ive"  a r e a s  t o  

the  more p roduc t ive  w i l l  d i r e c t l y  a f f e c t  smal l  bus iness .  The s t o c k  

market would come t o  l i f e ,  perhaps even making up f o r  t h e  horrendous l o s s e s  

i n  cons tan t  d o l l a r s  i t  has  s u f f e r e d  s i n c e  1965. Business investment would 

skyrocket,  and a g r e a t  d e a l  of t h i s  investment would flow t o  smaller bus i -  

nesses.  A s  w i t h  r e a l  e s t a t e  and farming, i t  would be  the  newcomer--the young 

couple buying a house, t h e  young farmer,  and t h e  s m a l l  businessmen--who 

would b e n e f i t  most dur ing  t h e  t r a n s i t i o n  t o  economic and monetary freedom. 

Small bus inesses  would no longer  be  crushed by l a r g e  c o r p o r a t i o n s  

and b l o a t e d  government absorbing a l l  t h e  c a p i t a l  i n  t h e  c a p i t a l  markets. 

Funds would f low t o  e s t a b l i s h  new e n t e r p r i s e s  r a t h e r  than being inves ted  

i n  Treasury s e c u r i t i e s  a t  14% o r  152. A gold  system would s e e  t h e  g radua l  

e l i m i n a t i o n  of "hot moneyw--a phenomenon t h a t  d i d  no t  e x i s t  b e f o r e  the  

formation of t h e  F e d e r a l  Reserve i n  1914--racing from investment t o  inves t -  

ment a s  i n t e r e s t  r a t e s  f l u c t u a t e d .  

The growth i n  smal l  bus iness  would, of course ,  mean t h e  c r e a t i o n  o f  

new jobs. The unemployment t h a t  is a n  i n e v i t a b l e  product  of a paper money 

systen-af ter  a l l ,  John Maynard Keynes l i k e d  t h e  system because i t  was a 



Bevice t o  c h e a t  t he  workers--wculd b e  e l i m i n a t e d  and f a l l  t o  t he  f r i c t i o n s ;  

gb te ,  pe rhaps  2% o r  32. 
l* . 

The t r a n s i t i o n  t o  freedom would a l s o  mean t h e  g r a d u a l  e l i m i n a t i o n  o f  t h e  

?'underground economy," f o r  t h e  r e a s o n s  f o r  i t s  e x i s t e n c e ,  h i g h  t axes  and 

I n f l a t i o n ,  would d i sappea r .  Such i l l e g a l  economic a c t i v i t i e s  would once 

a g a i n  become p a r t  of t h e  o f f i c i a l  economy. The e l a b o r a t e  b a r t e r i n g  systems 

i t ha t  have  evolved  i n  t h e  p a s t  t e n  y e a r s  would be ended. I t  is  i r o n i c  t h a t  

opponents  o f  go ld  d e r i d e  t r a n s a c t i o n s  made i n  g o l d  a s  a  form of b a r t e r ,  

r o r  i t  is p r e c i s e l y  t h e  h igh  t a x ,  p a p e r  money sys t em t h a t  encourages  b a r t e r  

rs a way t o  avo id  bo th  t a x a t i o n  and i n f l a t i o n .  

T r a n s i t i o n  E f f e c t s  on  Expor t s  

To unde r s t and  t h e  e f f e c t s  o f  t h e  r e f o r m s  we recommend on  e x p o r t  i n d u s t r i e s ,  

i t  i s  n e c e s s a r y  t o  keep two more fundamen ta l  e f f e c t s  of  t h e  t r a n s i t i o n  i n  

mind: no more g e n e r a l  p r i c e  i n c r e a s e s  w i l l  o c c u r ,  and i n t e r e s t  r a t e s  w i l l  

a c t u a l l y  f a l l  by a t  l e a s t  502.  P r i c e  s t a b i l i t y  i n  a l l  p r o d u c t s ,  i n c l u d i n g  

those  f o r  e x p o r t ,  w i l l  open up g r e a t e r  o v e r s e a s  markets  f o r  U.S. pocds. On 

the  o t h e r  hand, t h e  p r e s e n t  compl i ca t ed  sys t em o f  e x p o r t  subsidies--such a s  

gua ran teed  l o a n s  and d i r e c t  loans- -wi l l  come t o  a n  end d u r i n g  t h e  t r a n s i t i o n  

t o  freedom, and those  companies (and banks )  t h a t  b e n e f i t t e d  from such 

s w e e t h e a r t  d e a l s  w i th  t h e  government w i l l  have  t o  make i t  on t h e i r  own 

o r  f a i l .  

The government 's  p o l i c i e s  f o r  t h e  p a s t  t e n  y e a r s  and longe r  have d i v e r t e d  

a g r e a t  d e a l  of  c a p i t a l ,  t h a t  shou ld  and would have been i n v e s t e d  i n  t h e  

U .S . ,  t o  f o r e i g n  n a t i o n s .  T h i s  m i s d i r e c t e d  inves tmen t  would be c o r r e c t e d  

d u r i n g  t r a n s i t i o n ,  a s  f o r e i g n  a i d  programs were  phased-out ,  t h e  Export-Import 

Bank e l i m i n a t e d ,  and the  v a r i o u s  o t h e r  government programs t h a t  have put  u s  



i n  a very  p recar ious  f i n a n c i a l  p o s i t i o n  z r e  terminated.  

In t h e  long run,  o f  course ,  e x p o r t s  a r e  n o t  a  worry.  NO one wor r ies  

about t h e  balance-of-trade o r  t h e  balance-of-payments between Texas and C a l i f o r n i a  

o r  New J e r s e y  and New York. With t h e  end of a  paper system wi th  i t s  

c h a o t i c  exchange rates, some semblance o f  o r d e r  w i l l  r e t u r n  t o  t h e  world 

economy. The expor t ing  of i n f l a t i o n  w i l l  be g r a d u a l l y  e l i m i n a t e d ,  and 

r a t h e r  than moving toward p ro tec t ion i sm and i s o l a t i o n i s m ,  t h e  i n t e r n a t i o n a l  

economy w i l l  g r a d u a l l y  open up t o  f u r t h e r  investment and t rade .  

Export i n d u s t r i e s  may be  t h e  most a f f e c t e d  of a l l  i n d u s t r i e s  dur ing 

a  t r a n s i t i o n  t o  a sound money system, b u t  t h a t  is o n l y  because they have been 

s o  h e a v i l y  subs id ized  by a government t h a t  has  had t o  p r i n t  t h e  paper t o  sub- 

s i d i z e  them. I n  t h e  long run,  such i n d u s t r i e s  a l s o  w i l l  b e n e f i t  from a  r e t u r n  

t o  freedom. 

T r a n s i t i o n  E f f e c t s  On bank in^ 

The l a s t  of t h e  s i x  s e c t o r s  is perhaps t h e  one t h a t  w i l l  be most 

adverse ly  ( i n  t h e  s h o r t  run) a f f e c t e d  by t h e  reforms we propose.  To under- 

s t and  why t h i s  is s o ,  one must understand t h e  c a r t e l i z a t i o n  of the  f i n a n c i a l  

i n d u s t r i e s  i n  t h e  19301s,  accomplished p r i m a r i l y  by t h e  McFadden Act and 

t h e  Glass -S teaga l l  A c t .  The breakdown of t h i s  c a r t e l  has  a l r e a d y  begun, 

a s  a  r e s u l t  of t h e  high i n t e r e s t  r a t e s  now p r e v a i l i n g ,  -and i t  w i l l  proceed 

whether t h e  reforms h e r e  suggested a r e  adopted o r  not .  The on ly  ques t ion  

is whether a  new c a r t e l  arrangement w i l l  be c r e a t e d  o r  whether freedom w i l l  

be al lowed t o  f l o u r i s h .  

The McFadden Act,  among o t h e r  t h i n g s ,  forbade i n t e r s t a t e  branching 

Chase Manhattan could open a  branch i n  Moscow, f o r  example, b u t  n o t  i n  



Minneapolis. T h i s  r e s u l t e d  i n  a g r e a t  d e a l  o f  i n t e r e s t  i n  overseas  

loans  wi th  a tremendous d i v e r s i o n  of c a p i t a l  from domestic t o  fore ign invest-  

ment. The Glass-Steagal l  Act, among o t h e r  t h i n g s ,  e r e c t e d  a wa l l  of separa t ion  

between banking and commercial e n t e r p r i s e s ,  a w a l l  t h a t  now more 

resembles a Swiss cheese.  But such a s e p a r a t i o n ,  combined with o t h e r  r e s t r i c t i o n s  

on f r e e  e n t r y ,  enhanced t h e  p r i v i l e g e  and prof i t a b i l i t y  o f  banks. 

The reforms we advocate i n c l u d e  f r e e  e n t r y  i n t o  banking.  Anyone would 

be permit ted  t o  open a bank and i s s u e  100% redeemable n o t e s  simply upon 

f i l i n g  t h e  l e g a l  documents w i t h  t h e  county ( o r  s t a t e  o r  f e d e r a l )  c l e r k .  

Such f r e e  e n t r y  w i l l  r e s u l t  i n  g r e a t e r  compet i t ion  i n  the banking indus t ry ,  

and lower margins of p r o f i t .  Not on ly  would t h e  compet i t ion  b e n e f i t  consumers 

f i n a n c i a l l y ,  more and more s e r v i c e s  would a l s o  b e  o f f e r e d .  Thus i f  Anytorn 

Savings and Loan wished t o  g i v e  away t o a s t e r s  f o r  new d e p o s i t s ,  the  Depository 

I n s t i t u t i o n s  Deregulation Committee could  n o t  s t o p  them from doing so .  And i f  

t h e i r  neighbors,  Anytown C r e d i t  Union wished t o  o f f e r  e l e c t r o n i c  funds t r a n s f e r  

and f r e e  t r a v e l e r s  checks,  no r e g u l a t o r  would p reven t  t h a t  from happening. 

But t h e r e  a r e  f u r t h e r  e f f e c t s  t h a t  would become apparen t  during t r a n s i t i o n  

t o  a gold  s y s t w .  As i n t e r e s t  r a t e s  f e l l ,  t h e  c u r r e n t  c r i s i s  among f i n a n c i a l  

i n s t i t u t i o n s  would be a l l e v i a t e d .  Unless such a t r a n s i t i o n  begins quickly 

w e  can expect t o  s e e  t h e  most massive f a i l u r e  o f  depos i to ry  i n s t i t u t i o n s  i n  

our h i s t o r y .  A movement toward sound money, w h i l e  opening up all f i n a n c i a l  

i n s t i t u t i o n s  t o  t h e  s o r t  of compet i t ion  they should have faced a l l  along, 

w i l l ,  a t  t h e  same time, r e l i e v e  some of t h e  p r e s s u r e  on t h e  most c r i t i c a l  of 

t h e s e  i n s t i t u t i o n s .  The a l t e r n a t i v e ,  of course ,  is massive government b a i l o u t s  

c o s t i n g  t e n s  -- perhaps hundreds - of  b i l l i o n s  o f  d o l l a r s .  



Conchs ion  

We have se lec ted  these s i x  s ec to r s  of the  economy a s  bases f o r  

discussing what e f f e c t s  a t r a n s i t i o n  t o  monetary freedom w i l l  have on the  

economy. While the  results have not  been uniformly op t imi s t i c ,  i t  is 

c l e a r  t h a t  t h e  major e f f e c t s  of s t a b l e  pr ices  and f a l l i n g  i n t e r e s t  r a t e s  

will open all sec to r s  up t o  newcomers: new farmers, new homeowners, new 

s m a l l  businessmen, and new bankers. Those companies t h a t  have been subsidized 

by the  government w i l l  s u f f e r  most from a movement toward freedom. Those t h a t  

have prof i ted  from rthe misdirect ion of c a p i t a l  investment by t h e  government 

w i l l  a l s o  suf fer .  A "gold standard recession," however, would be q u i t e  

d i f f e r e n t  from a paper money recession,  such a s  we a r e  now suf fer ing .  Were 

the  government t o  r e fuse  t o  i n t e r f e r e  with the  adjustment process,  t he  

recession would be over very rap id ly ,  a s  we saw i n  t h e  l a s t  " f ree  market 

recession" of 1921.l And while  t he  recession would b e  s h o r t ,  i t  would a l s o  

not  be sharp. There would undoubtedly be a tremendous outpouring of new 

savings and investments i n  response t o  t he  new confidence i n  honest money and 

the r e a l i z a t i o n  t h a t  i n f l a t i o n  was a thing of t h e  past .  The t r a n s i t i o n  to  a 

gold system w i l l  br ing increasing prosper i ty ,  r e a l  growth, lower unemployment, 

higher r e a l  wages, and -g rea t e r  c a p i t a l  investment. The t r a n s i t i o n  t o  freedom, 

in shor t ,  is the only way out  of t h e  economic c r i s i s  we a r e  now in. 

See Benjamin M. Anderson, "The Road Back t o  F u l l  Employment," i n  
P. Homan and F. Machlup, eds., Financing American Prosper i ty .  ( ~ e w  York: 
l ben t i e th  Century Fund, 19451, pp. 25-28. 



CHAPTER 7 

THE NFXT TEN YEARS 

The t r a n s i t i o n  t o  gold, as we have ou t l i ned  i t  i n  chapter  f i v e ,  should 

be  accomplished i n  no more than  th ree  years ,  with any r e s u l t i n g  recess ion  

l a s t i n g  about a year.  The fol lowing ten  years  should be ones of prosper i ty ,  

high r e a l  economic growth, and low l e v e l s  of  unemployment. I n f l a t i o n  and 

t h e  business  cyc le  would be th ings  of t he  pas t ,  as a genuine f r e e  banking 

system would el iminate  t h e  p o s s i b i l i t y  of na t iona l  i n f l a t i o n s  and cont rac t ions .  

I n t e r e s t  r a t e s  would f a l l  t o  t h e  "normal" i n t e r e s t  r a t e s  t h a t  prevai led f o r  

centur ies  before our  na t iona l  and in t e rna t iona l  experiment with paper money. 

Confidence i n  the  monetary u n i t  - the  gold d o l l a r  - would e l i c i t  enormous 

savings and investments. Pr ices  could b e  expected t o  f a l l  gent ly,  r e s u l t i n g  

i n  l a r g e  r e a l  wage increases  f o r  a l l  workers. I n  s h o r t ,  t he  next  t en  years 

with gold would be s i m i l a r  t o  t h e  prosper i ty ,  f u l l  employment, and rapid 

economic growth t h i s  na t ion  experienced i n  t h e  last t h i r d  of t h e  19th  c e n t u q .  

I f  anyone would l i k e  t o  know what t he  next  t e n  years with a gold s tandard and 

monetary freedom would be l i k e ,  he can ge t  a p re t ty  good idea  from studying 

the  American economy i n  t h e  l a s t  por t ion  of t he  l a s t  century.  

In  t h e i r  Monetary His tory  of t he  United S ta t e s ,  Friedman and Schwartz wri te :  

Both t h e  e a r l i e r  11879-18971 and the  l a t e r  11897-19141 periods were 
character ized by rap id  economic growth. The two f i n a l  decades of the 
nineteenth century s a w  a growth of population of over 2 percent per year,  
rap id  extens ion  of t h e  railway network, e s s e n t i a l  completion of cont in- 
e n t a l  s e t t l e k n t ,  and a n  extraordinary increase  both i n  t he  acreage of land 
i n  farms and the  output  of farm products. The number of farms rose  
by nearly 50 per cent ,  and t h e  t o t a l  value of farm lands and bui ldings 
by over 60 per cent  - d e s p i t e  t he  p r i ce  decl ine.  Y e t  a t  t h e  same time, 
manufacturing i n d u s t r i e s  were growing even more rap id ly ,  and the  Census 
of 1890 was the  f i r s t  i n  which the  n e t  value added by manufacturing 
exceeded the  value of a g r i c u l t u r a l  output .  A feverish boom i n  western 
land swept the  country during the  e igh t i e s .  "The h ighes t  decadal ra te  



[of growth of r e a l  reproducible tangible  wealth per head from 1805 
to  19501 fo r  periods of about ten years was apparent ly reached i n  the  
e i g h t i e s  with approximately 3.8 per cent .  ". . . [GI enera l ly  dec l in ing  
[ a t  1 per cent  per year]  o r  general ly  r i s i n g  [ a t  2 per cen t  per year ]  
p r i ce s  had l i t t l e  impact on the  r a t e  of growth, b u t  t h e  period of 
grea t  monetary uncertainty i n  t he  ea r ly  n i n e t i e s  produced sharp  devia t ions  
from t h e  longer-term trend.' 

It w a s  t h e  r e t u r n  of t h e  United S t a t e s  t o  t h e  gold s tandard i n  1879 

t h a t  stinaulated t h i s  real economic growth, and i t  w a s  t he  "monetary uncer- 

t a in ty  i n  t he  ea r ly  n ine t ies"  t h a t  slowed and almost stopped t h a t  growth. 

Today i t  is once aga in  "monetary uncertainty" t h a t  has  brought u s  t o  our 

present c r i s i s .  

The pre-1914, gold standard was invented by no one. More important, i t  

w a s  a l s o  managed by no one. Modern economists too o f t e n  look upon the  c l a s s i c a l  

gold s tandard and a t t r i b u t e  its success t o  t h e  Bank of England's a b i l i t y  t o  

follow t h e  ' ' rules of t h e  game." But i n  f a c t ,  t h e  system worked to  t he  ex ten t  

the  a u t h o r i t i e s  l e t  i t  work. O f  course the re  had t o  e x i s t  an  environment where 

governments kept t h e i r  p ro .dses  t o  def ine and redeem t h e i r  cur renc ies  in a 

s p e c i f i c  weight of gold, and would allow gold t o  b e  traded f ree ly .  But t o  c a l l  

t h e i r  success  i n  doing t h i s  managing gold i s  t o  play with language. Gold can 

manage i t s e l f  i f  governments do not hinder  i t .  

The b e s t  of a l l  worlds would be t o  have Bank and S t a t e  separated the  

way Church and S t a t e  a r e .  That is  what w e  propose. For a gold standard s t i l l  

coupled with government monopoly on note  i s s u e  would only be  a s  sound a s  the  

promise of t he  government t o  redeem t h e i r  notes.  

I n  t he  c l a s s i c a l  gold s tandard before  1914, promises made by governments 

were kept .  Everyone expected t h a t  they would be. And not  only t h e  promises 

I 
Milton Friedman and Anna J. Schwartz, Monetary History,  pp. 92-93. 



3f  governments t o  t h e i r  c i t i z e n s ,  b u t  t o  o t h e r  governments. Those governments 

uho broke f a i t h  wi th  o t h e r  governments were t r e a t e d  as par ians .  T r e a t i e s  

were taken s e r i o u s l y .  

I f  i t  is too much t o  e x p e c t  t h a t  govermnents w i l l  always b e  honest ,  

a t  l e a s t  we can  improve matters whereby governments a r e  condemned and punished 

f o r  b reak ing  promises. If t h e  government debases  its paper money, t h e r e  ought 

t o  be  d t e r n a t i v e a  which people c a n  u s e  f o r  exchange. 

The c o n t r a s t  is s t a r k  between a regime of money r e g u l a t e d  by t h e  market- 

p lace  and our  system manipulated by p o l i t i c i a n s .  John Maynard Keynes 

rhapsodized on  t h e  world b e f o r e  1914 i n  his 1920 book The Economic Consequences 

of t h e  Peace: 

What a n  ex t raord inary  ep i sode  i n  t h e  economic progress  of man 
t h a t  age was which came t o  a n  end i n  August, 1914! The g r e a t e r  p a r t  
o f  t h e  populat ion,  i t  is t r u e ,  worked hard  and l i v e d  a t  a low s tandard 
o f  comfort, y e t  were, t o  a l l  appearances ,  reasouably contented wi th  t h i s  
l o t .  But escape was p o s s i b l e ,  f o r  any man of c a p a c i t y  o r  c h a r a c t e r  a t  
a l l  exceeding t h e  average,  i n t o  t h e  middle and upper c l a s a e s ,  f o r  whom 
l i f e  o f f e r e d ,  a t  a low c o s t  and w i t h  t h e  least t r o u b l e ,  conveniences, 
comforts,  and ameni t ies  beyond t h e  compass of t h e  r i c h e s t  and most 
powerful monarchs of o t h e r  ages .  The i n h a b i t a n t  of London could o r d e r  
by telephone,  s i p p i n g  h i s  morning t e a  i n  bed, t h e  va r ious  products o f  the  
whole e a r t h ,  i n  such q u a n t i t y  a s  h e  might s e e  f i t ,  and reasonably expect 
t h e i r  e a r l y  d e l i v e r y  upon h i s  d o o r s t e p ;  h e  could a t  t h e  same moment and 
by t h e  same means adven ture  h i s  wea l th  i n  t h e  n a t u r a l  resources  and nev 
e n t e r p r i s e s  of any q u a r t e r  o f  t h e  world,  and share ,  wi thout  c ~ e r t i o n  o r  
even t roub le ,  i n  t h e i r  p r o s p e c t i v e  f r u i t s  and advantages;  o r  he  could 
dec ide  t o  couple t h e  s e c u r i t y  o f  h i s  fo r tunes  wi th  t h e  good f a i t h  of 
t h e  townspeople of any s u b s t a n t i a l  munic ipa l i ty  i n  any c o n t i n e n t  t h a t  
fancy o r  informat ion might recommend. H e  could  s e c u r e  fo r thwi th ,  i f  
h e  wlshed i t ,  cheap and comfor table  means o f  t r a n s i t  t o  any country  o r  
c l i m a t e  without passpor t  o r  o t h e r  f o r m a l i t y ,  could despatch h i s  s e r v a n t  
to  t h e  neighboring o f f i c e  of a bank f o r  such supply of t h e  precious 
meta l s  a s  might seem convenient ,  and could then proceed abroad t o  f o r e i g n  
q u a r t e r s ,  without knowledge o f  t h e i r  r e l i g i o n ,  language, o r  customs, 
b e a r i n g  coined weal th  upon h i s  person,  and would cons ider  himself  
g r e a t l y  aggrieved and much s u r p r i s e d  a t  t h e  l e a s t  i n t e r f e r e n c e .  But,  
most important of a l l ,  h e  regarded t h i s  s t a t e  of a f f a i r s  a s  normal, 
c e r t a i n ,  and permanent, except i n  t h e  d i r e c t i o n  of f u r t h e r  improvement, 
and any d e v i a t i o n  from it a s  a b e r r a n t ,  scandalous,  and avoidable .  The 



projec ts  and p o l i t i c s  of mi l i ta r i sm and imperialism, of r a c i a l  and 
cu l tu ra l  r i v a l r i e s ,  of monopolies, r e s t r i c t  ions,  and exclusion, which 
were to play the  serpent  to  t h i s  paradise,  were l i t t l e  more than the 
amusements of h i s  d a i l y  newspaper, and appeared to  exe rc i se  almost no 
inf luence a t  a l l  on the  ordinary course of s o c i a l  and economic l i f e ,  
t h e  i n t e rna t iona l i za t ion  of which w a s  nearly complete i n  pract ice.  2 

The next ten  years  with gold hold g rea t  promise. But t a  r e a l i z e  

t h a t  promise, Congress must a c t  quikkly t o  c l e a r  t h e  l e g a l  underbrush and 

obs tac les  out  of t he  way of f r e e  men. Their f a i l u r e  t o  do so w i l l  r e s u l t  i n  

a t o  t a l l y  unnecessary and t o  t a l l y  avoidable  tragedy. 

Ten Years Without Gold 

Since 1971, America's mne ta ry  unit has been both undefined and 

undefinable. The meaning of the  term "dol lar"  has  changed from year-to-year, 

month-to-month, even day-to-day. The economic consequences of t h i s  i r r a t i o n -  

a l i t y  a r e  c l ea r ;  t h e r e  i s  no need to  review them again. The question 

we must attempt t o  answer i n  t h i s  concluding s e c t i o n  is, q u i t e  simply, 

what w i l l  happen i f  t h e  American people a r e  forced t o  endure another decade 

without gold and monetary freedom? What is l i k e l y  t o  occur should Gongress 

f a i l  t o  a c t  on t h e  recommendations we have made i n  chapters  f i v e  am+ s i x ?  

Without a gold s tandard,  and cont inuing roughly with the  present system, 

we can expect more of  t he  same - except worse. For every year,  a s  i n f l a t i ona ry  

expectat ions become more and more embedded, we can  expect t he  c e n t r a l  

"core" r a t e s  of both i n f l a t i o n  and unemployment t o  r i s e .  We should never forge t  

t h a t  Richard Nixon imposed price-wage con t ro l s  i n  1971 because the  government 

was panicking a t  a 4.5% per annum r a t e  of i n f l a t i o n .  I n  1982, we would 

John Maynard Keynes, The Economic Consequences of the Peace (1920) 
pp. 10-12. 



c o n s i d e r  r e t u r n i n g  t o  this r a t e  tantamount t o  reach ing  t h e  s t a t e  of Nirvana. 

The prime i n t e r e s t  r a t e  i n  J u l y  1971 was 6%.  Each year  we ge t  accustomed t o  more 

and more i n f l a t i o n ,  so t h a t  now any i n f l a t i o n  r a t e  below 1 0 I  ("double d i g i t " )  is 

considered a  v i r t u a l  end t o  i n f l a t i o n .  Should Congress n o t  adopt t h e  recornendat ions  

o u t l i n e d  above, we can expect c o r e  in f l -a t ion  rates t o  rlse over  the next decade,  

and a t  a n  a c c e l e r a t e d  r a t e  - s o  t h a t  i n  t e n  y e a r s  from now we can expect c h e e r i n g  

in t h e  media when t h e  i n f l a t i o n  rate f a l l s  below 50%. A s  i n f l a t i o n  deepens and 

a c c e l e r a t e s ,  i n f l a t i o n a r y  e x p e c t a t i o n s  w i l l  i n t e n s i f y ,  and p r i c e s  w i l l  b e g i n  t o  

s p u r t  ahead f a s t e r  than t h e  money supp ly .  

It w i l l  b e  a t  t h a t  po in t  t h a t  a f a t e f u l  d e c i s i o n  w i l l  be  made -- t h e  same 

t h a t  w a s  made by Rudolf Havenstein and t h e  Gennan Reichsbank in t h e  e a r l y  19 20 's : 

v h e t h e r  t o  s t o p  o r  g r e a t l y  slow down t h e  i n f l a t i o n ,  5 t o  y i e l d  t o  pub l ic  o u t c r i e s  

of a "shortage of moneyf' o r  a  " l i q u i d i t y  crunchff  ( a s  bus iness  c a l l e d  i t  i n  t h e  

mini-recession of 1966) . 
I n  t h e  l a t t e r  case ,  t h e  c e n t r a l  bank w i l l  promise business  o r  the  publ ic  

t h a t  it will i s s u e  enough money t o  e n a b l e  the money supply t o  "catch up" wi th  

p r ices .3  When t h a t  f a t e f u l  event  o c c u r s ,  as i t  d i d  i n  Germany i n  t h e  e a r l y  1920 's ,  

p r i c e s  and money could s p i r a l  upward t o  i n f i n i t y  and i t  could c o s t  $10 b i l l i o n  

t o  buy a l o a f  of bread. America cou ld  exper ience  t h e  v e r i t a b l e  holocaust  of 

runaway i n f l a t i o n ,  a  cataclysm which would make t h e  Depression of t h e  1930's  -- 
l e t  d o n e  a n  o rd inary  r e c e s s i o n  - seem l i k e  a tea par ty .  

That t h i s  hor ro r  can happen h e r e  can  b e  s e e n  i n  t h e  r e a c t i o n  t o  t h e  f i r s t  

peacetime double-digit  i n f l a t i o n ,  o f  1973-1974, by former Chairman of t h e  Council  

of Economic Advisers, Walter Heller. W r i t i n g  i n  t h e  Federal  Reserve Bank of 

Ph i lade lph ia  Review i n  1974, H d l e r  po in ted  o u t  t h a t  i n  t h e  p a s t  year,  p r i c e s  

had r i s e n  f a s t e r  than the money supp ly ,  and t h a t  t h e r e f o r e  [ s i c ]  an i n c r e a s e  

i n  t h e  money supply could not b e  a c a u s e  o f  t h e  i n f l a t i o n .  On t h e  c o n t r a r y ,  

opined D r .  H e l l e r ,  i t  was the  duty  o f  the Federa l  Reserve t o  inc rease  t h e  money 

See F r i t z  K. Ringer, ed. German I n f l a t i o n  of 1923  (Ned York: Offshore 
Univers i ty  Press ,  1969) , p. 96. 



supply f a s t  enough s o  t h a t  t h e  r e a l  money s tock (M corrected f o r  pr ice  changes) 

would r e t u r n  to  pre-1973 highs.  In  sho r t ,  while using modern jargon, Hel ler  

said exac t ly  t h e  same thing a s  Rudolf Havenstein had sa id  a half-century 

e a r l i e r :  t h a t  t h e  a u t h o r i t i e s  must i nc rease  t h e  money supply f a s t  enough t o  

catch up with i n f l a t i o n .  That way l i e s  d i s a s t e r ,  and who of us  i s  t o  s ay  

t h a t  t he  United S ta t e s ,  a t  some point  i n  t h e  next  t en  years  without gold, 

w i l l  not  take t h e  very same course? 

H e l l e r r s  claim t h a t  t h e  money supply growth did not  cause the  p r i ce  

i n f l a t i o n  is  an  example of many cu r ren t  economists' befuddlement over money. 

I n  a similar way w e  s a w  t h e  coining of a new word i n  t h e  1974-75 recession:  

"s tagf la t ion ,"  t o  descr ibe  the  event of r i s i n g  p r i ce s  i n  a business slump. 

This appeared mysterious to  t h e  conventional economists y e t  was predicted by t h e  

hard money, f r e e  market economists. Depreciating a currency through monetary 

i n f l a t i o n  always br ings e sca l a t ing  p r i ce s  with recess ions  i n  the  l a t t e r  s tages  

of a currency des t ruc t ion .  I n  t h e  e a r l y  s t ages  of a currency des t ruc t ion ,  

recession may wel l  slow the  inc rease  i n  p r i ce s ,  bu t  t h a t  i s  only because not 

too many people have caught on t o  t he  monetary p o l i c i e s  of the  government. 

As  t he  i n f l a t i o n  progresses more and more people ca tch  on. 

There now is  consternat ion among orthodox economists over pe r s i s t en t ly  

high i n t e r e s t  rates in the  midst of a severe  recession -- a very bad monetary and 

f inanc ia l  s igna l .  Conventional economists remain ba f f l ed  over the  modest 

p r i ce  i n f l a t i o n  cur ren t ly  associated with record high "real" i n t e r e s t  r a t e s  , 

exclaiming they a r e  'h igher  than they should be. " This confusion comes from 

ignoring t h e  f a c t  t h a t  computer ca lcu la t ions  of the  money supply cannot pro jec t  

i n t e r e s t  r a t e s  accurately.  It f a i l s  t o  address  t he  subjec t  of t r u s t  i n  and 

the  qua l i ty  of money. I n t e r e s t  raees  a r e  s e t  i n  t he  market taking i n t o  

considerat ion money's qua l i ty ,  an t i c ipa t ed  f u t u r e  government monetary pol icy,  

and t r u s t  i n  t he  o f f i c i a l s ,  i n  add i t i on  t o  immediate sho r t  term changes i n  t he  

supply and demand fo r  money and c r e d i t .  



P r e c i s e  p r i c e  c o r r e l a t i o n  ( t o  money supp ly  i n c r e a s e s )  , s t a g f l ~ t i o ~ ,  

and high i n t e r e s t  r a t e s  a r e  a l l  understood and a n t i c i p a t e d  by t h e  advocates 

of sound umney who emphasize t h e  importance o f  t h e  q u a l i t y  of money a s  w e l l  a s  

its q u a n t i t y .  

I n  Shor t ,  i f  we cont inue t o  s t a y  on t h e  c o u r s e  o f  f i a t  money, f ac ing  

America a t  t h e  end o f  t h e  road is t h e  s t a r k  h o r r o r  -- t h e  holocaust  -- of 

runaway i n f l a t i o n .  Such a n  i n f l a t i o n  would wipe o u t  sav ings ,  pensions, t h r i f t  

ins t ruments  of all kinds;  i t  would e l i m i n a t e  economic c a l c u l a t i o n ;  and i t  vould 

d e s t r o y  t h e  middle and poorer c l a s s e s .  I n  America, h y p e r i n f l a t i o n  w i l l  not be  

t h e  r e l a t i v e l y  "moderate" s t eady  100% p e r  y e a r  o r  s o  t h a t  I s r a e l  o r  t h a t  many 

c o u n t r i e s  i n  L a t i n  America have exper ienced.  For  i n  t h e s e  small c o u n t r i e s ,  

p a r t i c u l a r l y  i n  L a t i n  America, t h e  cur rency  becomes on ly  hand-to-hand cash ; 

dl investments  move t o  t h e  U.S. and t h e  d o l l a r .  The Uniced S t a t e s  would not  

be so f o r t u n a t e .  

America, i n  sum, must choose, and t h e  c h o i c e  is a v i t a l  one. I n  th ree  

years ,  perhaps sooner i f  necessary ,  a n o t h e r  Gold Commission should be e s t a b l i s h e d  

to  make more recommendations t o  t h e  Congress. A t  t h a t  t ime, the  choice w i l l  be 

p e r f e c t l y  c l e a r  t o  all, even t o  those  now opposed to  gold.  E i the r  w e  must move 

t o  the gold s tandard  and monetary freedom, w i t h  long-run s t a b i l i t y  of prices 

and b u s i n e s s ,  r ap id  economic growth and p r o s p e r i t y ,  and t h e  maintenance o f  a 

sound currency f o r  every American; o r  w e  w i l l  con t inue  wi th  irredeemable paper,  

wi th  a c c e l e r a t i n g  c o r e  r a t e s  of i n f l a t  i o n  and unemployment, t h e  punishment o f 

t h r i f t ,  and even tua l ly  the  h o r r o r  o f  runaway i n f l a t i o n  and t h e  t o t a l  d e s t r u c t i o n  

of t h e  d o l l a r .  The f a i l u r e  of i r redeemable  money nostrums is becoming inc reas ing ly  

ev iden t  t o  everyone - even t o  the  economists and p o l i t i c i a n s .  Congress must 

have t h e  courage to  more forward t o  a modern gold  s t andard .  
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Gold Value of Major Currencies 

United States and Britain 
January 1968 to February 1982 
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(January 1968 - 100l 
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Gold Value of Major Currencies 
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~issenting Views of Congressmen Henry S. Reuss and Chalmers P. Wylie 

We oppose the recommendation of the Gold Commiseion that 
Congress create a new gold coin, exempt from capital gains and 
sales taxation, for the following reasons: 

1) It serves no productive or useful purpose or public 
interest to issue such a coin. 

2) The coin would exacerbate existing monetary confusion, and 
provide an excuse for the gold bloc to further delude their public 
with the belief that Congress was moving to re-enthrone gold. 

3 )  The designation of the recommended gold piece as a "coin 
without legal tender statusn is confusing, since the term 'coin" 
commonly implies legal tender status. Without legal tender status 
the "coin" is really a medallion, and we already have a program 
to produce those. 

4) The exemption from capital gains and sales taxes would 
make the proposed "coinn a highly sought after speculative asset, 
and would drain investment funds from common stocks and other pro- 
ductive uses, as well as adding senselessly to the deficit. 

5) The recommendation is futile, since a majority of the 
Members of the House Banking Committee have already announced that 
they will oppose it. Their statement follows: 

STATEMENT BY MEMBERS OF THE HOUSE COMMITTEE ON BANKING, FINANCE 
AND URBAN AFFAIRS ON THE GOLD COMMISSION'S PROPOSAL 

FEBRUARY, 1982 

We note that the Gold Commission on February 12 recommended 
as follows: 

We favor Treasury issue of gold bullion coins 
of specified weights, and without dollar denomination 
or legal tender status, to be manufactured from its 
existing stock of gold, and to be sold at a small 
markup over market value of the gold content, and 
recommend that the Congress implement this proposal. 
Furthermore, we recommend that the coins shall be 
exempt from capital gains taxes, and that the coins 
shall be exempt from sales taxes. 

Legislation to permit this must come before our Committee. 
Because the Gold Commission's recommendation while pending will 
create further uncertainty in a nation already beset by financial 
and economic problems, we think it necessary to speak out now. 

We oppose the Gold Commission's recommendation. No purpose 
is served by it other than to appease the gold lobby. Worse, 



affirmative harm can be done by issuing gold coins which lack legal 
tender status but are exempt from taxes and have speculative 
possibilities vastly preferable to investment in the productive 
plant and equipment the nation needs. For example, a speculator 
who might buy the proposed gold coin at the current price of $375 
an ounce, might soon find himself able to sell it at $775 an ounce, 
its price just a few years ago. He would pay no tax on the $400 
capital gain. But one who buys and sells common stock in a pro- 
ductive company for a similar gain pays a 20 percent capital gains 
tax on the $ 4 0 0 .  Why, particularly at this time, should we do 
further damage to the nation's already weakened security markets? 

In addition, with all the honest confusion in our economy and 
our own committee hearings over what is or is not money, how can 
we consider a recommendation that we support the issuance of coins 
without legal tender status, another monetary confusion? 

Furthermore, at a time when our federal budgets are directing 
programs to the states, we can hardly justify federal actions 
which create privileged products that are also exempt from the 
sales taxes and states need for revenue to cover their enhanced 
obligations. 

For these reasons, we strongly urge the Gold Commission to 
repair the damage it is causing by withdrawing its February 12 
recommendation, which there is still time to do. 

Signed , 

Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 

John J. LaFalce (D-NY) 
Walter E. Fauntroy (D-DC) 
J. William Stanton (R-Ohio) 
Jim Mattox (D-Tex) 
Stanley N. Lundine (D-NY) 
William J. Coyne (D-Pa) 
Stewart B. McKinney (R-Conn) 
David W. Evans (D-Ind) 
Joseph G. Minish (D-NJ) 
Gregory W. Carman (R-NY) 
Robert Garcia (D-NY) 
Henry B. Gonzalez (D-Tex) 
Douglas K. Bereuter (R-Neb) 
Mary Rose Oakar (D-Ohio) 
Jerry M. Patterson (D-Calif) 

Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 
Rep. 

Chalmers P. Wylie (R-Ohio) 
Henry S. Reuss (D-Wis) 
Frank Annunzio (D-Ill) 
Ed Bethune (R-Ark) 
Parren J. Mitchell (D-Md) 
Mike Lowry (D-Wash) 
Charles E. Schumer (D-NY) 
Norman E. D'Amours (D-NH) 
James J. Blanchard (D-Mich) 
S teny H . Hoyer ( D-Md . ) 
Ed Weber (R-Ohio) 
Bruce F. Vento (D-Minn) 
George C. Wortley (R-NY) 
Fernand J. St Germain (D-RI) 
Carroll Hubbard (D-Ky) 

In addition, we strongly object to the Gold Commission's 
practice, in its Recommendations and in the Report, of adverting 
to matters outside its legal jurisdiction. The mandate of the 
Gold Commission was to examine the role of gold in domestic and 



I F 
international monetary systems. The Recommendations and Report, 
however, make repeated reference to such matters as monetary growth 
rules and the system of floating as compared with fixed exchange 
rates. The Commission was not authorized to discuss these matters, 
was not constituted with a view to providing a balanced and 
professional perspective on them, did not discuss them adequately 
in its meetings, and should not have mentioned them in its Report. 

Finally, we object vigorously to the suggestion that Congress 
continue the study of various schemes to promote investments in 
gold. Congress has quite enough to do without engaging in endless 
debate over hypothetical and unrealistic ideas. 

Appendix to Dissenting Views of Congressman Chalmers P. Wylie 

CONGRESSIONAL RESEARCH SERVICE ON: 

CANADIAN GOLD COINS 

Under Section 4 of the Currency and Exchange Act of Canada, 
the Governor in Council is authorized to issue gold coins having 
the "description, standards, remedy allowance and least current 
weight" as is set out in Part I of the schedule to the Act.l/ 
Additionally, the Governor in Council has the authority to amend 
the schedule by proclamation.2/ Consequently, gold coins can be 
issued by Canada pursuant to regulations drafted by the Royal 
Canadian Mint, approved by the cabinet, and assented to by the 
Governor General. 

Under section 7 of the Currency and Exchange Act, gold coins 
issued under the authority of section 4 are expressly deemed to 
be "legal tender." However, under section 7(2) (a) of this law, 
payment of any amount is only a legal tender if the tender consists 
of not more than one coin having a value greater than ten dollars. 
This restriction applies to single transactions and not to indi- 
vidual payors or recipients. 

Both the $100 commemorative gold coin and the $50 Maple Leaf 
bullion coin currently being minted in Ottawa have been issued 
under the authority of section 4 of the Currency and Exchange Act.3/ - 

1/ The Currency and Exchange Act, Can. Rev. Stat., ch. C-39, - 
Set. 4 (1970). 

2/ The Currency and Exchange Act, Can. Rev. Stat., ch. 39 
(19707, as amended by 1977-78 Can Stat., ch. 35, Sec. 2. 

3/ For example, - see Proclamation Authorizing Issue and Pre- 
scribTng Design and Dimension of One Hundred Dollar Gold Coins 
Effective December 18, 1980. SOR/81-181, 115 Can. Gax., Pt. 11, 
p. 711 (Mar. 11, 1981). 



Therefore, legal tenders can be made with either of these coins for 
their face value, subject to the restriction contained in section 
7(2)(a). The remedy allowances for the Maple Leaf coin are contained 
in the "Proclamation Amending Part I of the Schedule to the Act With 
Respect to the Fifty Dollar Gold Coin Effective January, 1980."4/ - 
Prepared by Stephen F. Clarke 
Senior Legal Specialist 
American-British Law Division 
Law Library, Library of Congress 
March 1982 

41 s0~/80-2, 114 Can. Gaz., Pt. 11, p. 5 (Jan. 9, 1980). - 

GOLD COINS AS LEGAL TENDER IN SOUTH AFRICA 

Under section 12 of the South African Mint and Coinage Act,l/ 
Republican and Transvaal gold coins are legal tender provided their 
weights are not less than: 

Krugerrand 
1/2 Krugerrand 
1/4 Kurgerrand 
1/10 Krugerrand 
Two Rand 
Rand 

33.718 grams 
16.859 grams 
8.429 grams 
3.372 grams 
7.938 grams 
3.961 grams2/ - 

Prepared by Belma Bayar 
Legal Specialist 
Near Eastern and African Law Division 
Law Library, Library of Congress 
March, 1982 

1/ African Mint and Coinage Act No. 78 of 1964 as amended In 4 
~tatuFes of the Republic of South Africa classified and annotated 
From 1910-. 345 (Durban, Butterworth & Co.). 

2/ First Schedule to the South African Mint and Coinage ~ c t  
16. aT 351. - 



Additional Dissenting Views of Congressman Henry S. Reuss 

The procedures followed by the Chair in presenting for 
Commission approval the compendious text of this Report provided 
little opportunity for discussion by Commission Members and none 
for competent professional review of the many facts cited and 
assertions made. 

