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ABSTRACT

INTERNATIONAL CAPITAL FLOWS AND DOMESTIC
ECONOMIC FLUCTUATION: THE UNITED STATES
DURING THE 1830'S

By

Milton Esbitt

This dissertation shows how important components
in the structure of the American economy and the economic
relationships between America and Great Britain enabled
economic disturbances on one side of the Atlantic to be
transmitted to the other.

In examining the structural elements of the Ameri-
can economy two questions arose the treatment of which in
previous works was found to be incomplete. What were the
effects of the fiscal and monetary policies of the Jackson-
Van Buren administrations on the economy? Secondly, what
was the relationship between changes in the supply of
specie and changes in the money supply, especially bank
money and what were the causes of these specie inflows in
the mid-1830's?

The dissertation is divided into four parts. The

first focused on the structural elements which made the
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American economy receptive to external disturbances. Attne-
tion was placed on the financing of the Anglo-American
trade. The second part examined the effects of the fiscal
and monetary policies of the federal government on the per-
formance of banks. The third part deals with the Panic of
1837, the immediate events that led to it and the recovery
process which followed. The final section covers the
deflation period of 1839-1844, its causes and the forces
which brought it to an end. A comparison of the 1839-1844
deflation with others of the ante-bellum period concludes
the dissertation.

Three hypotheses were tested. The first examined
the relationship between the British money market and
Anglo-American trade. The results were inconclusive pri-
marily because of a lack of sufficient data. The second
hypothesis examined the relationship between éhanges in
the supply of specie and changes in the supply of money.

It was shown that there was no support for the often assumed
relationship between these two variables. Regression analy-
ses using annual data and first differences were used in
testing these hypotheses. The final hypothesis dealt with
the question of whether Deposit banks performed differently
than other banks and the factors contributing to the dif-
ferences. Deposit banks in general did pursue a more
expansionary lending policy than non-deposit banks and

movements in Treasury deposits were more important than
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movements in specie in explaining this difference. A series
of Chi square tests were used for this hypothesis.

A large number of aggregate and disaggregate series
dealing with both the American and British economies were
used. New series were developed for American foreign
exchange rates as well as domestic exchange rates. Esti-
mates were also developed for the condition of Deposit and
non-deposit banks in the various states and the major
cities.

The dissertation showed that given the structure
of the Anglo-American trade and particularly the relation-
ships between American and British money and capital markets,
economic disturbances were transmitted from one country to
the other. The financial panic of 1837 was mainly due to
pressures eminating from Great Britain but aggravated by
internal factors in America. The collapse of the British
money and capital markets in 1839 and the cotton market
brought down the superstructure of Anglo-American trade.
This in turn led to the deflation in America which lasted

until 1844.
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CHAPTER I

INTRODUCTION

The Existing Analysis

The third decade of the nineteenth century was one
of change, sometimes turbulent, for the American economy as
well as for American political life. Most of this decade
was passed under the warmth of good times.l The last three
yearé and the first three of the next decade were times of
instability which, by 1839, developed into a depression,
supposedly second in magnitude to that of the "Great
Depression" of this century.2

Most of the works dealing with the economy during
the period focused on the conflict, in which Jackson and
Biddle were the star actors in a many plotted drama, pitting
the new money interests of Wall Street and the old of
Philadelphia, the supporters of banking which would aid
public and private groups in the construction of develop-
mental investments such as the transportation infrastruc-
ture, and those who believed that banks should continue
primarily as "commercial" banks.3 Finally, we had those
who supported a hard currency, one based on specie and

devoid of bank notes not completely redeemable in specie,

and those who, for whatever reason, believed that banks



should have the privilege--some held the right to issue bank
notes.4
Besides the works dealing with the political-economic
conflict over banking, there have been but two which have
dealt with the depression with the use of economic analysis.5
In 1954, R.C.O. Matthews in his, "A Study in Trade Cycle
History," placed a large part of the blame for the depressed
economic conditions prevalent in the United Kingdom and the
United States during the last years of the 1830's and the
first of the 1840's on actions emanating from the United
States.6 As we shall see, he underestimates the crucial
role which the money and capital markets of the United
Kingdom--mainly centered in London--had in determining the
economic health of the Anglo-American economies. Walter B.
Smith, writing a year earlier had recognized this dependence.
Easy money in England in the early 1830's stimulated
the merchandise trade by making merchantile credits
available to American merchants, by facilitating a
period of prosperity in England which rebounded to the
benefit of American producers, and lastly by touching
off a wave of loans to American States and corpora-
tions which brought prosperity to the United States
and also_assisted the process of paying for these
imports.7
Peter Temin in his recently published book, "The
Jacksonian Economy," has shown that much of the works dealing
with this period overstated the importance of the United
States Bank and the policies of the Jackson and Van Buren

‘administrations in the economic fluctuations of the 1830's.

Partly because of his stress on the use of aggregate monetary



data, however, he moved to the opposite direction and, as
we shall see in Chapters three to six, underestimated the
effects of the fiscal and monetary policies of these admin-
istrations on the American economy during these years.8

In his analysis Temin assumes that increases in the
amount of specie available to the banks led to an expansion
of the American money supply which in turn led to the growth
of economic activity. This approach, however, implies that
there was no problem as far as the demand for these lonable
funds were concerned. As we shall show in this work there
was an asymmetrical relationship between the availability
of credit facilities and economic activity, an expanding
supply was necessary for continued economic expansion, but
the existence of such facilities did not necessarily ensure
an expansion of economic activity.

The Anglo-American Economies and the Transmission
of Economic Disturbances

During the 1830's and 1840's, the American economy
was dependent on cotton exports for a majority of its foreign
exchange earnings, and on the London money and capital markets
for short-and-long-term international capital supplies.9
Moreover, these capital inflows were vital to the growth of
the domestic money supply and credit markets.

This work will examine how, given the structure of
Anglo-American trade and particularly the relationships

between the American and British money and capital markets,



economic disturbances could be transmitted from one country
to the other. More specifically, by examining the relation-
ships between the American and British economies and the
mechanism which transmitted economic shocks from one country
to the other, we will attempt to show that: (1) the mone-
tary panic of 1837 was due mainly to pressures eminating
from Great Britain but with internal factors in America
aggravating the situation; (2) the collapse of the London
money and capital markets in 1839 brought down with it the
British cotton market and the superstructure of the Anglo-
American trade, which in turn brought on the depression in
America in late 1839. The severity and the length of the
depression indicates that the structure of the American
economy contained critical faults which enabled the shock
waves from Great Britain to have such drastic effects on

the American economy.

These statements are in conflict with the conclusions
of Matthews and in part those of Temin. This is primarily
due to the fact that one's viewpoint and eventually the con-
clusions derived from a particular analytical study is shaped
not only by when, but also by where in the causal process one
enters.lo

Matthews focused his attention on the British export
industries and the relative importance of fluctuations in
the American market on this important sector of the British

euxmmy.ll But, as already noted, he overlooked the crucial



role which the London money and capital markets played in
financing British exports to the United States. An analysis
is incomplete which states that the sharp drop in British
exports to the United States was the primary cause of the
1839 downturn in Great Britain, when the decline in exports
was mainly due to monetary conditions in Great Britain.

Temin, as Matthews, does not fully taken into account
the importance of the British money and capital markets to
the health of the British economy. It was the vitality of
the Britiéh economy, especially its cotton textile industry;
and on capital and money markets that permitted the continued
expansion of the American economy.

During the mid-1830's economic growth in the United
States was characterized by an excess demand, at full employ-
mént, for domestically produced goods. At the same time
there was an excess demand for money needed to finance the
growth in demand for goods. Both of these excess demands
were met by an excess supply, in terms of the ability of
the American market to absorb them, of securities which
flowed across the Atlantic in ever increasing amounts during
the mid-and late-1830's. The excess demand for goods grew
out of the expanding cotton market, the willingness and
ability of state and local governments to undertake vast
internal improvement projects and the increasing specializa-
tion of the American economy.12 The British economy, its

cotton, its money and capital markets, and its manufacturing



industries stood in the middle, purchasing American cotton
and supplying the goods, and short-and-long-term credits

needed by the expanding American economy.