As a result, the text contains many controversial historical 
judgments, statements of opinion presented as fact, and choices of 
tone and emphasis with which many specialists would not agree. I 
have sought to point these out by providing extensive footnotes. 
To further provide the reader of this Report with a balanced view, 
I am including here as part of my own Views for printing in full 
at this point in the Report, several papers by a distinguished 
expert on gold, Dr. Edward M. Bernstein, dated October 16, 1980, 
March 25, 1981, June 17, 1981, and November 19, 1981. 
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RL~ORT NO. 80/19 

IS A RETURN TO THE GOID STANDARD FEASIBLE? 

October 16, 1980 

Swmnary and conclus ions 

The pe r s i s t en t  i n f l a t i o n  has revived i n t e r e s t  i n  t h e  gold standard and two 
b i l l s  have been introduced in t h e  Congress t o  r e s t o r e  a gold standard. This r e f l e c t s  
an idea l iza t ion  of t he  100 years of t he  c l a s s i c a l  gold standard as an  e r a  of g rea t  
monetary s t a b i l i t y  and economic progress. In f a c t ,  p r i ce s  rose  and f e l l  a l t e r n a t e l y  
by 50 per  cent  o r  more over periods of 29 o r  30 years ,  depending on gold production. 
The gold standard was marked by recur r ing  c r i s e s  which sometimes degenerated i n t o  
panics. In the  United S ta t e s  t he re  were 12 such panics and c r i s e s  between 1815 and 
1914, apar t  from numerous milder recessions. The g rea t  depressrons t h a t  occurred 
twice in the  nineteenth century and even more des t ruc t ive ly  in the  1930s reaul ted  
from the  in t e rac t ion  o f  wartime i n f l a t i o n  and the  gold standard. 

These problema were cawed by the  r i g i d i t i e s  imposed by the  c l a s s i c a l  gold 
standard. The monetary u n i t  w a s  defined as a f ixed weight of gold and t h i s  gold 
value of the currency w a s  immutable. Money was maintained equivalent t o  gold by the  
f r e e  coinage of gold and the redemption of money in gold. Most important, the  money 
supply was Zfmited by the gold reserve and monetary pol icy  had t o  respond t o  the  in- 
flow o r  cnrtflow of gold. In the  grea t  depression of 1929-33, the  Federal Reserve 
eased monetary pol icy,  bu t  i n t e rmi t t en t ly  r a i s ed  the  discount  r a t e  when there  was an  
outflow of gold. From 1928 t o  1933, the  money supply f e l l  by 25 per  cent.  The t i e  
between the money supply and gold reserves became inoperat ive a f t e r  World War 11. 
When the gold reserve became inadequate t o  support t he  expanding money supply, the  
gold reserve requirements were reduced and f i n a l l y  eliminated. 

The Bretton Woods system w a s  designed t o  p r w i d e  exchange s t a b i l i t y  and con- 
v e r t i b i l i t y  of currencies  without the  r i g i d i t y  of t he  gold standard. Two problems 
related t o  gold emerged i n  t he  1950s and 1960s. F i r s t ,  t he  amount of gold added t o  
the monetary s tock was inadequate and the  growth of reserves w a s  met by a moderate 
increase in o f f i c i a l  holdings of do l la rs .  Second, t he  growing preference f o r  gold 
over d o l l a r s  resu l ted  i n  a sharp reduct ion of U.S. gold reserves f r an  1957 t o  1969. 
Nevertheless, t he  Bretton Woods system worked reasonably we l l  u n t i l  t he  i n f l a t i o n  
compelled the United S t a t e s  t o  terminate gold c o n v e r t i b i l i t y  and abandon the  par  
value of t he  do l l a r .  Af t e r  1973, t he  f r e e  market p r i c e  of gold rose  rap id ly  and 
reached $275 an ounce i n  mid-1979. Because of t he  p o l i t i c a l  upcer ta in ty  r e s u l t i n g  
from the  events in I r an  and Afghanistan t h e  p r i c e  rose t o  a peak of $850 an  ounce in 
January 1980 but  has  dropped s ince  then t o  $670 an  ounce. 

The r e s to ra t ion  of a gold standard would compel t he  monetary a u t h o r i t i e s  t o  
maintain the  equal value of gold and the  d o l l a r  a t  a f ixed p r i c e  and t o  l i m i t  t he  
money supply through gold reserve requirements. The sharp f luc tua t ions  i n  t he  pr ice  
of gold during the  pas t  two years  show t h a t  it would be d i f f i c u l t  t o  maintain gold 
conve r t ib i l i t y  a t  a f ixed p r i c e  under present  conditions.  Nor would i t  be possible 
t o  have an adequate growth of gold reserves t o  allow f o r  the  trend increase of the 
money supply. It is impract ical  t o  r e s t o r e  a gold standard a t  t h i s  time. It would 
f i r s t  be necessary t o  end the  in f  l a t i o n  and t o  maintain s t a b i l i t y  of the foreign ex- 
change value of the  d o l l a r  r e l a t i v e  t o  the  o the r  major currencies .  I f  t h i s  could be 
achieved, t he re  would be no need f o r  a r e t u r n  t o  a gold standard. 



I s  a Return t o  the Gold Standard Feasible? 

Prices  and c r i s e s  under t he  gold s tandard 

The p e r s i s t e n t  i n f l a t i o n  and t h e  i n a b i l i t y  of t h e  United S t a t e s  t o  r e s t o r e  
monetary s t a b i l i t y  has led t o  proposals t o  r e t u r n  t o  t h e  gold standard. B i l l s  have 
been introduced in  the  Congress t o  establish a gold co in  s tandard and a f l e x i b l e  gold 
standard based on an adjus tab le  p r i c e  f o r  gold. More important, Publ ic  law 96-389, 
au thor iz ing  the  increase of t he  U.S. quota i n  t h e  In t e rna t iona l  Monetary Fund, pro- 
vides f o r  t he  establishment of a Caamissim of l5 members under t h e  chairmanship of 
the  Secretary of t he  Treasury with t h e  following duty: 

T h e  Carmission s h a l l  conduct a s tudy t o  assess and make 
recammendations with regard t o  t h e  pol icy  of t he  U.S. Government con- 
cerning the  r o l e  of gold i n  t h e  domestic and in t e rna t iona l  monetary 
s y s t e m  and s h a l l  t ransmit  t o  Congress a r epor t  containing i ts  f indings 
and reconmendations not l a t e r  than  one year  a f t e r  t he  d a t e  of enactment 
of  t h i s  Act." 

The i n t e r e s t  i n  re turn ing  t o  a gold standard r e f l e c t s  t h e  view t h a t  i f  t he  
c r ea t ion  of money were l imited,  t he  i n f l a t i o n  would s top  f o r  lack  of  t he  monetary 
f u e l  t h a t  powers it. Much of t he  support f o r  a r e t u r n  t o  t he  gold s tandard,  however, 
is based on an ideal ized view of the  100 years  of the  c l a s s i c a l  gold 8 t a n d a r d . a ~  an  
age of unparal le led monetary s t a b i l i t y  and econaaic progress. The f a c t  is t h a t  under 
the  gold standard p r i ce s  ro se  and f e l l  f o r  20 t o  30 years  a t  a time so  t h a t  the  h i s to ry  
of p r i ce s  i n  t h a t  period was one of a l t e r n a t e  i n f l a t i o n  and def la t ion .  palgrave's 
~ i c i i o n a r ~  of ~ o l i ; i c a l  Economy discussed the  behavior of p r i ce s  under t he  i o l d  stand- 
ard i n  these  terms (Vol. 11, p. 222, col .  2 and p. 223, col.  1): 

"Under these  complicated inf luences [ a f f ec t ing  the  supply of 
and demand f o r  gold] it  would be su rp r i s ing  i f  t h e  value of gold re -  
mained s t a b l e  over long per iods  of time. For sho r t  per iods t h i s  value 
has grea t  s t a b i l i t y  owing t o  t he  high proport ion t h a t  t he  t o t a l  s tock  of 
gold bears  t o  any poss ib le  changes i n  t he  amount demanded o r  supplied. An 
exception may perhaps be made i n  cases  where i n f l a t e d  c r e d i t  i s  suddenly 
shaken. . . But over long periods g rea t  changes have taken p lace  i n  t he  
value of gold. These changes have been on t h e  whole i n  t he  d i r e c t i o n  of 
deprec ia t ion  [ i n f l a t i o n ] ,  bu t  t h e r e  have been long periods of progressive 
apprec ia t ion  [def la t ion]  . " 

The f i r s t  of these i n f l a t i o n  peaks w a s  i n  1814 a f t e r  p r i c e s  had r i s e n  sharply 
i n  Europe because of t he  Napoleonic wars and i n  t h e  United S t a t e s  because of the  War 
of 1812. From then t o  1843, t h e  U.S. wholesale p r i c e  index f e l l  by near ly  60 per  
cent .  Inc identa l ly ,  i n  1834 the  United S t a t e s  r a i s ed  the  p r i c e  of gold from $19.39 
an ounce t o  $20.67 an ounce i n  order  t o  change t h e  mint r a t i o  of gold t o  s i l v e r  from 
15:l  t o  16:l. Af te r  1843, wholesale p r i c e s  i n  t h e  United S t a t e s  ro se  by 157 per  cent  

* This paper w a s  prepared by M r .  Bernstein f o r  a hearing on the  f e a s i b i l i t y  of a 
r e t u r n  t o  the  gold standard held by the  Subcammittee on Mines and Mining of the  
I n t e r i o r  Af fa i r s  Committee of t h e  House of Representatives.  This subcommittee 
is primari ly  concerned with the  e f f e c t  t h a t  a r e t u r n  t o  t he  gold standard would 
have on the  U.S. gold mining industry.  



i n  the 21 years  t o  1864. Most of the  r i s e ,  however, occurred during the  C i v i l  War-- 
t ha t  i s  when the term i n f l a t i o n  was coined-- and pr ices  f e l l  moderately i n  the  f o l -  
lowing ten years.* In Europe, which was on a spec ie  standard-- s i l v e r ,  gold, o r  
bimetallism- p r i ce s  rose  by about 60 per  cent  i n  the  30 years t o  1873. 

In t h a t  year,  a l l  of t he  g rea t  t rad ing  count r ies  began t o  follow t h e  newly- 
created German Empire in abandoning the  s i l v e r  standard o r  the  b ime ta l l i c  standard 
and adopting a gold standard. This g rea t ly  increased the  dependence of t he  world 
econamy on gold production t o  provide the  reserves necessary f o r  t he  growth of t he  
money supply. It w a s  a l s o  the  beginning of a new period of def la t ion .  Frun 1873 t o  
1896, wholesale p r i ce s  f e l l  by 49 p e r  cent  in t he  United S ta t e s ,  but  s l i g h t l y  less in 
Europe. After  t h e  d e f l a t i o n  ended, t h e  U.S. wholesale p r i c e  index rose  by 233 per  
cent  between 1896 and 1920, mostly during World War I. Even from 1896 t o  1913, how- 
ever,  U.S. wholesale p r i ce s  rose by 50 per  cent. It is  i n t e r e s t i n g  t o  note  t h a t  the  
high cos t  of l iv ing ,  popularly knawn as HCL, was a Democratic campaign i ssue  i n  t he  
e l ec t ion  of 1912. Frcm 1920 t o  1932, t he  U.S. wholesale p r i c e  index f e l l  by 58 per  
cent ,  although most of t h e  f a l l  occurred in 1921. Af t e r  t h i s  e a r l y  postwar plunge in 
farm pr ices ,  the  U.S. wholesale p r i c e  index f e l l  by one-third i n  1922-32. 

WHOIESAIE PRICE INDEX OF TEE UNITED SATE, 1861-1980 
Bureau of U b o r  S t a t i s t i c s  

1957-59=100; Rat io s c a l e  

The gold standard w a s  marked by recur r ing  monetary c r i s e s  sometimes degen- 
e r a t ing  i n t o  f i n a n c i a l  panics. In  h i s  Business Annals, Willard Thorp i d e n t i f i e s  12 
such c r i s e s  o r  panics  in the  United State!, and seven i n  England in the  hundred years  
from 1815 t o  1914. The c r i s e s  were periods a t  the  peak of the  business cycle  when 

* Ear l  Hicks, in an  a r t i c l e  i n  t he  Southern Econunic Journal  (January 1940), s a id  
t h a t  t he  term i n f l a t i o n  w a s  f i r s t  used by Alexander d e l  Mar i n  a pamphlet, 'The 
Great Paper Bubble, or the  Caming Financial  Explosion," issued by the  Democratic 
Party i n  the campaign of 1864. Hicks wrote: "The f ron t i sp i ece  of t he  pamphlet 
shows Secretary [of t h e  Treasury] Chase nonchalantly blowing bubbles i n  the  eco- 
nomic system. One huge bubble sits upon h i s  pipe,  and Del Mar undertakes t o  prove 
t h a t  t h i s  bubble is  about t o  break-- not only because of i ts g rea t  s i z e ,  but because 
i t s  ' i n f l a t i o n '  has been accompanied by an unequal expansion of its various parts ."  
Kurt Singer i n  h i s  a r t i c l e  on "Inflat ion,"  Handwoerterbuch des Staatswissenshaften, 
Vol. V, p. 466, asks,  "Erste Vewendung des Wortes?" 



vhen i t  was not possible t o  meet t h e  increased demand fo r  currency and c r e d i t  s o  
tha t  p r i ce s  plunged and i n t e r e s t  r a t e s  soared. The panics were extreme c r i s e s  
usual ly accompanied by numerous bankruptcies .  In England, the c r i s e s  were due t o  
the r i g i d i t y  of the Bank Charter  Act of 1844 and the  modest s i z e  of t he  f r e e  gold 
reserves t h a t  the  Bank of England customari ly  held. This mode it impossible t o  m e e t  
currency needs i n  an emergency except  by suspending the gold reserve provision of 
the Act which was done on a number of  occasions. In  the  United S ta t e s ,  t he  na t iona l  
banking system provided no f l e x i b i l i t y  a t  a l l  in t he  i ssue  of currency and t h a t ,  as 
Professor 0. M. W. Sprague wrote i n  h i s  study f o r  t he  National Monetary Conmission 
(1908-12), vrs the cause of t h e  r e c u r r e n t  c r i s e s .  

1. CRISES AND PANICS I N  THE UNITED STATES AND UNITED KINGDOM, 1815-1914 

United S ta tes  United Kingdom 
Year Crisis o r  panic* C omen t Year Cr i s i s  o r  panic* Carment 

Crisis 
Panic 
Panic 
Panic 
Panic 
Panic 
Panic 
Panic 
Panic 
Crisis 
Panic 
C r i s i s  

1815 Crisis 
1825 Panic 
1836 Panic 
1847 Panic 
1857 Panic 
1866 Crisis 
1890 Crisis 

Violen t  

Severe 
Severe 

Severe 

* This does not include 14 r eces s ions  i n  the  United S ta tes  and nine i n  the  United 
Kingdan which a r e  not c l a s s i f i e d  as c r i s e s  o r  panics ,  although some were accanpanied 
by f i n a n c i a l  stringency. The t a b l e  is adapted from Willard Thorp, Business Annals, 
page 42 f o r  the  United S t a t e s  and page 44 f o r  the  United Kingdan. 

The grea t  depressions t h a t  occurred twice i n  the nineteenth century and 
reached a new leve l  of s eve r i t y  i n  1929-33 were the  r e s u l t  of the  in t e rac t ion  of 
grea t  wars and the  gold standard. I n  b r i e f ,  the  war i n f l a t i o n  exhausted the  money- 
c r ea t ing  power of a gold s tandard system. A s  a consequence, it w a s  not poss ib le  t o  
continue t h e  grwth of t he  money supply a t  a r a t e  t h a t  would have sustained t h e  p r i c e  
l e v e l  reached during or  imnediately a f t e r  t he  w a r .  Furthermore, t he  i n f l a t i o n  engen- 
dered by the  w a r  was very unequal among t h e  be l l i ge ren t s ,  s o  t h a t  the maintenance of 
the  gold standard or  the r e t u r n  t o  t h e  h i s t o r i c a l  gold pa r i t y  of the currency required 
the  more in f l a t ed  countr ies  t o  d e f l a t e  t h e i r  p r i ce s  and costs.  This created centers  
of d e f l a t i o n  i n  the world econwy which spread fram country t o  country. The r e s u l t  
w a s  a grea t  depression i n  which coun t r i e s  competed in de f l a t ing  the  money supply fn 
order t o  pro tec t  t h e i r  gold reserves .  

What t he  gold standard requi res  

There have been many forms of t h e  gold standard, but they a11 had a few 
elements i n  camon. F i r s t ,  t he  va lue  of t h e  currency was defined a s  a fixed weight 

'o f  gold and t h i s  gold p a r i t y  w a s  regarded a s  hanutable. I f  the  gold standard had t o  



be abandoned i n  time of w a r ,  i t  was a moral imperative t o  r e s to re  it promptly a f t e r  
the war a t  the  h i s t o r i c a l  pa r i t y .  Second, a l l  forms of money were maintained equiva- 
l e n t  i n  value t o  gold. This required t h e  f r e e  coinage of gold t o  prevent the  value 
of money from r i s i n g  above t h a t  fo r  gold and t h e  gold c o n v e r t i b i l i t y  of the  currency 
t o  prevent the value of money from f a l l i n g  below t h a t  f o r  gold. Third, t he  money 
supply was l imited by t h e  gold reserve. The usua l  l i n k  w a s  t o  r equ i r e  a proport ionate  
gold reserve aga ins t  t h e  currency and depos i t  l i a b i l i t i e s  of t h e  c e n t r a l  bank. Be- 
s ides ,  t he  monetary a u t h o r i t i e s  were expected t o  change t h e i r  pol icy in response t o  
the  inflow or outflow of gold. 

By these  t e s t s ,  t he  gold standard came t o  a n  end in the  g rea t  depression of 
t he  1930s. Although by Executive Order under t h e  Gold Reserve Act of 1934, t he  United 
S ta t e s  defined the  d o l l a r  as 1/35 of an ounce of  gold, t h e r e  w a s  no requirement of 
conver t ib i l i ty .  The Secretary of t h e  Treasury, however, undertook t o  convert d o l l a r s  
i n t o  gold f o r  fore ign  monetary a u t h o r i t i e s ,  bu t  no t  f o r  p r i v a t e  holders ,  e i t h e r  do- 
mestic o r  foreign. This necess i ta ted  a major change i n  t h e  operat ion of the  interna-  
t i o n a l  monetary system. Unt i l  1933, exchange r a t e s  were kept  wi th in  a narrow range 
( the gold poin ts )  by exchange and bu l l i on  dea lers .  When a currency reached the  lower 
l i m i t  of the  range, they converted the  currency i n t o  gold, shipped it t o  t he  country 
whose currency w a s  at t h e  upper l i m i t  of t h e  range, converted the  gold i n t o  t h a t  cur- 
rency, and so ld  it in t h e  exchange market. Centra l  banks bought and so ld  gold f o r  
t h e i r  asn currencies;  they d id  not o r d i n a r i l y  in te rvene  i n  t h e  exchange market. The 
Gold Reserve Act canpelled fore ign  monetary a u t h o r i t i e s  t o  intervene i n  the  exchange 
market i f  they wanted t o  s t a b i l i z e  t h e  d o l l a r  exchange r a t e s  f o r  t h e i r  currencies .  

The most important change in the  gold s tandard w a s  no t  s t a t e d  in the  Gold Re- 
serve Act, bu t  emerged in U.S. monetary p o l i c i e s  i n  t h e  next  t h ree  decades. An essen- 
t i a l  element of t h e  c l a s s i c a l  gold s tandard w a s  t h a t  t h e  money supply must be l imi ted  
by the  gold reserves  and a change in the  gold reserves  should be followed by a change 
in monetary policy-- an  increase i n  t h e  discount  r a t e  when the re  w a s  a gold outflow 
and a decrease i n  t he  discount r a t e  when the re  w a s  a gold inflow. This aspec t  of t he  
gold standard had a l ready  became tenuous i n  t h e  1920s as noted by Keynes i n  t h e  Trac t  
on Monetary Reform, p. 198. 

"The theory on which t h e  Federal  Reserve Board is supposed t o  
govern its discount pol icy,  by re ference  t o  t he  i n f l u x  and e f f l u x  of gold 
and t h e  proport ion of gold t o  l i a b i l i t i e s ,  i s  as dead as mutton. It per- 
ished, and perished ju s t ly ,  as soon as t h e  Federal  Reserve Board began t o  
ignore its r a t i o  and t o  accept  gold without a l lowing it t o  exe rc i se  i ts  
f u l l  influence, merely because an expansion of c r e d i t  and p r i ce s  seemed a t  
t h a t  moment undesirable.  . . For the  p a s t  two years  t h e  United S t a t e s  
has pretended t o  maintain a gold standard. In  f a c t ,  it has es tab l i shed  a 
d o l l a r  s tandard;  and instead of ensuring t h a t  t h e  value of t he  d o l l a r  s h a l l  
conform t o  t h a t  of gold, it makes provis ion,  a t  g r e a t  expense, t h a t  the  
value of gold s h a l l  conform t o  t h a t  of t he  dollar. ' '  

Of much g r e a t e r  importance w a s  t h e  concern of t he  monetary a u t h o r i t i e s  t o  
pro tec t  t h e  gold reserve  during the  g rea t  depression. A t  t h e  end of 1928, t he  gold 
reserves of  t he  United S t a t e s  were $3.75 b i l l i o n ,  and they increased gradual ly t o  
$4.63 b i l l i o n  a t  t h e  end of August 1931. The abandonment of t h e  gold s tandard by 
Br i t a in  i n  September 1931 r e su l t ed  i n  a l a r g e  outflow of gold from the  United S t a t e s  
and at t h e  end of October 1931 the  reserves  were down t o  $3.91 b i l l i o n .  The discount  
r a t e  a t  the  Federal  Reserve Bank of New York had been reduced from 6 per  cent  i n  
October 1929 t o  1-1/2 per  cent  i n  May 1931 because of t he  severe depression. Af t e r  



the  outflow of gold, the  r a t e  was r a i s ed  t o  2-1/2 per  cent  on October 9th and t o  
3-1/2 per  cent on October 16, 1931. This ha l t ed  the outflow of gold and the  re -  
serves remained s t a b l e  a t  about $4.00 b i l l i o n  u n t i l  Apr i l  1932. A renewed outflow 
began then and the  reserves f e l l  t o  $3.47 b i l l i o n  at the  end of June 1932, p a r t l y  
i n  response t o  t h e  reduction of  t h e  discount  r a t e  t o  3 per  cent  and 2-112 per  cent  
aa t he  depression deepened. Nevertheless,  t h e  reserves recovered t o  $3.81 b i l l i o n  
i n  February 1933. On March 3, 1933, however, t h e  last day of t he  old Administra- 
t i on ,  the  discount r a t e  w a s  r a i s ed  t o  3-112 per  cent  because of a run on t h e  d o l l a r ,  
mainly in te rna l .  

In t h e  g rea t e s t  depression in U.S. h i s to ry ,  t h e  money supply as measured 
by currency outs ide banks p lus  demand depos i t s  adjusted f e l l  from $26.7 b i l l i o n  at 
the  end of 1928 t o  $19.8 b i l l i o n  at  the  end of 1933-- a decrease of 26 per  cent. A 
broader money supply, including time depos i t s  a t  camuercial banks, mutual savings 
banks, and t h e  pos t a l  savings system, f e l l  from $55.4 b i l l i o n  a t  t he  end of 1928 t o  
$41.5 b i l l i o n  at  the  end of 1933-- a decrease of 25 per  cent. While monetary pol icy 
was d i rec ted  toward pro tec t ing  the  gold reserve,  which w a s  s l i g h t l y  higher  at the  
end of the  recession than a t  t he  beginning, t h a t  w a s  not the  main reason f o r  t h e  
de f l a t i on  of t he  money supply. The depression reduced the  demand f o r  c r e d i t ;  and 
the  f a l l  in pr ices ,  p r o f i t s  and incomes placed pressure on the  solvency of banks 
and t h e i r  a b i l i t y  t o  supply c red i t .  The Federal  Reserve was not  bold enough i n  
countering these  def la t ionary  forces  u n t i l  t h e  depression had become very severe. 

2. ASSETS OF FEDERAL RESERVE BANKS, 1928-33 

Mil l ion do l l a r s ;  end of year 
1928 1929 1930 1931 1932 1933 

Gold reserves 
Other reserves 
B i l l s  discounted 
B i l l s  bought 
U.S. Government s e c u r i t i e s  

(Bonds ) 
(Notes) 
(Ce r t i f i ca t e s )  
(B i l l s )  

Other a s s e t s  

TOTAL ASSETS 

Addendum: 
Tota l  gold reserves,  includingTreasury 3,746 3,900 4,225 4,052 4,045 4,012 

Currency outs ide  banks 3,593 3,557 3,605 4,470 4,669 4,782 
Dernand depos i t s  adjusted,  a l l  banks 23,081 22,809 20,967 17,412 15,728 15,035 
Time depos i t s  at  commercial banks 19,761 19,192 19,012 l5,366 13,631 11,019 
Other time deposi ts  8,925 8,997 9,664 10,613 10,826 10,696 

TOTAL MONETARY ASSETS 

The t o t a l  a s s e t s  of t he  Federal Reserve Banks, which a r e  the  source of cur-  
rency and bank reserves,  declined i n  1930, ro se  considerably i n  1931 and 1932, and 
rose sharply in 1933. This was accompanied by a g rea t  change i n  the  canposi t ion of 
.the a s s e t s  of the  Federal Reserve Banks, a p a r t  from t h e i r  gold and other  reserves 



which accounted f o r  much of the increase i n  t o t a l  a s s e t s  from 1928 t o  1933. A t  the  
end of 1928, discounts were $1.06 b i l l i o n  and b i l l s  bought and holdings of Government 
s e c u r i t i e s  were $717 mil l ion.  By the end of 1933, discounts  were dawn t o  $98 mi l l ion ,  
but b i l l s  bought and U.S. Government s e c u r i t i e s  had increased t o  $2.57 b i l l i o n .  Ex- 
cluding gold and o ther  reserves,  the  t o t a l  of a l l  o the r  a s s e t s  of the  Federal Reserve 
Banks f e l l  by 20 per  cent  from the  end of  1928 t o  t he  end of 1930, but  rose  by 53 per  
cent  i n  the  following three  years  t o  t h e  end of 1933. 

The increase  i n  t he  monetary p r i c e  of gold f r a n  $20.67 an ounce t o  $35 an  
ounce created t h e  condit ions necessary f o r  recovery. It strengthened the  competit ive 
pos i t i on  of t he  United S t a t e s  in world t r ade  and provided the  add i t i ona l  gold reserves 
t o  support a more expansionis t  monetary pol icy  i f  t h a t  w a s  regarded as necessary. h 
a bas ic  way, however, t he  gold standard w a s  changed a f t e r  1934. The d o l l a r  w a s  s t i l l  
conver t ib le  i n t o  gold f o r  fore ign  monetary a u t h o r i t i e s  and the  gold reserve require-  
ments were unchanged, bu t  t h e  Treasury and t h e  Federal  Reserve no longer allowed the  
gold reserves  t o  govern the  money supply. This became apparenk very soon when the  
flood of gold i n t o  the  United S t a t e s  a f t e r  t he  devaluat ion increased the  gold reserves  
from $4.0 b i l l i o n  ( a t  $20.67 an  ounce) a t  the  end of 1933 t o  $22.8 b i l l i o n  ( a t  $35 an  
ounce) a t  the  end of 1941. In an attempt t o  avoid t h e  enormous expansion of t he  money 
supply t h a t  t h e  inflow of gold would have neces s i t a t ed ,  t h e  Treasury so ld  b i l l s  t o  
finance i t s  purchases of gold which it then  placed i n  an  inac t ive  account. The mount- 
ing i n t e r e s t  cos t  as the  gold p i l e d  up f i n a l l y  l ed  t h e  Treasury t o  t e r n i n a t e  t he  in- 
a c t i v e  account and t o  monetize t he  gold it had previously bought. 

A q u i t e  d i f f e r e n t  problem, however, emerged during World War I1 when the  gold 
reserves were reduced by $2.7 b i l l i o n  while  t he  wartime expansion of the  money supply 
continued unabated. From the  end of 1941 t o  t he  end of 1945, currency outs ide  banks 
increased from $9.6 b i l l i o n  t o  $26.5 b i l l i o n ,  demand depos i t s  ' increased from $39.0 b i l -  
l i on  t o  $75.9 b i l l i o n ,  and time depos i t s  increased f r a n  $27.7 b i l l i o n  t o  $48.5 b i l l i o n .  
A s  i t  was evident  t h a t  with the  continued expansion of t he  money supply the  somewhat 
smaller  gold reserves would not  be adequate t o  meet the  requirements on Federal  Reserve 
notes and on t h e  deposi t  l i a b i l i t i e s  of t he  Federal  Reserve Banks, l e g i s l a t i o n  was en- 
acted i n  1945 reducing the  gold reserve  requirements. The gold reserves became inade- 
quate f o r  t he  money supply again i n  t he  l a t e  1950s and 1960s and the  reserve requi re -  
ments were reduced twice more u n t i l  they were f i n a l l y  eliminated. Without the  l imi t a -  
t i o n  imposed by the  gold reserves  on the  money supply, t he  United S t a t e s  could not  be 
sa id  t o  have been on a t r u e  gold standard. 

Bretton Woods and the  gold s tandard 

The Bret ton Woods system w a s  intended t o  provide exchange s t a b i l i t y  and con- 
v e r t i b i l i t y  of currenc,ies without the  r i g i d i t i e s  of t he  gold standard. The par  values 
of currencies  were expressed i n  gold as a cammon denominator and members were obl igated 
t o  keep the  exchange r a t e s  f o r  t h e i r  cu r r enc ie s  w i t h i n  1 per  cent  of the  par  value. 
Members were expected to follow p o l i c i e s  conducive t o  exchange s t a b i l i t y ,  bu t  not t o  
reduce output and employment o r  t o  i n f l a t e  t h e i r  p r i c e s  and cos t s  i n  order  t o  maintain 
the  par  value. Instead,  a country could change the  par  value of i ts  currency as a 
means of ad jus t ing  a la rge  and prolonged imbalance i n  i ts  payments. Members a l s o  had 
t o  e s t a b l i s h  c o n v e r t i b i l i t y  of t h e i r  cur renc ies  f o r  monetary a u t h o r i t i e s ,  bu t  not 
necessar i ly  i n  gold. The United S t a t e s  e l ec t ed  t o  buy and s e l l  gold f r e e l y  f o r  in- 
t e rna t iona l  se t t lements ,  an obl iga t ion  i t  undertook vo lun ta r i l y  as an a l t e r n a t i v e  t o  
the  r e spons ib i l i t y  f o r  intervening in t h e  exchange market o r  con t ro l l i ng  exchange 
' ra tes  t o  keep them wi th in  the  prescr ibed range. 



Although the  Bretton Woods system was not a gold standard, the  Fund Agree- 
ment took cognizance of the important monetary r o l e  of gold, pa r t i cu l a r ly  a s  a re -  
serve a s se t .  Members were required t o  pay p a r t  of t h e i r  quota subscript ions i n  gold, 
and the  IMF sold foreign exchange t o  members f o r  gold a s  we l l  a s  f o r  t h e i r  own cur- 
rencies .  Countries whose currencies  were held by the  IMF i n  excess of 75 per  cent  
of t h e i r  quotas had t o  repurchase t h e i r  cur renc ies  when t h e i r  reserves improved and 
t o  mpke t h e  repurchases in gold and conver t ib le  currencies  in proport ion t o  the in-  
crease i n  t h e i r  holdings of such reserves.  Members were a l s o  required t o  pay charges-- 
t r a n s a c t i a s  fees  and i n t e r e s t  on drawings- i n  gold unless  t h e i r  holdings were too  
small. Thus, t he  IMF accumulated 153 mi l l i on  ounces of gold before t he  s a l e  of sane 
of its holdings in 1976-80. 

The Bretton Woods Agreement authorized the  IMF t o  s e t  margins above and below 
the  par  value f o r  the  gold t ransac t ions  of i ts members. This provis ion w a s  intended 
t o  prevent t h e  emergence of de f ac t0  exchange r a t e s  which departed too much from the 
par  value. Thus, i f  a country so ld  gold a t  much more than $35 an ounce, it  would 
have created an impl ic i t  exchange r a t e  f o r  i ts  currency below the  par  value. Under 
t h i s  provision, t h e  IMF f o r  a time forbade members from deal ing i n  gold i n  t he  premium 
markets. The premium disappeared i n  1953. When t h e  f r e e  market p r i ce  threatened t o  
r i s e  considerably above $35 an ounce aga in  i n  1960, t h e  United S t a t e s  and severa l  
o ther  count r ies  es tab l i shed  a gold pool which bought and so ld  gold in t h e  Iondon mar- 
ket .  It succeeded in keeping the  p r i c e  c lo se  t o  $35 an  ounce u n t i l  speculat ion i n  
gold increased,enonnously following the  devaluat ion of s t e r l i n g  in September 1967. 
Af te r  s e l l i n g  near ly  100 mi l l i on  ounces in the  four th  qua r t e r  of 1967 and the f i r s t  
quar te r  of 1968, the  members of t h e  gold pool announced t h a t  they would no longer 
buy o r  s e l l  gold in the  f r e e  market. 

Two other  problems r e l a t e d  t o  gold emerged under t he  Bretton Woods system. 
F i r s t ,  it becsme apparent i n  t h e  1950s t h a t  t he  amount of newly-mined gold added t o  
the  monetary s tock was inadequate t o  provide f o r  t h e  t rend  growth of reserves.  From 
the  end of 1950 t o  the  end of 1957, t he  aggregate gold reserves of a l l  count r ies  and 
in t e rna t iona l  i n s t i t u t i o n s  increased a t  an average annual r a t e  of $550 mi l l ion .  In  
addi t ion ,  foreign o f f i c i a l  a s s e t s  i n  t he  United S t a t e s  increased a t  an average annual 
r a t e  of $470 mil l ion.  The dependence on U.S. balance of payments d e f i c i t s  f o r  such 
a la rge  p a r t  of the  increase of reserves  was ominous f o r  t he  d o l l a r  and f o r  the in-  
t e r n a t i o n a l  monetary system. The a l t e r n a t i v e s  t o  continued and accelerated growth 
of o f f i c i a l  d o l l a r  holdings were a unifoxm increase  i n  t he  p r i ce  of gold i n  a l l  cur- 
renc ies  o r  t he  c rea t ion  of a sew reserve a s s e t  by the  ZMF. The decis ion was made t o  
c r ea t e  Spec ia l  Drawing Rights and t o  a l l o c a t e  them t o  m d e r s  i n  proport ion t o  t h e i r  
quotas. Three i ssues  were made i n  1970-72 and i ssues  were made again i n  1979 and 
1980 with another  scheduled f o r  t h e  beginning of 1981. 

The second problem which emerged a f t e r  1957 was the  growing preference of 
fore ign  monetary a u t h o r i t i e s  f o r  gold over do l l a r s .  U.S. gold reserves were about 
the  same a t  t he  end of 1957 a s  a t  the  end of 1950. Thus, nearly a l l  of t he  d e f i c i t  
on an  o f f i c i a l  reserve bas i s  was financed throu* the  increase i n  o f f i c i a l  d o l l a r  
holdings. F r w  the  end of 1957 t o  t h e  end of 1969, however, U.S. gold reserves de- 
creased by $11.0 b i l l i o n  while fore ign  o f f i c i a l  a s s e t s  i n  t he  United S ta t e s ,  including 
normarketable U.S. Government s e c u r i t i e s  denominated i n  foreign cur renc ies ,  increased 
by $5.9 b i l l i o n .  The accumulation of o f f i c i a l  a s s e t s  i n  the  United S t a t e s  continued 
a t  a r a t e  of about $500 mi l l ion  a year ,  but  t he  r e s t  of t he  growing d e f i c i t  was met 
by a reduct ion of nearly $1.0 b i l l i o n  a year  i n  U.S. gold reserves.  The g rea t e r  
conversion of d o l l a r s  i n t o  gold w a s  a l s o  p a r t l y  due t o  t he  very small amount of 
newly-mined gold added t o  the monetary stock-- $2.4 b i l l i o n  i n  1957-69 of which 



$1.0 b i l l i o n  was acquired by the IMF. The enormous U.S. d e f i c i t  i n  1970 and the 
f i r s t  th ree  quarters of 1971 was financed by an  increase  of $28.9 b i l l i o n  in fore ign  
o f f i c i a l  a s s e t s  in  the United S ta tes  and by a reduct ion  of only $1.65 b i l l i o n  U.S. 
gold reserves,  but t ha t  was because fo re ign  coun t r i e s  were asked not t o  convert dol-  
l a r s  i n t o  gold even before c o n v e r t i b i l i t y  w a s  terminated in A u p s t  1971. 

The g rwing  o f f i c i a l  preference f o r  gold had l i t t l e  e f f e c t  on the  f r e e  mar- 
ke t  p r i c e  u n t i l  1973. Although the  p r i c e  i n  London rose  by about 20 per  cent  above 
the  monetary pr ice  a f t e r  the  terminat ion of sales by the  gold pool i n  1968, it was 
back t o  $35.25 an ounce by the end of 1969. The two devaluations of t he  d o l l a r  re -  
su l t ed  i n  a moderately large increase i n  t h e  p r i c e ,  bv t  it was s t i l l  b e l ~  $100 an 
ounce u n t i l  the f loa t ing  of t he  d o l l a r  in March 1973. Since then, the  p r i c e  of gold 
has increased enormously, although most of the increase  w a s  in the  pas t  18 months. 
A t  the  end of 1978, the p r i ce  of gold in landon w a s  $226.00 an ounce. By the  end of 
October 1979, the pr ice  had r i s e n  t o  $375.00 an ounce. In the following three  months 
the  p r i c e  rose t o  a peak of $850 an  ounce on January 21, 1980. It f e l l  t h e r e a f t e r  t o  
$485.75 an ounce on Apri l  3rd and has recovered s i n c e  then t o  about $670 an ounce a t  
present.  Unti l  1978, the increase in t h e  d o l l a r  p r i c e  of gold w a s  mainly a response 
t o  the  i n f l a t i o n  and the depreciat ion of  t h e  d o l l a r  i n  terms of the s t ronges t  currency, 
usua l ly  the Swiss f rmc .  The enormous r i s e  i n  l a t e  1979 and ea r ly  1980 w a s  due t o  t he  
p o l i t i c a l  uncertaint ies  a r i s i n g  fram the  s e i z u r e  of t h e  American hostages by I r an  and 
the  invasion of Afghanistan by the  Soviet  Union. 

3. DOLIAR PRICE OF GOf9 I N  UNDON, 1953-80 

Dollars per t roy  ounce; end of year  o r  mdnth 
Year Price Year R i c e  Month Pr ice  

1979- Mar. 
June 
Sep t . 
Dec. 

1980- Jan. 
Feb . 
Mar. 
Apr . 
M Y  
June 
July 
Aug. 
Sep t . 
Oct. 14 

Source: Lnternational Financial S t a t i s t i c s ,  Yearbook 1980, p. 42, and Oct. 1980, p. 38 

The Bretton Woods system functioned very we l l  u n t i l  about 1965. Not only 
were exchange r a t e s  f o r  the major cur renc ies  very s t a b l e  a f t e r  the devaluations of 
1949, bu t  pr ices  changed l e s s  than they had i n  corresponding periods a f t e r  previous 
g rea t  wars. The U.S. wholesale p r i c e  index rose  by 52 per  cent f r a r  1945 t o  1948, but  
t h a t  w a s  a r e su l t  of the termination of p r i c e  con t ro l s  which had suppressed the  w a r -  
time i n f l a t i o n  and kept the index f a i r l y  s t a b l e  from 1942 t o  1945. The wholesale 



pr i ce  index rose again by 11 per  cent i n  1951 because of the  Korean war. In  the 
following 13 years t o  1964, however, t h i s  index rose by l e s s  than 4 per cent ,  and 
from 1958 t o  1964 the index w a s  v i r t u a l l y  unchanged. There has never been a period 
of g rea t e r  p r i c e  s t a b i l i t y  i n  U.S. h i s t o r y  than i n  these  seven years. Moreover, 
a f t e r  World War I1 t he  world economy avoided a g rea t  depression, cyc l i ca l  f luctua-  
t i ons  were more moderate, and the  growth of output and employment was g rea t e r  than 
a t  any time i n  the  past .  

The Bretton Woods system broke down because of t h e  prolonged i n f l a t i o n  i n  
t he  United States .  The i n f l a t i o n  or iginated i n  the  Vietnam w a r  and investment born 
of 1965-68. It w a s  aggravated by adverse changes i n  t he  terms of t rade ,  pa r t i cu l a r ly  
the  huge increases  i n  the  p r i c e  of o i l ,  by the  l ag  i n  t h e  improvement of product ivi ty ,  
and most important by the  excessive increase of wages because of t h e i r  formal or  in- 
formal l i n k  t o  the consumer p r i ce  index. Because of these developments, it w a s  in- 
ev i t ab l e  t h a t  the  par value of the  d o l l a r  and i ts  c o n v e r t i b i l i t y  i n t o  gold would 
have t o  be abandoned. The United S ta t e s  not only decided t o  l e t  t he  d o l l a r  f l o a t ,  
but i t  led the  movement t o  diminish the  r o l e  of gold i n  t he  in t e rna t iona l  monetary 
system. A t  the  30th Annual Meeting of the  Board of Governors of t he  PIF, a resolu- 
t i o n  w a s  adopted endorsing the  s a l e  of 50 mi l l i on  ounces of i t s  gold-- 25 mi l l ion  
ounces t o  be sold at auct ion with t h e  p r o f i t s  placed i n  a t r u s t  fund f o r  the benef i t  
of low-incame members and 25 mi l l i on  ounces t o  be so ld  t o  members i n  proportion t o  
t h e i r  quotas a t  t h a t  time a t  t h e  book value of SDR 35 a n  ounce ( r e s t i t u t i o n ) .  The 
Board of Governors a l s o  e x p ~ e s s e d  i ts  approval of including i n  a forthcoming amend- 
ment t he  a b o l i t i o n  of an o f f i c i a l  p r i c e  f o r  gold and the  el iminat ion of the  require-  
ments f o r  gold payments by members t o  t he  PIF. These provis ions a r e  now embodied 
i n  the  Second Amendment t o  t he  Fund Agreement. 

Can the  gold standard be res tored?  

It is always poss ib le  t o  e s t a b l i s h  a gold standard i f  a country is wi l l i ng  
t o  accept t he  r e s t r a i n t s  t h a t  t h i s  e n t a i l s  and the economic consequences t h a t  may 
ensue. The minimum t e s t s  of a gold standard a r e  (1) t he  maintenance of the  equal 
value of the  currency and gold by the  monetary a u t h o r i t i e s  through the  purchase and 
s a l e  of gold f r e e l y  a t  a f ixed p r i ce ;  and (2) l i m i t a t i o n  of the  money supply through 
gold reserve requirements, including the  obl iga t ion  t o  reduce the money supply when 
there is  a diminution of t he  gold reserves.  A s  a p r a c t i c a l  matter, a gold standard 
can funct ion properly only a s  p a r t  of an  in t e rna t iona l  monetary system. Otherwise, 
sudden changes i n  the  supply of o r  demand f o r  gold would f a l l  e n t i r e l y  on one country, 
a s  it did on the  United S t a t e s  a f t e r  1934. Purchases and s a l e s  of gold by the  mone- 
t a ru  a u t h o r i t i e s  a t  a va r i ab l e  f r e e  market p r i c e  do not c o n s t i t u t e  a gold standard. 
Such t ransac t ions  a r e  merely another  form of in te rvent ion  i n  t he  exchange market and 
another type of open market operation. 

Those who advocate a r e t u r n  t o  t h e  gold standard assume t h a t  i t  would be 
possible  t o  s e l e c t  sane p r i ce  of gold t h a t  would enable t he  monetary a u t h o r i t i e s  t o  
maintain the  equivalence of gold and currency without being drained of t h e i r  gold 
reserves o r  being swamped by a b a c k f l w  of gold from hoarders,  inves tors ,  and specu- 
l a to r s .  The change i n  the  p r i c e  of gold s ince  1973, and p a r t i c u l a r l y  i t s  v o l a t i l i t y ,  
should make one skep t i ca l  of t h i s  p o s s i b i l i t y .  It was poss ib le  t o  maintain the equiv- 
a lence of the value of money and gold f o r  generations under t he  c l a s s i c a l  gold stand- 
ard because t h e  a l loca t ion  of p r iva t e  monetary a s s e t s  t o  gold and money had been 
adapted t o  t h e  t r a d i t i o n a l  monetary p r i c e  i n  t h e  course of centuries .  Changes i n  
the preference f o r  gold r e l a t i v e  t o  money were small  and took place gradually,  but 



the monetary a u t h o r i t i e s  could keep gold and money equal ly a t t r a c t i v e  i n  t he  long 
run by allowing c m o d i t y  pr ices  t o  r i s e  or  f a l l  with changes i n  the  cos t  of pro- 
ducing gold and i n  t he  sho r t  run by changing i n t e r e s t  r a t e s  which raised o r  lowered 
the opportunity cos t  of holding gold instead of money. 

A s  the p r i c e  of  gold has ranged between $226 an ounce and $850 a n  ounce i n  
the  pas t  two years,  i t  is  not poss ib le  t o  say now at  what p r i c e  t he  monetary au thor i -  
t i e s  could expect t o  maintain the  equivalence of gold and money under s t a b l e  monetary 
conditions. I f  gold were a n  ordinary camnodity, with production and consumption 
usual ly about equal ,  a p a r t  from r e l a t i v e l y  small changes i n  s tocks ,  it would be pos- 
s i b l e  t o  est imate what t he  p r i c e  would be i f  supply and demand were a t  t rend levels .  
In the long run, t h e  p r i c e  would have t o  r e f l e c t  t h e  cos t  of production and demand 
would be adjusted t o  the  r e l a t i v e  p r i c e  of gold and o ther  canrmodities. The supply of 
and demand f o r  gold does not  f i t  t h i s  pat tern.  Production accounted f o r  about 59 per  
cent  of the supply in 1976-79 and consumption in the  a r t s  and industry accounted f o r  
70 per cent of t he  p r i v a t e  absorpt ion of gold. The p r i c e  has f luc tua ted  sharply i n  
t h i s  period without any apparent r e l a t i o n  t o  changes i n  production or  i n  the  absorp- 
t i o n  of gold i n  the  a r t s  and industry. 

The present  p r i c e  of gold and the  f luc tua t ions  i n  the  p a s t  two years  were 
brought about by t h e  demand of hoarders,  inves tors ,  and speculators .  Their  demand is 
f o r  holding gold as an  asset, but  t he  va lue  of gold cannot be determined i n  t he  same 
way a s  the value of o ther  assets. It is poss ib le  t o  est imate the  value of such typ i -  
c a l  a s s e t s  a s  s tocks and bonds because they a r e  incane-earning a s s e t s .  Their  value 
i s  detennined by discounting the fu tu re  flow of earnings,  and f o r  bonds a l s o  the  re -  
tu rn  of pr inc ipa l ,  a t  cur ren t  i n t e r e s t  r a t e s .  One may e r r  i n  pro jec t ing  t h e  flow of 
earnings and the  secu r i ty  of t h e  p r inc ipa l  of a bond, o r  the  appropriate  i n t e r e s t  
r a t e  a t  which the  flows should be discounted, but  t h e  method of va lua t ion  is c l ea r .  
Even the value of undeveloped land can be estimated by discounting the  projected 
flow of earnings, although the re  is g rea t e r  uncer ta in ty  about t he  earnings. A s  gold 
is  not an i n c w e  earning asset, it cannot be valued i n  t h a t  way. Its s o l e  r e tu rn  t o  
the owner is through a rise i n  pr ice .  What makes the  p r i c e  of gold $670 an  ounce 
today is t h a t  buyers expect t he  p r i c e  t o  be about $760 an ounce a year f r a n  now. 

The view t h a t  t he  p r i c e  of gold w i l l  increase  a t  a r a t e  i n  excess of the  
i n t e r e s t  r a t e  assumes t h a t  the  present  p r i c e  is j u s t i f i e d  by economic condit ions and 
t h a t  the i n f l a t i o n  w i l l  acce le ra te .  The i n f l a t i o n  of i t s e l f ' d o e s  not j u s t i f y  the  
enormous increase i n  t h e  p r i c e  of gold t o  i t s  present  leve l .  A t  $670 an aunce, t he  
purchasing power of gold a s  measured by the  U.S. wholesale p r i c e  index (290.8 i n  
September 1980 on a 1957-59 base)  is nearly t h ree  times a s  high a s  a t  the  two pre- 
vious peaks- in 1896 when the  index w a s  25.4 and the  p r i c e  of gold w a s  $20.67 an 
ounce, and i n  1934 when the  index was 41.0 and the  p r i c e  of gold w a s  $35 a n  ounce. 
The recent  r i s e  in the  p r i c e  of gold was not  i n  response t o  the  acce l e ra t ion  of in-  
f l a t i o n  but t o  the  p o l i t i c a l  s i t u a t i o n  i n  I ran  and Afghanistan. Without saying t h a t  
world peace was an e s s e n t i a l  element of the  c l a s s i c a l  gold s tandard,  it is a f a c t  
t h a t  the p o l i t i c a l  d i sorder  i n  the  world adds t o  t he  d i f f i c u l t y  of maintaining t h e  
equivalence of gold and currency a t  a f ixed pr ice .  

I f  the  monetary a u t h o r i t i e s  were t o  e s t a b l i s h  a gold standard now with the  
p r i ce  a t  c lose  t o  the  present  f r e e  market p r i c e  a de t e r io ra t ion  of the p o l i t i c a l  
s i t u a t i o n  could cause an  enormous outflow of gold and a sharp cont rac t ion  of the 
money supply, even i f  the economic s i t u a t i o n  shot ld  became more s t ab l e .  On t he  
other  hand, i f  reasonable p r i c e  s t a b i l i t y  were res tored  and the  p o l i t i c a l  s i t u a t i o n  
improved, the  monetary a u t h o r i t i e s  could be confronted with an  enormous backflow of 



gold which would necess i ta te  an expansion in the  money supply. From the f l o a t i n g  of 
the d o l l a r  i n  1973 t o  1979, inves tors  and specula tors  increased t h e i r  holdings i n  the  
f0t-m of bu l l i on  by about 66 mi l l ion  ounces and hoarders increased t h e i r  holdings i n  
the form of coins,  facsimile  coins,  medals and medallions by about 55 mi l l i on  ounces. 
A l a rge  pa r t  of these holdings, p a r t i c u l a r l y  those of inves tors  and speculators ,  could 
be so ld  t o  t h e  monetary a u t h o r i t i e s  if t h e  gold s tandard were restored and p r i c e  Sta- 

b i l i t y  achieved. It is worth not ing  t h a t  they reduced t h e i r  holdings by about 16 m f l -  
l i on  ounces in 1969-72 a f t e r  t h e i r  huge purchases in 196748. 

4. SUPPLY OF GOID AND ITS ABSORPTION PRIVATE USES, 1968-79 

SUPP l p  (Mil l ion ounces) Pr iva te  absorption 
fibduction Communist O f f i c i a l  To ta l  supply Industry# Coins and Investors ,  

s a l e s  sales* = absorpt ion metals speculators@ 

* Sales  by monetary a u t h o r i t i e s ,  including XKF, ne t  of purchases. 
# Jewelry, d e n t i s t r y ,  e l ec t ron ic s ,  and o ther  i n d u s t r i a l  and decorative uses. 
@ Net purchases (or s a l e s )  i n  t h e  fonn of bu l l i on  derived as a zesidual. 

It would a l s o  be very d i f f i c u l t  t o  maintain the  gold standard i f  it  were 
restored.  Under a gold standard, t he  increase of the  money supply is limited by t h e  
increase  i n  t he  gold reserves. AssMling t h a t  confidence i n  currencies were res tored  
so r e l a t i v e l y  l i t t l e  of the supply would be absorbed by hoarders,  investors  and specu- 
l a t o r s ,  t h e  growth of the  monetary s tock  of gold would depend un ncwly-mined produc- 
t i o n ,  n e t  s a l e s  of the  C c a r m m i s t  coun t r i e s ,  and the  consumption of the  a r t s  and in-  
dustry.  The production of gold outs ide  the  Comnunist count r ies  reached a peak of 4 1  
m i l l i o n  ounces in 1970, f e l l  t o  3 1  mf l l ion  ounces i n  1975, and hPs remained a t  t h a t  
l e v e l  s ince  then. The decl ine w a s  almost a l l  in South African production, although 
output of o the r  a reas  was a l s o  d m  s l i g h t l y .  The smaller  output of South Africa may 
be p a r t l y  due t o  r e a l  fac tors ,  but  it is mainly due t o  the pol icy of mining and m i l l -  
i n g  lower grades of ore  a s  t he  p r i c e  of gold increases .  In the  f i r s t  e ight  months of 
1980, South African production was 3.6  per  cent  l e s s  than in 1979 and sane of the  out-  
put  w a s  added t o  reserves instead of being so ld  i n  t h e  f r e e  market. 

Sales  by the  Camntnist count r ies ,  near ly  a l l  by the  Soviet Union, were very 
l a rge  i n  1972-79. These s a l e s  a r e  f o r  the  purpose of acquir ing foreign exchange t o  
f inance Fmports from the West. S a l e s a r e  highly v o l a t i l e ,  f luc tua t ing  d i r e c t l y  with 
the  Soviet  balance of payments d e f i c i t  and inverse ly  with the  p r i c e  of gold. An 



a r t i c l e  i n  the Financial  Times, September 15, 1980, s t a t e s  t h a t  the  Soviet Union has 
sold no gold i n  the Zurich market s ince  January 1980 when i t  del ivered about 160,000 
ounces, although it may have so ld  some gold d i r e c t l y  t o  oil-producing count r ies .  The 
Soviet balance of payments seems t o  have been somewhat b e t t e r  t h i s  year a s  indicated 
by i t s  claims and l i a b i l i t i e s  i n  t he  Eurocurrency market. In any case, the  gold s a l e s  
of the Soviet Union a r e  h ighly  va r i ab l e  and cannot be regarded as a r e l i a b l e  source 
f o r  addi t ions  t o  the  monetary s tock  of gold. 

Even i f  hoarding, inves t ing  and speculat ion were t o  f a l l  t o  the  moderate 
leve ls  of the ea r ly  1960s, t h e  supply of gold t h a t  could be added t o  the  monetary 
stock would be very amall. The absorpt ion of gold i n  t h e  arts and industry has ex- 
ceeded newly-mined gold by 20 per  cent  i n  1976-79, although same of t he  gold purchased 
by f ab r i ca to r s  may have gone i n t o  inventories .  This occurred i n  s p i t e  of a la rge  re -  
duction i n  such use of gold i n  1979 because of t h e  high p r i c e  and the  slowdown i n  some 
i n d u s t r i a l  countr ies .  Perhaps, i f  a gold standard with a f ixed p r i c e  of gold were re-  
s tored,  the  gold producing count r ies  might increase  t h e i r  output.  But unless  there  
were an adequate, s teady,  and assured growth of t he  monetary s tock of gold, i t  would 
not be possible  f o r  a gold standard system t o  funct ion e f f ec t ive ly .  

The e x i s t i n g  s tock  of monetary gold, a p a r t  from the  holdings of t he  Communist 
countr ies ,  is wet 1.13 b i l l i o n  ounces, including holdings of t he  in t e rna t iona l  mone- 
t a ry  i n s t i t u t i o n s .  Most count r ies  car ry  these  reserves  a t  an  average market value 
over a preceding period,  although the  United S t a t e s  s t i l l  values i t s  holdings a t  t he  
old monetary p r i c e  of $42.22 an ounce. No l a rge  country has monetized its gold re -  
serves a t  the  present  pr ice.  These gold holdings c o n s t i t u t e  a huge r e se rvo i r  of 
assets.  t h a t  would f r e e  t h e  in t e rna t iona l  monetary system from dependence on add i t  ions 
t o  the monetary s tock f o r  the  growth of t h e  monetary base. Countries could'monetize 
t h e i r  gold holdings a t  a regulap r a t e  t o  assure  t he  monetary growth t h a t  they regard 
a s  necessary. Sa les  of gold could a l s o  be made out of these  gold holdings without 
the  necess i ty  of d e f l a t i n g  the  money supply, and purchases of gold could be added t o  
these gold holdings i f  they were financed by s a l e s  of Treasury b i l l s  without i n f l a t i n g  
the  money supply. However, i f  t he  monetary a u t h o r i t i e s  followed such p o l i c i e s ,  making 
the money supply independent of the  increase o r  decrease i n  t he  gold reserves ,  i t  
could not be sa id  t h a t  t he  country was on the  gold standard. 

The b i l l s  introduced i n  t h e  Senate (S. 3181) and the  House of Representatives 
(H.R. 7874) would e s t a b l i s h  gold c o n v e r t i b i l i t y  of t he  d o l l a r  o r  a gold coinage irmne- 
d i a t e l y  o r  wi th in  a few months. This a t t i t u d e  of urgency i n  e s t ab l i sh ing  a kind of 
gold standard is  reminiscent of the debate on the  resumption of spec ie  payments a f t e r  
the  C iv i l  War. Some people thought it would be prudent t o  accumulate a l a rge r  gold 
reserve and t o  reduce the  amount of greenbacks i n  c i r c u l a t i o n  before undertaking 
specie  payments. Others,  among them Chief J u s t i c e  Chase, who had been Secretary of 
the Treasury during the  wartime i n f l a t i o n ,  believed t h a t  no delay was necessary, t h a t  
"the way t o  resume is  t o  resume." Inherent i n  t h i s  approach is the  assumption t h a t  i f  
i n t e r - conve r t ib i l i t y  of gold and d o l l a r s  were es tab l i shed  a t  some p r i c e  previously 
determined i n  the  New York market, purchases of gold from o r  s a l e s  of gold t o  t h e  
Federal Reserve Banks would by themselves a d j u s t  the  money supply t o  an amount appro- 
p r i a t e  t o  the  monetary p r i c e  of gold. That could e n t a i l  a la rge  cont rac t ion  of t he  
money supply through Federal Reserve s a l e s  of gold o r  an excessive expans ion of t he  
money supply through Federal Reserve purchases of gold. It would be i r o n i c  i f  t he  
r e s to ra t ion  of the  gold standard were i t s e l f  t o  have a se r ious ly  des t ab i l i z ing  e f f e c t  
on the money supply. Actual ly,  i t  is  quest ionable whether the  monetary systems con- 
templated i n  the  b i l l s  r e f e r r ed  t o  above could be regarded a s  a gold standard i n  the  
usual meaning of t h i s  term. 



The gold standard is  not an end i n  i t s e l f  but a means of achieving ce r t a in  
objectives. The f i r s t  i s  t o  res tore  and maintain a reasonably high degree of s t a -  
b i l i t y  of prices and costs. This cannot be achieved autamatically by es tabl ishing 
gold conver t ib i l i ty  of the dollar .  It requires greater  budgetary d isc ip l ine ,  a more 
cautious monetary policy, and the l imi ta t ion  of the  increase of incomes t o  the in- 
crease of productivity. The second object ive i n  t o  achieve greater  s t a b i l i t y  of 
exchange rates. I n i t i a l l y ,  the  t a r g e t  could be t o  maintain the  average foreign ex- 
change value of the do l l a r  within a moderately broad range r e l a t i v e  t o  the  other 
currencies in a un i t  of Special Drawing Rights-- the  D-mark, s t e r l i n g ,  the  French 
franc, and the  yen. Ultimately the  d o l l a r  would have t o  be s t a b l e  in terms of each 
of these currencies. Zhat would necess i ta te  keeping d m  the in f l a t ion  t o  the  same 
r a t e  aa in the most s t ab le  i n d u s t r i a l  country and giving greater  consideration t o  
the behavior of the exchange r a t e  i n  fonmrlating monetary policy. These a r e  the 
conditions tha t  would have t o  be established before the  United Sta tes  could safely 
return t o  a gold standard. I f  the  United Sta tes  could achieve such a degree of 
pr ice  and exchange s t a b i l i t y ,  there would be no need f o r  a gold standard. 

Finally, it should be noted tha t  the  Second Amendment t o  the  Fund Agreement 
contains important provisions r e l a t i n g  t o  gold. Ar t i c le  IV, Section 2 (b) s t a t e s  
tha t  the  permissible exchange arrangements "may include the  maintenance by a member 
of a value f o r  i ts currency in t e r n  of the  Special Drawing Right or another denami- 
nator, other than gold, selected by the  member." Article IV, Section 4 s t a t e s  tha t  
the IMF may determine by an 85 per cent majority tha t  in ternat ional  economic condi- 
t ions permit the introduction of a widespread system of exchange arrangements based 
on s table  but  adjustable par values. I f  the  IMF makes such a determination, then 
Schedule C, paragraph 1 provides t h a t  it "shall no t i fy  members t h a t  par values may 
be established i n  terms of the  Spec5al Drawing Right, o r  i n  terms of such other 
ccmmon denominator a s  is prescribed by the  Fund. The conmon denominator s h a l l  not 
be gold or a currency." These provisions do not prohibit  the United Sta tes  from 
giving gold a r o l e  i n  the dcmestic monetary system. I f  the Cammission established 
by Public I a w  96-389 should recarmend the res tora t ion of a par value f o r  the dol- 
l a r ,  however, it would h a w  t o  be in terms that  conform t o  the Second Amendment 
of the IMF Agreement. 
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Sumnrry and conclusions 

Same members of t he  Congress and sane economists whose views ca r ry  weight 
i n  t h e  Administration be l ieve  t h a t  it is necessary t o  r e s t o r e  t h e  gold standard ia 
order  t o  end the  in f l a t i on .  In f a c t ,  p r i ce s  were not  s t a b l e  under t he  gold stand- 
ard and the  a l t e r n a t e  i n f l a t i o n  and de f l a t i on  caused g rea t  hardship. The gold 
standard survived u n t i l  World War I because t h e  maintenance of the  gold value of 
the currency w a s  t he  s o l e  objec t ive  of economic policy. Af te r  being res tored  with 
grea t  d i f f i c u l t y  in 1925-30, the  gold standard col lapsed again i n  the  grea t  depres- 
s ion  of t he  1930s. The Bret ton Woods syrtem of f ixed p a r i t i e s ,  es tab l i shed  a f t e r  
World War 11, functioned reasonably w e l l  f o r  about 20 years ,  bu t  it came under 
s t r e s s  i n  t he  1960s and was abandoned i n  1973. The main reasons were the  i n a b i l i t y  
of t h e  bn''-d S t a t e s  t o  keep the  d o l l a r  equal ly attractive with gold, p a r t l y  be- 
cause of tile inadequate growth i n  the  monetary s tock of gold, bu t  mainly because 
of the  i n f l a t i o n  t h a t  has pe r s i s t ed  f o r  l5 years.  

It would not  be poss ib le  t o  r e s t o r e  t h e  gold standard even i f  t he  United 
S t a t e s  and o ther  count r ies  were t o  succeed in ending the  in f l a t i on .  Because of 
t he  huge rise in the  p r i c e  of gold and i ts g rea t  v o l a t i l i t y  i n  the  pas t  two years ,  
t he re  is a danger t h a t  any monetary p r i c e  would p r w e  t o  be too  high o r  t oo  low and 
became the  source of renewed ins tab i l i ' ty .  The dec l ine  i n  gold production and the  
increase in the  i n d u s t r i a l  use of gold would make i t  d i f f i c u l t  t o  maintain a n  ade- 
quate growth i n  t h e  monetary s tock of gold, a problem t h a t  became acute  in 1950-65. 
The large amount of gold absorbed by speculators  in recent  years r e f l e c t s  not only 
f ea r  of i n f l a t i o n ,  bu t  the  tense  in t e rna t iona l  p o l i t i c a l  s i t ua t ion .  F ina l ly ,  it  
would be impossible t o  maintain gold c o n v e r t i b i l i t y  of the  d o l l a r  while t he  o i l -  
exporting count r ies  have enonnous cur ren t  account surpluses  and most of the  o i l -  
importing count r ies  have large d e f i c i t s .  I f  i n f l a t i o n  were ended and f luc tua t ions  
i n  exchange r a t e s  were moderated, however, it would be poss ib le  t o  e s t a b l i s h  a new 
system of f ixed  par  values based on Special  Drawing Rights, with t h e  d o l l a r  and 
o ther  currencies  conver t ib le  i n  SDRs. 

The b e s t  way t o  r e s t o r e  f ixed par  values and c o n v e r t i b i l i t y  i n  SDRs would 
be t o  e s t a b l i s h  a Reserve Settlement Account i n  which members of the  IMF would de- 
p o s i t  t h e i r  fore ign  exchange reserves and SDRs i n  r e t u r n  f o r  a c r e d i t  balance i n  
SDRs. Balance of payments set t lements  would be made through t r a n s f e r s  of SDRs be- 
tween monetary au tho r i t i e s .  I f  the  United S t a t e s  had a balanced payments pos i t ion ,  
it could not  be subjected t o  massive conversions of d o l l a r s  i n t o  SDRs because most 
of the  o f f i c i a l  holdings would be deposited with t h e  Reserve Settlement Account and 
the United S t a t e s  would receive reserve a s s e t s  i n  set t lement  of i ts  surplus.  Con- 
fidence i n  currencies  would be strengthened i f  a r o l e  f o r  gold were found i n  the  
in t e rna t iona l  monetary system. That cannot be done now, bu t  a f t e r  t he  i n f l a t i o n  
has ended, t he  p a t t e r n  of i n t e rna t iona l  payments is b e t t e r  balanced, and gold 
speculation has subsided, the  PIF could s e t  a monetary p r i c e  f o r  gold in SDRs. 
Members would be inv i t ed  t o  depos i t  p a r t  of t h e i r  gold i n  the  Reserve Settlement 
Account i n  r e tu rn  f o r  SDRs and the PIF could buy gold offered t o  i t  which would be  
placed i n  t h e  Reserve Settlement Account. 



Is There an Al te rna t ive  t o  the Gold Standard?* 

Humpty Dumpty sat on a wal l ,  
Humpty Dumpty had a g rea t  f a l l ;  
A l l  t he  King's horses  and a l l  the  King's men 
Cannot put  Humpty Dumpty together  again. 

Mother Goose 

Rise and f a l l  of t he  gold s tandard 

The prolonged i n f l a t i o n  has inevi tab ly  given r i s e  t o  the  question whether it 
is due t o  an inherent defect  i n  the  monetary system. Some c r i t i c s  say t h a t  it  w i l l  
not be poss ib le  t o  end the  i n f l a t i o n  u n t i l  the monetary a u t h o r i t i e s  a r e  compelled t o  
l i m i t  the c r ea t ion  of money by r e s t o r i n g  same kind of gold standard. There seems t o  
be i n t e r e s t  i n  t he  Congress i n  e s t ab l i sh ing  some kind of monetary l i n k  t o  gold. This 
r e f l e c t s  widespread d i s s a t i s f a c t i o n  with the  present  monetary system. It is usefu l ,  
therefore  t o  consider how the  gold standard worked during the  period of its preemi- 
nence, why tempts t o  r e s t o r e  sane form of the  gold standard have h i t h e r t o  f a i l e d ,  
and what o ther  means there  may be f o r  imposing monetary d i sc ip l ine .  

The c l a s s i c a l  gold s tandard i n  Great B r i t a i n  l a s t e d  from 1816, when the  
sovereign was made the standard coin by Act of Parliament, u n t i l  1914 when the con- 
v e r t i b i l i t y  of Bank of England notes  i n t o  gold sovereigns w a s  terminated de fac to .  
Through most of these hundred years ,  t he  United Kingdom was the  only country on the 
gold s tandard,  with other  count r ies  on a s i l v e r  o r  b ime ta l l i c  standard. A s  :he s o l e  
bas is f o r  the in t e rna t iona l  monetary system, the clas .s ica1 gold standard reigned f o r  
a much sho r t e r  period-. from 1873 t o  1914. In these f o r t y  years ,  gold came t o  be 
universa l ly  accepted a s  the idea l  monetary standard, l i t t l e  sho r t  of being d iv ine ly  
created f o r  t h a t  purpose. A departure from the  gold standard could be j u s t i f i e d  
only by the  exigencies of a g rea t  w a r .  And when t h i s  occurred, the  f i r s t  ob jec t ive  
i n  economic reconstruct ion had t o  be the  r e s to ra t ion  of gold c o n v e r t i b i l i t y  of the 
currency a t  its h i s t o r i c a l  pa r i t y .  

This quasi-mystical a t t i t u d e  toward the gold standard had very l i t t l e  t o  do 
with what we would now regard a s  t he  c e n t r a l  r o l e  of money i n  the  economic sys tm- -  
regula t ing  production, d i s t r i b u t i o n  and u t i l i z a t i o n  of t he  na t iona l  income. Nor w a s  
t he  gold standard regarded by 19th century economists a s  successful  i n  maintaining 
p r i c e  s t a b i l i t y .  On the  contrary: as W. S. Jevons pointed out i n  h i s  Money and t h e  
Mechanism of Exchange, p r i c e  f l uc tua t ions  were enormous and d is rupt ive ,  

11 . . . [There] i s  abundance of evidence t o  p r w e  t h a t  t he  
value of gold has undergone extensive changes. Between 1789 and 1809, 
it f e l l  i n  the r a t i o  of 100 t o  54, o r  by 46 pe t  cent.  . . From 1809 
t o  1849, it rose again i n  t he  extraordinary r a t i o  of 100 t o  245, o r  by 
145 per  cent ,  rendering government annui t ies  and a l l  f ixed payments, 
extending w e r  t h i s  per iod,  almost two and a h a l f  times a s  valuable  
a s  they were i n  1809. Since 1849 [ t o  18631 the value of gold has 
again f a l l e n  t o  t he  ex ten t  of a t  l e a s t  20 per  cent  and a c a r e f u l  
study . . . shows t h a t  f l uc tua t ions  of from 10 t o  25 per  c e n t ,  
occur i n  every c r e d i t  cycle." (pp. 325-26). 

* This paper was prepared by Edward M. Bernstein f o r  a symposium on the  in te rna-  
t i o n a l  monetary svstem s ~ o n s o r e d  bv the  Lehrman I n s t i t u t e .  



Most American businessmen regarded these p r i ce  f luc tua t ions  a s  an unavoid- 
ab le  par t  of the gold standa6d. Other economic groups, however, were more c r i t i c a l  
of the gold standard and the measures taken t o  r e s t o r e  and maintain it,  p a r t i c u l a r l y  
from 1873 t o  1896. Farmers found t h e  f a l l i n g  p r i ce s  a heavy burden f o r  them a s  pro- 
ducers and debtors.  Long before Bryan became the  champion of bimetallism, the Green- 
back Party opposed the r e t i r i n g  of greenbacks a s  a means of r e s to r ing  spec ie  payments. 
In s p i t e  of the g rea t  importance of ag r i cu l tu re  i n  t h e  U.S. economy of the 19th cen- 
tury ,  fanners had only a l imited influence on monetary policy. They did succeed, 
however, i n  freezing the  outstanding greenbacks i n  May 1878 and i n  g e t t i n g  i n t e r -  
mi t ten t  purchases of s i l v e r  by the Treasury u n t i l  it w a s  ended i n  November 1893. 

Labor i n  t h i s  country and in Europe a l s o  suffered from the  def la t ion .  Ac- 
cording t o  t he  National Bureau of Economic Research, more than h a l f  of t h e  period 
from January 1873 t o  December 1897 was marked by recession or depression. The worst 
time was from December 1873 t o  May 1885 when the economy w a s  i n  recession o r  depres- 
s ion i n  three-fourths  of these 11-1/2 years.  This w a s  not  an environment i n  which 
labor could expect much i n  the  way of wage increases ,  although r e a l  wages did r i s e .  
According t o  the a r t i c l e  on the  gold standard i n  Palgrave's Dictionary of P o l i t i c a l  
Econany, "the general l eve l  of wages [ i n  t he  United Kingdom] w a s  probably a s  l o w  in  
1905 a s  i n  1870; though the  f a c t  of t he  f a l l ,  and e spec i a l ly  its amount, i s  not s o  
ce r t a in  as the  f a l l  i n  [pr ices  o f ]  conanodities" (Vol. 11, p. 223, column 2) .  Com- 
p l a in t s  about t he  gold standard disappeared when p r i ce s  rose a f t e r  1896. 

The c l a s s i c a l  gold standard w a s  destroyed by the  i n f l a t i o n  of World War I. 
In the United S ta tes ,  p r ices  doubled between 1914 and 1920 and i n  some o ther  coun- 
t r f e s  they rose  threefold o r  more. Under the  circumstances, a l l  of the  be l l i ge ren t s  
except the  United S ta t e s  terminated the  c o n v e r t i b i l i t y  of t h e i r  currencies  i n t o  gold. 
After  t he  war, i t  w a s  general ly  agreed t h a t  the gold standard should be res tored  a s  
promptly a s  possible.  A t  the same time, it w a s  recognized t h a t  some means would 
have t o  be devised t o  secure g rea t e r  s t a b i l i t y  i n  the purchasing power of gold-- 
tha t  is, i n  the  l eve l  of c m o d i t y  pr ices .  

One d i f f i c u l t y  i n  r e s to r ing  the gold standard was the  g rea t ly  increased 
need f o r  gold reserves because of the very large monetary e x p a n s i ~ n  during World 
War I. It w a s  hoped t o  l imi t  the need f o r  gold by withdrawing gold coin from c i r -  
cu la t ion  and by wider use of the gold exchange standard. When the  United Kingdom 
resumed gold conve r t ib i l i t y  i n  1925, i t  was i n  bu l l i on  r a t h e r  than i n  coin;  and a s  
other  count r ies  res tored  the  gold standard, i t  w a s  t o  a la rge  extent  based on d d l l a r  
and s t e r l i n g  reserves.  In f a c t ,  by 1930 more than one-fourth of t o t a l  i n t e rna t iona l  
monetary reserves consis ted of foreign exchange. Nevertheless,  Professor Gustav 
Cassel warned of a possible  shortage of gold reserves and the League of Nations 
appointed a committee of experts  t o  study the  gold problem. 

The newly res tored  gold standard soon collapsed i n  the worldwide de f l a t i on  
of t he  1930s. The huge monetary expansion during World War I g rea t ly  reduced the  
money-creating power of gold standard count r ies  by absorbing most of t h e i r  f r e e  
gold; and gold production a f t e r  the  war w a s  not enough t o  support the much higher  
leve l  of pr ices .  Moreover, i n  the  United Kingdom the  r e s t o r a t i o n  of the  h i s t o r i c a l  
do l l a r - s t e r l i ng  p a r i t y  grea t ly  overvalued s t e r l i n g ,  while i n  some count r ies  the new 
p a r i t i e s  g rea t ly  undervalued t h e i r  currencies .  The r e s u l t i n g  imbalance i n  in te rna-  
t i o n a l  payments was aggravated by the  sharp  increase i n  U.S. t a r i f f s  i n  1930. These 
adverse developments created the  severe worldwide depression t h a t  compelled the 
abandonment of gold p a r i t i e s ,  f i r s t  by the United Kingdom i n  1931, then by the United 
S ta t e s  i n  1933, and f i n a l l y  by the  gold bloc in 1935-36. 



The in te rna t iona l  monetary system establ ished a t  Bretton Woods i n  1964 m s  
intended t o  prevent a postwar depression and t o  secure the bene f i t s  of exchange s t a -  
b i l i t y  without the r i g i d i t y  of t h e  gold standard. Members of the In te rna t iona l  Hone- 
t a r -  Fund were required t o  e s t a b l i s h  a par  value f o r  t h e i r  currencies  i n  terms of 
gold o r  the  U.S. d o l l a r  of the  gold content of 1944, and t o  maintain exchange r a t e s  
within one per  cent of the  par  value. A member could change the  par  vcrlue of i ts  
currency a f t e r  consul tat ion with t h e  MP and in most instanter only v i t h  i ts  a p p r m l ,  
i f  t h a t  w a s  necessary t o  ad j u s t  i t s  balance of payments. The MF had large rerources 
t o  extend c r e d i t  t o  i ts  members t o  be used i n  conjunction with t h e i r  am reserves in 
financing balance of payments d e f i c i t s .  Members were required t o  convert balances 
of t h e i r  currencies held by t h e  monetary a u t h o r i t i e s  of o the r  countr ies ,  but t he  
con=rsions could be i n  cur renc ies  r a t h e r  than gold. Only the  United S ta t e s  under- 
took t o  buy and ee l1  gold f r e e l y  f o r  i n t e rna t iona l  settlements. 

The Bretton Woods system worked reasonably well  u n t i l  about 1%7. S t r a ins  
i n  t he  system f i r s t  began t o  emerge in 1958, mainly because the  European countr ies  
were unable t o  s a t i s f y  t h e i r  p refer red  holdings of gold r e l a t i v e  t o  do l l a r s  f r an  the 
addi t ion  of newly-mined gold t o  t h e i r  reserves.  The s i t u a t i o n  becume worse a f t e r  
1967 when the  i n f l a t i o n  caused a l a rge  increase in the U.S. payments d e f i c i t  and an 
w a n t e d  s .? tary expansion in t h e  surp lus  countr ies .  A s  the  d e f i c i t  became m a a i m  
in 1970 and the f i r s t  ha l f  of 1971, t h e  Treasury f e l t  campelled t o  te rn ina te  the  con- 
v e r t i b i l i t y  of the  dol la r .  A new p a t t e r n  of par  values w a s  es tabl ished by the  Smith- 
sonian Agreement i n  December 1971 which provided f o r  a devaluat ion of the d o l l a r  and 
a revaluat ion of the c u k e n c i e s  of t he  surplus  countr ies .  The United S ta t e s  d id  not ,  
however, undertake t o  resume c o n v e r t i b i l i t y  of t he  d o l l a r  i n  reserve asse ts .  Instead,  
the  other  members of the Group of Ten agreed t o  support t he  do l l a r .  The dev8luation 
did not  improve the payments p o s i t i o n  and i n  February 1973 the  d o l l a r  w a s  d ~ l u e d  
again. As o ther  Governments were unwil l ing t o  accumulate inconvert ible  do l l a r s ,  the  
par  value w a s  abandoned i n  March 1973 and the  Bretton Woods system came t o  an end. 

Social  and p o l i t i c a l  aspects  of the  gold standard 

The c l a s s i c a l  gold s tandard was a symbol of p o l i t i c a l  a s  wel l  a s  f i nanc ia l  
morality.  The maintenance of t he  gold value of the currency was not merely the p r i -  
mary object ive of monetary policy-- it w a s  t h e  so l e  object ive.  And monetary pol icy 
w a s  supported by a Draconian f i s c a l  pol icy.  In  the United Kingdom, the Chancellor 
of the  Exchequer was f i g u r a t i v e l y  busy saving cheese parings and candle ends, and a 
budget d e f i c i t  was a p o l i t i c a l  as w e l l  as an economic s in .  Gladstone car r ied  budge- 
t a r y  caution t o  lengths t h a t  h i s  own cabine t  regarded a s  extreme. Here is what h i s  
biographer sa id  of the  budget f i g h t  of 1890: "[Heavy] recent  increases  i n  expendi- 
t u r e  upon amaments by foreign powers had aroused widespread alarm i n  Great Br i ta in .  . . Whole new cLasees of warships,  incorporat ing the l a t e s t  developments i n  t he  
a r t  of naval warfare, were c e r t a i n  t o  be required . . . t o  maintain B r i t i s h  
naval supremacy. . . Lord Spencer [ F i r s t  Lord of the Admiralty] was only asking 
f o r  an addi t iona l  £3 million." But Gladstone was adamant i n  opposing the e x t r a  
expenditure and resigned a s  prime min i s t e r  r a the r  than accept  the  measure supported 
by h i s  cabinet.  (Phi l ip  Magnus, Gladstone, pp. 414-19). 

Unti l  the 1930s, c e n t r a l  banks were unwilling t o  accept the s t a b i l i z a t i o n  
of pr ices  a s  an appropriate  ob jec t ive  of monetary policy. In 1927 a b i l l  was in t ro -  
duced i n  the House of Representatives t o  amend the  Federal Reserve Act by adding t h i s  
statement:  " A l l  of the powers of the  Federal Reserve System s h a l l  be used fo r  pro- 
moting s t a b i l i t y  in  the p r i c e  leve l . "  In the  hearings, Professor I ~ i n g  Fisher 



supported the b i l l ,  although he emphasized t h a t  it would be d i f f i c u l t  t o  maintain 
s t a b i l i t y  through open market operations and the discount r a t e  i f  gold reserves were 
not s u f f i c i e n t  f o r  the growth of the money supply. The Federal Reserve System opposed 
the b i l l  and i t  f a i l e d  t o  pass. It did not  want such an obl iga t ion  because it feared 
t h a t  it would not  be a b l e  t o  ca r ry  it out. "There is a s t rong  temptation," Governor 
Mil ler  s a id ,  "to exaggerate the influence t h a t  can be exercised upon the  movement of 
business and t h e  course of p r i ce s  through t h e  operat ions of t he  Federal Reserve System, 
through e i t h e r  i t s  discount r a t e s  o r  open market operations." 

A s  events shared, there  are times when maintaining the gold value of t he  
currency is not  compatible with p r i c e  s t a b i l i t y .  In 1929, t he  Federal Reserve Bank 
of New York ra i sed  t h e  discount r a t e  t o  6 per  cent  t o  r e s t r a i n  the  exuberant economy. 
The r a t e  was reduced i n  November and December because of the  recession and it w a s  
reduced again i n  1930 and 1931 t o  1-112 per  cent  as t h e  depression became worse. 
Af te r  B r i t a i n  abandoned gold, t h e  r a t e  w a s  r a i s ed  twice in October 1931 i n  s t eps  
of one percentage poin t  t o  3-1/2 per  cent  because of t he  l a rge  outflow of gold. A l -  
though the  discount r a t e  w a s  reduced i n  1932, it w a s  r a i s ed  again t o  3-112 per  cent  
in March 1933 as the  gold reserve r a t i o  dropped t o  t he  lowest it had been s ince  Jan- 
uary 1921. In t h e  meantime, t he  wholesale p r i c e  index f e l l  by 30 per  cent  between 
1929 and 1 3 while t h e  unemployment r a t e  soared f r a n  3.2 per  cent  t o  24.9 per  cent. 
In a world i n  which a l l  count r ies  were engaged in a competit ive race  t o  d e f l a t e  
t h e i r  economies i n  order  t o  p ro t ec t  t h e i r  gold reserves ,  it w a s  not poesible  f o r  
the  Federal Reserve t o  give much considerat ion t o  p r i ce s  and employment i f  it wanted 
t o  maintain the  gold c o n v e r t i b i l i t y  of the  do l l a r .  

Zhe gold standard was never again a major objec t ive  of U.S. monetary pol icy.  
Although the  United S t a t e s  es tab l i shed  a new gold value of the d o l l a r ' i n  February 
1934, it did not allow t h e  growth of t he  money supply t o  be governed by changes in 
the  gold reserve. The Employment Act of 1946, which c rea ted  the  Council of Economic 
Advisers, made the  maintenance of a high l e v e l  of output and employment t he  major ob- 
j ec t ive  of econaaic policy. The Act did not  mention p r i c e  s t a b i l i t y .  Actually,  t he re  
is l i t t l e  ind ica t ion  t h a t  e i t h e r  monetary o r  f i s c a l  po l icy  was a c t i v e l y  d i rec ted  toward 
expanding the  economy p r i o r  t o  1961. Monetary pol icy  w a s  usua l ly  accommodating i n  the  
expansion and con t r acyc l i ca l  in the  recession. It is worth not ing t h a t  i n  the  14 years 
from 1947 t o  1960 the  cumulative budget d e f i c i t  w a s  $1.0 b i l l i o n .  

The very a c t i v e  pol icy of attempting t o  maintain f u l l  employment began 20 
years ago. Instead of r e ly ing  on the  b u i l t - i n  s t a b i l i z e r s  t o  moderate recessions,  
the Goverrrment took measures t o  o f f s e t  any developments t h a t  had a cont rac t ive  e f f e c t .  
A s  t h i s  required increased spending, a j u s t i f i c a t i o n  had t o  be found f o r  l a rge r  budget 
de f i c i t s .  The r a t i o n a l i z a t i o n  was t h a t  it did not  mat te r  what t h e  a c t u a l  budget d e f i -  
c i t  was p rwided  the  " fu l l  employment budget" w a s  i n  surplus .  That is t o  say, i f  
estimated r e c e i p t s  with f u l l  employment would exceed estimated out lays ,  then the  
budget d e f i c i t  d id  not  matter.  In  f a c t ,  it  might even be necessary t o  have a d e f i c i t  
i n  t h e  full-employment budget under c e r t a i n  circumstances. Perhaps t h a t  is why t h e  
budget w a s  i n  d e f i c i t  in every year but one from 1961 t o  1980 and the  cumulative 
d e f i c i t  over t h i s  20-year period was more than $556 b i l l i o n .  

The pol icy  of ueing the  budget t o  fine-tune the  economy was given l e g i s l a t i v e  
s t a t u s  i n  t he  F u l l  Employment and Balanced Growth Act of 1978 ( the Humphrey-Hawkins - - 
Act). The Economic Report of t he  President f o r  1979 (p. 167) commented on t h i s  a s  
follows: 'The Act reaff i rms and enlarges upon t h e  commitment of the  Employment Act 
of 1946 by dec lar ing  t h a t  i t  is a na t iona l  ob jec t ive  t o  provide f u l l  opportuni t ies  f o r  
usefu l  employment t o  a l l  Americans wi l l i ng  and ab le  t o  work. The Humphrey-Hawkins 



Act a l s o  l e g i s l a t e s  f o r  the  f i r s t  t ime a n a t i o n a l  commitment t o  reduce t h e  r a t e  of  
i n f l a t i o n . "  Unfortunately,  t h e  measures t aken  t o  implement t h i s  Act helped t o  in-  
c r e a s e  r a t h e r  than decrease  t h e  r a t e  of i n f l a t i o n .  