The Transmitting Mechanisms

Disturbances could be transferred from one country
to the other because of the relation between their respec-
tive money supplies and capital markets. The American and
British money supplies consisted mainly of specie, bank
notes, and demand deposits, the latter two supposedly con-
vertible on demand into specie (gold and silver coins).
Though the existing monetary systems in both countries
resembled the gold standard in their adjustments to specie
flows, there were differences of varying importance.
The United States was legally on a bi-metallic
standard though the Coinage Acts of 1834 and 1837 by over-
valuing gold, soon resulted in the country's being on a
defacto gold standard.
The American mint ratio of 15 to 1 clashed with
a ratio of about 15 1/2 to 1 prevailing on world
markets so little gold came to it for coinage, and
the United States was in effect on a silver standard.
The Coinage Acts of 1834 and 1837 reversed this dis-
parity by setting a new mint ratio of very nearly 16
to 1. Since the United States was now valuing silver
less highly relative to gold than was the world market,
little silver was offered for coinage, and the United
States was in effect on a gold standard.l3

An examination of specie imports and coinage both

before and after these acts casts doubt on this assertion

 but does indicate that silver did become relatively less



important than it had been before 1834.14 The importance of

these acts lies in the fact that they, for all practical
purposes tied the American and British money supplies to-
gether through what has been called the specie-flow mecha-
nism.

The two most common types of gold standard systems--
perhaps specie standard would be a more accurate term--are
the 100% reserve system and the fractional reserve system.15
In the former there is a one to one relationship between the
issuance of bank demand liabilities--banknote and demand
deposits—--and the supply of specie. 1In the latter, bank
demand liabilities are issued in some multiple of the specie
supply. During the period under study both the United
States and the United Kingdom had fractional reserve sys-
tems, but as there was no single note issuing body in the
United States or legally specified ration, there was no
one particular ratio which applied.16

Under a fractional reserve system fluctuations in
specie would cause fluctuations in the amount of bank notes
in circulation though it is important to realize that these
movements of reserves and bank notes do not necessarily
have to follow one upon the other. Willett shows that
variations in bank specie holdings did not cause a con-
comitant immediate change in the banks current demand
liabilities.’

Normally with a specie standard, a country with a

deficit in its balance on current account tended to lose



specie. The United States, however, between fiscal years
1832 and 1837 inclusively, incurred a deficit on current
account every year while at the same time importing specie
each year as we see from Appendix Table A-1l. The United
States was able to do this because of its ability to borrow
both short-and-long-term capital in the London and to a
lesser degree Continental markets.

As long as the United States continued to have
access to these credit markets the balance of payments
could be balanced through short-and-long-term capital
imports. Avoided therefore, were massive specie outflows
and an economic contraction which would have been the alter-
native if it had not been for the capital inflows.

These capital flows were crucial, as we shall see,
to the economic stability of the United States during this
period.

In the spring of 1837, American and British firms
in the Anglo-American trade were unable to obtain new short-
term credits, or to refinance credits due for payment. The
resulting scramble for liquidity, combined with the exporta-
tion of specie arising from the exchange rates being forced
to the specie export point, due to a lack of cotton bills,
proved too much for the Eastern banks. The New York City
banks were under the greatest pressure, not only losing
specie to England but also losing specie because of the
distribution of the Federal surplus. The end result was

the monetary panic and the bank suspensions of 1837.



By the middle of 1839, the flow of specie from Great
Britain to the Continent, to pay for grain imports necessi-
tated by poor harvests, produced a contraction in the London
money markets which was more severe than that of the winter

18 This monetary stringency contributed

and spring of 1837.
in large part to the collapse of the British cotton market.
The resulting collapse of the structure which supported the
Anglo-American trade, especially the drying up of the long-
term capital inflows to the United States, goes a long way
towards explaining the causes of the depression which over-
whelmed the United States in late 1839.

In the next nine chapters we will examine those
events and processes on both sides of the Atlantic which
brought about the expansion of the American economy in the
mid-1830's; the financial panics of 1837 and 1839, and the
deflation which overtook the American economy in 1839 and
lasted until 1844.

Chapters II through IV will cover the period
between 1833 and 1836; the so-called "Biddle's Panic," and
the boom of 1834-1836. Attention will be focused on the
structural elements which made the American economy so
receptive to external disturbances eminating from the
Eastern side of the Atlantic. 1In Chapter V we will see
what effects the fiscal and monetary policies of the Jackson

administration had on the American economy during these

years and especially the events of 1836.
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The Panic of 1837 and the factors bringing it about
will be examined in Chapter VI. Chapters VII and VIII
will examine the recovery period of 1838 and 1839 as well
as the events leading to the panic of the latter year.

The deflation period of 1838-1843 and the possible
causes of the upturn in late 1843 and 1844 will be the
subject of Chapter IX. In Chapter X we conclude by
reexamining the ground we have covered and the conclusions
we have drawn from this work showing the nature and causes
of the economic fluctuation experienced by the American
economy during these years.

Throughout this work we will use not only informa-
tion dealing with the economy as a whole such as wholesale
commodity prices series, foreign trade statistics, land
sales and estimates of the money supply; but also data
dealing with one particular sector or section of the economy
such as canal traffic, price series for particular cities
and the condition of banks in various cities and states.

We use both types of data not only because they provide a
check on each others reliability but also, and more impor-
tantly, because the latter type of information enables us
to examine significant developments in the economic history
of this period which cannot be seen by using just the esti-

mates of over-all economic activity.



FOOTNOTES

CHAPTER I

lRecent research has shown that the down-turn of 1833-

1834 was of less real magnitude than originally thought. See
Jacob P. Meerman, "The Climax of the Bank War: Biddle's
Contraction, 1833-34," Journal of Political Economy, Vol. 71
(August, 1962), pp. 378-388.

2Milton Friedman and Anna J. Schwartz, The Great
Contraction (Princeton: Princeton University Press, 1965),
p. 3. We shall examine the magnitude of the "depression"
in Chapter IX.

3For the politics of the period see Glyndon G. Van
Deusen, The Jacksonian Era, 1828-1848 (New York: Harper
and Brothers, 1957), and Arthur M. Schlesinger, Jr., The
Age of Jackson (Boston: Little Brown and Company, 1945) .
For the Bank War and the general economic conditions of
the period see Walter B. Smith, Economic Aspects of the
Second Bank of the United States (Cambridge: Harvard Uni-
versity Press, 1953), and Frank Otto Gatell, The Jacksonian
and the Money Powers, 1829-1840 (The Berkeley Series in
American History, Chicago: Rand McNally and Company, 1967).

4For the monetary theories and banking practices
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Harvard University Press, 1927); Joseph Dorfman, The Eco-
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George G. Harrap and Company, Ltd., 1947), II, Chap. 23.
Dorfman notes that William Gouz, one of the leading monetary
writers of the period believed that there should be no bank
notes at all, just specie, p. 608. Fritz Redlich, The
Molding of American Banking (2 Vols., New York: Hafner
Publishing Co., 1947, 1953). Arthur M. Schlesinger, Jr.,
The Age of Jackson, Chap. 10.

5Ira Ryner, "On the Crisis of 1837, 1847, and 1857,
in England, France, and the United States," University of
Nebraska Studies, Vol. V #27 (1905). Reginald C. McGrane,
The Panic of 1837: Some Financial Problems of the Jacksonian
Era (Chicago: The University of Chicago Press, 1924).

11



12

Samuel Rezneck, "The Social History of an American Depres-
sion, 1837-1843," American Historical Review, Vol. XL, No.
4 (July, 1935), pp. 662-687. Note that all these works do
not differentiate between 1837 and 1839.