There is  no g r e a t  mystery  why t h e  c l a s s i c a l  gold s tandard could s u r v i w  f o r  
100 yea rs  whi le  the more f l e x i b l e  go ld  s t a n d a r d  a f t e r  World War I broke d m  h  SF^ 
y e a r s  and t h e  Bret ton Woods system l a s t e d  on ly  25 years .  The reasons a r e  p a r t l y  
economic and p a r t l y  p o l i t i c a l .  It is probab ly  t r u e  t h a t  it would not have been pos- 
s i b l e  f o r  t h e  h igh ly  industria!.ized economies of  today t o  func t ion  e f f e c t i v e l y  under 
t h e  monetary r e s t r a i n t s  of  t h e  c l a s s i c a l  gold  s t andard ,  p a r t i c u l a r l y  with t h e  t e n s e  
i n t e r n a t i o n a l  s i t u a t i o n  of t h e  postwar  p e r i o d .  Never theless ,  i f  U.S. and o t h e r  Gov- 
ernments had given as much emphasis t o  monetary s t a b i l i t y  as they gave t o  f u l l  em- 
ployment, t h e  i n f l a t i o n  could no t  have been  s o  g r e a t  o r  l a s t e d  s o  long. 

Problems i n  r e s t o r i n g  a  new gold  s t a n d a r d  

An i n f l a t i o n  of the  magnitude t h a t  t h e  United S t a t e s  has  had i n  t h e  p a s t  
15 yea r s  would have been impossible  under  a  gold  s tandard.  From 1965 t o  1980, t h e  
consumer p r i c e  index of a i l  i tems r o s e  by  161 p e r  c e n t  and t h e  wholesale p r i c e  index 
of  a l l  commodities r o s e  by 178 p e r  cent. S ince  1933, when t h e  United S t a t e s  could 
b e  s a i d  t o  have given up t h e  r e s t r a i n t  on t h e  money supply imposed by a gold s t andard ,  
t h e  consumer p r i c e  index has  r i s e n  by 536 p e r  c e n t  and t h e  wholesale p r i c e  index has  
r i s e n  by 689 p e r  cen t .  Such a n  i n f l a t i o n  d i d  no t  occur under the  gold o r  s i l v e r  
s t andard  except i n  t h e  p r i c e  r e v o l u t i o n  o f  t h e  16th  and 17th  c e n t u r i e s  when Europe 
w a s  inundated wi th  gold and s i l v e r  from t h e  N e w  World. While the  c l a s s i c a l  gold 
s t andard  d i d  not  prevent i n f l a t i o n ,  i t  set a  l i m i t  t o  t h e  i n f l a t i o n  because t h e  r i s e  
of  p r i c e s  could not  cont inue w i t h o u r  a n  i n c r e a s e  i n  t h e  s tock  of monetary gold a t  an  
e q u a l  o r  n e a r l y  equal  r a t e .  It is t h i s  r e s t r a i n t  on t h e  growth of the  money supply 
t h a t  t h e  advocates of a  gold s t a n d a r d  want t o  r e s t o r e .  

There a r e  a  number of t e c h n i c a l  problems t h a t  would have t o  be met i n  r e -  
s t o r i n g  a gold s tandard.  The f i r s t  problem is  t o  determine an  appropr ia te  monetary 
p r i c e  f o r  gold.  In the  p a s t ,  when c o u n t r i e s  temporar i ly  abandoned the gold s t andard  
they u s u a l l y  re turned t o  gold a t  t h e  h i s t o r i c a l  va lue  of t h e  currency. Even i f  the  
d e p r e c i a t i o n  had been s o  l a r g e  t h a t  i t  w a s  Fmpossible t o  r e s t o r e  the  previous  gold 
v a l u e ,  t h e  exchange r a t e  on a  gold s t a n d a r d  currency provided a  guide f o r  a  new gold  
p a r i t y .  No such guide is a v a i l a b l e  f o r  s e t t i n g  a  new monetary p r i c e  of gold.  Since  
1972, t h e  f r e e  market p r i c e  of gold  h a s  ranged between $42.72 a n  ounce i n  January 
1972 and $850 an ounce in January 1980. The p r i c e  subsequently f e l l  t o  $457 an 
ounce i n  March 1981 and i s  now w e r  $500 a n  ounce. 

A s  t h e r e  is no gold s t a n d a r d  cur rency  whose exchange r a t e  could be a guide 
t o  a new d o l l a r  p r i c e  of gold ,  an  a p p r o p r i a t e  monetary p r i c e  would have t o  be d e t e r -  
mined by sane o t h e r  c r i t e r i o n .  In 1896 t h e  purchasing power of gold a t  $20.67 a n  
ounce, measured by t h e  U.S. wholesa le  p r i c e  index,  was about the  h ighes t  i n  t h e  
19th  cen tu ry .  In 1934, a f t e r  t h e  d e f l a t i o n  of commodity p r i c e s  and the  i n c r e a s e  i n  
t h e  monetary p r i c e  of gold t o  $35 a n  ounce,  i t s  purchasing power w a s  5  per  c e n t  h igher  
than i n  1896. In January 1980, when t h e  f r e e  market p r i c e  of gold reached a peak of 
$850 an ounce, i t s  purchasing power was 3.9 t imes a s  high a s  i t  had been i n  1896. 
More r e c e n t l y ,  when the  p r i c e  w a s  around $500 a n  ounce i n  February 1981, the  pur-  
chas ing  power 0. gold was s l i g h t l y  more than twice a s  much a s  it had been i n  1896. 
If t h e  p r i c e  of gold had r i s e n  g r a d u a l l y  t o  i t s  p resen t  l e v e l ,  i t  could have been 
s a i d  t h a t  i t s  higher  purchasing power r e p r e s e n t e d  a new t rend value on vhich i t  



would be reasonable t o  base a gold standard. The la rge  f luc tua t ions  i n  the pas t  
year, however, ind ica te  t ha t  the p r i ce  of gold includes a highly var iab le  premium 
fo r  a s a f e  a s s e t  i n  a time of economic and p o l i t i c a l  disorder .  

Idea l ly ,  the  monetary p r i c e  of gold should be  such t h a t  there  is no large-  
s ca l e  conversion of currency i n t o  gold o r  gold i n t o  currency, except i n  balance of 
payments set t lements .  This assumes t h a t  with a n  appropr ia te  p r i ce ,  the demand f o r  
gold f o r  i n d u s t r i a l  purposes and f o r  hoarding, investment and speculat ion would be 
met out of p a r t  of t he  cur ren t  production with the  r e s t  going i n t o  monetary reserves.  
If the  monetary p r i c e  of gold is  too  low, the  i n d u s t r i a l  and speculat ive demand w i l l  
absorb a l l  of the  cur ren t  production and some of the  gold held i n  reserves.  On the  
other  hand, i f  the  monetary p r i ce  of gold is too  high,  the  monetary a u t h o r i t i e s  w i l l  
have t o  absorb most of t he  cur ren t  production and some p r iva t e  holdings of gold. The 
conversion of d o l l a r s  i n t o  gold would reduce the  reserves  and r e s u l t  in a cont rac t ion  
of t he  money supply. The conversion of gold i n t o  money would add t o  reserves and 
r e s u l t  in a n  expansion of the money supply. I f  t he  conversion were on a very la rge  
sca le ,  t he  monetary expansion would cause p r i ce s  t o  r i s e  u n t i l  the  monetary p r i ce  
of gold represented an appropriate  value measured i n  camnodities. 

As is indica tes ,  one funct ion of t h e  monetary p r i ce  of gold is t o  en- 
courage an adequate l e v e l  of production and a l i m i t a t i o n  on p r i v a t e  absorption of 
gold s o  t h a t  t h e  monetary stock of gold can increase a t  a r a t e  conducive t o  p r i c e  
s t a b i l i t y .  The experience of recent  years  i nd ica t e s  t h a t  t h i s  w i l l  be w r y  d i f f i -  
cu l t .  Gold production outs ide the Communist count r ies  reached a peak of 40.9 m i l -  
l i on  ounces i n  1970 and has declined s ince  then t o  about 30.4 mi l l i on  ounces i n  1980. 
Nearly a l l  of the  dec l ine  w a s  i n  South African production which f e l l  from 32.4 m i l -  
l i on  ounces i n  1970 t o  21.7 mi l l i on  ounces i n  1980, not a l l  of which was sold.  R s l a -  
t i v e  t o  the  monetary s tock of gold, including holdings of i n t e n a t i ' o n a l  i n s t i t u t i o n s ,  
production f e l l  from 3.5 per  cent  i n  1970 t o  2.7 per  cent  in 1980. The f a l l  i n  South 
African production is the  r e s u l t  of t he  high p r i c e  of gold which encourages mines t o  
exp lo i t  low-grade ores  and keep the  h igher  grades in reserve.  

None of the  newly-mined gold went i n t o  the  monetary gold stock i n  the  pas t  
ten years. According t o  the In t e rna t iona l  Monetary Fund, the monetary gold s tock 
declined from 1,182 mi l l i on  ounces i n  1970 t o  1,133 mi l l i on  ounces i n  1980. The 
reduction i n  t he  monetary s tock of gold w a s  t he  r e s u l t  of a de l ibe ra t e  decis ion t o  
s e l l  same holdings i n  the  f r e e  market. Nevertheless,  i t  would not have been pos- 
s i b l e  t o  increase the  monetary gold s tock s i g n i f i c a n t l y  i n  t h i s  period of i n f l a t i o n  
without causing an even g rea t e r  increase i n  t he  f r e e  market p r i ce  of gold. The 
absorption of gold i n  jewelry and o ther  i n d u s t r i a l  and decorat ive a r t s  exceeded pro- 
duction i n  every year s ince  1970 except 1973-75 and possibly 1980. Thus, even i f  
a l l  of the newly-mined gold had been ava i l ab l e  f o r  i n d u s t r i a l  and monetary use, very 
l i t t l e  would have gone i n t o  the  monetary s tock in t h i s  period. 

What is  most s t r i k i n g  is the  very l a rge  amount of gold absorbed by hoarders,  
investors  and speculators .  Their ne t  purchases reached a peak of 25.9 mi l l ion  ounces 
i n  1974 and a f t e r  decl ining f o r  a time rose  t o  24.9 mi l l i on  ounces i n  1979, although 
they must have f a l l e n  again i n  1980. The gold f o r  t h i s  purpose was matched by net  
s a l e s  of Coarmunist countr ies  and by s a l e s  of the  monetary a u t h o r i t i e s  outs ide the  
C m u n i s t  group. Communist s a l e s  were very la rge  i n  1976-78, coinciding with the 
need of t he  Soviet Union f o r  foreign exchange. Sa les  by the IMF were intended t o  
minimize the monetary ro l e  of gold. Sales  by the  U.S. Treasury were intended t o  
strengthen the do l l a r .  I f  monetary s t a b i l i t y  were res tored ,  the demand f o r  gold 
by speculators  would probably be g rea t ly  reduced. 



.Although an adequate growth of the  s tock of monetary gold may be a long- 
run problem in  maintaining a gold s tandard,  t he re  is no shortage of monetary gold 
a t  t h i s  time. With the large o f f i c i a l  holdings of gold, the revaluat ion of present  
reserves a t  a new monetary p r i c e  would provide enough reserves f o r  t he  growth of the 
money supply f o r  many years ahead. There a r e  some objections,  however, t o  p r w i d i n g  
r e s e m s  i n  t h i s  way. F i r s t ,  t he  p r o f i t  from t h e  revaluat ion of gold would go t o  
Governments and it might be d i f f i c u l t  t o  induce them t o  s t e r i l i z e  t he  p r o f i t -  say, 
by r e t i r i n g  Government s e c u r i t i e s  held by t h e  c e n t r a l  bank. Second, t h e  Large in-  
c rease  in t he  monetary value of gold resemes might make it d i f f i c u l t  t o  avoid an  
excessive expansion of the  money supply and a renewed in f l a t i on .  

Perhaps the  g rea t e s t  d i f f i c u l t y  in r e s t o r i n g  a gold standard may be the  
unse t t led  in te rna t iona l  conditions.  The gold standard f lourished in an e r a  of 
peace; and it w a s  destroyed i n  World War I. The f r e e  market p r i ce  of gold today 
r e f l e c t s  not only the p e r s i s t e n t  i n f l a t i o n  but  a l s o  the  tense  in t e rna t iona l  s i t u e -  
t ion. According t o  the  Brookings I n s t i t u t i o n ,  s ince  1945 armed forces  have been 
used f o r  p o l i t i c a l  purposes over 200 times by the  United S ta t e s  and 190 times by the  
Soviet Union. Most of these inc idents  were minor, but some had grave in t e rna t iona l  
repercusstons. The more se r ious  inc idents  were accompanied by a f l i g h t  from curren- 
c i e s  t o  gc- . Under present condi t ions t h i s  would r e s u l t  i n  a r i s e  in the  p r i c e  of 
gold with l i t t l e  i f  any o f f i c i a l  reserves  used t o  meet t he  increased demand. Under 
a gold s tandard,  with the  monetary a u t h o r i t i e s  obligated t o  provide gold f o r  d o l l a r s  
a t  a f ixed p r i ce ,  the  d ra in  of reserves  could be  enormous. Even i f  o ther  coun t r i e s  
were on a gold standard, v i r t u a l l y  a l l  of t he  conversions of t h e i r  cur renc ies  i n t o  
gold would come out of U.S. reserves.  

In  any case, t he  in t e rna t iona l  econanic s i t u a t i o n  would make it impossible 
t o  e s t a b l i s h  gold c o n v e r t i b i l i t y  of t he  do l l a r .  Paradoxically,  the  gold standard 
can funct ion only i n  a world i n  which t h e r e  is a well-balanced p a t t e G  of Interna-  
t i o n a l  payments, s o  t h a t  t he re  is  l i t t l e  need t o  use gold reserves in in t e rna t iona l  
set t lements .  A t  present ,  the  oi l -export ing count r ies  have a cur ren t  account surplus  
of over $100 b i l l i o n  a year which is expected t o  dec l ine  much more gradual ly than 
a f t e r  1974. The oi l -export ing count r ies  have invested nearly a l l  of t h e i r  cur ren t  
account surplus  i n  a s s e t s  denominated i n  var ious currencies ,  including do l l a r s .  
Some o i l  count r ies ,  however, were l a rge  purchasers of gold l a s t  year. I f  the United 
S ta t e s  es tab l i shed  gold c o n v e r t i b i l i t y  of the  d o l l a r  it could be confronted with mas- 
s i v e  conversions by these countr ies .  While some d o l l a r s  would cane from the  U.S. def- 
i c i t ,  most would be d o l l a r s  used by o ther  count r ies  t o  pay f o r  t h e i r  o i l  imports. 

Monetary s t a b i l i t y  without a gold standard 

There is widespread agreement now t h a t  ending i n f l a t i o n  should be the  f i r s t  
ob jec t ive  of economic policy- more important a t  t h i s  time than f u l l  employment. The 
bas i c  requirements f o r  monetary s t a b i l i t y  a r e  a fixed par  value f o r  the  currency t h a t  
is appropriate  t o  the r e l a t i v e  in t e rna t iona l  economic pos i t ion  of t he  country, and 
wage r a t e s  t h a t  r e f l e c t  the  r e a l  economic value of labor ' s  cont r ibu t ion  t o  output.  
With an appropriate  par  value, f l uc tua t ions  i n  a country's balance of payments would 
be pr imari ly  due t o  cyc l i ca l  f ac to r s .  Thus, i f  output and employment expand more 
than i n  o ther  countr ies ,  i ts  imports of goods and serv ices  w i l l  increase r e l a t i v e  to 
i ts exports .  The increased imports w i l l  enable the country t o  meet the  increased 
demand, minimize the r i s e  of p r i ce s ,  and avoid an  excessive increase of wages. On 
t he  o the r  hand, i f  output and employment cont rac t  more than i n  other  count r ies ,  i t s  
exports w i l l  increase r e l a t i v e  t o  i t s  imports. The increased exports w i l l  moderate 



t h e  d e c l i n e  i n  output and employment and minimize t h e  downward p ressure  on p r i c e s  
and wages. In  the  meantime, of course ,  a country  would have t o  follow p o l i c i e s  t h a t  
would r e s t o r e  i t s  balance of payments and defend t h e  p a r  value  of i t s  currency.  

A system of f ixed  par  va lues  can f u n c t i o n  only i f  t h e  g r e a t  t r a d i n g  coun- 
tries fol low p o l i c i e s  t h a t  mainta in  s t a b i l i t y  of p r i c e s  and c o s t s .  To ach ieve  t h i s ,  
l abor  c m p e n s a t i o n  must inc rease  only  a s  much as t h e  t r end  growth of p r o d u c t i v i t y  i n  
t h e  expor t  i n d u s t r i e s .  I f  t h e  i n c r e a s e  i n  l a b o r  c m p e n s a t i o n  exceeds t h i s  s t a n d a r d ,  
u n i t  l abor  c o s t  w i l l  i nc rease ,  p r i c e s  w i l l  rise, and t h e  coun t ry ' s  campet i t ive  pos i -  
t i o n  i n  world t r a d e  w i l l  be impaired. Even wi th  s t a b i l i t y  of u n i t  labor  c o s t ,  a  
coun t ry ' s  i n t e r n a t i o n a l  economic p o s i t i o n  can d e t e r i o r a t e  i f  i ts  demand f o r  imports 
grows more than t h e  world 's  demand f o r  i t s  e x p o r t s  o r  i ts  import p r i c e s  i n c r e a s e  
r e l a t i v e  t o  i ts  expor t  p r i c e s .  Under such c o n d i t i o n s ,  l a b o r  compensation would have 
t o  i n c r e a s e  l e s s  than t h e  inc rease  of p r o d u c t i v i t y .  

The p resen t  i n f l a t i o n  o r i g i n a t e d  i n  t h e  1960s i n  t h e  excess  demand generated 
by t h e  investment boom and t h e  increased expendi tu res  of t h e  Government on t h e  Vietnam 
w a r .  The f a i l u r e  t o  prevent o r  h a l t  t h e  excess  demand caused t h e  demand i n f l a t i o n  t o  
be converted i n t o  a  c o s t  i n f l a t i o n  which has  a c c e l e r a t e d  because labor  has  i n s i s t e d  
t h a t  it is e n t i t l e d  t o  an  o f f s e t t i n g  i n c r e a s e  i n  wages f o r  every inc rease  i n  p r i c e s ,  
r e g a r d l e s s  of t h e  cause.  I n  f a c t ,  t h e r e  is no way t o  o f f s e t  t h e  adverse  e f f e c t  on 
r e a l  wages of a rise o f  food p r i c e s  due t o  bad c r o p s ,  a r i s e  of energy p r i c e s  due t o  
t h e  increased c o s t  of imported o i l ,  o r  a rise of a l l  p r i c e s  due t o  a  decrease  i n  
p r o d u c t i v i t y .  The a t tempt  t o  r a i s e  r e a l  wages by a l a r g e r  inc rease  i n  money wages 
w i l l  a c c e l e r a t e  t h e  i n f l a t i o n ;  and through t h e  c o s t  of l i v i n g  adjustment t h e  l a r g e r  
yage i n c r e a s e  w i l l  become imbedded i n  t h e  s t r u c t u r e  of t h e  economy. 

A new system of f ixed  par  va lues  cannot be  e s t a b l i s h e d  before  t h e  i n f l a t i o n  
is ended. In t h e  meantime, t h e  p o l i c y  should be t o  reduce f l u c t u a t i o n s  i n  exchange 
r a t e s  a s  p rogress  is made i n  slowing t h e  i n f l a t i o n ,  u n t i l  t h e r e  i s  a high degree  of 
exchange s t a b i l i t y .  When reasonable  p r i c e  s t a b i l i t y  h a s  been r e s t o r e d  and f l u c t u a -  
t i o n s  i n  exchange r a t e s  a r e  w i t h i n  a moderate range,  it w i l l  be p o s s i b l e  t o  e s t a b l i s h  
a new p a r  va lue  system a s  provided i n  A r t i c l e  I V ,  Sec t ion  4 of t h e  A r t i c l e s  of Agree- 
ment of t h e  I n t e r n a t i o n a l  Monetary Fund as amended. This p rov i s ion  s t a t e s :  

'The Fund may determine,  by a n  e i g h t y - f i v e  p e r  c e n t  major i ty  of 
t h e  t o t a l  vo t ing  power, t h a t  i n t e r n a t i o n a l  economic cond i t ions  permit  
t h e  i n t r o d u c t i o n  of a widespread system of exchange arrangements based 
on s t a b l e  but  a d j u s t a b l e  pa r  values .  The Fund s h a l l  make t h e  determina- 
t i o n  on t h e  b a s i s  of t h e  under lying s t a b i l i t y  o f  t h e  world economy, and 
f o r  t h i s  purpose s h a l l  t ake  i n t o  account p r i c e  movements and r a t e s  o f  
expansion i n  t h e  economies o f  members." 

The new par  v a l u e  system would have t o  be based on a u n i t  of Spec ia l  Drawing Rights--  
t h e  r e s e r v e  a s s e t  c r e a t e d  by t h e  I n t e r n a t i o n a l  Monetary Fund. Since January 1, 1981, 
a  u n i t  of SDRs has  c o n s i s t e d  of s p e c i f i e d  amounts of f i v e  c u r r e n c i e s ,  with weights  
of 4 2  pe r  c e n t  f o r  t h e  U.S. d o l l a r ,  19 p e r  c e n t  f o r  t h e  Deutsche Mark, and 13 p e r  
cent  each f o r  t h e  French f r a n c ,  t h e  yen, and s t e r l i n g .  

The problems t h a t  would a r i s e  i n  a system of f i x e d  p a r  va lues  a r e  i n  most 
r e s p e c t s  t h e  same a s  those  wi th  a gold s tandard .  The d i f f e r e n c e  i s  t h a t  j t would 
be p o s s i b l e  t o  dev i se  b e t t e r  means of meeting them. The f i r s t  problem is t o  e s t a b -  
l i s h  some form of c o n v e r t i b i l i t y .  Without c o n v e r t i b i l i t y ,  d e f i c i t  c o u n t r i e s  have no 
compulsion t o  r e s t o r e  t h e i r  balance of payments; and wi thout  c o n v e r t i b i l i t y ,  s u r p l u s  



count r ies  have no reason t o  support t he  exchange r a t e s  of the d e f i c i t  countr ies .  TO 
maintain convertibility,.countries need reserves  and these reserves would have t o  
grow a t  about the same trend r a t e  a s  t he  growth of in te rna t iona l  t rade and payments. 
Excluding gold, the reserves of a l l  coun t r i e s  ou ts ide  the  Conxuunist group a t  the end 
of January 1981 were about SDR 325 b i l l i o n  ($408 b i l l i o n ) ,  of which 90 per cent w a s  
i n  f o r e i s  exchange and the r e s t  about equal ly  divided between Special Drawing Rights 
and re rerve  pos i t ions  in the IMF. In add i t i on ,  these  countr ies  had gold reserves 
worth about $470 b i l l i o n  valued at  $500 a n  ounce. The IW had large resources of 
cur renc ies  a d  SDRa vhich it could ucle t o  extend reserve  c r e d i t  t o  i ts  members, apa r t  
from i ts 80ld holdings worth about $50 b i l l i o n  a t  $500 an  ounce. 

It would be d i f f i c u l t  f o r  t h e  United S t a t e s  t o  r e s t o r e  conve r t ib i l i t y  of the  
d o l l a r  un less  there were new arrangements f o r  balance of payments settlements.  The 
d i f f i c u l t y  is not the  lack of U.S. r e se rve  a s s e t s  which amounted t o  $17.2 b i l l i o n  a t  
the end of January 1981, in addi t ion  t o  264 m i l l i o n  ounces of gold, but the enormous 
l i a b i l i t i e s  t o  foreign off ic i .1  i n s t i t u t i o n s .  According t o  the ~ e d e r a l  Reserve Bul- 
l e t i n ,  such l i a b i l i t i e s  amounted t o  $164 b i l l i o n  at  the end of 1980. I f  the United - 
Sta t e s  were t o  r e s to re  conve r t ib i l i t y ,  it could f ind  i t s e l f  drained of reserves even 
when its balance of payments on an o f f i c i a l  r e se rve  b a s i s  was in surplus.  That could 
happen bet 3e d e f i c i t  countr ies  would draw down t h e i r  d o l l a r  reserves t o  w e t  t h e i r  
d e f i c i t s  while surplus  countr ies  would present  t he  d o l l a r s  they acquire f o r  conver- 
s ion  i n t o  reservc  asse ts .  Although the  n e t  reserve  pos i t ion  of the United S ta t e s  
would be improved by the  reduction in i ts  l i a b i l i t i e s  t o  foreign o f f i c i a l  i n s t i t u -  
t ions ,  i t s  reserve a s se t s  would be depleted.  This d i f f i c u l t y  could be avoided i f  
the United S t a t e s  were not confronted with conversion of ex i s t i ng  do l l a r  balances 
and i f  it received reserve a s s e t s  in  se t t lement  of its surpluses.  

One method of achieving t h i s  would be  t o  e s t a b l i s h  a Reserve Settlement Ac- 
'count i n  t he  In te rna t iona l  Monetary Fund in which members would deposit  t h e i r  hold- 
ings of SDRs and foreign exchange, except working balances,  in return f o r  a c r e d i t  
balance denominated i n  SDRs. The Account would t r a n s f e r  the foreign exchange t o  the  
members whose l i a b i l i t i e s  they a r e  i n  r e t u r n  f o r  interest-bearing notes denominated 
i n  SDRs. Balance of payments s e t t l a n e n t s  would be made through the Reserve S e t t l e -  
ment Account in much the same way a s  unJer  a gold standard. A d e f i c i t  country re -  
qu i r ing  d o l l a r s  i n  order t o  support i t s  currency would s e l l  ( t ransfer )  SDRs from 
i t s  balance i n  the  Reservc Settlement Account t o  t he  Federal Reserve Bank of New 
York a s  agent f o r  the Treasury. A surp lus  country acquir ing dol la rs  would present 
them t o  the  Federal Reserve Bank of New York f o r  conversion i n t o  SDRs to  be t rans-  
fe r red  t o  its balance in the Reserve Settlement Account. 

An in t e rna t iona l  monetary system based on f ixed par values requires  an ade- 
quate bu t  not excessive growth of reserves.  The a l t e r n a t e  i n f l a t i on  and de f l a t i on  
under the  gold standard w a s  pr imari ly  due t o  t h e  i r r e g u l a r  g r w t h  of the monetary 
s tock of gold. Professor Gustav Cassel  argued t h a t  i f  the  monetary stock of gold 
had increased a t  a regular  r a t e  of 3 per  cent  from 1850 t o  1910, the wholesale p r i ce  
index, which was about the same a t  the  end as a t  the  beginning of t h i s  period, would 
have been reasonably s t ab l e  throughout these  s i x t y  years .  Even before the U.S. in -  
f l a t i o n  began, the Bretton Woods system was under pressure because the monetary s tock 
of gold rose a t  an average annual r a t e  of only 1.1 per  cent from 1950 t o  1965, re -  
s u l t i n g  i n  a deplet ion of U.S. gold reserves  t o  meet the  preference of the surplus  
count r ies  f o r  adding gold instead of d o l l a r s  t o  t h e i r  reserves.  One reason why i t  
would be d i f f i c u l t  t o  maintain a gold s tandard is t h a t  a l l  of the production would 
be  absorbed by indus t r i a l  uses, a p a r t  from the  gold absorbed by hoarders, investors  
and specula tors  which might have t o  cane out  of e x i s t i n g  reserves. No such problem 



would a r i s e  wi th  Spec ia l  Drawing Rights.  They could be issued and a l l o c a t e d  by the  
m . ~  t o  provide f o r  the  t r end  growth of rese rves  a t  a r egu la r  r a t e .  Nor would i t  be 
p o s s i b l e  t o  d e p l e t e  aggregate  SDR rese rves  as a l l  t r a n s f e r s  would be between mone- 
t a r y  a u t h o r i t i e s  on t h e  books of the  Reserve Set t lement  Account and p r i v a t e l y  held  
balances  of cur renc ies  would n o t  be c o n v e r t i b l e  i n t o  SDRs. 

A s  a p r a c t i c a l  m a t t e r  t h e r e  would be no need f o r  p r i v a t e  conversions.  Any 
ho lder  of d o l l a r s ,  f o r  example, could a c q u i r e  SDRs by t h e  simple process  of s e l l i n g  
enough d o l l a r s  f o r  t h e  f o u r  o t h e r  c u r r e n c i e s  i n  t h e  p ropor t  ions they have i n  a u n i t  
of SDRS. If t h e r e  were a demand f o r  ba lances  of SDRs, banks could very e a s i l y  pro- 
v i d e  such d e p o s i t s  i n  exchange f o r  any currency.  They would, of course ,  ho ld  a s s e t s  
i n  t h e  form of cash,  loans ,  and investments denominated i n  t h e  f i v e  c u r r e n c i e s  i n  
t h e  proper propor t ions  t o  cover t h e i r  SDR d e p o s i t  l i a b i l i t i e s .  SDR d e p o s i t s  would 
probably have l i t t l e  a t t r a c t  ion f o r  p r i v a t e  h o l d e r s ,  al though bonds denominated i n  
SDRS could o f f e r  some safeguard a g a i n s t  t h e  d e p r e c i a t i o n  of a major currency i n  which 
i n t e r n a t i o n a l  loans  a r e  u s u a l l y  denominated. Borrowing Governments might a l s o  f ind  
t h e  i s s u e  of SDR bonds more a t t r a c t i v e  than bonds denominated i n  a fo re ign  currency,  
not  only because of t h e  r i s k  of t h e  a p p r e c i a t i o n  of t h a t  currency,  bu t  a l s o  because 
t h e i r  own rese rves  would be  he ld  i n  SDRs and i f  necessary  they could r e c e i v e  r e s e r v e  
c r e d i t  from t h e  IMF i n  SDRs. It should be  noted t h a t  t h e r e  is  no way by which SDRs 
on depos i t  wi th  banks could be  t r a n s f e r r e d  t o  t h e  Reserve Set t lement  Account. Thus, 
t h e  growth of aggregate  r e s e r v e s  i n  t h e  Reserve Set t lement  Account would be d e t e r -  
mined s o l e l y  by t h e  d e c i s i o n  of t h e  IMF t o  make new i s sues .  

There is a danger t h a t  p r e s s u r e  would be put  on t h e  I n t e r n a t i o n a l  Monetary 
Fund t o  inc rease  i s s u e s  of Spec ia l  Drawing Rights  when many of i t s  members have pay- 
ments d i f f i c u l t i e s .  That has  not  happened i n  s p i t e  of the  f a c t  t h a t  most membsrs 
have l a rge  d e f i c i t s .  Never theless ,  i t  would be d i f f i c u l t  t o  rnaintaih c o n v e r t i b i l i t y  
of cur renc ies  i n  SDRs through t h e  Reserve Set t lement  Account i f  i n t e r n a t i o n a l  pay- 
ments were t o  remain a s  unbalanced as they a r e  now, wi th  a few o i l -expor t ing  coun- 
t r i e s  having enormous c u r r e n t  account s u r p l u s e s  and most of t h e  o i l - impor t ing  coun- 
t r i e s  having l a r g e  c u r r e n t  account d e f i c i t s .  But i f  t h e  su rp luses  of t h e  o i l - e x p o r t -  
i n g  coun t r i es  were reduced t o  a manageable l e v e l  and f inanc ing  were a v a i l a b l e  through 
t h e  IMF t o  supplement c r e d i t s  through p r i v a t e  markets ,  i t  would be p o s s i b l e  t o  f inance 
the  a d d i t i o n s  t o  t h e  rese rves  of t h e  o i l - e x p o r t i n g  c o u n t r i e s  through the  Reserve Se t -  
t lement Account. A r t i c l e  I V ,  Sec t ion  4 of t h e  Fund Agreement r e q u i r e s  t h e  IMF t o  
consider  t h e  adequacy of rese rves  ( l i q u i d i t y )  as one of t h e  f a c t o r s  i n  determining 
whether t o  e s t a b l i s h  a new system of  f ixed  p a r  values .  

A new system of f ixed  par  va lues  wi th  c o n v e r t i b i l i t y  i n  SDRs through a Re- 
se rve  se t t l ement  Account would work as w e l l  a s  t h e  Bret ton Woods system d i d  u n t i l  
1967 and perhaps b e t t e r .  That is  because i t  would r e q u i r e  g r e a t e r  d i s c i p l i n e  of t h e  
United S t a t e s ,  which is e s s e n t i a l  t o  make a f ixed  par  value  system work. It would 
not  be p o s s i b l e  f o r  t h e  United S t a t e s  t o  have a p e r s i s t e n t  d e f i c i t  mainly financed 
by the  accumulation of d o l l a r  balances  by t h e  s u r p l u s  c o u n t r i e s .  The s e t t l e m e n t  of 
U.S. d e f i c i t s  i n  t h i s  way placed no p r e s s u r e  on t h e  United S t a t e s  t o  r e s t o r e  i ts  b a l -  
ance of payments and had very l i t t l e  e f f e c t  on t h e  monetary s i t u a t i o n .  By c o n t r a s t ,  
with c o n v e r t i b i l i t y  through t h e  Reserve Set t lement  Account, a d e f i c i t  would d e p l e t e  
U .  S. r e se rves  and i f  c o n t i n a ~ e d  i t  would t h r e a t e n  t h e  pa r  value  of t h e  d o l l a r .  Fur- 
thermore, a d e f i c i t  would au tomat ica l ly  reduce t h e  money supply and t h e  r e s e r v e s  of 
the  banking system i n  t h e  same way a s  an outflow of gold under t h e  gold s t andard .  If  
t h e  Federal  Reserve were t o  engage i n  open market opera t ions  t o  o f f s e t  the  monetary 
e f f e c t s  of the  d e f i c i t ,  i t  would have t o  be a conscious d e c i s i o n  i n  f u l l  knowledge 
of t h e  s t a t e  of the  balance of payments. 



Admittedly, t h e r e  would n o t  b e  t h e  same compulsion t o  mainta in  a n  e s t a b l i s h e d  
par  va lue  a s  t h e r e  was under t h e  gold s tandard.  Never theless ,  pub l ic  opinion i n  the  
United S t a t e s  w i l l  become educated t o  t h e  importance of t h e  exchange r a t e  as a f a c t o r  
a f f e c t i n g  monetary s t a b i l i t y ;  and t h e  monetary a u t h o r i t i e s  may be more incl ined t o  
use monetary p o l i c y  t o  support  t h e  d o l l a r  than they  were i n  t h e  past, a t  l e a s t  u n t i l  
two y e a r s  ago. Jevoas may have s t r u c k  t h e  r i g h t  n o t e  on t h e  ques t ion  of d i s c i p l i n e  
through s t a b l e  exchange r a t e s  wi thou t  gold c o n v e r t i b i l i t y .  Iiere is what h e  r a i d  in 
Money and t h e  Mechanism of Exchange (pp. 229-30) : 

"A theory was very  much In favour enmag bank d i r e c t o r r  a t  the be- 
ginning of t h i s  [ l g t h ]  Century t h a t  a paper currency could be  regula ted 
mcrely by watching t h e  rates o f  t h e  f o r e i g n  exchange., and r e s t r i c t i n g  
the i s s u e  when t h e  lowness of t h e  r a t e s  and t h e  e x p o r t  of s p e c i e  shuwed 
a d e p r e c l a t i m  of  t h e  paper [money]. Th i r  w a s  one of  t h e  methods pro- 
posed in oppos i t ion  t o  t h e  c e l e b r a t e d  Bul l ion  Report. . . Regulation 
[of t h e  currency i s sue]  by t h e  f o r e i g n  exchanges is much b e t t e r  than no 
r e g u l a t i o n  a t  a l l ,  bu t  i f  p e r f e c t l y  c a r r i e d  o u t  it would g ive  exac t ly  t h e  
rrmc r e s u l t s  as t h e  d e p o s i t  [gold r e s e r v e ]  method, and it is only a loose  
r a d  !ndirect  way of reaching the same end." 

How w e l l  a new i n t e r n a t i o n a l  monetary rystem based an f ixed  par vs lues  and 
o f f i c i a l  c o n v e r t i b i l i t y  ln S p e c i a l  Drawing Rights  would f u n c t i o n  without t h e  addi-  
t i o n a l  r e s t r a i n t  on t h e  money supply Lmposed by gold r e s e r v e  requirements would de- 
pend p r l m a r i l p  on t h e  United S t a t e s .  I f  t h i s  coun t ry  were t o  succeed in r e s t o r l u g  
and mainta ining a reasonable  degree  o f  p r i c e  s t a b i l i t y ,  then o t h e r  coun t r i es  t h a t  
regard a t a b l e  exchange rates as a major economic o b j e c t i v e  would follow p o l i c i e s  
t h a t  would keep t h e  d o l l a r  exchange r a t e s  f o r  t h e i r  c u r r e n c i e s  w i t h l n  an  agreed 
range around t h e i r  p a r  values.  But i f  t h e  United S t a t e s  pe rmi t s  t h e  i n f l a t i o n  t o  
cont inue,  even a t  a mo-re moderate r a t e ,  i t  would b e  d i f f i c u l t  t o  e s t a b l i s h  an i n t e r -  
n a t i o n a l  monetary system based on f i x e d  par  va lues  and,  i f  at tempted,  impossible t o  
main ta in  it very  long. Even a group of c l o s e l y  I n t e g r a t e d  c o u n t r i e s ,  l i k e  t h e  Euro- 
pean Economic Couununity, f ind  t h a t  a f l o a t i n g  d o l l a r  g r e a t l y  inc reases  t h e  d i f f i c u l t y  
of mainta ining s t a b l e  exchange r a t e s  among themselves. That  is t h e  lesson of the  
Bre t ton  Woods period and of e i g h t  years  of t h e  f l o a t i n g  d o l l a r .  

Future  monetary r o l e  of gold 

The second amendment t o  t h e  A r t i c l e s  of Agreement o f  t h e  I n t e r n a t i o n a l  Mone- 
t a r y  Fund, t h a t  abandoned t h e  p a r  v a l u e  system and gave l eg i t imacy  t o  f l o a t i n g  ex- 
change r a t e s ,  placed var ious  r e s t r i c t i o n s  on t h e  PIF and i t s  members regarding gold. 
These r e s t r i c t i o n s  were intended t o  minimize t h e  monetary r o l e  of gold. Ac tua l ly ,  
t h e  gold p rov i s ions  of the  second amendment had no p r a c t i c a l  Importance a s  t h e  mone- 
t a r y  r o l e  of gold had a l ready  been s e v e r e l y  r e s t r i c t e d  by t h e  same events  t h a t  de- 
s t royed  t h e  Bret ton Woods system-- t h e  i n f l a t i o n  i n  t h e  United S t a t e s  and o ther  
c o u n t r i e s ,  t h e  reduc t ion  i n  t h e  monetary s t o c k  of gold by 4 p e r  cent  i n  t h e  t e n  years  
t o  t h e  end of 1980, and t h e  huge i n c r e a s e  i n  and g r e a t  v o l a t i l i t y  of t h e  f r e e  market 
p r i c e  of gold.  It is  very u n l i k e l y  t h a t  gold w i l l  a g a i n  a c q u i r e  i t s  previous r o l e  a s  
t h e  c e n t e r  o f  t h e  i n t e r n a t i o n a l  monetary system, b u t  it  may have an a n c i l l a r y  mone- 
t a r y  r o l e  that has  r e a l  a s  w e l l  as symbolic s i g n i f i c a n c e .  

T r a d i t i o n a l l y ,  the  monetary f u n c t i o n s  of gold were t o  l i m i t  t h e  expansion of 
t he  money eupply through gold r e s e r v e  requirements and t o  c a n p e l  t h e  r e s t o r a t i o n  of 
t h e  balance of payments through gold c o n v e r t i b i l i t y .  Very few count r i es  have gold 



reserve requirements any longer. In  Switzerland, a gold reserve of 40 per  cent  is 
s t i l l  required on the note  issue.  In an interview on March 2 ,  1981, the head of the 
Swiss National Bank sa id  t h a t  present gold reserves a t  the  o f f i c i a l  p r i ce  would be 
su f f i c i en t  t o  c w e r  the  currency expansion f o r  another year o r  two. Although D r .  
Leutwiler s a id  t h a t  he regards t he  l a w  as somewhat old-fashioned, it is not p r a c t i c a l  
t o  a l t e r  it. The Bank could maintain s u f f i c i e n t  cover by revaluing i ts gold reserves,  
but D r .  Leutwiler does not  l i k e  t h a t  e i t h e r ,  as p o l i t i c i a n s  and the  publ ic  might view 
such a move as a means of f inancing the  budget d e f i c i t .  These observations ind ica te  
why it is very unl ike ly  t h a t  gold reserve requirements would be res tored  i n  the coun- 
t r i e s  where they have been abandoned. 

 old has almost ceased t o  be used in in t e rna t iona l  sett lements.  The sharp 
r i s e  i n  the f r e e  market p r i c e  gave add i t i ona l  l u s t e r  t o  gold a s  a reserve a s se t .  AS 
countr ies  believed they would be unable t o  replace t h e i r  gold reserves i f  they were 
once drawn down, gold came t o  be regarded as a na t iona l  patrimony t o  be kept but no t  
used. The United S t a t e s  so ld  gold, i n i t i a l l y  t o  ind ica te  t h a t  it  had downgraded the 
monetary ro l e  of gold, l a t e r  t o  s t rengthen the  d o l l a r  i n  the exchange market and t o  
improve the t r ade  balance, as gold s a l e s  a r e  included i n  exports.  The United S t a t e s  
has not s a ld  any gold i n  bars  s ince  November 1979 although it is now s e l l i n g  a l imited 
amount of , i n  t he  form of one-ounce and half-ounce medallions, as required by law. 
Many gold-producing count r ies  sell p a r t  of t h e i r  output in the  form of gold coins 
which ccmunand a premium wer b a r  gold i n  excess of t he  cos t  of minting. A few o ther  
countr ies  have so ld  gold i n  t he  f r e e  market t o  acqui re  funds t o  support t h e i r  cur- 
rencies  and sane count r ies  have bo r rwed  on gold c o l l a t e r a l .  These sporadic uses of 
gold, although necess i ta ted  by balance of payments condit ions,  cannot be regarded 
a s  the  use of gold i n  i n t e rna t iona l  set t lements .  