6R.C.O. Matthews, A Study in Trade Cycle History
(Cambridge: Cambridge Press, 1954).

"Smith, p. 87.

8Peter Temin, The Jacksonian Economy (New York:
W. W. Norton and Company, Inc., 1969). It must be noted
in passing that the accuracy of the aggregate series used
are never seriously questioned.

9We will not examine directly the question of what
role cotton played in fostering economic growth in the
United States during the period through the process of
export based growth. For earlier "strong" statement and
a later modified view of this position by its leading
proponent see Douglass C. North, The Economic Growth of
the United States: 1790-1860 (New York: W. W. Norton and
Company, Inc., 1966), pp. 68-74, and Douglass C. North,
Growth and Welfare in the American Past (Englewood Cliffs,
New Jersey, Prentice-Hall, Inc., 1966), p. 84.

loIt would be difficult to convince most historians
that World War I would not have occurred if there had been
no assassination at Sarajevo.

llSee the criticism of Matthews' conclusions in
Jeffrey G. Williamson, American Growth and the Balance of
Payments: 1820-1913 (Chapel Hill: The University of North
Carolina Press, 1964), pp. 204-205.

12Williamson, pp. 185-186; Thomas D. Willett, "Inter-
national Specie Flows and American Monetary Stability, 1834-
1860, " The Journal of Economic History, Vol. 8 (March,
1968) , pp. 28-50, especially pp. 32-34.

13Leland'B. Yeager, International Monetary Relations
(New York: Harper and Row, 1966), p. 252.

14See George R. Taylor, The Transportation Revolu-
tion: 1815-1860 (New York: Holt, Rinehart, Winston and Co.,
1951), pp. 328-329. For information on specie imports and
coinage, see Hunt's Merchants' Magazine, March, 1844, p.
249; April, 1844, p. 376.

15

See Yeager, Ch. 4.



13

16Between 1830, to 1833, the ratio of specie to
current demand liabilities, bank notes and demand deposits,
for the Second Bank of the United States varied between a
low of 17 per cent and a high of 32 per cent. Between 1834
and 1839, it varied from 17 per cent to 54 per cent. For
Boston banks the comparable figures are nine per cent to
21 per cent and 10 per cent to 23 per cent. Smith, p. 47.
For an interesting attempt to explain why these ratios varied
see Thomas D. Willett, "International Specie Flows and
American Monetary Stability, 1834-1860," The Journal of
Economic History, Vol. 28 (March, 1968), pp. 28-50. We will
see in Chapter III, that reserve ratios as now understood,
did not apply to most banks in the United States during
this period.

17

Willett, Journal of Economic History, Vol. 28, pp.

39-40.

18During the last half of 1839, the average market
rate of discount in London and the Bank of England discount
rate reached the highest levels for the fifteen years between
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CHAPTER II

BANKING AND ECONOMIC ACTIVITY DURING

1833 AND 1834

Except for the slight recession of late 1833 and
1834, the period between 1833 and 1837 was one of economic
growth and prosperity. This was the result of economic
and noneconomic factors, both domestic and foreign, which
interacted to bring about a rapid growth in America's
demand for goods ana services. This growth in demand was
for both consumption and investment purposes. But only
part of it could be met from domestic sources.

Generating the demand and providing at least some
of the output needed to supply it was the increasing eco-
nomic specialization of the American economy. The two most
visible signs of this specialization in the 1830's were the
expanding cotton market and the boom in the construction of
canals and later, railroads. The changing and growing
money and credit structure in America combined with massive
specie imports to finance the growth in aggregate demand
and supply.

In this and the two chapters that follow we will

examine the 1834-1837 boom period and analyze the factors,

both real and monetary which brought it about. This chapter

14
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will examine the "Bank War," in which the Second Bank of
the United States lost its role as the fiscal agent for

the federal government. Our attention will center on the
effects which this had on the economy during 1833 and early
1 1834. We will alsé look at the probable effects of the
"Bank War" on the structure and performance of the banking
system. Chapter III will e#plore how the credit and bank-
ing system of the United States and its relationship with
that of Great Britain supported the growing volume of trade
in these years. Finally, in Chapter IV we will conclude
our analysis of thé boom by seeing how increasing economic
specialization éupplied the impetus for the economic pros-
perity of the mid-1830's.

The Second Bank of the United States
and the State Banks

The Second Bank of the United States and the
Supply of Bank Money Prior to 1833

The Second Bénk ‘of the United States was able, by
virtue not only of its sizé but more iméortantly because
of its position‘as.the fiscal agency of the United States
Treasury, to control fhe quantity of notes issued by the
state chartered banks; In Table 2.1 we have a comparison
of the size of the Baﬂk in relation to that of all the
Safety Fund Banks .of New York State. . (See page 16.)
Commercial banks wheh extending loans or discounting
commercial paper issued bank notes or created demand deposits.

These current demand liabilities could come into the
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TABLE 2.1.--Comparison of the Second Bank of the United States and the
Safety Fund Banks of New York State, Major Assets and
Liabilities, 1831-1834.2
(Millions of Dollars)

Current Bank Ex-
Bank and Loans and Circu- DepositsP Demand Specie pansion
Date Discounts lation Liabili- Multi-
ties pliercC
(2 + 3)
1831
SBUS $44.1 $16.2 $6.8 $23 $10.8 2.1
NYS 11.2 5.9 1.6 7.5 .4 18.7
SBYS/NYS 394% 274% 425% 307% 2700% 11%
1832
SBUS $66.3 $21.3 $2.6 $23.9 $ 7.0 3.4
NYS 32.8 12.0 5.8 17.8 1.7 10.5
SBUS/NYS 202% 177% 45% 134% 412% 32%
1833
SBUS $61.7 $17.5 $2.3 $19.8 $ 8.9 2.2
NYS 35.6 12.2 7.9 20.1 1.8 11.2
SBUS/NYS 173% 143% 29% 98% 494% 20%
1834
SBUS $54.9 $19.2 $5.1 $23.3 $10.0 2.4
NYS 43.7 15.4 8.4 23.8 2.2 10.8
SBUS/NYS 126% 125% 61% 102% 454% 22%

aJanuary 1 of each vyear.

bPrivate deposits.

CRatio of Current Demand Liabilities divided by the amount of
specie. The reciprocal of this is known as the reserve ratio.

Sources: SBUS: The Statistical History of the United States From
Colonial Times to the Present (Stamford, Conn.: Fairfield
Publishers, Inc., 1965), p. 623. Series X 6, 12, 14, 15.

New York Safety Fund: Robert C. Chaddock, The Safety Fund
Banking System in New York, 1829-1866, U.S. National Monetary
Commission 6lst Congress, 2nd Session, Document No. 581, 1910,
pp. 296-297.
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possession of the S.B.U.S. in one of two ways. First, the
S.B.U.S. acquired these current demand liabilities through
the normal course of its banking operations, expecially in
the domestic and foreign exchange markets, in both of which
it was dominant.l Second, being the fiscal agency of the
Treasury, its holdings of state bank notes and checks
increased as a result of the inflow of government deposits,
at its various branches, arising out of the payment of
import duties and land sales revenue.