A t  the beginning of 1979, members of t he  European Economic Canrmunity estab-  
l ished a modified system of s t a b l e  exchange rates, the  European Monetary System, based 
on a European Currency Unit (ECU). Par t i c ipa t ing  count r ies  were required t o  deposi t  
20 per  cent  of t h e i r  gold and 20 per  cent  of  t h e i r  d o l l a r  reserves i n  a European Mone- 
tary Cooperation Fund (EMCF) i n  r e tu rn  f o r  a c r e d i t  balance denominated i n  ECUs. The 
EMCF holds about 85 mi l l i on  ounces of gold. I f  balances i n  ECUs were t ransfer red  
frcm d e f i c i t  t o  surplus  countr ies ,  they would involve the  use of gold and d o l l a r s  i n  
in te rna t iona l  sett lements.  In prac t i ce ,  t h i s  does not happen. Members of the EMS 
use d o l l a r  and o ther  reserves  t o  intervene in the  exchange market and thus obviate  
the drawing dawn of  ECU balances t o  s e t t l e  a d e f i c i t .  Morewer, countr ies  can secure 
c r e d i t s  from' t h e  EMCF in ECUs t o  finance a d e f i c i t ,  repaying l a t e r  when they have a 
surplus o r  with funds bor rwed frcm other  sources. 

While t h i s  is not  t he  t r a d i t i o n a l  way in which gold reserves were used in 
i n t e rna t iona l  set t lements ,  it does ind ica t e  t he  kind of ro l e  t h a t  gold could play i n  
a new in t e rna t iona l  monetary system based on f ixed par  values. I f  the United S t a t e s  
were t o  succeed in re s to r ing  and maintaining a reasonable degree of s t a b i l i t y  of 
pr ices ,  and i f  a new system of f ixed par  values were t o  r e s u l t  i n  a high degree of 
s t a b i l i t y  i n  t he  d o l l a r  exchange r a t e s  f o r  t he  four o ther  major currencies  i n  a u n i t  
of SDRs, the huge demand f o r  gold f o r  hoarding, invest ing,  and speculat ion would 
probably subside and sane of t he  present  holdings might even be sold. It would then 
be possible  t o  maintain the d o l l a r  and o ther  major currencies  equal ly a t t r a c t i v e  with 
gold through cautious monetary po l i c i e s  and remunerative i n t e r e s t  r a t e s ,  s o  t h a t  t he  
f ree  market p r i c e  of gold would become more s t ab l e .  This would requi re  the  supply 
of gold from newly-mined output and Commnist s a l e s  t o  be s u f f i c i e n t  t o  meet the 
pr iva te  demand a t  a reasonably s t a b l e  pr ice.  To f a c i l i t a t e  t h i s ,  the  monetary 
au tho r i t i e s  would i n  general  r e f r a i n  frcm buying gold i n  t he  f r e e  market. 



Under such condit ions,  i t  might be possible  t o  make gold one of the reserve 
a s se t s  used in  in te rna t iona l  set t lements .  The Fund could f i x  an SDR p r i ce  f o r  gold 
a s  a reserve a s se t .  Countries would be f r e e  t o  place pa r t  of t h e i r  gold reserves 
i n  the Reserve Settlement Account along with other  reserve a s s e t s .  One inducement 
t o  make such deposi ts  would be the  i n t e r e s t  paid on SDR balances i n  the Reserve 
Settlement Account. The funds f o r  t h i s  purpose would came from the  i n t e r e s t  paid 
t o  the Reserve Settlement Account by a l l  members on t h e i r  a l l oca t ions  of SDRs and 
i n t e r e s t  paid by some countr ies  on the  SDR notes issued t o  the  Reserve Settlement 
Account i n  place of t h e i r  currencies  deposited with t h e  Account. In  order t o  avoid 
a growth of reserves outs ide the  Reserve Settlement Account, except f o r  working 
balances,  the countr ies  with la rge  gold reserves would undertake not t o  add t o  
t h e i r  holdings by purchases i n  the  f r e e  market. Countries with small  gold re -  
serves,  however, could buy gold i f  they wished t o  hold such reserves.  The limita- 
t i on  on purchases of gold would help t o  keep the  f r e e  market p r i c e  of gold a t  o r  
below the monetary pr ice.  I f  it were l a t e r  found des i r ab l e ,  provision could be 
made f o r  o f f i c i a l  purchases of g ~ l d ,  perhaps through the  PIF, t o  be added t o  the 
Reserve Settlement Account. 

There would be important bene f i t s  i n  u l t imate ly  including gold among the 
a s s e t s  of the  Reserve Settlement Account. The use of gold i n  the  in t e rna t iona l  
monetary system could cont r ibu te  t o  monetary s t a b i l i t y  by adding t o  the a t t r a c t i v e -  
ness of SDRs a s  a reserve a s s e t  and by encouraging count r ies  t o  a c t  promptly t o  
ad jus t  t h e i r  balance of payments i n  order  t o  pro tec t  t h e i r  reserves.  Many coun- 
t r i e s  would favor such a monetary r o l e  f o r  gold because of the confidence i t  would 
c rea t e  i n  a new in t e rna t iona l  monetary system. The United S ta t e s  has i n  the pas t  
sa id  t h a t  it is opposed t o  having gold i n  the in t e rna t iona l  monetary system. Such 
pronouncements a r e  never as absolute  a s  they seem.. In July 1933, President Roosevelt 
sen t  a message t o  the London Economic Conference s t a t i n g  t h a t  the  United S ta t e s  would 
not agree t o  f i x  a new par value f o r  the  do l l a r .  Less than e ight  months l a t e r ,  he 
sen t  a message t o  the Congress request ing i t  t o  pass t he  Gold Reserve Act of 1934 
which f ixed the value of t he  d o l l a r  at 1/35 of an ounce of gold. 
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Summary and conclusions 

The p r i c e  of gold w a s  w r y  v o l a t i l e  i n  t he  pas t  26 months. From Apr i l  1979 
t o  January 1980, the  p r i c e  ro se  by 260 per  cent  t o  $850 an  ounce. Since then, t o  
mid-June 1981, the  p r i c e  has f a l l e n  by 46 per  cent  t o  $462 an  ounce. These enormous 
f luc tua t ions  were due more t o  p o l i t i c a l  than economic developments. A t  i ts  high i n  
January 1980, the value of gold as measured by the  U.S. wholesale p r i ce  index w a s  
nearly four  times what it was i n  1896, t he  peak value i n  the 19th century. Af t e r  
the la rge  f a l l  t o  mid-June 1981, t he  purchasing power of gold w a s  almost twice a s  
high as it had been i n  1896. Even a f t e r  the  la rge  f a l l ,  the d o l l a r  p r i c e  of gold is 
s t i l l  about double what it w a s  only two years ago. 

The supply of gold from a l l  sources f e l l  by 53 per  cent  i n  1980 t o  25.8 m i l -  
l i on  ounces. Production i n  South Afr ica  f e l l  by 4.0 per  cent t o  21.7 mi l l i on  ounces, 
but production i n  o ther  non-Carmnunist count r ies  increased by 3.9 per  cent  t o  8.6 m i l -  
l i on  ounces. So f a r  i n  1981, South African production has declined by 2.8 per  cent ,  
bu t  t h i s  may be o f f s e t  by an increase  i n  o ther  countr ies .  Couimunist s a l e s  f e l l  by 
55 per  cent  i n  1980 t o  6.4 mi l l i on  ounces. Because of the  doubling of the  average 
p r i c e  i n  1980 the  Soviet Union earned as much from the smaller s a l e s  a s  from the  
la rger  s a l e s  i n  1979. The most important reason f o r  the  reduced supply w a s  t h a t  t he  
monetary a u t h o r i t i e s  of the non-Communist count r ies  were net  buyers of gold. The U.S. 
Treasury sold almost no gold i n  1980, the  IMF sold l e s s ,  and a number of gold-produc- 
ing and oi l -export ing countr ies  bought gold i n  the f r e e  market. 

The absorpt ion of gold i n  t he  arts and industry f e l l  by 67 per  cent  t o  10.5 
mi l l ion  ounces i n  1980 because of t he  high pr ice .  Nearly a l l  of the reduction w a s  
i n  the  use of gold in jewelry. Such uses f e l l  sharply i n  the  i n d u s t r i a l  count r ies  
while i n  the developing count r ies  there  w a s  a la rge  conversion of jewelry i n t o  bul- 
l i on ,  mainly i n  the  Middle East and the  Far East. The absorption of gold i n  den- 
t i s t r y ,  e l ec t ron ic s  and o ther  arts and industry a l s o  f e l l  sharply. The absorpt ion 
of gold i n  coins,  medals and medallions, and i n  bars  i n  developing count r ies  f e l l  by 
60 per  cent t o  3.6 mi l l i on  ounces i n  1980. This w a s  due t o  the  f a l l  i n  t he  p r i c e  of 
gold from the  peak reached i n  January 1980. On the  o ther  hand, purchases of la rge  
bars  by. inves tors  and speculators  i n  developed countr ies  increased by 29 per  cent  
t o  9.0 mi l l i on  ounces i n  1980. Much of t h i s  must have been a f t e r  the  very la rge  
f a l l  i n  t he  second quar te r  of 1980. 

The v o l a t i l i t y  i n  the  p r i ce  of gold has g rea t ly  increased. The demand in 
the arts and industry is e l a s t i c  and would tend t o  moderate the  f luc tua t ions  i n  
p r i ce  due t o  changes i n  supply. On t he  o ther  hand, speculat ive demand has a per- 
verse e l a s t i c i t y ,  increasing when p r i ce s  a r e  r i s i n g  and decreasing when p r i ce s  a r e  
f a l l i ng .  The influence of speculat ion on the p r i ce  of gold has increased because 
of the growth of the  fu tures  markets. In  the United S ta t e s ,  t ransact ions i n  t h e  
futures  markets i n  1980 were about 40 times the  supply of t h a t  year. The abatement 
of the  U.S. i n f l a t i o n ,  the  s t rength  of the  d o l l a r ,  and the high i n t e r e s t  r a t e s  may 
hold down the  r i s e  i n  the p r i ce  of gold i n  t he  near fu tu re  even i f  it  does not f a l l  
from i ts  present  l eve l .  



Developments i n  the Gold Market, 1980-81 

Subsidence of the gold boom 

In t h e  nine months t o  mid-January 1980, t h e  p r i c e  of gold in London rose  
from $236.40 a n  ounce on Apr i l  20, 1979 t o  $850.00 on January 21, 1980. It is im- 
poss ib le  t o  devise an economic r a t i o n a l i z a t i o n  f o r  t h i s  enormous increase i n  the  
d o l l a r  p r i c e  of gold i n  such a sho r t  period. The i n f l a t i o n  in the  United S t a t e s  had 
acce lera ted  and t h e  d o l l a r  had depreciated r e l a t i v e  t o  t he  Swiss franc;  but  t h i s  
would have j u s t i f i e d  an increase of only 10 pe r  cent  i n  t he  d o l l a r  p r i c e  of gold o r  
aomewhat more i f  the  p r i ce  could be regarded as r e l a t i v e l y  low i n  Apr i l  1979. The 
a c t u a l  r i s e  of 260 per  cent w a s  almost e n t i r e l y  due t o  the  tense in t e rna t iona l  
p o l i t i c a l  s i t u a t i o n  r e s u l t i n g  from t h e  se i zu re  of U.S. hostages by I ran  and the  
S w i e t  invasion of Afghanistan. Even allowing f o r  t he  uncer ta in ty  t h a t  these  ac- 
t i ons  c rea ted ,  the  magnitude of the  increase  w a s  an abe r r a t ion  a s  indicated by the  
rapid f a l l  i n  the  following t e n  weeks t o  $485.75 an ounce on Apr i l  3, 1980, although 
there  w a s  no change i n  the  in t e rna t iona l  p o l i t i c a l  s i t u a t i o n .  The p r i ce  recovered 
from t h i s  i n i t i a l  f a l l  t o  $698.75 an ounce on September 26, 1980, bu t  has declined 
s ince  then t o  $461.50 on June 16, 1981. The f a l l  of 46 per  cent  fram the  peak of 
January 1980 is e s s e n t i a l l y  a cor rec t ion  of t he  previous excessive r i s e ,  although 
the  dec l ine  w a s  helped by favorable economic developments i n  the  United S ta tes .  

There w a s  l i t t l e  abatement of t he  U.S. i n f l a t i o n  i n  these  18 months, bu t  
the d o l l a r  appreciated sharply i n  the  exchange market. Since e a r l y  January 1980, 
the  d o l l a r  has  r i s e n  by about 30 per  cent  aga ins t  t he  Swiss franc. This a f f ec t ed  
the  gold p r i c e s  i n  much the  same way a s  it a f f ec t ed  p r i ce s  of bas i c  commodities, 
in tens i fy ing  the dawnward pressure on the  d o l l a r  p r i c e  of gold i n  t h i s  period. 
Furthermore, U.S. money market r a t e s  have r i s e n  considerably s ince  January 1980. 
On a monthly average bas i s ,  t h e  y i e l d  on three-month Treasury b i l l s  has r i s e n  from 
12.00 per  cent  i n  January 1980 t o  16.30 per  cent i n  May 1981. Other short-term 
i n t e r e s t  r a t e s  i n  the United S t a t e s  have r i s e n  about t he  same o r  somewhat more. 
Pr ices  of bas i c  camnodities a r e  s e n s i t i v e  t o  changes i n  i n t e r e s t  r a t e s ,  and t h a t  is 
p a r t i c u l a r l y  t r u e  of gold held f o r  investment and speculat ion.  

The only r e t u r n  t o  investors and speculators  i n  gold is the  prospective r i s e  
i n  i ts  price.  Such investment and speculat ion,  however, involves la rge  cos t s ,  p r i -  
marily t he  i n t e r e s t  on the  funds used t o  buy the  gold. This i s  r e f l ec t ed  i n  the  
p r i ce s  quoted i n  t he  fu tures  markets. On the  New York Commodity Exchange, June 15th, 
the p r i c e  of gold f o r  de l ivery  i n  June 1982 w a s  14.7 per  cent  higher  ($530.00 an  
ounce) than gold f o r  de l ivery  t h i s  June ($462.20 an ounce). An increase i n  money 
market r a t e s  widens the  percentage spread between t h e  spot and fu tu re  p r i ce s  of gold 
t o  t he  same extent .  I n  theory, the  widening of t h e  spread could be achieved by a r i s e  
i n  the  p r i c e  f o r  f u t u r e  de l ivery ,  with l i t t l e  o r  no change i n  t he  spot  pr ice .  In  
p rac t i ce ,  however, t he  e f f e c t  of a rise i n  money market r a t e s  is t o  d r ive  down both 
the spot  and fu tu re  p r i ce s ,  although obviously the  reduct ion must be more i n  the  spot  
p r i ce  than i n  the  fu tu re  pr ice.  That is  not only because the higher  i n t e r e s t  r a t e s  
increase the  cos t  of invest ing and specula t ing  i n  gold, bu t  a l s o  because they may 
dampen expectat ions on i n f l a t i o n ,  one of the  main reasons f o r  holding gold. 

The purchasing power of gold, as measured by the  U.S. wholesale p r i c e  index 
of a l l  cormnodities, var ied considerably under t he  gold standard a s  the  monetary p r i c e  
remained f ixed while t he  p r i ce s  of conrmodities ro se  and f e l l .  The highest  camnodity 
value of gold i n  the  19th century w a s  i n  1896 when t h e  monetary p r i c e  of gold w a s  
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1. DOLIAR PRICE OF GOLD AND EXCHANGE RATE FOR SWISS FRANC, 1979-81 

1979 - Gold* 

Apr. 6 239.75 
13** 233.95 
20 236.40 
27 243.70 

June 1 275.10 
8 280.00 

15 280.00 
22 283.45 
29 277.50 

July 6 290.25 
13 287.45 
20 298.75 
27 305.80 

Aug. 3 286.50 
10 303.75 
17 300.55 
24 314.75 
31 315.10 

Sep. 7 320.15 
14 345.80 
21 369.00 
28 385.00 

Oct. 5 
12 
19 
2 6 

Nov. 2 
9 

16 
23 
30 

Swiss 
franc# 

58.346 
57.850 
58.021 
58.292 

58.190 
58.113 
57.504 
57.607 

57.670 
57.827 
58.827 
50.478 
60.514 

60.140 
60.449 
60.927 
60.872 

60.255 
60.746 
60.277 
60.427 
60.390 

62.433 
61.233 
63.662 
64.371 

63.319 
61.690 
60.827 
59.923 

60.976 
60.514 
60.716 
60.55 1 
62.617 

61.881 
62.131 
62.274 
62.775 

1980 - Gold* 

Jan. 4 588.00 
11 623.00 
18 835.00 
25 668.00 

Feb. 1 676.50 
8 692.00 
L5 667.00 
22 630.00 
29 637.00 

Mar. 7 609.00 
14 523.00 
21 523.00 
28 490.00 

Apr. 4* 485.75 
11 530.50 
18 515.60 
25 551.50 

May 2 512.50 
9 508.25 

16 516.50 
23 511.25 
30 535.50 

June 6 597.00 
13 608.40 
20 602.90 
27 637.50 

July 3 663.50 
11 667.00 
18 606.00 
25 651.75 

Sep. 5 651.00 
12 685.50 
19 674.00 
26 698.75 

1980 - Go Id* 

Oct. 3 660.50 
10 685.25 
17 670.50 
24 633.00 
31 629.00 

N w .  7 596.00 
14 612.50 
21 634.75 
28 619.75 

Dec. 5 617.00 
12 562.75 
19 575.00 
29 593.75 

1981 - 
Jan. 2* 597.50 

9 577.75 
16 560.75 
23 533.00 
30 506.50 

Feb. 6 500.50 
13 491.50 
20 511.50 
27 489.00 

Mar. 6 467.00 
13 492.00 
20 516.75 
27 538.75 

Apr. 3 523.00 
10 493.50 
17 482.50 
24 494.50 

May 1 487.50 
8 485.75 

15 485.00 
22 472.75 
29 479.25 

June 5 460.00 
12 472.00 

Swiss 
franc# 

60.790 
61.143 
60.332 
59.701 
58.326 

57.356 
58.360 
57.894 
57.554 

56.497 
55.081 
55.571 
56.417 

55.944 
55.679 
54.915 
54.363 
51.813 

51.520 
49.579 
53.121 
51.020 

51. LO4 
51.913 
53.022 
51.746 

5 1.546 
51.020 
50.075 
50.441 

49.575 
48.709 
48.356 
48.274 
48.186 

46.871 
47.733 

* The price of gold is i n  dol lars  per f ine  troy ounce a t  the Friday afternoon fixing 
i n  London or a t  the afternoon fixing on other days a s  noted below. 

Noontime ra tes  i n  New York on Fridays, U.S. cents per Swiss franc. 
**Gold pr ice  on April 12, 1979, April 3, 1980, and January 5, 1981. 
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PRICE OF GOLD AND SWISS FRANC EXCHANGE RATE -. Fridays, January 1979 t o  June 1981 

-1 Ratio Scale  

$20.67 a n  ounce and the  U.S. wholesale p r i c e  index w a s  25.4 on a 1957-59 base. In 
t h e  following 24 years  t o  1920, t he  purchasing power of gold f e l l  by 70 per  cent  as 
t h e  monetary p r i c e  w a s  unchanged and comodi ty  p r i c e s  r o s e  sharply,  mainly because 02 
the  i n f l a t i o n  i n  World War I and i n  t h e  immediate poetwar years.  Fran 1920 t o  1933, 
camnodity p r i ce s  f e l l  sharply,  bu t  t h e  purchasing power of gold w a s  s t i l l  30 per  cent  
less than it had been i n  1896, in s p i t e  of t h e  severe depression i n  the  United S t a t e s  
and other  gold standard countries. 

The f a l l  i n  the r e a l  value of gold w a s  reversed by the  change i n  the  monetary 
p r i c e  t o  $35.00 an ounce i n  February 1934. Although camnodity p r i c e s  began t o  recover, 
the  purchasing power of gold w a s  5 per  cent  higher  i n  1934 than it had been in 1896. 
This very favorable  r e l a t i onsh ip  w a s  terminated by the  i n f l a t i o n  during and inmediately 
a f t e r  World War I1 and the  renewed i n f l a t i o n  t h a t  began i n  1965. Before t h e  United 
S t a t e s  abandoned the  gold standard i n  August 1971, the  purchasing power of gold at  the  
monetary p r i c e  of $35 an ounce had f a l l e n  by 65 per  cent  from what it had been i n  1934. 
The subsequent changes i n  t he  monetary p r i c e  of gold t o  $38 an ounce i n  1971 and $42.22 
an  ounce in 1973 had very l i t t l e  e f f e c t  on t h e  purchasing power of gold as commodity 
p r i ce s  rose  even more. In t h e  f r e e  market, however, t h e  r i s e  i n  t h e  p r i c e  of gold 
t o  $127.00 an ounce in  May 1973 res tored  the  purchasing power of gold t o  about what 
it had been in 1896 and 1934. 

,.. 
U 

From mid-1973 t o  e a r l y  1979, t h e  purchasing power of gold as measured by t h e  
U.S. wholesale p r i c e  index rose  gradual ly but  w a s  s t i l l  l e s s  than 25 per  cent above the  
1896 level .  A s  a r e s u l t  of t h e  enormous r i s e  i n  t h e  p r i c e  of gold between Apr i l  1979 
and January 1980, however, t h e  purchasing power of gold increased t o  3.9 times what it 
had been i n  1896. Since then, t h e  d o l l a r  p r i c e  of gold has f a l l e n  by about 44 per  cent  
and the  U.S. index of wholesale p r i c e s  of al1,cormnodities has  r i s e n  by U per cent ,  s o  
t h a t  i n  mid-June 1981 the  purchasing power of gold w a s  somewhat less than  twice the  
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1896 leve l .  The f a l l  i n  t he  p r i c e  of gold i n  1980-81 occurred i n  s p i t e  of a huge 
reduction i n  the supply. The consumption of gold i n  t he  a r t s  and industry f e l l  even 
more proport ionately,  and the  absorpt ion of gold i n  hoarding, investment and specu- 
l a t i o n  f e l l  considerably. Even so,  the  d o l l a r  p r i c e  of gold in June 1981 w a s  s t i l l  
near ly  twice as high as it had been in A p r i l  1979. 

2. PURCHASING POWER OF GOD MEASURED BY U.S. WHOIESBLE PRICES, 1896-1981 

Dol la rs  per  U.S. wholesale Index, 18 96- 100 
Year or t r oy  ounce p r i c e  index P r i c e  of Wholesale Purchas inn 
month of gold 1957-5 9=100@ gold 

18 96 20.67* 25.4 100.0 
1914 20.67* 37.3 LOO. 0 
1920 20.67* 84.5 100.0 
1933 20.67* 36.1 100.0 

1934 35. OO* 41.0 
1945 35. OO* 57.9 
1970 35. OO* 117.1 
1972 3 8 . W  126.4 
1973 (Peb. ) 42.22* 134.6 

1973 (Feb. 89.008 134.6 430.6 
1973 (May) 114.75# 141.3 555.2 
1979 (Apr. ) 245.300 244.0 1186.7 
1980 (Jan.) 85.0. OM 270.4 4112.2 
1981 (M~Y)  501,OOdr 311.6 2423.8 

p r i c e  index power of 

* O f f i c i a l  monetary p r i c e  i n  t h e  United S t a t e s .  
4 Highest f r e e  markei p r i ce  in London dur ing  t h e  month. 
@ ~u;eau of Labor s t a t i s t i c s ,  wholesale index of  a l l  co~nnodities.  Data from 

1860 t o  1965, Department of Cammerce, Long-Term Economic Growth, p. 207. Current 
da ta  are published by the  Bureau of Labor S t a t i s t i c s  on 1967 and 1957-59 bases. 

Supply of gold t o  the  p r iva t e  s ec to r  

The supply of gold t o  t h e  p r i v a t e  s e c t o r  f r a n  a l l  sources f e l l  by 29.0 m i l l i o n  
ounces (53 per  cen t )  t o  25.8 mi l l i on  ounces i n  1980 f r w  54.8 mi l l ion  ounces i n  t h e  
previous year. About 85 per  cen t  of t h e  reduc t ion  was t h e  r e s u l t  of t he  s h i f t  from 
ne t  s a l e s  t o  ne t  purchases by t h e  monetary a u t h o r i t i e s  excluding the  Coanrmnist coun- 
t r i e s .  The other  l a rge  reduct ion w a s  i n  n e t  sales by Communist count r ies .  Although 
newly-mined production decl ined,  it  w a s  a minor f a c t o r  i n  the  sharp reduct ion of 
supply. The supply of gold t o  t h e  p r i v a t e  s e c t o r  from a l l  sources i n  1980 was the  
smallest i n  21 years. 

hroduction. The production of gold o u t s i d e  t h e  Communist count r ies  f e l l  by 
600,000 ounces (1.9 per  cen t )  t o  30.3 m i l l i o n  ounces i n  1980. Output i n  South A f r i c a  
f e l l  by 900,000 ounces (4.0 per  cen t )  t o  21.7 m i l l i o n  ounces. This w a s  the  r e s u l t  of 
a cont inuat ion of the  po l i cy  of reducing the  grade of o r e  t o  extend the  l i f e  of t he  
m i n e s  when the p r i c e  of gold increases  more than  mining cos t s .  Over t he  p a s t  t e n  
years ,  t he  average grade of o r e  has been reduced from 13.28 grams per  met r ic  ton 



3 4 3  

milled (13.28 p a r t s  in a mi l l ion)  i n  1970 t o  7.28 grams per  met r ic  ton i n  1980. In 
s p i t e  of an increase of 21 per  cent i n  the  tonnage mil led,  South Af r i ca ' s  gold pro- 
duction f e l l  by 32.5 per  cent  over these  ten years.  That is  how the  South African 
mining industry has responded t o  the  increase i n  the p r i c e  of gold from a monetary 
pr ice  of $35 an ounce i n  1970 t o  an average f r e e  market p r i c e  of $612 an ounce i n  
1980. Ihe dec l ine  in South African production w i l l  continue if  the p r i c e  of gold 
remains a t  about its present  l e v e l  r e l a t i v e  t o  mining cos ts .  I n  t h e  f i r s t  four  
months of 1981, South African production was 6.99 mi l l i on  ounces, d m  200,000 
ounces (2.8 per  cent )  fram t h e  s m e  period last year. 

3, SUPPLY Q GOlD FROM PRODUCTION AND OTKER SOURCES, 1977-80 

Mil l ion t roy  ounces 
1977 1978 1979 1980 

Production, ex Cammmist a r eas  31.47 31-25 30.91 30.32 
South Africa 22.50 22.71 22.61 21.70 
Other Afr ica  
Canada 
United S t a t e s  
Braz i l  
Other Iatin America 
Asia 
Oceania 
Europe 

Other sources 21.54 24.82 23.89 -4.50 --- 
Couuuunis t areas ,  h e  t sales 12.89 13.18 6.40 2.89 
Of f i c i a l  t ransa=t  ions , ne t  s a l e s  8.65 11.64 17.49 -7.39 

TOTAL SUPPLY 52.79 56.29 54.80 25.82 

Metric tons* 
1977 1978 1979 1980 

* The o r i g i n a l  da t a  a r e  in metr ic  tons and f o r  production, but  not  f o r  other  sources,  
a r e  rounded t o  one-tenth of a ton. There a r e  32,150 t roy  ounces in a metr ic  ton. 

Source: Consolidated Gold F ie lds  Limited, Gold 1980, London, May 1980, pp. 19 and 16. 

In o ther  non-Coamunist count r ies ,  output increased by 320,000 ounces (3.9 per 
cent)  t o  8.62 mi l l ion  ounces in 1980. The l a r g e s t  increases  w e r e  i n  Braz i l  (330,000 
ounces) and o ther  Iatin America (280,000 ounces), mainly i n  Colombia. Ch t he  o ther  
hand, output f e l l  s l i g h t l y  i n  Canada and the  United S ta t e s  and f e l l  sharply in 
PapudNev Guinea (down by 180,000 ounces). The dec l ine  i n  Canada and t h e  United 
S ta t e s  w a s  mainly due t o  the mining of a lower grade o r  ore ,  but a l s o  because of a 
copper s t r i k e  which reduced the  output of by-product gold. In PapuaINew Guinea the  
f a l l  i n  output w a s  the  r e s u l t  of the  la rge  f a l l  i n  copper production which is the  
main source of gold i n  t h a t  country. The dec l ine  i n  gold production i n  sane other  
countr ies  w a s  a l s o  a t t r i b u t a b l e  i n  p a r t  t o  t he  reduction i n  copper mining. The high 
p r i ce  of gold d id  s t imula te  production i n  a number of count r ies  and t h a t  w i l l  have 
an even g r e a t e r  e f f e c t  i f  t he re  is a recovery i n  copper pr ices .  New mines a r e  being 
opened in a number of count r ies  i n  response t o  the  high p r i c e  of gold, but they may 
not cont r ibu te  s i g n i f i c a n t l y  t o  production f o r  some time. Ln t he  next year o r  two, 
t5e  increase in gold production in other  count r ies  may bare ly  o f f s e t  t he  continued 
reduction of output in South Africa.  



Sales of Communist countr ies .  The ne t  s a l e s  of gold by Cammunist count r ies  
f e l l  by 3 .51mi l l i on  ounces (54.8 per  cent )  t o  2.89 mi l l i on  ounces i n  1980. This i s  
the smallest  amount supplied by these count r ies  s ince  1971. These s a l e s  a r e  predomi- 
nantly by the Soviet Union and a r e  c lose ly  r e l a t ed  t o  i ts need f o r  fore ign  exchange. 
In the  pas t  two years ,  t h e  t r a d e  balance of t he  Soviet  Union with t h e  non-Cammunist 
countr ies  has g rea t ly  improved. Its t r ade  d e f i c i t  decl ined from about $3.9 b i l l i o n  
in 1978 t o  $1.9 b i l l i o n  in 1979 and $1.6 b i l l i o n  i n  1980. This  has  g rea t ly  diminished 
the need of t h e  Soviet  Union t o  sell  gold t o  f inance i ts payments d e f i c i t .  Moreover, 
because the  average p r i c e  doubled from $307 an ounce in 1979 t o  $612 an  ounce i n  1980, 
the Soviet Union received almost as much from the  reduced sales in  1980 as it d id  from 
the  much l a rge r  s a l e s  i n  1979. This has enabled t h e  Soviet  Union t o  continue t o  re- 
bui ld i t s  gold reserves  which w e r e  drawn d a m  in 1976-78 and p a r t l y  res tored  in 1979 
out of its estimated production of 9.5 mi l l i on  ounces a year. 

O f f i c i a l  s a l e s  and purchases. In 1979, t he  very l a rge  s a l e s  of t he  U.S. 
Treasury, the considerable s a l e s  of t h e  In t e rna t iona l  Monetary Fund, and the  small  
ne t  safes of o ther  monetary a u t h o r i t i e s  provided 17.5 m i l l i o n  ounces-- about 32 per  
cent of the t o t a l  supply t o  t he  p r i v a t e  market i n  that year. In 1980, however, o f f i -  
c i a l  purchases exceeded o f f i c i a l  s a l e s  by 7.4 mi l l i on  ounces. This w a s  by f a r  the  
la rges t  f ac to r  i n  t he  sharp f a l l  of t he  supply of  gold i n  t h e  p r i v a t e  market last 
year. A la rge  p a r t  of the  reduct ion in the  supply from o f f i c i a l  sources w a s  due t o  
the change in t h e  pol icy  of t h e  U.S. Government. In 1979, t he  Treasury so ld  11.75 
mi l l ion  ounces of gold a t  auc t ion  in order  t o  support t h e  d o l l a r  i n  t h e  exchange 
market. I n  1980, the  Treasury so ld  no gold at  auc t ion ,  as the  d o l l a r  became s t ronger  
r e l a t i v e  t o  t he  o the r  ma j o t  currencies .  Under newly-enacted l e g i s  l a t i on ,  however, 
the Treasury is required t o  o f f e r  f o r  s a l e  t o  t he  publ ic  up t o  one mi l l i on  ounces of 
gold a year i n  the  form of one-ounce and half-ounce medallions. Actual  s a l e s  in 1980 
(373,000 ounces) f e l l  f a r  sho r t  of t he  authorized &mount. 

In May 1980, t he  IMF completed i ts four-year program of s e l l i n g  about 25 m i l -  
lLon ounces of gold at  auct ion,  with the  excess w e r  book value (35 SDRs an ounce) 
placed i n  the Trus t  Fund f o r  t h e  bene f i t  of its low-incane members. In the  f i v e  
monthly auct ions i n  1980, t he  IMF so ld  2.2 mi l l i on  ounces. The IMF a l s o  sold 3.4 m i l -  
l i on  ounces of gold t o  its members i n  1980 a t  35 SDRs an ounce, bu t  these  t ransac t ions  
a r e  not included i n  n e t  o f f i c i a l  s a l e s  as the  gold was acquired by o the r  monetary 
au tho r i t i e s .  The au tho r i ty  previously given the  IMF t o  s e l l  gold a t  auc t ion  and t o  
i t s  members has terminated. Any f u r t h e r  s a l e s  out of i ts present  holdings of 103 
mi l l ion  ounces would r equ i r e  approval of 85 per  cent  of t h e  t o t a l  vo t ing  power of 
i ts  members. It would be almost impossible t o  secure such approval under present  
circumstances, and it may be assumed t h a t  t he  IMF w i l l  not  add t o  t he  supply of gold 
i n  the  next few years. 

According t o  t he  data in In t e rna t iona l  F inancia l  S t a t i s t i c s ,  t he  gold hold- 
ings of a l l  non-Comrmnist count r ies  increased by 7.6 mi l l i on  ounces in 1980 t o  937.6 
mil l ion ounces at  the  end of t h e  year. In part t h i s  increase  w a s  t h e  r e s u l t  of s a l e s  
of the  IMF t o  members and is not  an increase i n  aggregate holdings of t he  monetary 
au tho r i t i e s .  Several count r ies  reduced t h e i r  holdings. The United S ta t e s ,  as al- 
ready noted, used gold f o r  the production of medallions. Canada used some of  its 
newly-mined gold and reduced its gold reserves by 1.2 mi l l i on  ounces f o r  its Maple 
Leaf coins. On the  o ther  hand, t he re  were la rge  increases  i n  t he  gold holdings of 
severa l  countr ies .  With the  g rea t  improvement i n  i t s  payments pos i t ion ,  South Afr ica  
increased its gold reserves  by 2.1 mi l l ion  ounces of which 800,000 ounces came f r a n  
a reversa l  of t he  swaps made severa l  years ago wi th  Swiss banks, and 1.3 mi l l i on  
ounces came f r a n  its own production. Western Hemisphere count r ies  increased t h e i r  



80ld holdings by 1.4 mi l l ion  ounces, mainly Braz i l ,  Colombia, Chile, Peru and urn- 
g ~ a y ,  out of t h e i r  own production. The oi l -export ing countr ies  increased t h e i r  gold 
holdings by 3.4 mil l ion ounces a s  a r e s u l t  of purchases i n  the market by Indonesia 
(2.1 mi l l i on  ounces), Libya (620,000 ounces) and a few other  members of OPEC. The 
tendency of same gold-producing coun t r i e s  m d  sane oi l -export ing countr ies  t o  d d  t o  
t h e i r  gold r e s e r m s  m y  continue. 

@gorption of nold by the p r iva t e  s e c t o r  

The abrorption of gold by t h e  p r i n t 0  s e c t o r  is  equal t o  t he  supply, m d  it 
f a l l  by 29.0 mi l l ion  ounces in 1980. Nearly three-fourths  of the decl ine rrrrs in the  
arts and induatry where the  n e t  use of gold f e l l  by 21.4 mi l l ion  ounces (67 per  c e a t )  
t o  10.5 mi l l i on  ounces. This is probably the smal les t  autount of gold absorbed in 
t h i s  s e c t o r  s ince  the 1960s. The absorp t ion  of gold by hoarders, investors  m d  
rpeculators  f e l l  by 7.6 mi l l ion  ounces (33 per  cent )  t o  15.3 mil l ion  ounces in 1980. 
m i l e  t h i s  was a large reduction, it w a s  from 8 very high leve l  in the  previous y u r .  
A 1 1  of the reduction was in n e t  s a l e s  of o f f i c i a l  coins ,  medals m d  medallions, and 
bars  in developing countries.  Net s a l e s  of l a rge  bars  in developed countr ies  Fn- 
creased conaiderrbly in 1980. 

Jewel-. Mort of the reduct ion in t h e  &sorpt ion of gold in the arts urd 
industry w a s  in the  farm of jewelry. The n e t  amount of gold ured f o r  f ab r i ca t ing  
jewelry is estimated t o  have f a l l e n  by 19.9 mi l l i on  ounces (84 per cent)  t o  3.8 mil- 
l i on  ounces i n  1980. In the  i n d u s t r i a l  a r e a s ,  t he  absorpt ion of gold by jewelry 
~ u f ~ c t u r e r s  f e l l  by 9.2 mi l l i on  ounces (51 per  cent )  t o  8.7 mi l l ion  ounces. Most 
of the f a l l  .was in I t a l y  where t h e  jewelry indus t ry  reduced i ts ne t  use of gold by 
4.5 mi l l i on  ounces (62 per cent )  t o  2.8 m i l l i o n  ounces. I t a l y  is by f a r  the  l a r g e s t  
fabr ica tor  of jewelry and near ly  a l l  of its production is exported. The reduct ion i n  
its use of gold in manufacturing jewelry is a r e f l e c t i o n  of the sharp f a l l  in demand 
i n  importing countries.  In o ther  i n d u s t r i a l  a r e a s ,  the absorption of gold i n  jewelry 
f e l l  by 2.9 mi l l i on  ounces (50 per  cent )  t o  2.9 mi l l i on  ounces in Europe outs ide I t a l y ,  
by 1.0 mi l l ion  ounces (33 per  cent )  t o  2.0 m i l l i o n  ounces i n  the United S ta t e s  and 
Canada, and by 875,000 ounces (51 per  cen t )  t o  850,000 ounces In Japan. There were 
small changes i n  the use of gold f o r  jewelry i n  Aus t r a l i a  and South Africa. The l a rge  
reduction i n  t he  absorption of gold i n  manufacturing jewelry in these i n d u s t r i a l  areas 
in 1980 was due in pa r t  t o  the s l w i n g  of econanic a c t i v i t y ,  but mainly t o  the  h i &  
p r i c e  of gold which held d a m  consumer purchases and encouraged them t o  sell s o w  
of t h e i r  old jewelry f o r  bul l ion.  

In many developing count r ies ,  jewelry is bought 8s a form of saving and In- 
mstment.  In 1979, the  addi t ion  t o  holdings of jewelry i n  the developing count r ies  
mounted t o  5.7 mi l l ion  ounces. In  1980, hweve r ,  t h e  holdings of jewelry in these  
count r ies  were reduced by 4.9 m i l l i o n  mnces .  The g rea t e s t  reduction was in t h e  
Middle East, where 2.9 mi l l ion  ounces of jewelry were melted down and used aa bul l ion .  
Nearly a l l  of t h i s  was in Iran,  although t h e r e  were la rge  reductions in holdings of 
jewelry fn Turkey and Ln a few o the r  Middle East  countr ies .  In India,  Pakistan and 
Bangladesh 420,000 ounces of jewelry were converted i n t o  bullion. And i n  the  Far  East 
ou ts ide  Japan, 1.9 mi l l ion  ounces of jewelry vere  converted into  bul l ion ,  mainly i n  
Indonesia. In U t i n  America, the  absorpt ion of gold i n  fabricrrting jewelry f e l l  by 
1.3 mi l l i on  ounces (84 per  cen t )  t o  250,000 ounces. Moat of the reduction was in 
Braz i l ,  by f a r  the la rges t  manufacturer of jewelry i n  Latin America, while i n  some 
o ther  countr ies  i n  t h i s  region jewelry was melted down and resold t o  fabr ica tors .  
I n  Afr ica,  outs ide South Afr ica ,  t he  use  of gold i n  manufacturing jewelry f e l l  by 



650,000 ounces (91 per  cent)  t o  60,000 ounces. A s  t hese  d a t a  ind ica te ,  the high 
pr ice  of gold not only held down jewelry purchases i n  developing count r ies ,  but re-  
sul ted i n  a ne t  reduction i n  gold holdings i n  t h i s  form. 

4. &SORPTION OF GOID IW mUSTRY AND I N  HOARDING AND INVESTMENT, 1977-80 

Mil l ion t r o y  ounces* Metric tons* 
1977 1978 1979 1980 1977 1978 1979 1980 

A r t s  and indust- 
Jelwelry 
Dent is try . - 

E l e c  t ron ic s  2.46 2.76 3.03 2.59 77 86 94 8 1  
Other arts and industry 2.10 2.46 2.43 2.08 65 77 76 65 

Boarding, investment, e tc .  ---- 13.36 15.81 22.88 15.31 416 492 712 476 - - - -  
O f f i c i a l  coins 4.56 9.24 9.31 5.75 142 287 290 179 
Medals, medallions, e t c .  1.63 1.59 1.05 0.49 5 1  50 33 15 
Bars in developing count r ies  2.40 3.63 5.55 0.08 75 113 173 3 
Bars i n  developed countries* 4.77 1.35 6.96 8.99 149 42 217 280 

TOTBL ABSORPTION ---- 52-79 56.29 54.80 25.82 1,642 1,751 1.704 803 

* The o r i g i n a l  d a t a  a r e  i n  met r ic  tons and rounded t o  one-tenth of a ton, except f o r  
bars  i n  developed count r ies ,  which a r e  a r e s idua l ,  and a r e  presumed t o  be absorbed 
by inves tors  and speculators .  There a r e  32,150 t r o y  ounces i n  a met r ic  ton. 

Source: Consolidated Gold F ie lds  Limited, Gold 1981, pp. 244.4. 

Other arts and industry.  The doubling of t he  p r i c e  of gold i n  1980 had a 
considerable e f f e c t  on o ther  uses of gold, although much less than i n  manufacturing 
jewelry. In d e n t i s t r y ,  t he  absorpt ion of gold f e l l  by 785,000 ounces (28 per  cent )  
t o  2.0 mi l l i on  ounces. Most of the  decrease w a s  i n  t h e  United S ta t e s ,  where use of 
gold in d e n t i s t r y  f e l l  by 240,000 ounces (35 pe r  cen t )  t o  445,000 ounces, and i n  
Japan where it f e l l  by 195,000 ounces (51 per  cent )  t o  190,000 ounces. In Germany, 
which is t h e  l a r g e s t  u se r  of gold i n  d e n t i s t r y  because i t  i s  covered by s o c i a l  in-  
surance, n e t  absorpt ion f e l l  by 90,000 ounces (10 per  cent )  t o  810,000 ounces. In 
a l l  o the r  count r ies ,  t he  use of gold i n  d e n t i s t r y  f e l l  by 260,000 ounces (32 per  
cent )  t o  540,000 ounces. The reduction i n  t he  d e n t a l  use of gold i n  1980 r e su l t ed  
from t he  s u b s t i t u t i o n  of other  mater ia l s  f o r  gold i n  f i l l i n g s  and dentures  because 
of t he  high pr ice .  