As long as the Bank maintained its position as a
net creditor of the state banks it was able to control the
money issues of the latter by presenting for redemption in
specie or specie funds, to the issuing banks the bank notes

or checks which the bank held.2

The loss of these reserves
by the state banks, given the nature of a fractional reserve
banking system, could cause an indirect but greater con-
traction of the money supply. The bank, on the other hand,
could find itself a net debtor‘to the state banks during
periods of government debt retirement when in its role as
fiscél agent for the treasury it redeemed these debts. It
was also in such a position when it extended its own loans
and discounts more than the state banks did. Walter B.
Smith believed that the Bank was normally a creditor until

the middle of 1834.3

Gallatin, on the other hand, wrote
that the bank had lost its ability to control the money

supply earlier, during 1832-1833,
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When its discounts and other investments were
increased from fifty-five to sixty-five millions. It
is obvious that it is only by keeping its discounts
at a lower rate--in relation to capital--than those
of the state banks that these can be its debtors, and
that it is only by enforcing the payment of the bal-
ances that it can keep them within bounds and thus
regulate the currency.4

How effective was the Bank in controlling the money
issues of state banks? Furthermore, how important was its
portfolio transactions to the health of the money markets?
It should not be forgotten that the Bank by varying the
size and composition of its portfolio,5 could and did
influence the condition of the money markets in the United
States. Though the answers to these questions--if they
are obtainable--are interesting in and of themselves, they
are necessary to an understanding of the importance of the
Bank to the monetary systems and especially the relation-
ship between the elimination of the Bank as a regulator
of the monetary system and the monetary expansion of the
mid-1830's.

The simplest way of measuring the effectiveness of
the S.B.U.S. in regulating the money supply is to compare
the rates of monetary growth before and after 1834. Assum-
ing for the moment that we have sufficient information for
this task, this procedure means that if the annual rate of
monetary expansion was X per cent in the years between,
say 1830 and 1833, and it increased to X + N per cent in

the period 1834 to 1837, the increase was due to the removal

of the S.B.U.S. as the regulator of the state banks.
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This procedure, however, first assumes that the only
significant changes in the monetary system of the United
States as well as the economy in general centered around
the changiﬁg fole of the S.B.U.S. As we will see in this
and the next chapter, this assumption is incorrect. This
line of reasoning furthermore assumes--and this point is
often overlooked--that even if the S.B.U.S.'s role was not
altefed, it would not have changed its banking policies in
response to changing economic conditions, especially the
cotton boom and the large inflow of specie and British
capital. We can, on the other hand, reject these assump-
tions and assume that the monetary expansion of the mid-
1830's wopld have been of the observed magnitude regardless
of whether the bank was rechartered or not.

What then do we do with this N per cent difference?
Probably the best expedient is to accept the fact that we
cannot realisticayly estimate what the monetary expansion
would have been if the S.B.U.S. had been rechartered. It
should be noted however, that withoutAone bank acting as
the fiscal agency for the Treasury, there was no nation-

wide, centralized control over the issuance of bank money.

The Bank War and Biddle's Contraction

On July 10, 1832, President Jackson vetoed the bill
for rechartering the Bank.6 It was not, however, until the

end of the following summer, after the reelection of Jackson



20

that "Biddle's Contraction," the S.B.U.S.'s response to the
governments actions, started.

Toward the end of July, 1833, rumors were circulat-
ing in Washington about the plans being made to remove
government deposits from the bank. On September 20th, the
semi-official Washington Globe printed the following:

We are authorized to state that the deposits of
the public money will be changed from the Bank of the
United States to the state banks, as soon as necessary
arrangements can be made for that purpose, and that
it is believed, they can be completed in Baltimore,
Philadelphia, New York, and Boston in time to make
the change by the first of October, and perhaps sooner,
if circumstances should render an earlier action nec-
essary on the part of the government. It is contem-
plated, we understand, not to remove, at once, the
whole of the public money, now on deposit in the Bank
of the United States, but . . . it shall be graduallg
withdrawn by the usual operations of the government.

Action soon followed rumor for on September 26, an
order was issued telling the collectors of the revenue not

to deposit government funds in the S.B.U.S.8

During the
month of October, public deposits including those of state
and local governments at the S.B.U.S. fell by seventeen
per cent.

During the late summer of 1833, prior to the official
actions of the Treasury department, the S.B.U.S. began to
prepare for such actions. In August 1833, the bank placed
a lid on further discounting on notes, limited bills of
exchange to ninety days and permitted its western offices

to purchase only short-term domestic bills drawn on Atlantic

coast cities. This last action increased the bank's claims
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on Eastern banks. These were needed when the government
deposits were drawn.down‘making the Bank a debtor of (state)
banks receiving government deposits. On September 24th, the
order given to ﬁhe Western branches was extended to certain
Eastern and Southern branches.9

Though its holdings of domestic bills of exchange
continued to fall, no action was taken on discounts until
October 8th, when the bank's board of directors ordered a
reduction of $5.8 million in diécounts. This was followed
on January 23, 1834 by another directive to cut discounts
by an additional $3.3 million. Between August 1833, when
the S.B.U.S. first started its curtailment policies and
July 1834, when the S.B.U.S. ended this policy, its loans
and discounts fell by $13.2 million.l?

With the vetoing of its charter renewal by Jackson,
the Second Bank of the United States, to prepare itself for
the transfer of the Treasury deposits to the state banks,
curtailed its lending activities. During this period of
contraction which lasted from August 1833 to July 1834,
the bank's loans and discounts fell by about twenty-one
per cent. In the next section we will see how the banking
system and the economy in general fared during this period.
Our task is made more difficult, however, by the near record

specie imports of 1834, which went mostly into expanded bank

reserves.



23

Banking and Economic Activity During
"Biddle's Contraction"

The effects of the actions of the S.B.U.S. on the
banking sysfem were of two types: first the response of
fhe other banks to ﬁhe curtailed leading activities of the
S.B.U.S.; and secondly the possible effects which the
transfer of the Treésury deposits had on the lending activi-
ties of the state banks, both those that received these
deposits and those which did not. It is the sum total of
what did happen in tﬁe banking system, taken together with
developments outside of it which produced the economic
difficulties of late 1833 and 1834 which has been called
"Biddle's Contraction."

It is difficult to obtain a clear picture of how
the banking system responded to the actions of the S.B.U.S.
The first problem we face is the lack of sufficient data on
aggregate bank lending during this period. The second and
more important difficulty is the massive specie inflows
during fiscal 1834 which minimized the contractionary ef-
fects of the actions of the S.B.U.S.

The available aégregate estimates of bank lending
go only as far back as 1834 and these are not very complete.
The data given includes estimates which had to be made for
approximétely one;quarter of the state banks because they
did not submit returns. Though January 1, 1834 is given

#5 the reporting date,.many state banks filed reports with
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their state governments months before this date and some-
times a few months after.ll

The second problem arises out of the massive specie
inflows which took place during this period. This perhaps
can be more clearly seen if we first attempt to hypothesize
what would happen to the banking system in response to the
curtailment policy of the S.B.U.S. assuming that there were
no changes in the United States supply of specie.

Assuming that the state banks did not alter their
leading policies and that there was no significant change
in the supply of specie in the United States, the curtail-
ment of the S.B.U.S.'s leading activities meant a contrac-
tion in the supply of money. The extent of this contraction
depends on and in what proportion loan repayments were made
with the demand liabilities of the S.B.U.S. and the state
banks.

If the loans were repaid with checks drawn on the
S.B.U.S., or its own bank notes, the contraction in the
money supply consisted of a reduction in the current demand
liabilities of the S.B.U.S. Repayments made with checks or
bank notes of state banks, had the same direct effect on
the money supply. Indirectly, however, there was a dif-
ference. If loan repayment increased the net creditor
position of the S.B.U.S. vis a vis the state banks, it
12

could redeem their current demand liabilities for specie.

The reduction in specie reserves if not offset by fresh
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inflows, could cause a multiple contraction in the current
demand liabilities of the state banks.

During thé same period in which the S.B.U.S. cut back
its loans and discounts by $13.2 million, its specie hold-
ings increased by $2.8 million. If we assume that this
increase wag at the expenée of the state banks or the non-
banking sector ofithe economy without any compensating
specie importation, the money supply must have contracted.
The amount of the contractiPn depended on the origin of
the specie inflow to the S.B.U.S.

If the specie came from the non-banking sector of
the economy, the contraction of the money supply was equal
to the amount of the specie transfer. If it came from the
state banks either directly through redemption of current
demand liabilities or indirectly through the public, there
may have been a multiple contraction in the money supply.
This occurred if banks reacted to specie losses by curtail-
ing their own lending activities.

Fortunately for the S.B.U.S. and the state banks
there were massive specie imports during this time. In
fiscal 1834, the United States had net specie imports of
about $15.8 million compared to inflows of about $4.4
million in the previous fiscal year. Since the S.B.U.S.
increased its specie holdings by $4.9 million during fiscal
1834, it is obvious that the increase in its holdings was

not at the expense of the state banks in general.
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What happened to the supply of money and credit
during the period of the S.B.U.S.'s contraction, given these
spécie inflows? Lacking aggregate data on bank lending for
1833 we are forced to use what fragmentary information is
available. This information is given in Table 2.3.

While the S.B.U.S.'s contraction may have induced
a parallel move by the other Pennsylvania banks, those of
New York City and Massachusetts expanded their lending
activities but the absolute size of the S.B.U.S.'s and
Pennsylvania's contractions more than offset the expansion
of theée banks. The net effect was a decrease in the
amount of credit available in the Eastern money markets.
Interest rates on short-term commercial paper in New York
and Boé£on which had averaged between five and one-half
per cent and seven per cent during 1831-1832 and the first
half of 1833, rose to 15 per cent by the end of the year
and by the end of January 1834 they were at 24 per cent
per annum. For the next ten months we find no rates listed
but‘rather the following comménts, "business unsettled,
rates high and variablé." By the end of 1834 the short-
term interest rate had fallen to eight per cent.

The money supply grew during 1834 and the means by
which it grew indicate that state banks took up the slack
left by the contractionary policies of the S.B.U.S. The
gponey supply is estimated to have increased by $4.4 million

jsuring the year. This increase appears to have been entirely



27

*Z°Z 9T9el :S93e3S pejTun 9yz Jo jueg puodss g1 *d ‘gL °ON
JuswNOod ‘UOTISSAdS Y39 ‘SIDUOTSSTUMWO) dueg ay3z 3o 3xoday ‘ATqueossy ‘23e3S YI0X MmadN :431D
3I0X MBN °TTT °ON IUSWNOOQ 9SNOH ‘UOTSSAS puz ‘ssaabuo) Yyizgz ‘Ssnoy ‘ssaibuo) °*S°1 :S93e3S :1S9DINOS

"S93®3S PI3ITUN SUI JO YUBH PUODIS SYI SIPNTIXT

*uoT3eTNOITO pue s3Tsodop 83eATI4 3JO uns,
*s2anbTI ©S9Y3l UT pPOpNTOUT JOU SISM YD TYM 3S3I33uUT U0 s3tsodsp pa3sTT

OSTe puelsI 9poyy pue s3jasnyoessel °s3tsodop oTTqnd pue ajeaTaid ussmlaq 93BTIUSISIITP FOU OP S3DINOS
ay3l ‘syueg pung A3ajes A3TD MIOK MON SY3z pue S93E3IS POI3ITUN 9Y3 JO Jueg PUODDS Y3l IO03F ummoxmn

*punoj aq pInoo
UOTIBWIOIUT STY3 UDTYM 03 ‘sxueq A3ITD %IOX MON TenpTATpuT BuTpnToxa ‘syueq ATUO 9yl 9Ie ISaYL,

LT- S Z¢ pi- 6°9 81- 9°61 9b+ 9°GT she- 0°9% p€8T °3°0
-tz 0°s8 T°61 L°0T 9°09 £€8T °320

"S°n {y3x 3o

Jueg puooss
62+ ST 9¢+ G°6 9T+ 0°¢S oye+ Vv $6C+ b-o¢ GEBT ‘°uer
Z°11 0°L (4 4 0°T 9°¢2 €8T °AON

syuveqg

pung X3@3es

375N
ST+ L'y ¢ + 0°T 6T+ L€ 8¢+ 8°T1 8T + L°L ve€8T °3°0
v 86" 1°¢ €°1 9°L £€e87__"uep

eTb1099
0 8E°T S + 4 Z - 96° L9- 80" $GZ- 8°1 bE8T aunp
8¢°1 ob - 86° 124 vz £g81_@unr

Ie) °"ON
62+ 9°¢ €S+ €°C 0 €°1 LT+ Ly 7 + 9°6 $€8T °3I00
8°C S°T €1 ov- Z°6 €€81_°320

*sI epouyy
81- 9°91 6 - 0°6 LZ- 9°L LT+ bt 30T~ €°82 $€8T °350
¢°0¢ 8°6 P 0T 6°¢ 9°T1¢ €€8T °320

p-uuad
8 + S°C1 e+ 6"y v - 9°L €e+ Z°1 v + [AA 4 yE81 Aen
9° 1T Lt 6°L 6" £€°Sy €€8T °320

*ssep
sbuey)d 5°qetl obuey)d nwyﬁmomom abuey) uotjet abuey)d aburyd sS3UNoOdsTa 23vg %

Ju®d 194 puewsaq 3JudD I19d 93PATId 3JUSD I9d -NOATD 3IJUDD I9d o100dg 3JUSD 194 PpuR Sueo] uoT3ed07

EEC R W

== = - = e = EETE S IO ST S EST S T Tt rI s s Loa— s mrs

*PEBT-£€8T v©’SO3RIS PIITUN SY3l 3JO ueg puoddS ayj pue ‘A3JTD NIOK MIN ‘PUTTOIED
Y3ION ‘puBISI 9poyy ‘eTURATASUUDd ‘S339SNYDESSE], JO S)yueg ‘SSTITTTQPI] pue S$38Ssy Io0l(vk--°"€°Z AT4V.L



28

in the form of bank current demand liabilities. The aggre-
gate supply of specie increased by $16 million during the
year yet the banks were estimated to have increased their

13 The increase in the

specie holdings by $17 million.
money supply was thus mainly in the form of bank money.
Since the S.B.U.S. current demand liabilities fell by about
$7.8 million during this period, the increase in the amount
of bank money eminating from the state banks must have been
on the order of about $13 million.l4

The expansion in the current demand liabilities of
the state banks meant that there must have been an expansion
in bank lending activities. We have already seen one possi-
ble explanation for this, the massive specie flows into the
bankihg system during 1834. There is another possible
explanation for this expansion, the shifting of Treasury
deposits from the S.B.U.S. to the state banks chosen as
deposip banks.

The transfer of Treasury deposits could have affected
the supply of money and credit in the following ways:

1. the shifting of deposits could have entailed a
shifting of specie to banks with lower reserve ratios.

2. without its role as the fiscal agency for the
Treasury, it was more difficult for the S.B.U.S. to main-
tain its creditor position vis a vis state banks. Thus it

was more difficult for it to control the money issues of

the state banks, assuming it still wanted to.
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3. the Treasury department may have given the
deposit banks incentives to expand their lending activities.

We will see in Chapter V that the shifting of
Treasury deposits usually entailed a shifting of specie.

In late 1833 and 1834 this meant a shifting of specie from
the S.B.U.S. to state deposit banks. We can see from
Table 2.3 the state banks did have lower reserve ratios
and thus potentially higher expansion multipliers than

the S.B.U.S.15 Excessive reliance should not be made for
this explanation. We will see in Chapters III and VIII
that bank expansion ratios were not important determinants
of increased banking activities.

Without Treasury deposits the S.B.U.S. lost an
important means of maintaining its creditor position vis a
vis the state banks. In Table 2.2 we saw the gradual
deterioration in the S.B.U.S. creditor position during
1834.16 But the shifting of Treasury deposits meant more
than a diminishing in the ability of the S.B.U.S. to control
the bank money issues of the state banks. In Chapter three
will see that the Treasury Aepartment gave official bless-
ing tb the deposit banks to use the new Treasury deposits
as the basis for expanded lending activities.