The absorpt ion of gold i n  t he  manufacture of e l e c t r o n i c  components f e l l  by 
430,000 ounces (14 per  cent )  t o  2.6 m i l l i o n  ounces i n  1980. The dec l ine  w a s  m i n l y  
i n  t h e  United S t a t e s  (130,000 ounces), Japan (93,000 ounces), and i n  Germcmy, t h e  
United Kingdom, France, Switzerland and I t a l y  (154,000 ounces together) .  In s p i t e  
of t he  enormous expansion of e l ec t ron ic s ,  the  absorp t ion  of gold i n  these  indus t r i e s  
was less i n  1980 than i n  seven of t he  t en  preceding years ,  as the high p r i c e  has  led  
t o  more economical use  of gold and its replacement by s u b s t i t u t e s .  The absorpt ion 
of gold i n  a l l  o ther  arts and industry f e l l  by 350,000 ounces (14 per  cent )  t o  2.1 
mi l l ion  ounces i n  1980. This includes gold used i n  manufacturing costume jewelry, 
pens, brazing a l l o y s  and o ther  products, About two-thirds of t he  reduction w a s  in 
the  United S t a t e s  where such uses  of gold f e l l  by 230,000 ounces (20 per  cent )  t o  



860,000 ounces. This dec l ine  w a s  due t o  t he  doubling of t h e  p r i ce  of gold in 1980. 
In e l ec t ron ic s  and i n  other  i n d u s t r i a l  uses ,  the absorpt ion of gold i n  some indus- 
t r i a l  countr ies  was held d m  by adverse economic conditions.  

O f f i c i a l  coins. The wide i n t e r e s t  i n  owning gold has induced a rider of 
count r ies  t o  i s sue  coins t o  m e e t  t h i s  demand. The co ins  a r e  g e n e n l l y  sold at a 
pyamiurn above t h e i r  bu l l ion  value t h a t  ranges between 4 per  cent  f o r  the  one-cmce 
Unrdisn Maple Leaf t o  6 per  cent  f o r  t he  one-ounce South African Itrugerrand m d  
.bout  t he  smne f o r  t he  Mexican 50-peso co in  of 1.2 ounces. The t r a d i t i o n a l  coins- 
the  sovereign, the  napoleon, and the  U.S. eagle-- sell a t  a sanewhat higher premium 
over t h e i r  bu l l i on  value. V i r tua l ly  a l l  of t he  gold used f o r  o f f i c i a l  coinage i n  
1980 was by the  mints of South Af r i ca ,  t h e  United Kingdam, Canada, and Mexico although 
same of t he  coins were s t ruck  on behalf  of o the r  countr ies .  The a c t u a l  sale of coins  
by t h e  monetary a u t h o r i t i e s  of a l l  coun t r i e s  f e l l  by 4.6 mi l l i on  ounces (38 per  cent )  
t o  5.8 mi l l i on  ounces. While t h i s  w a s  much l e s s  than in 1978-79, i t  waa sawwhat 
m o r e  than the  average in 1976-77. The sharp dec l ine  i n  the  p r i ce  of gold in the 
course of 1980 had a moderating e f f e c t  on t h e  demand f o r  gold coins. 

Medals, medallions, and f acs imi l e  coins.  N e t  purchases by the  publ ic  of 
gold medals, medallions and f acs imi l e  co ins  f e l l  by 560,000 ounces (53 per cent )  t o  
490,000 ounces i n  1980. The premium w e r  the  b u l l i o n  value is l e s s  th& f o r  o f f i c i a l  
coins-- general ly  about 2 t o  4 per cent .  Three-fourths of t h e  t o t a l  s a l e s  in 1980 
were of the new one-ounce and half-ounce medallions that the  U.S. Treasury was r e -  
quired by law t o  i ssue  and s e l l  t o  t h e  publ ic .  Net s a l e s  of a l l  other  medals, 
medallions,  and facs imi le  coins produced p r iva t e ly  i n  t h e  Middle East and some 
European count r ies  f e l l  by 90 per  cent  t o  110,000 ounces i n  1980. In sane coun- 
t r i e s ,  p a r t i c u l a r l y  Iran,  there  was a n e t  reduct ion in t h e  holding of gold in t h i s  
form. The dcmand f o r  medals, medallions and facs imi le  co ins  has f a l l e n  sharply not 
only because of the  high p r i c e  of gold bu t  a l s o  because of the  ready a v a i l a b i l i t y  a t  
a amal l  premium of o f f i c i a l  co ins  i n  convenient s i z e .  

The demand f o r  the  medallions issued by the  U. S. Treasury w a s  f o r  t h e i r  
keepsake charac te r  as w e l l  as a means of holding gold. Sales  of these medallions 
were f a r  less than expected. The Treasury w a s  l e g a l l y  required t o  s e l l  each year 
f o r  f i v e  years  up t o  500,000 one-ounce medallions and 1 mi l l i on  half-ounce medal- 
l ions-- a m~xiPmrm of 1 mi l l ion  ounces a year.  It of fered  the  medallions for  s a l e  t o  
the publ ic  a t  a premium of 2 pe r  cent  uver t h e  bu l l i on  value. Actual s a l e s  from mid- 
July t o  the  end of December 1980 amounted t o  373,000 ounces. Sales may have been 
held back not  only by the f a l l  in the  p r i c e  of gold but  by the  complexity and deLay 
in purchasing the  medallions through t h e  p o s t a l  system. For accounting purposes, 
ea l e s  in January and February 1981 (61,000 ounces) a r e  considered pa r t  of the 1980 
s e r i e s .  A new s e r i e s  w i l l  be s t ruck  in Ju ly  1981 and of fered  t o  the  public. Unless 
t he  method of s e l l i n g  is s impl i f ied ,  s a l e s  may be f a r  l e s s  than the  maximum of 1 m i l -  
l i o n  ounces s e t  by law. 

Bars in developing countr ies .  The absorpt ion of gold bu l l i on  f o r  hoarding, 
specula t ioa  and investment i n  t he  developing count r ies  is  usual ly in the  form of 
small bars  weighing a f r ac t ion  of an ounce t o  a few ounces. Larger bars  may be 
acquired by wealthy people o r  bus iness  firms o r  he ld  by dea lers  and banks f o r  
t rad ing  purposes o r  a s  c w e r  f o r  sales f o r  fu tu re  del ivery.  In 1980, the e s t i -  
mated absorpt ion of gold i n  b u l l i o n  form i n  Lat in America, Asia and Africa w a s  
about 80,000 ounces, down sharply from 5.5 mi l l i on  ounces in 1979. The da t a  a r e  
uncer ta in  and t h e  est imate includes an adjustment f o r  t he  r e c l a s s i f i c a t i o n  of 
Vietnam and Laos a s  Communist coun t r i e s  which involves a deduction of nearly 



500,000 ounces i n  1980. Q u i t e  apa r t  from t h i s ,  i t  is c l e a r  t ha t  i n  many developing 
countr ies  there  was dishoarding of gold held in  bar  form because of the f a l l  i n  the  
pr ice  l a s t  year. 

Bars i n  develoaed countr ies .  The absorption of gold i n  bars  i n  the developed 
countries-- e s s e n t i a l l y  by Europe and North America- is estimated a s  a residual .  That 
is t o  say, the  iden t i f i ed  absorpt ion of gold i n  the  arts and industry, i n  coins,  medals 
and medallions, and i n  bars  in developing countr ies  is subtracted from the estimated 
supply of gold t o  the  p r iva t e  morket and the  remainder is a t t r i b u t e d  t o  the increase 
i n  holdings of gold bars  i n  t he  developed countries.  I n  1980, the absorption of gold 
in this form in developed count r ies  increased by 2.0 mi l l i on  ounces (29 per cent )  t o  
9.0 mi l l ion  ounces. Cold bars  a r e  held by ind iv idua ls ,  business  firms, banks and 
bul l ion  dea lers  i n  t h e i r  o m  possession, in d'eposits, as t rad ing  stock, and as c w e r  
f o r  cont rac ts  f o r  fu tu re  del ivery.  The u l t imate  owners a r e  investors  and speculators  
who hold gold in order  t o  avoid a l o s s  from the  deprec ia t ion  in the  r e a l  value of cur- 
renc ies  o r  t o  r e a l i z e  a p r o f i t  from a r i s e  i n  the  p r i c e  of gold in do l l a r s  and o ther  
currencies.  The absorpt ion of gold in t h i s  fonn ind ica t e s  t h a t  large speculators  and 
investors ,  as dis t inguished from small hoarders,  added s i g n i f i c a n t l y  t o  t h e i r  holdings 
in s p i t e  of the  f a l l  i n  the p r i c e  of gold during most of 1980. 

Markets f o r  gold 

There a r e  markets f o r  gold in a l l  p a r t s  of t he  world, d i f f e r en t i a t ed  by the 
type of t ransac t ion  of buyers and s e l l e r s .  The spot  markets f o r  gold, the  most im- 
portant  of which a r e  i n  London and Zurich, a r e  unique in a number of respects .  F i r s t ,  
Governments and monetary a u t h o r i t i e s  have an importaqt r o l e  i n  adding t o  o r  sub t r ac t ing  
from the supply ava i l ab l e  t o  t he  p r i v a t e  market. In 1977-79, n e t  s a l e s  of Communist 
countr ies  and of the  monetary a u t h o r i t i e s  of o the r  countr ies  and in t e rna t iona l  i n s t i -  
t u t ions  averaged 23.4 mi l l i on  ounces a year and accounted f o r  43 per cent of the t o t a l  
supply t o  t he  p r i v a t e  market. In 1980, however, Governments were ne t  buyers of gold 
from the  p r iva t e  market so  t h a t  t h e  t o t a l  supply w a s  l e s s  than production. Because 
of the r o l e  of Governments, the t o t a l  supply t o  t h e  p r i v a t e  market may vary consider- 
ably from year t o  year ,  even though newly-mined production i n  the non-Communist coun- 
t r i e s  changes r e l a t i v e l y  l i t t l e .  

A second f ea tu re  of the  spot markets f o r  gold is the  la rge  proport ion of the 
supply absorbed by hoarders,  inves tors  and speculators .  In  1977-78, they absorbed an 
average of 14.6 mi l l i on  ounces a year ,  c o n s t i t u t i n g  near ly  27 per  cent  of the  t o t a l  
supply t o  the  p r i v a t e  market. In 1979, t h e i r  n e t  purchases increased t o  22.9 mi l l i on  
ounces o r  42 per  cent  of t h e  supply. I n  1980, t h e i r  ne t  purchases f e l l  t o  E . 3  m i l l i o ~  
ounces, but  t h a t  was 59 per  cent  of t he  much smal le r  supply of l a s t  year. Hoarders, 
investors  and specula tors  a l s o  play a r o l e  i n  t he  s i l v e r  market, although t o  a much 
l e s se r  extent  except i n  unusual cases as i n  1979. In the  spot  markets f o r  o the r  b a s i c  
commodities, speculators  absorb an in s ign i f i can t  p a r t  of the  supply and do not accumu- 
l a t e  massive holdings as is t r u e  of gold and t o  sane ex ten t  s i l v e r .  

The demand f o r  gold i n  the  a r t s  and indus t ry  i s  responsive t o  much the  same 
forces  as  a c t  on other  commodities. The demand w i l l  vary d i r e c t l y  with the  increase  
o r  decrease i n  economic a c t i v i t y  and inverse ly  with the  r e l a t i v e  p r i ce  of gold. The 
r e a l  income e l a s t i c i t y  of t he  demand f o r  gold i n  the  arts and industry may be c lose  
t o  unity-- t h a t  is ,  the demand a t  a constant  p r i c e  of gold r e l a t i v e  t o  a l l  o the r  
pr ices  would tend t o  vary proport ionately with changes i n  economic a c t i v i t y .  The 
r e a l  p r i ce  e l a s t i c i t y  of the demand f o r  gold i n  the  a r t s  and industry,  however, is 



much higher than f o r  other  commodities and may be i n  excess of uni ty.  That i s  be- 
cause the gold content of jewelry, the most important i n d u s t r i a l  use of gold, is a 
very high proportion of the t o t a l  cos t .  I f  the r e a l  p r i ce  r i s e s  enough, there  could 
even be a negative demand-- t h a t  i s ,  a s a l e  of gold jewelry by consumers t o  producers 
and t r ade r s .  Under ordinary circumstances, t he  high p r i c e  e l a s t i c i t y  of demand f o r  
gold i n  t h e  arts and industry would of i t s e l f  tend t o  minimize the  e f f e c t  of var ia -  
t i o n s  in  the  supply on the  p r i c e  of gold. 

The v o l a t i l i t y  i n  the  p r i c e  of gold is due t o  t he  la rge  and important r o l e  
of specula tors  i n  the  gold markets. Disturbing economic o r  p o l i t i c a l  developments 
w i l l  lead t o  an increase i n  t h e i r  demand f o r  gold and cause the  p r i c e  t o  r i s e .  m e  
r i s e  i n  p r i c e  w i l l  lead t o  expectat ions of a f u r t h e r  increase and add t o  the  demand 
f o r  gold. On t he  other  hand, favorable  economic o r  p o l i t i c a l  developments w i l l  lead 
t o  a decrease i n  the speculat ive demand f o r  gold and cause the p r i c e  t o  f a l l .  The 
expectation of a continued f a l l  w i l l  cause specula tors  t o  decrease t h e i r  demand s t i l l  
more. Of course, a f t e r  a la rge  and extended r i s e  i n  t he  p r i ce  of gold, some specu- 
l a t o r s  w i l l  recognize t h a t  t he  p r i c e  is too  high t o  be maintained and s e l l e r s  w i l l  
predominate i n  the  market. This w i  11 p r e c i p i t a t e  a f a l l  i n  p r i c e  which w i l l  acce l -  
e r a t e  as speculators  l i qu ida t e  t h e i r  pos i t i on ,  u n t i l  t he  p r i c e  has f a l l e n  s o  low 
t h a t  it c a l l s  f o r t h  new buyers in the  expectat ion t h a t  the  f a l l  i n  p r i c e  w i l l  be 
reversed. A s imi la r  pa t t e rn  w i l l  u l t imate ly  l i m i t  t he  f a l l  i n  t he  p r i c e  of gold 
t h a t  may be i n i t i a t e d  by adverse economic o r  p o l i t i c a l  developments. 

The opening of fu tures  markets i n  the  United S t a t e s  a f t e r  ownership of gold 
by Americans w a s  legal ized i n  1974 has probably increased the v o l a t i l i t y  i n  the  p r i c e  
of gold. The s i z e  of t he  fu turesmarke ts  in t h e  United S t a t e s  has grown enormously. 
In 1980, the  Commodity Exchange (New York) had t ransac t ions  (contracts  t o  buy) of 
800 mi l l i on  ounces and the  In t e rna t iona l  Money Market (Chicago) had t ransac t ions  of 
254 mi l l i on  ounces, with smaller volumes i n  o ther  fu tu re s  markets i n  the  United States .  
This w a s  about 40 times the  supply t o  t h e  p r i v a t e  market last year.  That is  not  t o  
imply t h a t  t ransac t ions  on the  spot  markets a r e  l imi ted  t o  t he  annual supply £ram 
newly-mined gold and ne t  gold s a l e s  of t he  Communist count r ies  and the  monetary 
a u t h o r i t i e s  of o ther  countries.  Obviously, spot  gold bought a t  one time w i l l  be sold 
a t  another and the annual turnover w i l l  be f a r  g rea t e r  than the  annual supply. Never- 
t he l e s s ,  the  fu tures  markets a r e  f a r  l a r g e r  than the  spot  markets, and f o r  t h i s  reason 
have a g r e a t e r  e f f e c t  on the p r i c e  of gold. 

The spot  markets and the  fu tu re s  markets a r e  r e l a t ed  and p r i ce s  i n  one a f f e c t  
pr ices  i n  t h e  other ,  although t h a t  w i l l  be more o f t en  from the  fu tures  markets t o  the  
spot markets. I f  demand i n  the  fu tu re s  markets f o r  con t r ac t s  t o  buy gold f o r  a fu- 
t u r e  de l ivery  da te  exceeds the  supply of such cont rac ts ,  t he  p r i ce  of gold f o r  de l ivery  
on t h a t  fu tu re  da t e  w i l l  r i s e  r e l a t i v e  t o  the  spot  pr ice .  When the  d i f f e r e n t i a l  be- 
tween the  spot  and fu tures  p r i ce s  exceeds t h e  i n t e r e s t  cos t  f o r  the  period,  banks and 
dea lers  w i l l  s e l l  gold f o r  fu tu re  de l ive ry  and buy gold i n  the  spot market t o  cover 
t h e i r  pos i t ion .  This w i l l  tend t o  r a i s e  t he  spot  p r i c e  and t o  hold down t h e  r i s e  i n  
the fu tures  pr ice.  And i f  the  supply of cont rac ts  t o  s e l l  gold f o r  de l ivery  a t  some 
fu tu re  da t e  exceeds demand, the  p r i c e  f o r  fu tu re  de l ivery  w i l l  f a l l  r e l a t i v e  t o  t he  
spot pr ice .  When the d i f f e r e n t i a l  becomes l e s s  than the  i n t e r e s t  cos t ,  f ab r i ca to r s  
w i l l  be induced t o  buy gold f o r  fu tu re  de l ivery  and cover t h e i r  pos i t ion  by s e l l i n g  
some spot  gold from t h e i r  inventory. This w i l l  tend t o  lower the spot  p r i ce  and 
moderate the  f a l l  i n  the fg tures  pr ices .  Q u i t e  a p a r t  from such a r b i t r a g e  between 
the spot markets and the  fu tures  markets, specula tors  w i l l  seek the  most favorable  
market i n  which t o  buy or  s e l l  gold, and t h a t  w i l l  'lave the  e f f e c t  of unifying the  
spot and fu tu re s  markets. 



The operations of the  fu tu re s  markets have g rea t ly  increased the r o l e  of 
speculators  i n  the determination of the  p r i c e  of gold. Their t ransac t ions  dwarf the 
s a l e s  and purchases of producers and f ab r i ca to r s  and even those of hoarders,  inves tors  
and speculators  i n  the spot markets. Moreover, the  importance of fu tures  markets is 
l i k e l y  t o  grow as new markets a r e  opened i n  Europe and A s i a .  On the  o the r  hand, t he  
necess i ty  of deal ing in physical  gold, even i f  only through t r a n s f e r s  on the  books of 
bankers and dea lers ,  must l i m i t  t h e  growth of t he  spot market. The f a c t  t h a t  specu- 
lators w i l l  have a g rea t e r  r o l e  in the  determination of the  p r i ce  of gold does not  
mean t h a t  t h e  markets w i l l  a c t  haphazardly. On t he  contrary,  they a r e  l i k e l y  t o  
respond more promptly t o  economic and p o l i t i c a l  developments, and the  response is 
l i k e l y  t o  be much g rea t e r  than in the  pas t .  Because speculat ion i n  fu tu re s  markets 
can be undertaken with l e s s  c a p i t a l  and at  less t ransac t ions  cos t ,  the  specula t ive  
response t o  changes in economic and p o l i t i c a l  condi t ions may be g rea t e r  than i n  t he  
spot  markets, and gold p r i ce s  w i l l  be  more v o l a t i l e .  Speculators may a l s o  exaggerate 
the  importance of p o l i t i c a l  developments r e l a t i v e  t o  economic developments. 

A s  a p r a c t i c a l  mat te r ,  t he  l a rge  f luc tua t ions  in the  p r i ce  of gold t h a t  took 
p lace  in 1979-81 could not  be j u s t i f i e d  by changes i n  economic conditions.  An acce l -  
e r a t i o n  of the  i n f l a t i o n  by 5 per  cent  a year  could j u s t i f y  a r i s e  of t h a t  much more 
i n  the  d d l l a r  p r i c e  of gold from a trend r a t e  based on in f l a t i on .  A deprec ia t ion  of 
t he  d o l l a r  by 10 o r  15 per  cent  r e l a t i v e  t o  t he  s t ronges t  currencies  of the  i n d u s t r i a l  
count r ies  could add t h a t  t o  the  t rend rise i n  the  d o l l a r  p r i c e  of gold. That i s  very 
d i f f e r e n t  f r a n  having a three- o r  four-fold increase  i n  the  p r i ce  of gold i n  less 
than a year. Recent economic developments may keep t h e  p r i c e  of gold from r i s i n g  
much i n  t h e  near fu tu re ,  even i f  it does not  f a l l  from its present  leve l .  The in- 
f l a t i o n  i n  t he  United S t a t e s  has  slowed, although i t  is  s t i l l  a t  a high r a t e .  The 
d o l l a r  has been s t rong  i n  the  exchange market, although it may have r i s e n  too much 
r e l a t i v e  t o  the  currencies  of o ther  i n d u s t r i a l  countr ies .  What may be of g r e a t e s t  
importance i n  holding down the  p r i c e  of gold is t h a t  i n t e r e s t  r a t e s  a r e  much higher  
in a l l  i n d u s t r i a l  count r ies  than they were one o r  two years  ago. Speculators i n  t h e  
fu tures  markets a r e  very s e n s i t i v e  t o  high i n t e r e s t  r a t e s  because they show very 
c l e a r l y  what the  p r i c e  of gold w i l l  have t o  be th ree  months, s i x  months, and a year 
from now t o  make specula t ive  buying prof i t a b l e .  
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WHAT ROLE FOR GOLD IN THE MONETARY SYSTEM? 

By Edward M. Berns te in  

Summary and conclus ions  

The hundred years  o f  t h e  c l a s s i c a l  gold s t andard  were marked by l a r g e  s e c u l a r  
changes i n  p r i c e s .  The most d i f f i c u l t  per iod w a s  t h e  last q u a r t e r  of t h e  19th  
c e n t u r y ,  when t h e r e  was a l a r g e  f a l l  of p r i c e s .  The r i a s o n  f o r  t h i s  was t h e  
i r r e g u l a r  growth of t h e  world s t o c k  of monetary gold .  According t o  Professor  
Cassel, i f  t h i s  had been at a s teady  rate of 3 p e r  c e n t  a y e a r ,  p r i c e s  would have 
remained r e l a t i v e l y  s t a b l e .  I n s t e a d ,  t h e  gold  s t o c k  inc reased  i r r e g u l a r l y ,  de- 
pending on gold production.  A f t e r  World War I, t h e  gold s t o c k  was no t  s u f f i c i e n t  
t o  s u s t a i n  t h e  high postwar l e v e l  of p r i c e s  and gold p roduc t ion  was less than h a l f  
a s  much r e l a t i v e  t o  world r e s e r v e s  as b e f o r e  t h e  war. The gold s t andard ,  which 
w a s  r e s t o r e d  i n  1925-30, co l l apsed  i n  t h e  g r e a t  depress ion  of t h e  1930s. In t h e  
United S t a t e s  gold redemption o f  currency was terminated i n  March 1933 and t h e  gold 
c l a u s e  w a s  abrogated i n  June. In  accordance wi th  t h e  Gold Reserve Act of 1934, t h e  
Pres iden t  f i x e d  a new p r i c e  of $35 an  ounce f o r  gold.  The p r i v a t e  ho ld ing  of gold 
was forbidden,  b u t  t h e  Treasury s o l d  gold t o  f o r e i g n  monetary a u t h o r i t i e s  u n t i l  
t h i s  w a s  ended i n  August 1971. Gold d i d  no t  a c t  as a l i m i t a t i o n  on t h e  money 
supply,  however, because whenever t h e  r e s e r v e s  were n e a r  t h e  l e g a l  minimum, t h e  
requirements  were reduced u n t i l  t h e y  were f i n a l l y  e l imina ted  i n  1968. 

The p e r s i s t e n t  i n f l a t i o n  has  rev ived  i n t e r e s t  i n  r e s t o r i n g  t h e  gold s tandard.  The 
problems t h i s  would c r e a t e  seem insuperab le  a t  p r e s e n t .  Gold product ion has  been 
f a l l i n g  s i n c e  1966 and t h e  a b s o r p t i o n  o f  gold i n  t h e  arts and i n d u s t r y  has  exceeded 
product ion i n  r e c e n t  years.  Even before  t h e  i n f l a t i o n ,  t h e  growth of t h e  monetary 
s t o c k  of gold was minimal. The world p a t t e r n  of payments i s  s e r i o u s l y  unbalanced, 
and i f  members of OPEC could conver t  t h e i r  c u r r e n t  account s u r p l u s  i n t o  gold a t  a 
f ixed  p r i c e  they would probably do s o  on a l a r g e  s c a l e .  Other  c o u n t r i e s  could a l s o  
dec ide  t o  d i v e r s i f y  t h e i r  r e s e r v e s  by conver t ing  d o l l a r s  i n t o  gold. F i n a l l y ,  p r i -  
v a t e  h o l d e r s  of d o l l a r s  could p r e s e n t  enormous amounts f o r  redemption in gold i f  
they thought t h e  p r i c e  was t o o  l o w ,  and p r i v a t e  h o l d e r s  of gold could s e l l  enormous 
amounts t o  t h e  Treasury f o r  d o l l a r s  i f  they thought t h e  p r i c e  was t o  high.  Al- 
though i t  is no t  f e a s i b l e  t o  r e s t o r e  t h e  gold s t andard ,  some of i ts  f e a t u r e s  could 
be g r a d u a l l y  adopted. It might be p o s s i b l e  t o  r e q u i r e  reserves a g a i n s t  Federa l  



Reserve notes  and depos i t s ,  although not as r i g i d l y  as i n  t he  pas t .  It would be 
d e s i r a b l e  t o  moderate t he  f l uc tua t ions  i n  d o l l a r  exchange r a t e s  f o r  the  major cur-  
renc ies  and u l t ima te ly  t o  r e t u r n  t o  f ixed par  values  with considerable  f l e x i b i l i t y .  
It would a l s o  be pos s ib l e  t o  r e s t o r e  c o n v e r t i b i l i t y  of t h e  d o l l a r  i n  r e se rve  a s s e t s ,  
bu t  not  i n  gold. These a r e  s t e p s  t h a t  could be taken gradua l ly  ins tead  of  under- 
taking far-reaching commitments on gold. 

Gold standard before  1914 

The funct ion of t h e  monetary system is  t o r e g u l a t e  t h e  production, d i s t r i b u t i o n  and 
u t i l i z a t i o n  of  t h e  na t iona l  income. To perform t h i s  funct ion,  t h e  monetary system 
should f a c i l i t a t e  a f a i r l y  s teady growth of output  at  a reasonably s t a b l e  l e v e l  of 
p r ices .  It is by t h i s  test t h a t  t h e  c l a s s i c a l  gold s tandard should be judged; and 
it is t h i s  t e s t  t h a t  t he  Gold C-ission should apply t o  t h e  proposals i t  w i l l  con- 
s i d e r  on the  appropr ia te  r o l e  of  gold in t he  monetary system. 

Nearly a l l  economists of t h e  n ine teen th  century regarded the  gold s tandard as the  
bes t  p r a c t i c a l  monetary system. They d id  no t ,  however, be l i eve  t h a t  t h e  gold s tand-  
a rd  worked very wel l .  They f requent ly  r e f e r r e d  t o  t h e  g rea t  i n s t a b i l i t y  of  p r i c e s  
and t h e  c y c l i c a l  f l uc tua t ions  i n  t rade.  Actua l ly ,  t h e  per iods  of  r i s i n g  p r i c e s  d id  
no ham. In t h e  t h i r t y  years  from 1843 t o  1873, t h e  U.S. wholesale p r i c e  index rose  
by 77 per  cent--  an  average annual increase  of l e s s  than 2 per  cent .  That omits the  
intervening sharp r i s e  and f a l l  of p r i c e s  during t h e  C i v i l  War when greenbacks were 
nor redeemable i n  gold. In t h e  18 years  from 1896 t o  1914, t h e  U.S. wholesale p r i c e  
index rose  by SO pe r  cent--  an averaBe annual increase  of 2.3 pe r  cent.* 

The per iods of d e f l a t i o n  presented much more s e r ious  problems. Oni t t ing  t h e  w a r t i m e  
peaks i n  1814 and 1864, t he  U.S. wholesale p r i c e  index f e l l  by 29 per  cent  from 1822 
t o  1843 and by 38 per  cen t  from 1876 t o  1896. The e a r l i e r  f a l l  w a s  a t  an average 
annual rate of 1.7 per  cen t  and the  l a t e r  f a l l  was a t  an  average r a t e  of 2.4 per  cent.  
By ignoring the  intervening r i s e  and f a l l  of p r i c e s  one could conclude t h a t  t he re  was 
remarkable long-run s t a b i l i t y  of p r i c e s  under t h e  gold s tandard because the  wholesale 
p r i c e  index was about t h e  same i n  1914 as in 1880 and, more as ton ish ing ,  about t he  
same i n  1933 as i n  1883.* 

It w a s  no comfort t o  t h e  generat ion t h a t  l i ved  through t h e  pro t rac ted  recess ions  
t h a t  accompanied t h e  f a l l  i n  p r i c e s  t o  know t h a t  t h e  preceding generat ion had had 
an equal  r i s e  i n  p r i ce s .  The importance of t h e  d e f l a t i o n  problem i s  ind ica ted  by the  
f a c t  t h a t  t he  B r i t i s h  Government appointed a Royal Conmission on t h e  Depression of 
Trade and Industry i n  1886 and another  Royal Commission on t h e  Values of Gold and 
S i l v e r  i n  1887. It is worth no t ing  t h a t  t h e  theory r e l a t i n g  i n t e r e s t  r a t e s  t o  changes 
i n  p r i c e s  was expounded by Professor  I rv ing  F isher  i n  t h e  1880s i n  Appreciation and 
I n t e r e s t  t o  expla in  why i n t e r e s t  r a t e s  were low i n  a d e f l a t i o n ,  not why they were 
high i n  an i n f l a t i o n .  Table 1 on t h e  dura t ion  of U.S. business  cycles  shows c l e a r l y  
t he  long recess ions  and s h o r t e x p a n s i o n s i n  t h e  d e f l a t i o n  of t he  last qua r t e r  of t he  
nineteenth century. 

* l'he index numbers m i o r  t o  1860 a r e  taken from G. F. Warren and F. A.  Pearson, 
Wholesale Pr ices  i n  t he  United S t a t e s ,  Memoir 142, Cornel l  Universi ty  Agr i cu l tu ra l  
Ex~er iment  S ta t ion .  The index numbers a f t e r  1860 a r e  taken from the  s e r i e s  of the  
Bureau of Labor S t a t i s t i c s ,  published i n  Long-Term Economic Growth, 1860-19=, 
p. 202, U.S. Department of Commerce. 



1 1. BUSINESS CYCLE EXPANSIONS AND CONTRACTIONS IN THE UNITED STATES 

Reference dates 
Trough Peak 

December 1854 
December 1858 
June 1861 
December 1867 
December 1870 

March 1879 
May 1885 
April 1888 
May 1891 
June 1894 

June 1897 
December 1900 
August 1904 
June 1908 
January 1912 

December 19 14 
March 1919 
July 1921 
July 1924 
November 1927 

March 1933 
June 1938 
October 1945 
October 1949 
May 1954 

April 1958 
Febmary 1961 
November 1970 
March 1975 
July 1980 

June 1857 
October 1860 
April 1865 
June 1869 
October 1878 

March 1882 
March 1887 
July 1890 
January 1893 
December 1895 

June 1899 
September 1902 
May 1907 
January 1910 
January 1913 

August 1918 
January 1920 
May 1923 
October 1926 
August 1929 

May 1937 
February 1945 
November 1948 
July 1953 
August 1957 

April 1960 
December 1969 
November 1973 
January 1980 

Average, all cycles: 
1854-1914 
1914-1933 
1933-1945 
1945-1980 

Duration in months 
Contraction Expansion Complete cycle 
Trough fram 
previous 
peak 

Rough to 
following 

peak 

30 
22 
46* 
18 
34 

36 
2 2 
2 7 
20 
18 

24 
2 1 
33 
19 
12 

44* 
10 
22 
27 
2 1 

50 
80* 
3 7 
45 * 
3 9 

24 
106* 
36 
58 .... 
25.5 
24.8 
65.0 
49.3 

Trough from Peak from 
previous 
trough 

0 . 0 .  

48 
30 
78* 
36 

9 9 
74 
35 
37 
3 7 

36 
42 
44 
46 
43 

35 
5 I* 
2 8 
36 
40 

64 
6 3 
88* 
48 
55* 

47 
34 
117* 
52 
64 

68.0 
43.8 
75.5 
59.6 

previous 
peak 

..*. 
40 
s4* 
SO 
s 2 

101 
60 
40 
30 
35 

42 
39 
56 
32 
36 

67* 
17 
40 
41 
34 

93 
93* 
45 
56* 
49 

32 
116* 
47 
74 *... 

47.6 
39.8 
93.0 
59.9 

* Figures are the wartime ex~acsions (Civil War, World Wars I and 11, Korean war, and 
Vietnam war), the postwar contractions, and the full cycles that include the varthe 
expans ions. 

Source: National Bureau of Economic Research. This table adapted fram Business 
Conditions Digest, July 1981. 



Nevertheless, most economists bel ieved t h a t  t he re  was no a l t e r n a t i v e  t o  t he  gold 
standard. Jevons, not ing the  extreme changes i n  t h e  values  of gold and s i l v e r ,  and 
wr i t ing  i n  a period of  r i s i n g  p r i ce s ,  thought it would be poss ib le  t o  avoid t he  
e f f e c t  of i n f l a t i o n  on r e n t s  f ixed  i n  long-tenn leases by requi r ing  them t o  be ad- 
justed t o  o f f s e t  changes i n  t h e  purchasing power of  money as shown by an index 
number of pr ices--  t h e  t a b u l a r  standard. Al f red  Marshall  saw a much broader  r o l e  
f o r  t he  t abu la r  s tandard and s t r e s s e d  i t s  importance in a period of f a l l i n g  pr ices .  

"A grear  cause of t h e  d i s con t inu i ty  of industry,"  he  wrote, "is t h e  want 
of c e r t a i n  knowledge as t o  what a pound is going t o  be worth a s h o r t  time 
hence. With every expansion and con t r ac t i on  of  c r e d i t  p r i c e s  rise and 
f a l l .  This change of p r i c e s  . . . increases  i n  many ways t h e  inten-  
s i t y  of commercial f l uc tua t ions .  When t r a d e r s  are r e j o i c i n g  i n  high 
p r i ce s  debenture and mortgage holders  and o the r  c r e d i t o r s  are depressed; 
and when the  pendulum swings t h e  o the r  way t r a d e r s ,  a l ready  depressed, 
a r e  kept under water by having t o  pay an  except iona l ly  heavy t o l l  t o  t h e i r  
c r ed i to r s .  This  s e r ious  e v i l  can be  much diminished by a p lan  which econ- 
omists have long advocated. . . 
''[The Government] should publ ish t a b l e s  showing as c lo se ly  as may be  
changes i n  t h e  purchasing power of gold,  and should f a c i l i t a t e  con t r ac t s  
f o r  payments t o  be made i n  t e r n s  of u n i t s  of f ixed  purshasing power. . . 
I n  M r .  Palgrave 's  memorandum a most i n t e r e s t i n g  example is shown of t h e  
kind of index number t h a t  is wanted. . . The u n i t  of constant  genera l  
purchasing power would be app l i cab l e ,  a t  t h e  f r e e  choice of both p a r t i e s  
concerned, f o r  near ly  a l l  con t r ac t s  f o r  t h e  payment of i n t e r e s t ,  and. f o r  
t he  repayment of loans;  and f o r  many c o n t r a c t s  f o r  r e n t ,  and f o r  wages 
and sa l a r i e s . "  Alfred Marshall ,  O f f i c i a l  Papers,  pp. 9-12, London 1926. 

Restoring the  gold standard i n  t he  1920s 

Economists were aware t h a t  the  prolonged r i s e  o r  f a l l  i n  p r i ce s  over per iods of 20 
o r  30 years  w a s  caused by the  increase  i n  t h e  production of  gold a t  a h igher  o r  
lower r a t e  than t h e  increase  i n  t h e  output of goods and serv ices .  Professor  Gustav 
Cassel noted t h a t  t he  index number of wholesale p r i c e s  i n  t he  United Kingdom, 
~ a u e r b e c k ' s  index, was about t h e  same i n  1850 and i n  1910 and t h a t  t he  four-year 
averages f o r  1848-51 and 1908-11 were p r e c i s e l y  t he  same. This showed, he s a id ,  
t h a t  t he  world s tock  of monetary gold w a s  s u f f i c i e n t  i n  I850 and again i n  1910 t o  
maintain the  sane l e v e l  of p r i c e s  i n  those years.  I f  t he  s tock of monetary gold 
had increased at  a r egu la r  r a t e  throughout t h i s  per iod,  approximately 3 per  cent  a 
year ,  any v a r i a t i o n  i n  t h e  p r i c e  l eve l ,  according t o  Cassel ,  would have been due t o  
t he  i r r e g u l a r  rate of economic growth. A s  t h e r e  w a s  no grear  change i n  t he  r a t e  of 
growth of output ,  he concluded t h a t  "the main cause of t h e  s ecu l a r  v a r i a t i o n s  of 
the  general  p r i c e  l e v e l  l i e s  i n  t he  changes i n  t h e  r e l a t i v e  gold supply," A Theory 
of Social  Economy, p. 447. 

For the  monetary s tock of gold t o  grow a t  a r egu la r  3 per  cent snnual r a t e ,  gold 
production would have t o  increase  at about t h i s  r a t e ,  assuming tha t  t he  nonmonetary 
absorpt ion of gold was a f a i r l y  s teady proport ion of the  gold output.  The cha r t  on 
page 5 shows world production of gold f r m  1873 t o  1933, a s  estimated by t he  U.S. 
Bureau of t he  Mint, p lo t t ed  on a logari thmic s c a l e  aga ins t  i so r rop ic  l i n e s  t h a t  
e l iminate  a 3 per  cent  t r end ,  and the  Bureau of Labor S t a t i s t i c s  index of U.S. 



wholesale  p r i c e s  p l o t t e d  on a non-trend logar i thmic  s c a l e .  It is  ev iden t  t h a t  u n t i l  
1914, t h e  wholesale p r i c e  index fol lowed a p a t t e r n  similar t o  changes i n  world pro-  
duc t ion  of gold ad jus ted  f o r  a 3 p e r  c e n t  t r e n d ,  a l though with  a l a g  of s e v e r a l  
years .  The i n f l a t i o n  dur ing  and immediately a f t e r  World War I d i s ~ p t e d  t h e  r e l a -  
t i o n s h i p  of p r i c e s  t o  t h e  s t o c k  o f  monetary gold and compelled t h e  bandonment of 
gold redemption in a l l  of t h e  b e l l i g e r e n t  c o u n t r i e s  except  t h e  United S t a t e s .  

There was widespread agreement t h a t  t h e  r e s t o r a t i o n  of t h e  gold s tandard w a s  an  
important p a r t  of postwar r e c o n s t r u c t i o n .  There were a number of d i f f i c u l t i e s ,  how- 
e v e r ,  t h a t  prevented t h e  immediate a d o p t i o n  o f  an  i n t e r n a t i o n a l  gold s tandard.  The 
i n f l a t i o n  continued for s e v e r a l  y e a r s  a f t e r  t h e  w a r ,  longer  i n  c o n t i n e n t a l  Europe 
than i n  t h e  United S t a t e s  and t h e  Uni ted Kingdom. The monetary s t o c k  of gold was 
not  s u f f i c i e n t  t o  r a i n t a i n  t h e  money supply r e q u i r e d  f o r  t h e  postwar l e v e l  of p r i c e s  
wi th  t h e  prewar type of gold s t andard .  Th is  d i f f i c u l t y  was intended t o  be met i n  
two ways. F i r s t ,  t h e  r e l a t i o n  o f  gold t o  t h e  money supply was d i l u t e d  by e l i m i n a t i n g  
o r  reducing the  use of gold c o i n s  i n  domestic t r a n s a c t i o n s ,  which had a l ready  been 
done dur ing  t h e  vcr. When t h e  gold  s t a n d a r d  was r e s t o r e d  i n  t h e  United Kingdom i n  
1925, the  f ixed  f i d u c i a r y  i s s u e  was g r e z t l y  enlarged and c o n v e r t i b i l i t y  of s t e r l i n g  
was i n  b a r s  of GOC ounces-- t h e  gold b u l l i o n  s tandard .  Second, t h e  need f o r  gold as 
r e s e r v e s  w a s  reduced by wider use  of t h e  gold  exchange s tandard.  The Genoa confe r -  
ence i n  A p r i l  1922 r e c m e n d e d  t h e  c e n t r a l  banks e n t e r  i n t o  an  agreement t h a t  "shouid 
embody some means of economizing t h e  use  o f  gold  by main ta in ing  rese rves  i n  t h e  form 



of foreign balances,  such, f o r  example, as the  gold exchange standard o r  an  i n t e r -  
na t iona l  c l ea r ing  system." When the  League of Nations arranged s t a b i l i z a t i o n  loans 
for a number of European count r ies ,  the proceeds were held a s  reserves i n  the form 
of d o l l a r s  and s t e r l i n g .  

Nevertheless,  t he re  w a s  a widespread f e a r  of a gold shortage, a view most f i m l y  held 
by Professor  Cassel. The reason w a s  not  only t h a t  the r a t i o  of the monetary gold 
s tock t o  t h e  money supply in t he  l a rge  t r ad ing  count r ies  was so  much l e s s  than it had 
been before  t h e  w a r ,  bu t  t h a t  t h e  production of gold had f a l l e n  sharply during and 
a f t e r  t he  w a r .  Gold production averaged $380 mi l l i on  a year i n  1921-30. This  rep-  
resented an  average annual increase  of 1.4 pe r  cent  over t he  40 years from t h e  pre-  
vious r e l a t i v e  low of $215 mi l l i on  a year  i n  1881-90. The decrease i n  gold produc- 
t i o n  was even g rea t e r  compared t o  o f f i c i a l  r e s e m s  and the  money supply. World 
gold production w a s  4.0 per  cent  of reserves  of a l l  c e n t r a l  banks and t r e a s u r i e s  i n  
1928, d o m  from 9.6 per  cent  i n  1913. Compared t o  t he  U.S. money supply, currency 
outs ide  banks p lus  t o t a l  depos i t s  ad jus ted  i n  a l l  banks, gold production f e l l  from 
2.4 per  cent  i n  1913 t o  0.7 per  cent  i n  1928. The dec l ine  would have been propor- 
t i o n a t e l y  about the  same i f  gold production were compared with the  money supply, 
measured i n  d o l l a r s ,  i n  o ther  la rge  t r ad ing  countr ies .  The League of Nations ap- 
pointed a Gold Commission t o  study t h e  problem, but  by t h e  time of t h e i r  r epo r t  t he  
new gold s tandard w a s  a l ready  moribund. 