During the summer of 1833 the Treasury department
began to transfer its funds from the S.B.U.S. to selected
state banks. The S.B.U.S. responded to this and other

actions of the Treasury and the Jackson administration by
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curtailing its lending activities. This contraction was
felt in the Eastern money markets but because of massive
specie flows into the banking system from abroad the supply
of money actually grew. The shifting of Treasury deposits
to the state banks, even without any substantial change in
the supply of specie, apparently moderated the effects of
the S.B.U.S. contraction. The conditions in the money
markets indicate, however, that without the specie imports
the situation could have been much more serious than it
actually was. We will now turn our attention to the con-

dition of the American economy during this period.

Economic Activity During "Biddle's Contraction"

The economy experienced some difficulty during the
last half of 1833 and especially during the winter and spring
of 1834. How much of this entailed a downturn in economic
activity is difficult to say. Niles National Register
carried articles about the difficulty of obtaining money,
falling prices and wages and layoffs.

A large reduction of wages must be submitted to

by the working people, generally, or dismission from
employment ensue. The reduced money-value of all

sorts of products, and the difficulty of obtaining
-money are such, that one or the other must take

place.l

A month after this was printed, Niles carried a report of
widespread ‘layoffs in the textile industry and those sup-
plying ‘it in the Providence region. McMaster in his work

on the United States wrote about similar problems in
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Philadelphia and the pressure which a lack of money applied

to wages.18

We must remember, however, that the political strug-
gles of the Jacksonian period, of which the conflict over
the rechartering of the S.B.U.S. was a facet, were reflected
in the press. The papers supporting the S.B.U.S. blamed
the government for the economic disturbances and in the
process egaggerated what happened. The anti-bank papers
reciprocated. Smith placed the events in perspective when

he wrote:

The embarassmments of 1833-1834 were undoubtedly
exaggerated by the press, by the Bank, and by the
government. A crisis was even then dear to the jour-
nalists, and they made the most of this one. When
looked at in the light of the production figures, the
credit stringency of 1833-1834 does not appear cata-
strophic. Commodity exports continued to mount,
imports increased, and internal commerce expanded.
About the worst that seemed to happen in this period
was a slackening in the rate of economic growth.l9

So far it seems that the struggle between the S.B.U.S.

and the federal government was mainly to blame for what

20

happened to the economy in this period. But this gives

an .incomplete picture of what happened. The New York
Evening Post--a pro-Jackson paper--is quoted by Van Deusen

as having

Admitted that the decline in cotton prices abroad,
the exaction of cash duties on imported goods and the
failure of the sugar crops in the South were in part
to blame.?2l

Because of the Tariff of 1832, there was a shift in

the timing for the payment of duties. Prior to this law,



32

importers paid at about the same time as they received pay-
ment from their customers. With the new law, importers
paid the duties before they had been paid by their custom-
: ers.22 Thus, quite independently of the conflict between
the bank and the government, there was an increased demand
for money.

Thebincreased demand for money was perhaps most
seribusly felt in New York. Imports into the port of New
York rose by 31 per cent during fiscal 1834 while that for
the nation as a wﬁole rose by about seven and one-half per
cent.23 New York City was the center of security trading
in the United States. Large amounts of stock had been
purchased, mostly from the Southern states of Louisiana,
Alabama and Mississippi, with the expectation of resale in
the London and continental capital markets. The struggle
over the S.B.U.S. made the London market wary of American
securities. 1Individuals and firms, dealing in these securi-
ties found themselves "locked'in," that is, unable to sell
them without incurring losses. Niles National Register
recognized the effect of this on the money market when it
reported that:

They may indeed have been enabled to borrow to a
considerable extent on the credit of these stocks,
but it cannot be doubted that a large amount remains
on hand, and has absorbed a corresponding portion of
the capital or credit of this city.Z24

The worst of this appears to have ended by the spring

of 1834. Stock prices began to turn up in the United States
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and securities again flowed across the Atlantic contributing
to the large specie imports of 1834.

In the late summer of 1833 the United States Treasury
began to shift its deposits from the Second Bank of the
United States to a group of selected chartered state banks.
The reaction of the S.B.U.S. to this and other actions of
'the.Jacks"on administration was the so-called "Biddle's Con-
traction.” ;I‘he curtailment of bank's lending policies were
,‘felt tﬁroughout the money and credit markets of the East.
Adding to the pressures on these markets were the increased
credit demands arising from the Tariff of 1832 and falling
security prices in London and in the New York and Boston
markets. The severity of the curtailment was reduced by
the inf‘lbws of specie and the apparent expansion of banking
activity on the part of the state banks.

The economic‘effects of the contraction appear to
have been 'slighj:, causing most likely a slowing down in
the growth of output. The longer-run effects of the strug-
gle over the S.B.U..S. depended on what the deposit banks
and state banks in general were to do given the Treasury
deposits and the weakened ability of the S.B.U.S. to exer-
cise some control ovér their money creation activities. We
will see in later chapters that an additional result of the
conflict between the Bank and the government was a change
in the portfolio policies of the S.B.U.S. which was to have

serious consequences for it and for the economy in 1837,

1839 and finally in 1841.
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lsee smith, p. 234.
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3smith, p. 53.
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, 12See Table 2.2 for the S.B.U.S.'s net creditor-
debtor position vis a vis the state banks.
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16According to Smith, the S.B.U.S. was a net debtor
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August 1835. Smith, p. 173.

17Niles National Register, March 1, 1834, p. 5.
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of falling prices due to a contracting money supply.
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deals only with the effects of the actions of the S.B.U.S.
Temin, pp. 59-64.

21Van Deusen, p. 84, quoting the New York Evening
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22Smith, p- 166; Niles National Register, March 29,
1834, p. 74.

23Appendix Table A-1 and Table 9.2.
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CHAPTER ITII

CREDIT, MONEY AND SPECIE IN THE 1830'S

By the end of 1834, the American economy had recovered
‘from the disturbances of the winter and spring and was in-
volved in a boom, common to both sides of the Atlantic, which
lasted until early 1837. The focus of this chapter is on
the monetary side of the American economy, on the growth of
the banking and credit system which facilitated the growth
in demand and production during the mid-1830's. Though this
chapter concentrates on the role of money and credit, we will
see that réal factors cannot be divorced from monetary
factors.

In the first part of this chapter we shall see how
the merchantile credit system in America and Great Britain
supported the expanding volume of production and trade.

The second pért of the chapter will focus on the massive
| Amefim:an specie inflows during these years, their causes

" and their relationship to the supply of money and credit.

Domestic Trade and Credit

Credit provided the lifeblood for the entire stream
of commerce. Starting from the manufacturer, be he domes-

tic or foreign, to the final consumer and from the supplier

36
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of raw materials to the manufacturer. The credit instru-
ments used were normally of two types, open book credits
and drafts. The former consist of,

- . . Entries in the account books of businesses,
appearing as an account receivable on the books of
the seller and as an account payable on the books of
the buyer.l

Sometimes these were converted into promissory notes,
I.O.U.'s.2

A draft is a written order to pay, drawn by the
seller--the drawer--requiring the party on whom it is drawn,
the buyer of the goods-;the drawee--to pay on demand, this
being a sight bill. If payable at a stipulated time in the
futufe, it was a time draft, drawn at the place where the
drawee'received the goods, requiring him to pay a definite
sum of money to the order of a specified person or to the
bearer.3 Normally time drafts ranged from one to three
months in the cotton trade, ué to nine months in the retail
trade. When endorsed by the drawee or his agent the time
draft became an acceptance which made it a more marketable
instrument.

The draft was normally discounted at a local bank.