It is use fu l  t o  note  another  proposal made in  the  1920s f o r  s t a b i l i z i n g  t h e  va lue  
of money i n  a gold s tandard system. Instead of a t abu la r  standard under which the  
amount of money paid under loan and o the r  con t r ac t s  would be adjusted t o  o f f s e t  a 
change i n  p r i ce s ,  Professor Inr ing  Fisher  proposed t h a t  the  gold content of t he  
d o l l a r  be adjusted t o  maintain a constant  purchasing power of money. Thus, i f  an 
index number showed i h a t  p r i ce s  had r i s e n ,  t h e  monetary a u t h o r i t i e s  would increase  
the  gold content of the  d o l l a r  t o  b r ing  the  p r i c e  l e v e l  down t o  what it  had been 
at the  base date .  On t h e  o ther  hand, i f  an index number showed t h a t  p r i c e s  had 
f a l l e n ,  the gold content of the  d o l l a r  would be decreased t o  br ing  the  p r i c e  l e v e l  
up t o  what it had been at the  base date .  Professor  Fisher  ca l led  t h i s  a compen- 
sa ted  do l l a r .  It w a s  the  most important of s eve ra l  proposals f o r  varying t h e  mone- 
t a r y  p r i c e  of gold when p r i ce s  were r i s i n g  o r  f a l l i n g  on the  assumption t h a t  t h i s  
would of i t s e l f  s t a b i l i z e  pr ices .  

Gold i n  the  U.S. monetarv svstem, 1934-71 

The new gold s tandard,  gradually put  toge ther  from 1925 t o  1930, promptly f e l l  
a p a r t  f r m  1931 t o  1936. The United S t a t e s  went through a pa infu l  d e f l a t i o n  from 
1929 t o  1933 i n  order  t o  maintain the  h i s t o r i c  gold va lue  of t he  dol la r - -  t h e  mint 
p r i c e  of $20.67 an  ounce t h a t  had been e s t ab l i shed  i n  1837. The seve r i ty  of t he  
depression, with an  unemployment r a t e  of 24.9 per  cent  i n  1933, compelled Pres ident  
Roosevelt t o  terminate  t he  gold redemption of t h e  do l l a r .  A Jo in t  Resolution of 
Congress i n  June 1933 abrogated t h e  gold c lause  provis ion i n  cont rac ts  and made a l l  
coin and currency l e g a l  tender  i n  payment of a l l  debts ,  publ ic  and pr iva te .  

By January 1934, t he  Administration was ready t o  organize the  monetary system on a 
new bas is .  The Gold Reserve Act of 1934 required the  Federal  Reserve Banks t o  t u r n  
over t h e i r  gold t o  t h e  Treasury i n  exchange f o r  gold c e r t i f i c a t e s  which were t o  be 
held a s  reserves aga ins t  t h e i r  note and depos i t  l i a b i l i t i e s .  The coinage of gold 
was terminated and t h e  p r iva t e  holding of gold co in  and bu l l i on ,  with some except ions,  



was forbidden,  al though Treasury r e g u l a t i o n s  pe rmi t t ed  t h e  s a l e  of gold t o  f o r e i g n  
monetary a u t h o r i t i e s  f o r  t h e  s e t t l e m e n t  of i n t e r n a t i o n a l  balances .  The P r e s i d e n t  
was au thor ized  t o  f i x  t h e  new g o l d  c o n t e n t  of t h e  d o l l a r  a t  no t  less t h a n  50 p e r  
cent  nor  more than  60 p e r  c e n t  of t h e  p r e v i o u s  con ten t .  On January 31, 1934 t h e  
Pres ident  set t h e  gold con ten t  a t  59.06 p e r  c e n t  of t h e  previous  c o n t e n t ,  e q u i v a l e n t  
t o  $35 an ounce. 

Was t h i s  a gold s tandard?  There was no  redemption of U.S. currency in gold c o i n  
f o r  p r i v a t e  persons i n  t h e  Uni ted S t a t e s  and abroad.  Gold c o n v e r t i b i l i t y  f o r  o f f i -  
c i a l  i n s t i t u t i o n s  was e s t a b l i s h e d  in o r d e r  t o  mpin ta in  s t a b l e  exchange r a t e s ,  bu t  
t h i s  f u n c t i o n  w a s  s h i f t e d  from go ld  and f o r e i g n  exchange a r b i t r a g e u r s  t o  c e n t r a l  
banks. From a n  economic p o i n t  o f  view, t h e  most Important a spec t  of t h e  gold  
mtandard was t h e  l i m i t  it placed on t h e  money supply through t h e  requirement of 
gold reserves.. This was supposed t o  a c t  on t h e  monetary s i t u a t i o n  d i r e c t l y  through 
t h e  e f f e c t  of gold flows on reserves. In t h e  United S t a t e s ,  be fore  t h e  e s t a b l i s h -  
ment of t h e  Federa l  Reserve System, a n  in f low o r  outflow of  gold r e s u l t e d  in a n  
inmediate  change i n  t h e  monetary s i t u a t i o n .  A f t e r  t h e  Federa l  Reserve System was 
e s t a b l i s h e d ,  however, t h e  e f f e c t  o f  go ld  f lows was muted because of t h e  l a r g e  f r e e  
reserves, except  temporar i ly  i n  1920, and because  t h e  Federa l  Reserve Banks through 
open market opera t ions  and member banks through d i s c o u n t s  were a b l e  t o  o f f s e t  t h e  
e f f e c t  on t h e  money supply. 

The Gold Reserve Act d i d  n o t  change t h e  r e s e r v e  requirements ,  al though t h e  r e q u i r e d  
reserves were he ld  by t h e  F e d e r a l  Reserve Banks i n  gold c e r t i f i c a t e s  i n s t e a d  of 
gold. The r e s e r v e  requirements w e r e  n o t  a n  a c t u a l  l i m i t a t i o n  on monetary expansion 
u n t i l  n e a r  t h e  end of World War 11. By e a r l y  1945 t h e  l a r g e  inc rease  i n  t h e  money 
supply and t h e  smal l  decrease  i n  g o l d  r e s e n e s  placed t h e  r e s e r v e  r a t i o  c l o s e  t o  
t h e  l e g a l  minimum whi le  t h e  w a r  was s t i l l  on. The Treasury asked t h e  Congress t o  
reduce t h e  gold r e s e r v e  requirement on bo th  n o t e s  and d e p o s i t s  t o  25 p e r  c e n t  and 
t h e  F e d e r a l  Reserve Act was amended i n  t h i s  way. By 1956 t h e  continued expansion 
of t h e  money supply,  al though a t  a s law r a t e ,  had aga in  reduced t h e  gold  r e s e r v e  
c l o s e  t o  t h e  l e g a l  minimum and t h e  l a w  was changed t o  e l imina te  t h e  requirement  of 
reserves a g a i n s t  d e p o s i t s  wi th  t h e  F e d e r a l  Reserve Banks. And by 1968, t h e  l a r g e  
d e c r e a s e  i n  t h e  gold rese rve  and t h e  con t inued  expansion of t h e  money supply had 
a g a i n  brought  t h e  gold r e s e r v e  t o  t h e  l e g a l  minimum and t h i s  time t h e  Congress 
e l i m i n a t e d  i t  e n t i r e l y .  

Thus, t h r e e  years  be fore  P r e s i d e n t  Nixon te rmina ted  t h e  gold c o n v e r t i b i l i t y  of t h e  
d o l l a r ,  t h e  gold r e s e r v e  requirement  f o r  t h e  money supply had a l ready  been e l i m i -  
nated.  And 20 years  be fore  t h a t ,  t h e  d e c i s i o n  vas  f i r s t  made t o  change t h e  gold  
r e s e r v e  requirement r a t h e r  t h a n  t o  r e s t r i c t  t h e  e>rpansion of money. Th is  was a 
camplete d e p a r t u r e  from t h e  most impor tan t  monetary a s p e c t  of t h e  gold s t andard .  
The f i r s t  change could be exp la ined  as a war n e c e s s i t y ,  al though t h e  r e s e r v e  r e -  
quirement could have been suspended t e m p o r a r i l v  and. resumed a f t e r  t h e  end of t h e  
w a r  when U.S. gold rese rves  were g r e a t l y  inc reased .  The second change could  b e  
exp la ined  as reasonable  because t h e r e  had been no reduc t ion  i n  U.S. gold reserves 
between t h e  end of 1951 and t h e  end of 1957, and t h e  monetary expansion had been 
moderate. The t h i r d  change could  b e  exp la ined  a s  due t o  Europe's p r e f e r e n c e  f o r  
ho ld ing  gold  i n s t e a d  of d o l l a r s ,  a l t h o u g h  t h e  i n f l z t i o n  w a s  a l ready  under way and 
t h e  c a p i t a l  outflow had increased enormously. The changes i n  rese rve  requirements  
were oroposed by Democratic and Republ ican P r e s i d e n t s  and i n  a11 i n s t a n c e s  by 
S e c r e t a r i e s  of t h e  Treasury w i t h  c o n s e r v a t i v e  views. They had concluded t h a t  t h e  
United S t a t e s  could not a l low t h e  money supply t o  be determined s o l e l y  on t h e  b a s i s  
of t h e  gold  rese rve .  



m e  reduc t ion  of $8.79 b i l l i o n  i n  U.S. go ld  r e s e r v e s  i n  1958-65 p resen ted  i n  a clear- 
c u t  manner the  ques t ion  whether t h e  money supply should be l imi ted by t h e  gold r e -  
s e r v e s .  This huge outflow of gold i n  e i g h t  y e a r s ,  38.5 p e r  cen t  of t h e  r e s e r v e s  ar 
t h e  end of 1957, occurred i n  a per iod  when t h e  U.S. balance on c u r r e n t  account  aver -  
aged $3.28 b i l l i o n  a year  compared w i t h  $8U m i l l i o n  in t h e  previous  e i g h t  years .  
N e t  c a p i t a l  outflow, h w e v e r ,  had i n c r e a s e d  s h a r p l y  a f t e r  1955. I n  1951-57, t h e  
d e f i c i t  on an o f f i c i a l  r e s e r v e  b a s i s  was m e t  e n t i r e l y  by a n  i n c r e a s e  i n  f o r e i g n  o f f i -  
cf.1 assets i n  t h e  United S t a t e s  ($4.70 b i l l i o n ) ,  vith v i r t u a l l y  no change in U.S. 
gold  reserves .  In 1958-65, t h e  d e f i c i t  on a n  o f f i c i a l  reserve b a s i s  was m e t  by al- 
most the same i n c r e a s e  in f o r e i g n  o f f i c i a l  assets i n  t h e  United S t a t e s  ($4.72 b i l l i o n ) ,  
b u t  rmrinly by the l a r g e  r e d u c t i o n  in go ld  r e s e r v e s  and a d e c l i n e  of $590 m i l l i o n  i n  
o t h e r  U.S. r ese rve  assets. The c a p i t a l  ou t f low might have ind ica ted  t h a t  U.S. in- 
t e r e s t  rates were t o o  low, and t h i s  was t h e  r a t i o n a l i z a t i o n  f o r  t h e  i n t e r e s t  e q u a l i -  
z a t i o n  tax and t h e  vo lun ta ry  l i m i t a t i o n  on bank loans  t o  fo re igners .  Fore ign  d i r e c t  
investment,  however, continued on a l a r g e  s c a l e  even a f t e r  it  had t o  be  f inanced  by 
c o r p o r a t e  borrowing i n  t h e  Eurobond market.  

2. U.S. BAIANCE OF PAYMENTS, GOI9 O U T F m ,  AND PRICES, 1958-65 

Bf l l i o n  d o l l a r s  P e r  c e n t  channe from prev ious  y e a r  
Trade Balance on Change i n  Consumer GNP Nonfann Manufacturinn 

balance c u r r e n t  U.S. gold  p r i c e  p r t c e  p r i c e  P r i c e  Labor 
account r e s e r v e s  index d e f l a t o r  d e f l a t o r  d e f l a t o r  c o s t  

Source: Economic Report of t h e  P r e s i d e n t ,  January 1981, p. 344. I n t e r n a t i o n a l  
F i n a n c i a l  S t a t i s t i c s ,  Yearbook 1981, pp. 438-39. 

The d a e s t i c  p r i c e  and c o s t  s i t u a t i o n  was r rmarkably  s t a b l e  i n  1958-65, p a r t i c u l a r l y  
when measured by producer p r i c e s  of commodities. Over t h e  whole per iod,  t h e  consumer 
p r i c e  index r o s e  a t  an average annual  rate of  1.5 p e r  c e n t .  The u"NP p r i c e  d e f l a t o r  
r o s e  st an  average r a t e  of 1.7 pe r  c e n t  and t h e  d e f l a t o r  of the  nonfarin b u s i n e s s  prod- 
uct r o s e  at  an average r a t e  of 1.4 p e r  cen t .  These two d e f l a t o r s  and t h e  consumer 
p r i c c  index a r e  heav i ly  weighted by s e r v i c e s  which have a n  upward t rend  r e l a t i v e  t o  
p r i c e s  o f  commodities. The index of p r i c e s  of nonfarm coarmodities, which is  a b e t t e r  
meascre of p r i c e  s t a b i l i t y  under a system of f i x e d  p a r i t i e s ,  r o s e  very l i t t l e  in 
1958-65. The producer p r i c e  index o f  i n d u s t r i a l  c o m o d i t i e s  rose  ac an average annual  
r a t e  of 0.4 per  cent .  The producer p r i c e  index of f i n i s h e d  conssaner goods, exc lud ing  
foot, r o s e  a t  an average r a t e  of one-four th  of one p e r  c e n t ,  and d i d  not i n c r e a s e  at 
all f r o m  1960 t c  1965. The i i n p l i c i t  p r i c e  d e f l a t o r  of manufactured goods r o s e  a t  an 
average r a t e  of 0.8 pe r  cen t  and d e c l i n e d  s l i g h t l y  f r w  1960 t o  1965. Unit l a b o r  



cos t  i n  manufacturing r o s e  by s l i g h t l y  more than 0 . 1  p e r  c e n t  a year  f rom 1957 t o  
1965 and f e l l  a t  an  average r a t e  of 2.0 p e r  cent  f rom 1961 t o  1965. 

ibis would no t  seem t o  be a s i t u a t i o n  which c a l l e d  f o r  a c o n t r a c t i o n  of t h e  money 
rupply as would have had t o  occur  if i t  were determined by t h e  gold reserve.  he 
monetary expansion war on t h e  generous s i d e ,  b u t  n o t  markedly excess ive .  The aver-  
mge annual  i n c r e a s e  i n  M - l B  w a s  3.0 p e r  c e n t  from t h e  end o f  1959 t o  the end of 
1965, a l though i t  s tepped up t o  4.6 p e r  c e n t  in 1964 and 1965. The average annual  
i n c r e a s e  in t h e  new M-2 was 7.5 p e r  c e n t ,  b u t  r o s e  t o  wer 8 p e r  c e n t  beginning i n  
1962. Grea te r  r e s t r a i n t  i n  t h e  expansion of t h e  money supply was c a l l e d  f o r ,  b u t  
no t  on t h e  scale i n d i c a t e d  by t h e  gold  outflow. A more c a u t i o u s  monetary p o l i c y  
could have reduced t h e  gold  ou t f luw b u t  would n o t  have s topped it. A s  gold pro- 
duc t ion  was n o t  enough t o  enab le  the Europeans t o  add t o  t h e i r  reserves on the 
a c a l e  they p r e f e r r e d ,  t h e y  d i d  it by c a n n i b a l i z i n g  t h e  reserves of t h e  United 
S t a t e s .  Th i s  is a prcblem that cou ld  r e c u r  i f  t h e  United S t a t e s  r e s t o r e s  a gold 
B tandard.  

Problems i n  r e s t o r i n g  t h e  gold  . s tandard 

The most remarkable a s p e c t  o f  t h e  go ld  s t andard  is n o t  t h a t  it provided p r i c e  sta- 
b i l i t y  o r  s t eady  economic growth, b u t  t h a t  it could s u r v i v e  s o  long under g r e a t  
s t r a i n  and stress. The gold  s t a n d a r d  began wi th  a deep depress ion  i n  the  1820s 
t h a t  d i s r u p t e d  t h e  p o l i t i c a l  s t a b i l i t y  o f  Europe and i t  ended i n  a g r e a t  depress ion 
i n  t h e  1930s t h a t  th rea tened  t h e  p o l i t i c a l  s t a b i l i t y  o f  t h e  United S t a t e s .  In t h e  
in te rven ing  per iod ,  r e c e s s i o n s  were u s u a l l y  longer and deeper  than they have been 
s i n c e  1933, and they were f r e q u e n t l y  accompanied by f i n a n c i a l  c r i s e s  from which t h e  
economy w a s  f r e e  a f t e r  1933. It is  important  t o  know why t h e  gold s tandard was 
a b l e  t o  su rv ive  f o r  a cen tury  under such cond i t ions .  

The reasons  a r e  p a r t l y  s o c i a l ,  p a r t l y  ecanomic, and p a r t l y  p o l i t i c a l .  Gold w a s  
regarded as n a t u r a l  money and t h e  maintenance of  t h e  gold  v a l u e  of t h e  currency 
w a s  t h e  s o l e  o b j e c t i v e  of economic and monetary po l icy .  The money i l l u s i o n  c a s t  
a v e i l  over  p r i c e  movements which t h e  p u b l i c  regarded as due t o  changes in supply.* 
Recessions were considered a c t s  o f  God i n  t h e  same ca tegory  as crop f a i l u r e s .  No 
one expected Governments t o  do any th ing  about unemployment, o r  bel ieved t h a t  they 
could i f  they t r i e d .  Besides ,  i n t e r v e n t i o n  by t h e  G w e r w e n t  would have required 
expendi tu res  t h a t  would have unbalanced t h e  budget,  a moral  s i n  except i n  time of 
w a r .  F i n a l l y ,  t h e  hundred y e a r s  from 1815 t o  1914 were f r e e  o f  a prolonged war 
t h a t  engaged t h e  Great Powers-- t h e  longes t  was our own C i v i l  War. Economic polic) '  
can no longer  subord ina te  s o c i a l  s e c u r i t y  and n a t i o n a l  s e c u r i t y  t o  t h e  m ~ i n t e n a n c e  
of t h e  gold v a l u e  of t h e  d o l l a r ,  as is e v i d e n t  i n  t h e  budget.  In 1913, Federal  

* Even Thomas Tooke, who on budget d e f i c i t s  w a s  8 complete mone ta r i s t ,  was taker. 
i n  by t h e  none? i l l u s i o n .  In e x p l a i n i n g  t h e  d e c l i n e  of p r i c e s  f r m  1814 t o  i E 3 7 ,  
he  l i s t e d  t h e  fol lowing causes :  (1) a s e r i e s  of good h a r v e s t s  following a s e r i e s  
of bad h a r v e s t s ;  ( 2 )  e l i m i n a t i o n  o f  o b s t a c l e s  t o  imports ;  (3) t h e  reduccion ir, 

t r a n s p o r t  c o s t s  and war r i s k  insurance  on imports ,  and cheaper internal c m u n i -  
c a t i o n s ;  ( L )  t h e  r i s e  i n  t h e  f o r e i g n  exchange v a l u e  of s t e r l i n g  a f t e r  resumptior, 
o f  gold c o n v e r t i b i l i t y ;  (5) t e c h n i c a l  improvements i n  product ion and i ~ t r o d u c t i o r !  
of new lower-cosr products; and (0 )  a reduc t ion  of t h e  genera l  race of F ~ i t ~ i e s :  
and wider use of savings  i n  p r o d ~ c t i v e  investment.  



expenditures of $680 mi l l i on  were 1.7 per  cent of the  GNP. In 1980, budget out lays 
of $580 b i l l i o n  were 22.4 per  cent  of t h e  GNP, with 70 per cent  f o r  t r a n s f e r  payments 
and na t iona l  defense. 

There are a number of prob~ems t h a t  make it d i f f i c u l t  i f  no t  impossible t o  r e s t o r e  
a gold standard. The secu la r  f l uc tua t ions  i n  p r i c e s  under t h e  c l a s s i c a l  gold stand- 
a rd  were a consequence of changes in gold production ad jus ted  f o r  a 3 per  cent  trend. 
It is doubtful whether gold production can be adequate f o r  p r i c e  s t a b i l i t y  under a 
gold standard. The production of gold outs ide  the  Carmrmnist count r ies  reached a 
peak i n  1966 and has decl ined by 26 per  cent  s i n c e  then. In South Afr ica ,  production 
reached a peak i n  1970 and has f a l l e n  by 34 per  cent.  N e t  sales of gold by the  Cam- 
munist count r ies  f l u c t u a t e  considerably from year  t o  year ,  depending mainly on the  
need f o r  foreign exchange by t h e  Soviet  Union t o  pay f o r  g ra in  imports. And while 
production has f a l l e n ,  more of it has been absorbed i n  nonmonetary uses  r a t h e r  than 
added t o  gold reserves. From 1951 t o  1960, t h e  monetary s tock  of gold, excluding 
the  reserves of t he  Communist count r ies ,  increased by an  average of $580 mi l l i on  a 
year  (1.5 per  cent ) .  From 1961 t o  1970, it increased by an average of $100 mi l l i on  
a year  (0.2 pe r  cent ) .  From January 1971 t o  Ju ly  1981, t h e  monetary s tock of gold 
f e l l  by 2.9 per  cen t  because of gold s a l e s  by t h e  I n t e r n a t i o n a l  Monetary Fund, t he  
United S t a t e s  and a few o ther  countr ies .  

I n  the  long run, t he  gold s tandard cannot funct ion e f f e c t i v e l y  unless  t he re  is  an 
adequate but not excessive growth i n  t he  monetary s tock of gold a t  a f a i r l y  regular  
r a t e .  In s p i t e  of the  recent  dec l ine  i n  output ,  t he  r e s t o r a t i o n  of a f ixed  monetary 
p r i c e  of gold a t  about t h e  present  value, assuming the  i n f l a t i o n  were ended, would 
encourage more production a s  t he  increase  i n  output could not  a f f e c t  i t s  price.  
Gold producers would a l s o  o f f e r  a l l  of t h e i r  production f o r  s a l e ,  ins tead  of using 
it f o r  c o l l a t e r a l  on loans as South Afr ica  has done at times t o  avoid pu t t i ng  pres- 
su re  on a weak market. Nevertheless,  it is un l ike ly  t h a t  gold production would be 
s u f f i c i e n t  t o  enable gold reserves  t o  grow at an  adequate r a t e .  That is because 
the  growth of production depends on the  discovery of new gold f i e l d s  and such 
d iscover ies  a r e  becoming less frequent.  A t  t h e  same time, t h e  absorpt ion of gold 
by the  a r t s  and indus t ry  has increased considerably and from 1976 t o  1979 exceeded 
gold production ou t s ide  t h e  Communist count r ies ,  although such use of gold f e l l  
sharply i n  1980 because of t h e  high pr ice .  

The growth of t he  monetary gold s tock would not  be an  ixmnediate problem a s  gold 
reserves at present  market p r i ce s  a r e  adequate t o  support a moderate growth of 
the  monetary base f o r  some time. In t h e  United S t a t e s ,  t h e  gold reserves  valued 
a t  $400 an ounce were equal  t o  67.3 per  cent  of t he  note  and depos i t  l i a b i l i t i e s  
of t he  Federal  Reserve Banks at t h e  end of September 1981. The r a t i o  is very 
much higher  i n  Germany, France, the United Kingdom and I t a l y ,  bu t  considerably 
lower i n  Japan. The immediate problerc f o r  the  United S t a t e s  would be t o  maintain 
c o n v e r t i b i l i t y  of t h e  d o l l a r .  This is  e s s e n t i a l l y  a quest ion of maintaining t h e  
equal a t t r a c t i v e n e s s  of gold and the  d o l l a r .  Under t h e  c l a s s i c a l  gold s tandard,  
when the  world p a t t e r n  of payments was always reasonably well-balanced, and def -  
i c i t s  were mainly of a c y c l i c a l  o r  fo r tu i tous  charac te r ,  a f i n a n c i a l  cen te r  l i k e  
London could always minimize a gold outflow o r  induce a gold inflow when the  
exchange r a t e  f e l l  t o  t he  gold export point  by r a i s i n g  bank r a t e  by 1 per  cent 
o r  under c r i s i s  condi t ions  by 3 o r  4 per cent.  Actua l ly ,  i t  was not u n t i l  1860 
t h a t  t he  Bank of England began the  svstematic use of bank r a t e  t o  a t t r a c t  an 



inflow of gold when s t e r l i n g  f e l l ,  although bank r a t e  was previously r a i s ed  when 
the re  was a domestic d ra in  o r  a fore ign  d r a i n  of  gold. * 
The s i t u a t i o n  is completely d i f f e r e n t  now. A small group of count r ies ,  members of 
OPEC, had a cur ren t  account surp lus  of over $100 b i l l i o n  i n  1980 and w i l l  have a 
surp lus  of c lo se  t o  $80 b i l l i o n  t h i s  year. In a world of  inconver t ib le  currencies ,  
t h e  members of OPEC must of neces s i ty  have a c a p i t a l  outflow of equal  magnitude. 
This c a p i t a l  i s  invested i n  a v a r i e t y  of assets in d i f f e r e n t  count r ies  and in 
d i f f e r e n t  currencies .  In  determining t h e  d i s t r i b u t i o n  of t h e i r  assets, the  members 
of OPEC are concerned with the  s t a b i l i t y  of  t h e  va lue  and t h e  r e t u r n  on these  a s s e t s ,  
minimizing r i s k s  by d ive r s i f i ca t ion .  Although same members of OPEC bought gold last 
year,  they can put only a l imited amount i n t o  such purchases because large-scale  
buying would raise t h e  p r i c e  enormously. This a l s o  a p p l i e s  t o  same o the r  assets, 
such as connnon s tocks ,  of which t h e  supply, although la rge ,  is l imited because new 
i s sues  a r e  r e l a t i v e l y  smell. For t h i s  reason, t h e  main a s s e t s  acquired by members 
of OPEC have been depos i t s ,  money market paper, and o the r  debt obl igat ions.  

The a s s e t  preference of members of OPEC would change considerably i f  t h e  gold stand- 
a rd  were adopted. Even i f  they were t o  use only a small p a r t  of t h e i r  cur ren t  ac- 
count surplus  t o  acqui re  gold, it would r e s u l t  i n  8 rap id  deple t ion  of U.S. reserves.  
Moreover, members of  OPEC could decide t o  use  some of t h e  present o f f i c i a l  assets i n  
t h e  United S ta t e s  f o r  t h i s  purpose. In f a c t ,  t h e r e  would be nothing t o  s top  o the r  
count r ies  t h a t  have d o l l a r  reserves  from d ive r s i fy ing  t h e i r  holdings by converting 
some of t he  d o l l a r s  i n t o  gold. With t h e  huge cur ren t  account surp lus  of members or' 
OPEC and the  l a r g e  o f f i c i a l  holdings of a s s e t s  i n  t h i s  country-- $162.2 b i l l i o n  a t  
the  end of August 1981-- it  would not be  f e a s i b l e  f o r  t h e  United S t a t e s  t o  resume 
the  conversion of d o l l a r s  i n t o  gold f o r  fore ign  o f f i c i a l  agencies. 

F ina l ly ,  the  changing preference of t h e  publ ic  f o r  holding gold, now met through 
p r i c e  changes, would be a p o t e n t i a l  source of i n s t a b i l i t y  i f  t he  United S t a t e s  
adopted a gold standard. The amount of gold t h a t  has gone i n t o  hoarding, inves t -  
ment and speculat ion has increased enormously s ince  1967. Such holdings a r e  very 
s e n s i t i v e  t o  t he  p r i c e  of gold and the  prospect  of a change in pr ice .  I f  t he  gold 
s tandard were r e s to red  a t  a monetary p r i c e  t h a t  hoarders ,  inves tors  and speculators  
thought too low, they could absorb a l l  t h e  gold t h a t  was ava i l ab l e  i n  t h e  market and 
d r a i n  tens  of mi l l i ons  of ounces from reserves ,  as they did in 1967-68. On t h e  
o the r  hand, i f  they thought t h a t  t h e  p r i c e  w a s  t oo  high, t he  reserves  would be in- 
f l a t e d  by the  dishoarding of hundreds of mi l l i ons  of ounces of gold. In the  former 
case,  the  money supply would have t o  be sharp ly  cont rac ted ;  i n  the  l a t t e r  case,  the  
money supply would have t o  be enormously expanded. It is paradoxical t h a t  t h e  
r e s t o r a t i o n  of t h e  gold s tandard could became t h e  g r e a t e s t  t h r e a t  t o  monetary sta- 
b i l i t y  i f  t he  i n f l a t i o n  were ended. 

* "Whatever persons-- one bank o r  many banks-- i n  any country hold the  banking 
reserve  of t h a t  country [ t h e  r e se rves  above the  l e g a l  minimum on the  currency 
i n  c i r cu l a t ion ] ,  ought a t  the  very beginning of an unfavourable fore ign  exchange 
a t  once t o  r a i s e  t h e  r a t e  of i n t e r e s t ,  so as t o  prevent t h e i r  reserve  from being 
diminished f a r t h e r ,  and so  as t o  rep len ish  it by imports of bul l ion.  This duty, 
up t o  about t he  year  1860, t h e  Bank of England d id  not perform at a l l  . . . 11 
Walter Bagehot, Lombard S t r e e t ,  p. 46 (New Yor'., 1873). 



A r o l e  f o r  gold i n  the  monetary svstem 

Although it  is not  f ea s ib l e  t o  restore the g o l d  s tandard ,  some of i t s  t r a d i t i o n a l  
f ea tu re s  could be incorporated i n  the  na t iona l  and i n t e r n a t i o n a l  monetary system and 
would cont r ibu te  t o  t he  maintenance of monetary s t a b i l i t y .  The most important fea-  
t u r e  of t h e  gold s tandard Is the l i m i t a t i o n  i t  placed on t h e  growth of t h e  money 
supply, The t r a d i t i o n a l  method of l i m i t i n g  t h e  money supply by r equ i r ing  gold re -  
serves and having t h e  money supply expand and c o n t r a c t  au tomat ica l ly  with t h e  in-  
f l w  and outflow of gold w a s  t oo  r e s t r i c t i v e .  Under p re sen t  condi t ions ,  t he  growth 
of t he  money supply would depend on t h e  e r r a t i c  changes i n  gold production and gold 
sales of t he  Soviet  Union; and wi th  t h e  unbalanced p a t t e r n  of i n t e r n a t i o n a l  payments 
and t h e  specula t ion  i n  gold, i t  would be impossible t o  let  t h e  money supply expand 
and cont rac t  i n  response t o  a n  outflow and inflow of gold. 

It would be  des i r ab l e ,  however, t o  devise  a method by which t h e  note and depos i t  
l i a b i l i t i e s  of t h e  Federal  Reserve Banks would aga in  be  sub jec t  t o  reserve requi re -  
ments. The reserves  would have t o  be of a kind t h a t  would grow a t  a f a i r l y  r egu la r  
r a t e  and t h a t  could not  be i n j ec t ed  haphazardly i n t o  t h e  world s tock of monetary 
reserves  o r  withdrawn suddenly from aggregate  reserves. M r .  Robert E. Weintraub 
of the  s t a f f  of  t h e  J o i n t  Economic C o m m i t t e e  has  suggested a method by which the  
book value of U.S. gold reserves would be  increased a t  a r egu la r  rate t o  allow an 
adequate expansion of t he  money supply. S imi la r  methods could be used t o  a s su re  
a steady growth i n  t h e  va lue  of t h e  world s tock  of monetary gold. I f  a system of 
f ixed par  values  is  t o  be  r e s to red  u l t ima te ly ,  it would be  des i r ab l e  t o  have the  
requirements s t a t e d  i n  terms of reserves  used i n  i n t e r n a t i o n a l  se t t l ements .  I f  
U.S. reserves are t o  i nc rease  and decrease with changes i n  t h e  balance of payments, 
t h e  Federal Reserve would have t o  have f l e x i b i l i t y  i n  a d j u s t i n g  the  money supply t o  
changes i n  reserves  while  recognizing the  -need t b  respond t o  a dec l ine  i n  reserves. 

F b e d  par  values  can con t r ibu t e  t o  monetary and economic s t a b i l i t y ,  provided t h e  
par  values  of t h e  cur renc ies  of  t h e  l a rge  t r a d i n g  coun t r i e s  a r e  appropr ia te  f o r  
t h e i r  i n t e r n a t i o n a l  economic pos i t ion .  The Bret ton Woods system broke d m  be- 
cause of the  i n f l a t i o n  i n  t he  United S t a t e s  and t h e  f a i l u r e  t o  a d j u s t  t he  par  values  
of t he  cur renc ies  of d e f i c i t  and surp lus  coun t r i e s .  Ult imately,  i t  would be d e s i r -  
a b l e  t o  r e tu rn  t o  f ixed  pa r  va lues ,  although wi th  g r e a t e r  f l e x i b i l i t y  than under t h e  
o r i g i n a l  Bret ton Woods ru l e s .  That is obviously no t  pos s ib l e  under presen t  condi- 
t ions .  Much can be done, however, t o  improve t h e  system of f l o a t i n g  r a t e s .  Fluc- 
t ua t i ons  i n  t he  d o l l a r  exchange r a t e s  f o r  t h e  major cur renc ies  have been excessive 
and d is rupt ive .  The rise and f a l l  of such r a t e s  by 15 t o  20 per  cent i n  a few 
months and by as much as 40 pe r  cen t  i n  a year  cannot poss ib ly  r e f l e c t  changes i n  
underlying economic condi t ions,  With such l a r g e  f l u c t u a t i o n s ,  the  d o l l a r  must be  
overvalued a t  t h e  t o p  rate o r  undervalued a t  t he  bottom r a t e ,  and most l i k e l y  over- 
valued and undervalued a l t e r n a t e l y .  

The In t e rna t iona l  Monetary Fund has  a mandate t o  maintain su rve i l l ance  of t he  
exchange r a t e  p o l i c i e s  of i t s  members. It can m e e t  t h i s  r e s p o n s i b i l i t y  by having 
i ts  members cooperate  i n  avoiding very l a rge  f l u c t u a t i o n s  i n  exchange r a t e s ,  spec i -  
f i c a l l y  the  d o l l a r  r a t e s  f o r  t h e  cur renc ies  i n  t h e  European Monetary System. Ex- 
change r a t e s  f l u c t u a t e  s o  much because t r a d e r s  know from previous experience t h a t  
once a currency begins  t o  r i s e  it w i l l  cont inue t o  rise u n t i l  t h e  r a t e  is  s o  high 
tha t  maintaining a long p o s i t i o n  has become too r i sky .  It is a se r ious  mistake f o r  
the monetary a u t h o r i t i e s  t o  ignore t h e  behavior of the  exchange r a t e  a s  i t  is  an 
i n t e g r a l  p a r t  of  monetary pol icy.  An undervalued currency is l i k e  a too-easy 



monetary pol icy--  i t  s t i m u l a t e s  ou tpu t  and a c c e l e r a t e s  t h e  rise of p r i c e s .  And a n  
undervalued currency is  l i k e  a  t o o - t i g h t  monetary pol icy--  i t  holds  down output  and 
slows t h e  r i s e  of p r i c e s .  There is no m e r i t  i n  t h e  argument t h a t  t h e  monetary au- 
t h o r i t i e s  should r e f r a i n  from i n t e r v e n t i o n  because  no one knows what t h e  r i g h t  ex- 
change rate is. The purpose of i n t e r v e n t i o n  is  n o t  t o  e s t a b l i s h  a r i g h t  rate, bu t  
t o  avoid  t h e  extremes which a r e  obviously  n o t  t h e  r i g h t  rates. 

In  a system o f  f i x e d  p a r i t i e s ,  it is e s s e n t i a l  t h a t  c o u n t r i e s  a c c e p t  r e s p o n s i b i l i t y  
f o r , m a i n t a i n i n g  t h e  f o r e i g n  exchange v a l u e  o f  t h e i r  c u r r e n c i e s .  U n t i l  1971, the 
United S t a t e s  d i d  t h a t  by buying and s e l l i n g  gold  f o r  i n t e r n a t i o n a l  se t t l ements .  
A t  p resen t ,  t h e  d o l l a r  i s  no t  c o n v e r t i b l e  i n  reserve assets, a l though  it is con- 
v e r t i b l e  i n t o  o t h e r  c u r r e n c i e s  through t h e  exchange market and c o u n t r i e s  t h a t  want 
gold c a a  buy it w i t h  d o l l a r s  i n  t h e  f r e e  market. Unless t h e  system o f  ho ld ing  and 
us ing  reserves were changed, t h e  United S t a t e s  could  n o t  under take t o  conver t  t h e  
d o l l a r  i n  reserve assets i f  f i x e d  p a r i t i e s  were ever r e s t o r e d ,  as it could  be 
s t r i p p e d  of much of i t s  r e s e r v e s  even when it had a b a l a n c e  o f  payments s u r p l u s  
on a n  o f f i c i a l  r e s e r v e  b a s i s .  That is because  d e f i c i t  c o u n t r i e s  would s e t t l e  
t h e i r  d e f i c i t s  wi th  t h e  United S t a t e s  by drawing down t h e i r  d o l l a r  ba lances ,  whi le  
s u r p l u s  c o u n t r i e s  could p r e s e n t  t h e  d o l l a r s  they  a c q u i r e  f o r  convers ion i n  r e s e r v e  
a s s e t s .  If t h e  United S t a t e s  is  t o  s e t t l e  i t s  d e f i c i t s  i n  r e s e r v e . a s s e t s ,  i t  must 
r e c e i v e  t h e  same reserve assets i n  s e t t l e m e n t s  when it h a s  a surp lus .  

This  could b e  done through es tab l i shment  o f  a Reserve Se t t l ement  Account i n  t h e  
I n t e r n a t i o n a l  Monetary Fund. Member c o u n t r i e s  would d e p o s i t  t h e i r  f o r e i g n  ex- 
change and SDRs i n  t h i s  Account i n  r e t u r n  f o r  a ba lance  denominated i n  SDRs. The 
IMF would e s t a b l i s h  a  new monetary p r i c e  f o r  gold  i n  SDRs and t h i s  would r e s u l t  i n  
a f ixed  p r i c e  f o r  gold i n  terms of every currency.  To avoid  a sudden massive i n -  
c r e a s e  i n  r e s e r v e s  through t h e  r e v a l u a t i o n  of go ld ,  mcmbers would d e p o s i t  i n  t h e  
Account only  an  agreed p r o p o r t i o n  of t h e i r  gold  r e s e r v e s  each y e a r  valued a t  t h e  
new monetary p r i c e .  Set t lement  o f  ba lance  of payments s u r p l u s e s  and d e f i c i t s  
would be made only through t h e  Account i n  much t h e  same way t h a t  they  were made 
under t h e  c l a s s i c a l  gold s t andard .  A d e f i c i t  coun t ry  needing d o l l a r s  could ac- 
q u i r e  them from t h e  Federal  Reserve Bank of  New York, as agen t  f o r  t h e  Treasury,  
i n  r e t u r n  f o r  a  t r a n s f e r  from i t s  ba lance  i n  t h e  Account. And a s u r p l u s  country  
a c q u i r i n g  d o l l a r s  would have them conver ted through a  t r a n s f e r  t o  its balance i n  
t h e  Account. The U.S. ba lance  i n  t h e  Account would b e  included i n  t h e  r e s e r v e s  
t h a t  could be  he ld  a g a i n s t  t h e  n o t e  and d e p o s i t  l i a b i l i t i e s  o f  t h e  Federa l  Re- 
s e r v e  Banks. 

Gold would be t h e  main r e s e r v e  a s s e t  in  t h i s  system and t h e  annua l  a d d i t i o n  of 
gold t o  t h e  Account at t h e  new monetary p r i c e  would p rov ide  a s teady  i n c r e a s e  in 
aggregate  r e s e r v e s  f o r  nany years .  The IMF would a l s o  p l a c e  i t s  gold  ho ld ings  i n  
t h e  Account a t  t h e  new c o n e t a r y  p r i c e ,  thus  i n c r e a s i n g  t h e  r e s o u r c e s  a t  i ts  d i s -  
posa l  f o r  g r a n t i n g  r e s e r v e  c r e d i t .  Members o f  t h e  IKF would n o t  buy gold i n  t h e  
f r e e  market t o  add t o  t h e i r  r e s e r v e s ,  bu t  t h e  IMF would s t a n d  ready t o  buy gold 
o f fe red  t o  it. Whether i t  should a l s o  se l l  gold  t o  t h e  market i s  a q u e s t i o n  
t h a t  r e q u i r e s  f u r t h e r  cons idera t ion .  If  t h e  annua l  i n c r e a s e  o f  r e s e r v e s  through 
t h e  r e v a l l ~ a t i o n  of gold and t h e  purchase  of newly-mined gold is not  adequate ,  t h e  
IMF would b e  a u t h o r i z e d  t o  i s s u e  enough SDRs, a f t e r  approva l  by a n  85 p e r  c e n t  
m a j o r i t y ,  t o  b r i n g  t h e  i n c r e a s e  i n  aggrega te  r e s e r v e s  t o  t h e  t a r g e t  r a t e - -  say ,  
3 per  cen t  a year .  The E.F would con t inue  t o  g r a n t  r e s e r v e  c r e d i t  through i t s  
General  Account t o  enable  c o u n t r i e s  t o  mect temporary ba lance  o f  payments d e f i -  
c i t s ,  a long wi th  t h e  use o f  t h e i r  own r e s e r v e s .  



The i n c l u s i o n  o f  gold as t h e  major component of aggrega te  rese rves  and t h e  denomi- 
na t ion  of p a r  va lues  i n  gold would impart a gold a s p e c t  t o  the  i n t e r n a t i o n a l  mone- 
t a r y  system t h a t  would add t o  conf idence i n  c u r r e n c i e s .  The requirement t h a t  bal- 
ance of payments d e f i c i t s  be s e t t l e d  i n  r e s e m e s  through t h e  Account would impose 
d i s c i p l i n e  on members of t h e  IMF. The es tab l i shment  o f  such an i n t e r n a t i o n a l  mone- 
t a r y  system would have t o  be  preceded, o f  course ,  by t h e  e l i m i n a t i o n  of i n f l a t i o n  
i n  t h e  l a r g e  t r a d i n g  c o u n t r i e s  and t h e  de  f a c t o  s t a b i l i z a t i o n  o f  t h e  exchange r a t e s  
f o r  t h e i r  cur renc ies .  That is t h e  long, ha rd  task t o  which t h e  monetary a u t h o r i t i e s  
should devote  themselves b e f o r e  under tak ing  f a r - r e a c h i n g  conrmitments on gold. 



Finally, in order to better inform the public of the legal 
obstacles to a return to gold than is done in this Report, I am 
including as part of my Views, for printing in full at this point 
in the Report, a study prepared by Raymond Matter of the Con- 
gressional Research Service, entitled "Legal Considerations Relating 
to a Return to a 'Gold Standard' Without New Legislation." 
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EXECUTIVE SUMMARY 

A r e t u r n  t o  a l inkage  between U.S. currency and gold may invo lve  
c o n v e r t i b i l i t y  between paper currency and gold,  backing of paper currency 
w i t h  gold ,  o r  some form of  indexing so  t h a t  t h e  va lue  o f  Government 
s e c u r i t i e s  i s  r e l a t e d  t o  t h e  p r i c e  of a f ixed  amount o f  gold b u l l i o n .  

C o n v e r t i b i l i t y  between paper currency and gold would appear t o  be 
i n h i b i t e d  by s e v e r a l  s t a t u t e s ,  inc lud ing  3 1  U.S.C. S 315b which p r o h i b i t s  
t h e  mint ing o f  United S t a t e s  gold  co ins  f o r  domestic c i r c u l a t i o n ,  and 
3 1  U.S.C. S O  773a-773d, which withdraws t h e  consent o f  t h e  United S t a t e s  
t o  be sued t o  enforce  so-called "gold clause" p rov i s ions  o r  t o  redeem currency 
f o r  more than i t s  face  va lue .  Ln a d d i t i o n ,  t h e s e  s t a t u t o r y  p rov i s ions  p r o h i b i t  
t h e  expendi ture  o f  any funds i n  payment upon U.S. currency except on an 
"equal and uniform d o l l a r  f o r  d o l l a r  bas is ."  Since gold is n o t  considered 
l e g a l  t ender ,  and s i n c e  t h e r e  i s  no longer  a gold  va lue  f o r  t h e  d o l l a r ,  t h i s  
p rov i s ion  may prevent t h e  redemption of paper currency f o r  gold ,  and c e r t a i n l y  
f o r  a f ixed  amount o f  gold.  F i n a l l y ,  t h e  A r t i c l e s  o f  Agreement of t h e  
I n t e r n a t i o n a l  Monetary Fund as w e l l  as t h e  Bret ton Woods Agreement Act appear 
t o  prevent  t h e  es tabl ishment  o f  a par  va lue  f o r  t h e  d o l l a r  without 
Congressional a c t i o n .  

With regard t o  gold backing f o r  t h e  d o l l a r ,  t h e  Treasury has  consider-  
a b l e  a u t h o r i t y  t o  d e a l  i n  go ld ,  and could i s s u e  gold backed c e r t i f i c a t e s  
under 3 1  U.S.C. 8 405b. However, t h i s  p rov i s ion  r e q u i r e s  t h a t  gold be 
valued a t  approximately $42.22 per  ounce f o r  t h i s  purpose, thus  imposing 
a p r a c t i c a l  d i f f i c u l t y  upon such issuance t o  t h e  genera l  publ ic .  Gold 
backing f o r  o t h e r  forms of  currency,  such a s  Federal  r e s e r v e  n o t e s ,  
Treasury no tes  and U.S. n o t e s  may a l s o  be p roh ib i t ed  by Publ ic  Law 90-269, 
which removed t h e  requirement f o r  such backing which p rev ious ly  e x i s t e d .  
It may be poss ib le  f o r  t h e  Board of Governors of t h e  Federal  Reserve 
System t o  informal ly  t a r g e t  t h e  growth o f  money supply t o  U.S. gold  
ho ld ings ,  al though such a c t i o n s  may be open t o  t h e  charge o f  being con t ra ry  
t o  congress ional  i n t e n t  a s  expressed i n  Pub l ic  Law 90-269. 

Indexing of U.S. s e c u r i t i e s  and the p r i c e  of a f ixed  mount  of gold 
would appear t o  be prevented by 31 U.S.C. 5 5  773a-773d, which withdrew 
t h e  consent o f  t h e  United S t a t e s  t o  be sued on gold  c lause  p rov i s ions ,  and 
precluded payment on such o b l i g a t i o n s  a t  o t h e r  than t h e i r  d o l l a r  f ace  va lue .  
"Gold c lause"  p rov i s ions  have been def ined t o  inc lude  terms indexing the  
v a l u e  o f  a s e c u r i t y  t o  t h e  p r i c e  of gold .  

Although at present  v a r i o u s  s t a t u t e s  appear t o  prevent o r  r e s t r i c t  
a r e t u r n  t o  one o f  t h e  forms of  a gold s tandard d i scussed ,  t h e  repea l  o r  
a p p r o p r i a t e  modif icat ion o f  t h e s e  r e s t r i c t i o n s  would allow t h e  Executive 
t o  re tu r i i  t o  ii gold s tandard.  In a d d i t i o n ,  s i n c e  t h e  t e r n  "gold s tandardi i  
i s  n o t  l e g a l l y  de f ined ,  t h e  Executive may be able t o  achieve some 
i inkage between g o l d  and U.S, currency through a mechanim not p roh ib i t ed  
by t h e  above p rov i s ions  o f  law. 



LEGAL CONSIDERATIONS RELATING TO A RETURN TO A "GOLD STANDARD" 
WITHOUT NEW LEGISLATION 

I. I n t r o d u c t i o n  

During t h e  p a s t  few y e a r s  cons iderab le  a t t e n t i o n  has been focused 

on t h e  ques t ion  of whether o r  no t  the  United S t a t e s  should r e t u r n  t o  some 

form of "gold s tandard"  wi th  regard t o  our domestic monetary system. This 

paper w i l l  d i s c u s s  t h e  f e a s i b i l i t y  of such a c t i o n  under p resen t  laws i n  

order  t o  determine whether a d d i t i o n a l  l e g i s l a t i o n  would be needed t o  ach ieve  

t h i s  end. 

It should be noted a t  t h e  onse t  t h a t ,  from a l e g a l  po in t  of view, 

t h e  term "gold s tandard"  is not  g iven a p r e c i s e  meaning, but r a t h e r  i s  a 
11 - 

d e s c r i p t i v e  phrase  i n d i c a t i n g  a r e l a t i o n s h i p  t h a t  may take  var ious  forms. 

For example, under t h e  "gold c o i n  s t andard , "  t h e  Government e s t a b l i s h e s  and 

mainta ins  a f i x e d  p r i c e  f o r  gold ,  and a l lows  un l imi ted  c o n v e r t i b i l i t y  between 

paper currency and gold co ins .  Gold c o i n s  a r e  f r e e l y  minted without 

r e s t r i c t i o n  and c i r c u l a t e  a long w i t h  paper currency.  Thus a n  i n d i v i d u a l  can 

f r e e l y  exchange paper currency f o r  gold co ins  o r  gold co ins  f o r  paper currency 

a t  any t i m e .  

The "gold b u l l i o n  s tandard"  is a gold  'standard i n  which gold c o i n s  

do not  c i r c u l a t e ,  but  i n s t e a d  a r e  melted down i n t o  b u l l i o n .  Under one 

vers ion  of t h i s  s t andard  i n d i v i d u a l s  may conver t  paper currency i n t o  gold 

through t h e  purchase of minimum amounts of b u l l i o n .  However, a s  i t  

e x i s t e d  i n  t h e  United S t a t e s  a f t e r  1933, paper currency could not  be ex- 

1/ However, t e c h n i c a l  economic usage of t h e  term u s u a l l y  r e q u i r e s  a t  l e a s t  
t h a t  t h e  domestic monetary u n i t  be de f ined  i n  terms of gold ,  be f r e e l y  
c o n v e r t i b l e  i n t o  gold  at  a f i x e d  p r i c e ,  and t h a t  t h e  f r e e  expor t  and import 
and mel t ing of gold  be permit ted .  



changed domestically for gold bullion. Until August 15, 1971, the United 

States did stand ready to convert U.S. dollars with gold for foreign official 

holders, for international monetary purposeu. Gold, under this type of 

standard provided backing for the paper currency issued by the Government, 

either fully or partially. 

Another alternative under this standard would be to retain the gold 

bullion as a required backing for paper currency, but nor allow redeemption 

in gold either internationally or domestically. Under this version the 

gold bullion would simply act as a limitation upon the total amount of 

paper currency which could be legally authorized. 

Finally, some economists have recently proposed that a return to a 

"gold standard" could be accomplished through the issuance of Government 

securities and notes indexed to the price of gold. Under this concept, 

the value of the securities so issued would vary in direct proportion 

to the value of gold, and if allowed to circulate freely, could become, 

in essence, a form of paper currency as valuable as the equivalent fixed 

amount of gold purchasable at the date of issuance. 

Thus, the following characteristics would appear to be relevant in 

determining whether or not the United States could return to a "gold 

standard" without additional legislation: (1) convertibility of currency 

and gold; (2) backing of currency by gold, either partially or fully; 

and (3) indexing Government securities or notes with the price of gold, 

even if convertibility is not permitted. 



11. Prov is ions  Which R e s t r i c t  t h e  A b i l i t y  of t h e  Government t o  Return 
t o  a Gold Standard 

The fo l lowing  p rov i s ions  appear t o  r e s t r i c t  o r  p r o h i b i t  t h e  Fed- 

e r a l  Reserve System, t h e  U.S. Treasury Department, o r  any o t h e r  Executive 

Branch agency, from t a k i n g  a c t i o n s  t o  r e i n s t i t u t e  one o r  more elements 

of t h e  gold  s t a n d a r d s  desc r ibed  above. 

A. Gold Reserve Act of 1934, 48 S t a t .  337. 

Among o t h e r  t h i n g s ,  the Gold Reserve Act of 1934 amended Sec t ion  16 of 

the  Federa l  Reserve A c t ,  12 U.S.C. 5 411. P r i o r  t o  t h e  amendment t h e  Federa l  

Reserve ~ c t  s p e c i f i e d  that Federa l  r e s e r v e  n o t e s  " s h a l l  be redeemed i n  gold 

on demand a t  the Treasury.  .. o r  i n  gold  o r  l a w f u l  money a t  any Federa l  r e s e r v e  

bank." The Gold Reserve Act removed t h e  vord "gold" from t h i s  p rov i s ion  and 

reworded t h e  s e c t i o n  so  t h a t  i t  now provides  t h a t  Federal  r e s e r v e  no tes  " s h a l l  

be redeemed i n  l awfu l  money on demand a t  t h e  Treasury.. . o r  a t  any Federal  

r e s e r v e  bank." Thus, it appears  t h a t  by i m p l i c a t i o n  t h i s  amendment had t h e  

e f f e c t  of p r o h i b i t i n g  t h e  redemption of Federa l  r e s e r v e  no tes  i n  gold ,  s i n c e  

the  amendment d i s t i n g u i s h e d  " lawful  money" and gold.  

B. 31 U.S.C. 5 315b. 

Sec t ion  5 of t h e  Gold Reserve A c t  of 1934, 31 U.S.C. 5 315b, provides  

t h a t  "no g o l a  s h a l l  h e r e a f t e r  be coined,  and no gold  c o i n  s h a l l  h e r e a f t e r  

be paid out  o r  d e l i v e r e d  by t h e  United S t a t e s . . . A l l  gold  c o i n s  of t h e  United 

S t a t e s  s h a l l  be withdrawn from c i r c u l a t i o n ,  and, toge ther  wi th  a l l  o t h e r  

gold owned by t h e  United S t a t e s ,  s h a l l  be formed i n t o  b a r s  of such weights 

and degrees  of f i n e n e s s  a s  t h e  S e c r e t a r y  of t h e  Treasury may d i r e c t . "  This 

provis ion would appear t o  prevent t h e  r e t u r n  t o  a gold  c o i n  s t andard  i n  t h e  

United S ta -es  by Executive a c t i o n  a lone.  Th is  p rov i s ion  d i d  not  r e s t r i c t  

gold co in  mintage f o r  f o r e i g n  c o u n t r i e s .  



C. 31 U.S.C.  55 773a-7773d. 

The J o i n t  Resolut ion of August 27, 1935, c o d i f i e d  a t  31 U.S.C. 9s 773a- 

773d, was enacted i n  response  t o  t h e  Supreme Cour t ' s  d e c i s i o n  i n  Per ry  v. 

United S t a t e s ,  294 U.S. 330 (1935). See,  H.R. Rep. No. 74-1519, 74th Cong. 

1st Sesa. 5  (1935). I n  Perry t h e  Court  he ld  t h a t  the p r o v i s i o n s  of  t h e  

J o i n t  Resolut ion of 1933, t h e  so-cal led  Gold Clause Reso lu t ion ,  w e r e  

u n c o n s t i t u t i o n a l  t o  t h e  e x t e n t  they  a t tempted t o  o v e r r i d e  e x i s t i n g  o b l i g a t i o n s  

of t h e  United S t a t e s  Government. The Gold Clause Reso lu t ion  provided t h a t  any 

c l a u s e  i n  a n  o b l i g a t i o n ,  p u b l i c  o r  p r i v a t e ,  which c a l l e d  f o r  payment i n  gold ,  

or  in an amount of money measured the reby ,  w a s  void as a g a i n s t  p u b l i c  pol icy .  

The Court  upheld t h e  v a l i d i t y  of  t h e  Reso lu t ion  as i t  a p p l i e d  t o  f u t u r e  

c o n t r a c t s  of t h e  Government, and a s  i t  app l i ed  t o  a l l  c o n t r a c t s  made by 

S t a t e  governments o r  p r i v a t e  p a r t i e s ,  b u t  he ld  t h a t  i t  could  n o t  be used 

t o  i n v a l i d a t e  e x i s t i n g  c o n t r a c t u a l  o b l i g a t i o n s  of t h e  United S t a t e s  Govern- 
2 / - 

ment . 
I n  response t o  t h i s  d e c i s i o n ,  Congress passed t h e  J o i n t  Resolut ion 

of August 27, 1935. This  Reso lu t ion  provided: (1) t h a t  l awfu l  ho lde r s  of 

co ins  o r  c u r r e n c i e s  of t h e  United S t a t e s  s h a l l  be e n t i t l e d  t o  exchange them, 

d o l l a r  f o r  d o l l a r ,  f o r  o t h e r  c o i n s  o r  c u r r e n c i e s  which may be l a w f u l l y  ac- 

qu i red  and a r e  l e g a l  tender ;  (2)  t h a t  t h e  United S t a t e s  would no longer  

consent t o  be sued w i t h  regard  t o  any gold-clause s e c u r i t y ,  c o i n  o r  currency 

i n  which a  c l a im is made f o r  payment o r  c r e d i t  i n  excess  of t h e  f a c e  o r  

nominal va lue  i n  d o l l a r s  of t h e  s e c u r i t i e s ,  c o i n s  o r  c u r r e n c i e s  i n  ques t ion ;  

and ( 3 )  t h a t  no sums s h a l l  be appropr ia ted  o r  expended i n  payment upon 

2 /  The p rov i s ions  of t h e  Gold Clause Reso lu t ion  of 1933 were repea led  
a s  t o  o b l i g a t i o n s  en te red  i n t o  on o r  a f t e r  October 28, 1977. See, 
Pub l i c  Law 95-147. 



s e c u r i t i e s ,  co ins  o r  c u r r e n c i e s  except on "an equa l  and uniform d o l l a r  f o r  

d o l l a r  basis." The term "gold c l a u s e  s e c u r i t y "  was de f ined  by t h e  Resolu- 

t i o n  t o  mean a prov i s ion  i n  a c o n t r a c t  which purpor t s  t o  g ive  t h e  o b l i g e e  

a r i g h t  t o  r e q u i r e  payment i n  gold,  o r  i n  a p a r t i c u l a r  kind of c o i n  o r  cur- 

rency of t h e  United S t a t e s ,  o r  i n  a n  amount i n  money of t h e  United S t a t e s  

measured thereby. 

The J o i n t  Resolut ion of 1935 would appear  t o  have t h e  d i r e c t  e f f e c t  

of prevent ing t h e  United S t a t e s  Government from i s s u i n g  deb t  s e c u r i t i e s  

o r  no tes  which are indexed t o  t h e  p r i c e  of gold ,  s i n c e  such an  indexing 

p rov i s ion  would be a "gold c lause"  as t h a t  term i s  def ined  i n  t h e  Resolu- 

t i o n .  Cf. Southern C a p i t a l  Corp. v. Southern P a c i f i c  Co., 568 F. 2d 590 

( 8 t h  C i r .  1978). A s  such, a p a r t y  could no t  o b t a i n  enforcement of t h i s  

p rov i s ion  i n  t h e  c o u r t s ,  s i n c e  t h e  United S t a t e s  e f f e c t i v e l y  withdrew i ts  

permission t o  be sued on such c lauses .  S i m i l a r l y ,  s u i t s  involving conver- 

t i b i l i t y  between currency and gold may be barred by t h i s  p rov i s ion  t o  t h e  

e x t e n t  t h a t  a c la im is  made f o r  payment i n  excess  of t h e  nominal o r  f a c e  

value of t h e  currency. And under t h e  Reso lu t ion ,  a p r i v a t e  p a r t y  is  not  

e n t i t l e d  t o  demand gold i n  exchange f o r  cur rency  s i n c e  gold is no t  con- 

s ide red  l e g a l  t ender  (See 31 U.S.C. 5s 451 e t  seq. ). I n  a d d i t i o d ,  t h e  

Resolut ion p r o h i b i t s  Federa l  expendi tu res  f o r  payment on s e c u r i t i e s  o r  

c u r r e n c i e s  except on an "equal and uniform d o l l a r  f o r  d o l l a r  bas is ."  

S ince  gold  c o i n s  have been s t a t u t o r i l y  withdrawn from c i r c u l a t i o n  (31 

U.S.C. § 315b), and gold b u l l i o n  and o t h e r  forms of gold a r e  not  l e g a l  

t ender ,  and s i n c e  t h e r e  is  no o f f i c i a l  gold  v a l u e  f o r  t h e  d o l l a r  (See G 

below), t h i s  Resolut ion may l i m i t  t h e  a b i l i t y  of t h e  Treasury t o  redeem 

currency i n  gold ,  and c e r t a i n l y  f o r  a pre-determined, f i x e d  amount of 

gold. 



D. Public Law 90-269 (1968). 

Public Law 90-269 amended the Federal Reserve Act so as to eliminate 

the requirement that the Federal reserve banks maintain reserves in gold 

certificates of not less than 25 percent against Federal reserve notes in 

actual circulation. In addition, this Act eliminated the gold reserve re- 

quirement for U S .  notes and Treasury notes of 1890, thus ending all gold 

backing for U.S. currency. See, H . R .  Rep. No. 90-1095, 90th Cong. 2d Sess. 

(1968). Reserves now consist primarily of deposits backed by Government 

securities and vault cash. 

31 U.S.C. § 821 (b)(2). 

The so-called Thomas Amendment to the Agricultural Adjustment Act of 1933, 

Public Law 73-10, codified at 31 U.S.C. 821(b)(2), granted to the President 

the discretionary authority to fix the weight of the gold dollar at such amounts 

as he finds necessary to stabilize domestic prices or to protect foreign commerce. 

This authority specifically expired on June 30, 1943 pursuant to the provisions 

of the Gold Reserve Act Amendments of 1941, 55 Stat. 395 (1941). Thus, it appears 

that Congress specifically revoked any unilateral Presidential authority to adjust 

the weight of the gold dollar. 

F. Second Amendment To The Articles of Agreement of the International 
Monetary Fund, 29 U.S. Treaties 2204. 

The Second Amendment to the Articles of Agreement of the International Mone- 

tary Fund greatly reduced the role of gold in international finance, and substi- 

tuted in its place Special Drawing Rights or SDRs, consisting of a "basket" of 

currencies. Article IV, Section 2 of the Amendment provides that member nations 

may enter into exchange arrangements which may include: 

(i) the maintenance by a member of a value for its 
currency it terms of special drawing right or another 
denominator, other than gold, selected by the member, 



o r  ( i i )  coopera t ive  arrangements by which members 
maintain the  value  of t h e i r  c u r r e n c i e s  i n  r e l a t i o n  
t o  t h e  va lue  of the  currency o r  c u r r e n c i e s  of o t h e r  
%embers, o r  ( i i i )  o t h e r  exchange arrangements of a  
member's choice.  (emphasis added) 

A r t i c l e  V K I I ,  S e c t i o n  4 of t h e  Amendment provides  t h a t  each member country  

s h a l l  buy balances  of its curreocy he ld  by a n o t h e r  member, and s p e c i f i e s  t h a t  t h e  

buying c o u n t r i e s  s h a l l  have t h e  o p t i o n  t o  pay e i t h e r  i n  s p e c l a 1  drawing r i g h t s  o r  

i n  t h e  currency of t h e  member making t h e  reques t .  Sec t ion  7 of t h a t  same A r t i c l e  

provides t h a t  each member country  s h a l l  under take  t o  c o l l a b o r a t e  wi th  t h e  Fund and 

v i t h  o t h e r  member c o u n t r i e s  i n  o r d e r  t o  a s s u r e  t h a t  t h e  p o l i c i e s  of members v i t h  

r e s p e c t  t o  r e s e r v e  a s s e t s  s h a l l  be c o n s i s t e n t  wi th  t h e  o b j e c t i v e s  of making the  

s p e c i a l  drawing r i g h t  t h e  p r i n c i p a l  r e s e r v e  a s s e t  i n  t h e  i n t e r n a t i o n a l  monetary 

system. F i n a l l y ,  Schedule C of t h e  A r t i c l e s  of Agreement provides  t h a t  par  

va lues  may be e s t a b l i s h e d  i n  terms of s p e c i a l  drawing r i g h t s  o r  i n  terms of o t h e r  

common denominators p resc r ibed  by t h e  Fund, but t h a t  t h e  common denominator s h a l l  

not be gold  o r  a  currency.  

G. Bretton-Woods Agreement Act,  Pub l i c  Law 94-564 

Sectiori 5 of t h e  Bretton-Woods Agreement Act, 22 U.S.C. 5 286c, provides  

t h a t  un less  au thor ized  by Congress by law, n e i t h e r  t h e  Pres iden t  nor any o t h e r  

person o r  agency may propose o r  approve any change i n  t h e  par  v a l u e  of t h e  

d o l l a r  under t h e  A r t i c l e s  of Agreement of t h e  I n t e r n a t i o n a l  Monetary Fund. 

However, under s e c t i o n  6 of t h i s  Act,  t h e  o f f i c i a l  pa r  value  f o r  t h e  d o l l a r  

was abol ished.  There fo re ,  t h e s e  p rov i s ions  prevent  t h e  es tab l i shment  of a par  

va lue  f o r  t h e  d o l l a r  i n  gold  o r  any o t h e r  a s s e t ,  wi thou t  Congress ional  au thor i -  

za t ion .  

Taken t o g e t h e r ,  t h e  A r t i c l e s  of Agreement and t h i s  p rov i s ion  appear t o  

prevent t h e  United S t a t e s  from e s t a b l i s h i n g  and main ta in ing  a n  o f f i c i a l  va lue  

of the  d o l l a r  i n  terms of gold f o r  s e t t l i n g  i n t e r n a t i o n a l  balances .  O f  c o u r s e ,  



t h e s e  t r e a t y  p r o v i s i o n s  do n o t  p reven t  f u t u r e  

amendments t o  t h e  Agreement, w i t h  t h e  consen t  

changes i n  t h i s  s i t u a t i o n  through 

of  t h r e e - f i f t h s  of  t h e  members 

hav ing  e igh ty - f ive  p e r c e n t  of  t h e  t o t a l  v o t i n g  power, o r  through A c t s  of 

Congresa . 
111. P r o v i s i o n s  Which Would Allow A Return  To A Gold Standard  Through Execu t ive  

Ac t ion  

A. Gold Reserve Act of  1934,  48 S t a t .  340. 

As noted  i n  t h e  p r e v i o u s  s e c t i o n ,  t h e  Gold Reserve  A c t  withdrew g o l d  c o i n s  

from c i r c u l a t i o n  and provided  t h a t  F e d e r a l  r e s e r v e  n o t e s  would no l o n g e r  be re- 

deemed i n  gold.  S e c t i o n  6 o f  t h e  Act ,  3 1  U-S:C. § 408a, a l s o  provided:  

Except t o  t h e  e x t e n t  p e r m i t t e d  i n  r e g u l a t i o n s  which may 
be i s s u e d  hereunder  by t h e  S e c r e t a r y  of t h e  Treasu ry  w i t h  
t h e  approva l  of t h e  P r e s i d e n t ,  no c u r r e n c y  of t h e  Uni ted  
S t a t e s  s h a l l  be redeemed i n  go ld  .... 
No redemptions i n  g o l d  s h a l l  be made excep t  i n  g o l d  bul-  
l i o n  bea r ing  t h e  s tamp of t h e  Uni ted  S t a t e s  mint  o r  a s s a y  - 
o f f i c e  i n  an  amount e q u i v a l e n t  a t  t h e  t i m e  of redemption 
t o  t h e  cu r rency  s u r r e n d e r e d  f o r  such  purpose.  (emphasis  added) 

Thus, under t h i s  p r o v i s i o n  t h e  S e c r e t a r y  of t h e  Treasu ry  cou ld ,  w i t h  t h e  

consen t  of t h e  P r e s i d e n t ,  choose t c  redeem Uni ted  S t a t e s  cu r rency  i n  go ld .  How- 

e v e r ,  s i n c e  F e d e r a l  r e s e r v e  n o t e s  a r g u a b l y  cannot  be redeemed i n  gold  b u l l i o n  

b u t  i n s t e a d  on ly  i n  " l awfu l  money," 31  U.S.C. § 408a may be l i m i t e d  i n  e f f e c t  

o n l y  t o  t h e  redemption of o t h e r  forms of  cu r rency ,  such  a s  U.S. n o t e s ,  o r  Treasury  

n o t e s .  I n  any c a s e ,  t h e  f a c t  t h a t  a g o l d  v a l u e  f o r  t h e  d o l l a r  can  o n l y  be e s t ab -  

l i s h e d  by s t a t u t e ,  coupled  w i t h  t h e  terms of  t h e  J o i n t  R e s o l u t i o n  of 1935, proba- 

b ly  p r e v e n t s  t h e  S e c r e t a r y  from t a k i n g  such  a c t i o n  now. 

3. P u b l i c  Law 93-110, A s  Amended by P u b l i c  Law 93-373. 

These laws r epea led  t h e  p r o h i b i t i o n  a g a i n s t  United S t a t e s  c i t i z e n s  pur- 

c h a s i n g ,  h o l d i n g ,  s e l l i n g  o r  o t h e r w i s e  d e a l i n g  i n  go ld  i n  t h e  United S t a t e s ,  

e f f e c t i v e  e i t h e r  a s  of December 31 ,  1974 o r  a t  a p r i o r  t ime i f  t h e  P r e s i d e n t  

f i n d s  t h a t  t h e  e l i m i n a t i o n  of t h e  r e s t r i c t i o n s  on owning gold  w i l l  no t  a d v e r s e l y  



a f f e c t  the  United S t a t e s '  i n t e r n a t i o n a l  monetary p o s i t i o n .  P res iden t  Ford is- 

sued Executive Order No. 11825 (40 - Fed. Reg. 1003) (Dec. 31, 1974) r e p e a l i n g  

p r i o r  Executive Orders p r o h i b i t i n g  t h e  a c q u i s i t i o n  of gold b u l l i o n  o r  gold  

c e r t i f i c a t e s  by p r i v a t e  p a r t i e s  in t h e  United S t a t e s .  

C. 31 U.S.C. § 405b. 

This  s e c t i o n  a u t h o r i z e s  t h e  S e c r e t a r y  of t h e  Treasury t o  i s s u e  gold certi- 

f i c a t e s  i n  such form and such denominations a s  he may determine,  a g a i n s t  any gold  

held  by t h e  United S t a t e s  Treasury. Under a 1976 amendment t o  t h i s  s e c t i o n  (Pub- 

l i c  Law 94-564 § 8 ) ,  t h e  amdunt of gold  c e r t i f i c a t e s  i s s u e d  and ou t s tand ing  may 

a t  no t ime exceed t h e  value  of t h e  gold  so  he ld  a g a i n s t  such gold  c e r t i f i c a t e s ,  

as measured by t h e  par va lue  e x i s t i n g  o a  October 19,  1976. A t  t h a t  t ime t h e  par  

value was set a t  t h e  equ iva len t  of approximately $42.22 per f i n e  t r o y  ounce of 

gold. Thus, under t h i s  p rov i s ion ,  t h e  S e c r e t a r y  of t h e  Treasury could i s s u e  

gold c e r t i f i c a t e s  backed by gold,  but on ly  t o  t h e  e x t e n t  t h a t  gold holdings ,  

valued a t  $42.22 per  f i n e  ounce, e q u a l  t h e  t o t a l  amount of c e r t i f i c a t e s  i s sued  

and outs tanding.  I n  a d d i t i o n ,  under t h e  terms of t h e  J o i n t  Resolut ion of 1935, 

ho lders  of t h e s e  c e r t i f i c a t e s  would not  be e n t i t l e d  t o  redeem t h e  c e r t i f i c a t e s  

i n  gold ,  but on ly  i n  o t h e r  forms of currency. 

D. 31  U.S.C. § 428. 

This p rov i s ion  enacted in  1863, au thor ized  t h e  S e c r e t a r y  of t h e  Treasury 

t o  r e c e i v e  d e p o s i t s  of gold c o i n  and b u l l i o n  and t o  i s s u e  c e r t i f i c a t e s  of de- 

p o s i t  t h e r e f o r  corresponding wi th  t h e  denominations of United S t a t e s  notes .  

However, t h e  J o i n t  Resolut ion of 1935 a p p a r e n t l y  prevents  these  c e r t i f i c a t e s  

from being redeemed i n  gold,  o r  i n  any o t h e r  manner than on a  d o l l a r  f o r  d o l l a r  

bas i s .  And i n  l i g h t  of 31 U.S.C. S405b and s e c t i o n  6  of the  Gold Reserve Act of 



1934, t h i s  provis ion may be considered obso le te .  See,  S t a f f  of t h e  House Com- 

m i t t e e  on t h e  Jud ic ia ry ,  97th  Cong. 1st Sess.  Report on H.R. 4774, Revision of 

T i t l e  31 United S t a t e s  Code 328 (Comm. P r i n t  O c t .  19, 1981). 

E. 3 1  U.S.C. § 429. 

This provis ion,  ar amended i n  1916, au thor ized  t h e  S e c r e t a r y  of t h e  Trea- 

su ry  t o  rece ive  d e p o s i t s  of go ld  c o i n  and t o  i s s u e  gold  c e r t i f i c a t e s  t h e r e f o r e ,  

and t o  rece ive  d e p o s i t s  of f o r e i g n  gold  c o i n  and gold b u l l i o n ,  and t o  i s s u e  gold  

c e r t i f i c a t e s  t h e r e f o r ,  provided t h e  l a t t e r  c e r t i f i c a t e s  do no t  exceed two-thirds 

of t h e  t o t a l  amount of c e r t i f i c a t e s  outa tanding.  Since 31 U.S.C. 5 315b withdrew 

gold  c o i n s  from c i r c u l a t i o n  and r e q u i r e d  t h a t  they be melted i n t o  b u l l i o n ,  t h e  

S e c r e t a r y ' s  a b i l i t y  t o  i s s u e  new gold  c e r t i f i c a t e s  based upon t h e  purchase of 

gold b u l l i o n  o r  f o r e i g n  gold c o i n s  may have been e f f e c t i v e l y  e l imina ted .  I n  any 

case ,  31 U.S .C. 5 405b may r e q u i r e  t h a t  any gold so  purchased be valued a t  $42.22 

'per ounce, which would appear t o  preclude any purchases. And even i f  t h e  Secre- 

t a r y  could i s s u e  gold c e r t i f i c a t e s  under Sec t ion  429, t h e  J o i n t  Resolut ion of 

1935 would s t i l l  a c t  t o  prevent t h e  redemption of gold f o r  such c e r t i f i c a t e s .  

Thus, t h i s  s e c t i o n  may a l s o  be considered obso le te .  See, S t a f f  of the  House 

Connnittee on the  J u d i c i a r y ,  97 th  Cong., 1st Sess.  Report on H.R. 4774, Revis ion 

of T i t l e  31 United S t a t e s  Code 328 (Comm. P r i n t  O c t .  19,  1981). 

F. 31 U.S.C. 5 822a. 

Sec t ion  10 of t h e  Gold Reserve Act of 1934, a s  amended i n  1976 by Pub- 

l i c  Law 94-564, and c o d i f i e d  a t  31 U.S.C. § 822a, provides t h a t  t h e  Secre- 

t a r y  of t h e  Treasury,  with t h e  approval  of t h e  P r e s i d e n t ,  is au thor ized  t o  

d e a l  i n  gold and f o r e i g n  exchange f o r  t h e  account of t h e  s t a b i l i z a t i o n  fund 

e s t a b l i s h e d  by t h i s  provis ion.  This s e c t i o n  a l s o  provides t h a t  such dea l ings  



must be c o n s i s t e n t  wi th  t h e  o b l i g a t i o n s  of the  United S t a t e s  i n  t h e  In te rna-  

t i o n a l  Monetary Fund. The fund was o r i g i n a l l y  established i n  o rder  t o  sta- 

b l i z e  t h e  exchange va lue  of t h e  d o l l a r ,  however of t h e  $2 b i l l i o n  appropria- 

ted  t o  t h e  fund, $1.8 b i l l i o n  was used, pursuant  t o  a 1945 A c t  of Congress 

(59 S t a t .  514) t o  pay p a r t  of t h e  United S t a t e s '  s u b s c r i p t i o n  t o  the  IMF, - 
l eav ing  on ly  $200 m i l l i o n  f o r  t h e  fund ' s  c a p i t a l .  

G .  31 U.S.C §§ 733, 734 

Sec t ions  8 and 9 of t h e  Gold Reserve A c t ,  c o d i f i e d  a t  31 U .S.C. 55 733 

and 734, a u t h o r i z e  t h e  S e c r e t a r y  of t h e  Treasury t o  s e l l  gold ,  and wi th  t h e  

approval  of t h e  P r e s i d e n t ,  t o  purchase gold ,  a6 home o r  abroad, i n  such 

amounts and manner and a t  such r a t e s  a s  he deems t o  be i n  t h e  pub l ic  i n t e r e s t .  

Gold purchases may be made wi th  any d i r e c t  o b l i g a t i o n ,  co in ,  o r  currency of t h e  

U.S. au thor ized  by l a w ,  o r  wi th  any funds of t h e  Treasury not  o t h e r v i s e  ap- 

p r o p r i a t e d ,  without regard t o  t h e  l ava  r e l a t i n g  t o  t h e  maintenance of p a r i t y .  

I V .  Discuss ion and Conclusion 

I n  determiaing whether o r  not t h e  Executive can r e t u r n  t o  a "gold s tandard"  

wi thout  a d d i t i o n a l  l e g i s l a t i o n ,  t h e  fo l lowing  c h a r a c t e r i s t i c s  of most "gold 

s tandard"  p lans  m y  be considered: (1) t h e  a b i l i t y  t o  f r e e l y  c o r ~ v e r t  with t h e  

U.S. Government currency f o r  gold a t  a f i x e d  p r i c e ;  ( 2 )  t h e  a b i l i t y  t o  back 

currency with gold even i f  c o n v e r t i b i l i t y  is no t  permit ted;  and (3) t h e  a b i l i t y  

t o  index s e c u r i t i e s  o r  no tes  wi th  t h e  p r i c e  of gold ,  r e g a r d l e s s  of c o n v e r t i b i l i t y  

p r i v i l e g e s .  

With regard t o  c o n v e r t i b i l i t y ,  we no te  t h a t  Sec t ion  5 of t h e  Gold Re- 

se rve  Act, 31 U.S.G, § 315b p r o h i b i t s  t h e  Government from minting gold co ins  



f o r  domestic purposes, and d i r e c t s  t h e  Government t o  melt e x i s t i n g  c o i n s  i n t o  

gold b u l l i o n ,  thus prevent ing t h e  r e t u r n  t o  a "gold c o i n  s tandard"  wi thout  

new a u t h o r i z i n g  l e g i s l a t i o n .  However, d e s p i t e  t h i s  r e s t r i c t i o n ,  i t  may s t i l l  

be argued t h a t  currency could still be exchanged f o r  gold b u l l i o n ,  h e l d  by 

t h e  Treasury,  thus  f o r  p r a c t i c a l  purposes e s t a b l i s h i n g  c o n v e r t i b i l i t y  a t  a 

f i x e d  p r i c e .  Support f o r  t h i s  p o s i t i o n  may be found i n  Sec t ion  6 of t h e  

Gold Reserve Act, 31 U.S.C. 408a, which a u t h o r i z e s  t h e  Secre ta ry  o f  t h e  

Treasury,  wi th  t h e  approval of t h e  P r e s i d e n t  t o  redeem currency i n  gold  

b u l l i o n ,  and Publ ic  Law 93-373 a l lowing  p r i v a t e  p a r t i e s  t o  hold gold. 

Never theless ,  t h e  Jo in t  Resolut ion of 1935, 31 U.S.C. 5s 773a-777d, withdraws 

t h e  consent of t h e  Government t o  be sued wi th  regard  t o  any c o i n  o r  currency 

i n  which a c la im is made f o r  payment i n  excess  of t h e  face  amount of t h e  

c o i n  o r  currency,  and p r o h i b i t s  any expendi tu res  on any c o i n  o r  currency except  

on an "equal and uniform d o l l a r  f o r  d o l l a r  bas i s . "  I n  a d d i t i o n  t h e  a u t h o r i t y  

of t h e  P r e s i d e n t  t o  f i x  t h e  weight of t h e  gold  d o l l a r  was r e s t r i c t e d  by 

l a w  so t h a t  any es tabl ishment  of a gold o r  par value  f o r  t h e  d o l l a r  r e q u i r e s  

Congressional aceion.  And t h e  A r t i c l e s  of Agreement of t h e  I n t e r n a t i o n a l  

Monetary Fund p r o h i b i t  t h e  use of gold  a s  a common deaos ina to r  f o r  i n t e r n a t i o n a l  

monetary purposes. Taken t o g e t h e r ,  t h e s e  p rov i s ions  would appear t o  prevent 

the  f r e e  c s a v e r t i b f l i t y  by t h e  Government between United S t a t e s  currency 

and gold a t  a f i x e d  p r i c e  both d o m e s t i c a ~ l y  and a t  t h e  i n t e r n a t i o n a l  l e v e l ,  

d e s p i t e  t h e  provis ions  of S e c t i o n  6 of the Gold Reserve Act which vould 

appear t o  otherwise  a u t h ~ r i z e  such a c t i o n s .  

With regard t o  gold  c o n v e r t i b f l i t y  and gold backLcg f o r  U . S .  currency, 

t h e  Secretary of t h e  Treasury  has  considerable authority under 31 E.S.C. 

§ 822a and 31 'J.S.C. § 7 3 4  t a  deal in gold with t h e  approval of t h e  P r e s i d e n t .  



And with the expi ra t ion  of the ban aga ins t  p r iva t e  p a r t i e s  holding gold 

c e r t i f i c a t e s ,  the  Secretary would appear t o  be ab l e  t o  i s sue  such c e r t i f i c a t e s  

backed by gold s o  purchased o r  a l ready  i n  t h e  possession of t he  Treasury. 

However, under the  Joint  Resolution of 1935, 31 U.S.C. 5 773a-773d, one 

could not sue t he  Government f o r  payment i n  gold on these  c e r t i f i c a t e s ,  

and the  Government may not be ab l e  t o  expend funds i n  redeeming the  c e r t i f i -  

c a t e s  i n  gold. Further ,  under 31 U.S.C. § 405b, t h e  gold c e r t i f i c a t e s  would 

have t o  be backed by gold valued a t  $42.22 per ounce, which could 

c r e a t e  g rea t  p r a c t i c a l  d i f f i c u l t i e s .  

On the  other  hand, it may be poss ib le  t o  l i n k  gold reserves  held by the  

Treasury with o ther  forms of U.S. currency, such a s  Federal Reserve notes.  How- 

ever ,  such a co r r e l a t i on  would apparent ly  have t o  be done on an informal bas i s ,  

s i nce  t he  o f f i c i a l  gold reserve  requirement f o r  Federal  reserve notes ,  a s  wel l  

as Treasury notes and United S t a t e s  notes  was terminated through an Act of Con- 

g re s s  i n  1968. (Public Law 90-269). Any such informal l inkage would a l s o  be 

open t o  the  charge t h a t  it w a s  cont ra ry  t o  t he  i n t e n t  of Congress a s  expressed 

i n  1968, and with regard t o  Federal  reserve  no tes ,  would require  the  coopera- 

t i o n  of the Board of Governors of the  Federal  Reserve System. And s ince  no 

au tho r i t y  e x i s t s  a t  present f o r  t he  issuance of Treasury notes,  and the  circu- 

l a t i o n  of U.S. notes must be maintained, by s t a t u t e ,  at the  f ixed amount of 

$300 mi l l i on  d o l l a r s  (31 U.S.C. 5 403), t h e  p o s s i b i l i t y  of d i r e c t  backing 

o ther  forms of U.S. currency and gold without add i t i ona l  l e g i s l a t i o n  must be 

considered problematic. 

F ina l ly ,  with regard t o  indexing U.S. s e c u r i t i e s  and the pr ice  of gold,  

such ac t i on  would appear t o  be prohib i ted  by the  terms of the J o i n t  Resolution 

of 1935, withdrawing the  consent of the  United S t a t e s  t o  be sued on so-called 



"gold c lauses ."  These c lauses  have been def ined  t o  i n c  lude  c l a u s e s  a u t h o r i z i n g  

the  payment i n  currency which is  indexed t o  t h e  p r i c e  of gold. See, e.g. South- 

e r n  C a p i t a l  Corporat ion v. Southern P a c i f i c  Co., 568 F. 2d 590 ( 8 t h  C i r .  1978). 

Since  such c lauses  could not  be enforced i n  t h e  c o u r t s ,  i t  would be u n l i k e l y  

t h a t  a market would e x i s t  f o r  such s e c u r i t i e s  whi le  t h e  J o i n t  Resolut ion is  

s t i l l  i n  e f f e c t .  

I n  sunmary, e x i s t i n g  l a w s  appear  t o  e f f e c t i v e l y  prevent t h e  Executive 

Branch from r e t u r n i n g  t o  any of t h e  s e v e r a l  forms of "gold s tandard"  descr ibed 

in  t h i s  paper. I f  these  l a w s  were a p p r o p r i a t e l y  modified by Congress, 

a u t h o r i t y  could be provided f o r  t h e  Execut ive  t o  r e i n s t i t u t e  a gold  s t andard  

in t h e  country.  However, it should a l s o  be noted t h a t  t h e  term "gold s tandard"  

is no t  n e c e s s a r i l y  a term of a r t ,  and i t  i s  p o s s i b l e  t h a t  t h e  Executive may be 

a b l e  t o  i n i t i a t e  some formal type of r e l a t i o n s h i p  between t h e  value  of gold and 

U.S. currency wi thout  contravening t h e  p r o v i s i o n s  d i scussed  i n  t h i s  paper. 

~abmond Nat t e r  
L e g i s l a t i v e  Attorney 
American Law Div i s ion  
December 3, 1981 


	Annex A: Supplementary and Dissenting Views
	Contents
	Dodd: Additional Views
	Lehrman and Paul: Minority Report
	Contents
	Introduction
	1. The Present Monetary Crisis
	2. A History of Money and Banking in the United States Before the Twentieth Century
	3. A History of Money and Banking in the United States during the Twentieth Century
	4. The Case for Monetary Freedom
	5. Real Money: The Case for the Gold Standard
	6. The Transition to Monetary Freedom
	7. The Next Ten Years
	Appendix
	Reuss & Wylie: Dissenting Views
	Reuss: Additional Dissenting Views
	EMB (Ltd.): Is a Return to the Gold Standard Feasible
	EMB (Ltd.): Is there an Alternative to the Gold Standard?
	EMB (Ltd.): Developments in the Gold Market, 1980-81
	EMB (Ltd.): What Role for Gold in the Monetary System?
	Legal Considerations Relating to a Return to the Gold Standard