The drawer thus receiving his funds less the discount rate
charged by the bank without having to wait until the draft
mtured. Sometimes a merchant arranged a line of credit--

accommodation--at a bank so that he was ensured of being

able to discount a specified amount of bills at the bank.4
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Let us assume that a merchant in Cincinnati purchased
goods from a jobber in New York City. The jobber must likely
obtained these goods on credit from importers or the selling
agencies of domestic manufacturers, often with drafts
maturing in six to eight months.5 The jobber in New York
City drew a draft on the Cincinnati buyer. After being
accepted by the latter or his agent, the jobber discounted
it at his bank. The draft normally had a maturity of from
six to nine months.

The merchant in Cincinnati then extended credit,
either by the use of book credit or by drawing a draft, to
a country storekeeper. It appears that book credit was
used unless the Cincinnati merchant could discount the
draft it drew on the storekeeper. This later procedure
seems unlikely unless the draft was endorsed by the Cincin-
nati merchant and discounted at a bank which was extending
him a line of credit, or the country storekeeper had made
arrangements for credit with some merchant in Cincinnati.
Finally the country storekeeper normally extended book
credit often for six months or longer, to his customers.

In the South the pattern was similar. Inland factors
dealt with country storekeepers and the larger planters
while the storekeepers in turn dealt with the smaller
planters and farmers.®

When the bill drawn on the Cincinnati merchant

became payable he obtained a check from a Cincinnati bank
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or a draft drawn on a New York City firm. The Cincinnati
bank obtained balances in a New York City bank when it
purchased drafts, also called bills of exchange, drawn on
New York City firms or banks when the latter purchased
western products or securities.

The accepted method was (for Western or Southern
banks) to buy up claims payable in the East and send
them to New York for collection, leaving the proceeds
there on deposit. By this means, balances were built
up in New York to be drawn against in payment for
purchases made in the East.”

Drafts were also used in the place of bank money to make

payments. Used in this manner, drafts, by enabling each

dollar of bank money and specie to support more transac-

tions, increased the velocity of circulation of the money
supply.8

Throughout this entire chain of commerce, banks

performed the vital functions of discounting drafts and
providing the means of making payment on maturing drafts.
This was accomplished either by buying drafts which the
banks then sold to their customers or used to build up

balances in the distant trading centers where their cus-

tomers most frequently traded.

The Cotton Trade and Credit

In the Anglo-American trade of the ante-bellum
period, cotton played a crucial role. It was the base,
directly or indirectly, on which a large amount of domes-

tic bills of exchange was generated. Furthermore, it was
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the main source of foreign exchange earnings for the United
States prior to the Civil War.9
The cotton industry, from the growing of cotton to
the sale of textiles, depended on credit facilities provided
by banks and the major money markets of the United States
and Great Britain as well as those of the continent. With-
out the monetary expansion which took place in the United
States and Great Britain during the mid-1830's it is doubt-
ful that the cotton trade would have grown as much as it
did. On the other hand, the fluctuations in inventories
and prices of both raw and manufactured cotton would have
probably been less if credit was not so easily obtainable.
To obtain the land, slaves, and other factors of
production needed for the growing of cotton, planters bor-
rowed from cotton factors and bankers. The cotton factors
supplied the working capital needed by the planters to
carry them from the planting to the harvesting seasons
and sometimes through a bad crop. Normally it was in the
form of a line of credit extended by the factor or by the
use of promissory notes drawn on the planter which the

10 The banks, besides

factor discounted at a local bank.
supplying credit indirectly through the cotton factors,
also supplied funds directly, expecially the money needed
for capital purchases such as land and slaves.

The new settlers in the western country took up
large tracts of land, which together with their negroes,
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they mortgaged to the new banks for loans with which
to carry on their planting industry.ll

By 1835 and 1836, some of the states in the South-
west were setting up banks which had as their main function
the supplying of long-term, and, later on, short-term credit
to the cotton planters and dealers. In Mississippi, Mis-
souri, and Arkansas, the entire debts outstanding in 1838
were contracted for banking purposes. Ninety-seven per
cent of the state debt of Louisiana and 72 per cent of the
state debt of Alabama were similarly contracted.

When harvested the cotton was shipped from the
interior to the Southern cotton ports and from there to
Boston to supply the growing textile industry of New England
or to the cotton markets of England and the Continent,
mainly Liverpool and Harve. For the latter markets it was
normally sent directly but sometimes transhipped via New
York City.12

In the South, the cotton was usually purchased by
local factors or agents of Northern houses. The factor
sometimes purchased the cotton for his own account, but
usually he was operating as an agent for a Northern or
British house. The agent of the Northern house on the

other hand, purchased cotton for the account of the house
or on consignment for some foreign house. It appears that
British firms had little direct dealings in the Southern

Market, preferring rather to operate through American firms
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or their own branches iocated in the North which operated
as an ordinary American house in the cotton market.13
The factor or agent, when purchasing cotton for a
Northern or foreign house, drew a bill on it and discounted
it at a local bank. These bills were normally drawn for
dollars as there was little demand in the South, perhaps
excepting New Orleans, for sterling bills, which were the
type of bills drawn on British houses. Bruchey notes,
however, that Alexander Brown and Company had its agents
in the South first draw sterling bills and then buy back
the bills from the cotton sellers. The sterling bills were
then sent North to the foreign exchange markets.14 Drafts
drawn on Northern firms were discounted at a local bank.
They were then sold to someone needing exchange on the
North or shipped North by banks to build up their working
balances in Northern banks. The Northern house, as soon
as it received notice that the cotton had been shipped to
Europe or to the North, drew a bill on the foreign firm
which it represented or its own agent in Europe. The
sterling bill was then sold in the foreign exchange market
of New York or other Eastern import centers.15
Regardless of how the sterling bills were drawn,
they were paid with the proceeds of cotton sales by the
Liverpool firms on which the bills were usually drawn.

Sometimes the bills were paid by bankers for these firms.

This however was not the end in the chain of credit
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transactions extending from the cotton fields of the South
to the mills of England.

It was customary in Great Britain for the cotton to
be sold not directly to the spinners but rather to a cotton
broker who in turn sold it to the manufacturers. In these
transactions the cotton importers drew bills on the brokers
and after being accepted discounted them at the banks which
considered such bills as first class paper.16 Most likely
short-term credit was also used to facilitate the purchases
of the cotton from the broker.

By the mid-1830's, "an increasingly great propor-

tion of all cotton shipped to Liverpool," was done so on

17 The credit markets of Great Britain,

British account.
and to a lesser extent those of America were vital to the
cotton trade. This was true not only short-term credit,
but as we have seen for longer-term credit which was used
to finance the purchasing of the land and slave labor
needed to grow the cotton. So far we have seen the use
of credit to finance the growing and marketing of the raw
cotton, but credit was also needed to finance the sale of
the finished and semi-finished textiles. More generally
jt was vital to the flow of consumer and capital goods
petween the United States and Great Britain, and it is

to the role of credit in the American import and British

export trades that we now turn our attention.
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The Anglo-American Trade and Credit

By the mid-1830's the financing of the American
import trade from Great Britain was based on credit extended
by seven British merchant banking houses, the so-called
Anglo-American houses. Six of these were located in London
and the seventh in Liverpool. Except in times of serious
financial difficulty, these firms had sufficient resources
so that they did not need to discount bills with the Bank
of England or with bill brokers. We shall see in the first
half of Chapter V that when these houses needed aid in 1837,
it was not forthcoming in sufficient amounts to maintain
the solvency of some of them. For the moment we shall
concentrate on how they furnished credit for the American
trade as well as for America's trade with South America
and Asia.

The Anglo-American houses established branches or
agencies in America. When an American importer wanted to
buy goods in Great Britain he obtained a letter of credit
from one of these branches or agencies. This letter of
credit enabled him or his agent in Britain to draw bills,
usually for four months, on the London office of the Anglo-
American house. These bills were then used to purchase

goods in Great Britain.18
At first the documents of a transaction, such as
invoices, were sent directly to the agents of the Anglo-

American houses in America. The American importer could
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not obtain title to the goods until he or his bank paid
for the shipment. But gradually it became more common for
the documents to be sent directly to the importers. The
Anglo-American houses also began to extend lines of credit,
called "open credits." Sometimes large American merchants
were able to obtain open credits with several Anglo-American
houses, and use the credit obtained from one house to pay
off bills due at another.lg
British exporting merchants were also dependent on
the availability of credit. They purchased goods for sale
in America or elsewhere either on their own account or as
agents for others. Bills of exchange were drawn on them
with maturities ranging from four to six months. After
being accepted, they were discounted by the drawer at bill
brokers or banking houses. As an indication of the expan-
sion of credit in Great Britain, the total value of bills
of exchange created in the United Kingdom rose from & 198.2
million in 1830 to $229.5 million in 1835 and %280 million
in 1836.2°
The credit markets of Great Britain were important
not only to the trade of that country with America, but
also for America's trade with South America and Asia. Bills
of exchange drawn on the Anglo-American houses were used in
Place of American specie to pay for goods American merchants

Purchased in these regions. The Second Bank of the United

States during the last half of the 1820's began to use its
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own bills instead of sterling bills. But the Bank was able
to do this only as long as it could obtain credit in Great
Britain. As a result of this substitution of British credit,
directly and indirectly, for American specie, America's
specie losses to Asia were drastically reduced by the end
of fiscal 1827.%1

Credit was the lifeblood in the chain of manufac-
turing and trade which stretched from the factories of
England and New England to the farmers, planters and workers
in America and from the grain fields of the mid-West and the
cotton fields of the South to the cities of the North and
those across the Atlantic. By the mid-1830's,

. . . the machinery had been established whereby
Liverpool and London--especially London--should become
the essential pivots in the financing of the American
import as well as export trade.22

In the appendix to this chapter we have the results

of a series of regression equations dealing with the rela-
tionship between the British money market and the Anglo-
American trade. The variables used were, the value of
inland bills of exchange created in England and Wales,
United States imports from Great Britain, United States
cotton exports to Great Britain, and British exports of
cotton textiles. These equations and the analysis behind
it attempted to provide quantitative support to the quali-
tative statements we have just seen on the importance of

British credit to the Anglo-American trade. Unfortunately,

the data does not furnish such support.
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Why is this so? It may be that the qualitative
estimates of the importance of the British credit market
were wrong. But we will see in later chapters other infor-
mation, both quantitative and qualitative which also indi-
cate the importance of British credit. One other possible
explanation centers on the variable used for conditions in
the British credit market.

Two series were available as indicators for the
British credit market, the value of inland bills of exchange
created in the United Kingdom and the market rate of dis-
count in London. The former gave better results in terms
of R2 than the latter and it was therefore used.

Unfortunately, the value of bills of exchange cre-
ated was very large relative to that of the other series
used. Exports of British Textile manufactures were, at the
most, about 10 per cent of the value of the bills created.
United States imports from Great Britain were about six per
cent while the value of total United States Cotton exports
were of the same order of magnitude. We will also see in
Chapter V that except in times of financial difficulty, the
major Anglo-American houses did not discount bills with bill
brokers or the Bank of England. Finally, there is also the
question of whether inland bills excluded those drawn by
British sellers on export merchants as well as those drawn

on the Anglo-American houses by American cotton sellers.
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Taking into account all these factors, the lack of
statistical confirmation of the hypothesis of the importance
of British credit to the Anglo-American trade cannot be con-
sidered as proof of the lack of such a relationship. It
does indicate that unless new quantitative data on the
financing of the Anglo-American trade and the British export
trade can be developed we may never have acceptable proof as
to the validity of this hypothesis.

The credit structure which supported trade, both
domestically and internationally, was being built on a
shifting foundation. As long as prices continued to rise,
expectations would be fulfilled and commitments could be
met. But the potential always existed for the collapse of
trade if prices fell or credit facilities dried up.

Crucial to the expansion of trade was the ability
of the banking systems on both sides of the Atlantic to
meet the demands placed on them for money and credit. In
Chapter V we will look at the growth of the joint-stock
banks in Great Britain. In the remaining section of this
chapter we will examine the relationship between the mas-
sive specie imports into the United States during the mid-

1830's and the growth in the supply of money and credit.

Specie Flows and the Money Supply
Prior to fiscal 1834 American net specie flows
fluctuated between a net export of $2.6 million in fiscal

1825 and a net import of $4.5 million in fiscal 1833.23
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Starting with the near record imports of fiscal 1834, there
were large net imports which lasted through fiscal 1838.
Our attention will center on the sources of these inflows
and the relationship between changes in these flows and
changes in the money supply.

Enough has been written in recent years on the
relationship between the money supply and economic activity
to make one wary of attempting to demonstrate such causal
relationships during the 1830's. However, an analysis of
the American economy during these years is structured by
hypotheses implicitly dealing with these relationships.

Temin assumes that it was changes in the money supply
which led to changes in prices. Increases in the money
supply resulted in individuals holding excess money bal-
ances which they spent on goods and services. As domestic
production could not keep pace with the growth of demand,

. 24
prices rose.

Our position is that there is an asym-
metrical relationship between money and economic activity.
While the growth of aggregate demand can be dampened by an
insufficient supply of money and credit, the availability
of these funds does not mean that there is a demand for
these funds. Banks can have their reserves increased, but
this does not automatically mean that they will expand
their loans nor that these loans lead to a growth in aggre-

gate demand. The money supply increased because there was

a demand for more money to buy goods, capital and consumption,
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and services, and the banks were able to accommodate the
demand.

The monetary data available for this period is in
annual form. This does not permit the statistical analyses
needed to demonstrate causal relationships between the money
supply and economic activity.25 However, in conjunction
with banking statistics for particular groups of banks,
this data will enable us to draw some conclusions on the
relationship between specie flows and the money supply,
expecially bank money.

We shall first look at the sources and causes of
these specie flows. This will entail an examination of
specie export and import points. Then we will attempt to
determine the relationship between these specie flows and

the money supply.

Sources of Specie Imports in the Mid-1830's

The two main sources of specie inflows for the
United States during the 1830's were Mexico and the Conti-
nent, England and France. Silver was exported by Mexico
as a commodity just as the United States was exporting
Cotton. The movement of short and long-term capital between
the Continent and the United States, or its absence, primari-
ly determined the flow of specie across the Atlantic.

Temin wrote that,

Most of it (specie) came from Mexico, with imports

from various Latin American countries adding to the
flows. In the 1820's the inflow of silver from Mexico
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and Latin America was offset by an outflow to Asia.

This balance was destroyed in the 1830's by a small

rise in the imports from Mexico and a larger fall in

the specie exports to China.26

The drop in specie exports to China resulted from
the previously mentioned substitution of British sterling
bills and later those of the S.B.U.S. for silver in the
China trade. Temin's own data, however, casts serious
doubts on the validity of these assertions. Specie losses
to Asia fell sharply in fiscal 1828 and from that year
through fiscal 1833 the United States lost approximately
70 per cent more specie to the Continent than to Asia.27
Mexico was the largest single source of specie

during the 1830's but the Continent was not far behind.
More significantly, the United States shifted from a net
exporter of specie to the Continent in the first years of
the 1830's to a net importer during the mid-1830's. Between
fiscal 1830 and 1833 inclusively, the United States lost
$6 million in specie to the Continent. During the 1834-1836
period the United States imported $15 million in specie from
the Continent, this being equal to about 79 per cent of the

28 The American specie supply in the

imports from Mexico.
mid-1830's increased not primarily because of the shifting
in the financing of the China trade and a slight rise in
Mexican exports, but because of the shift in the direction
of specie flows from the Continent. To better understand
these latter specie movements we will examine the factors

determining specie flow points and the conditions where

they would be operative.
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Prior to the Coinage Act of 1834, an American ten
dollar gold piece the Eagle, contained when minted, 247.5
grains of pure gold, while the British Sovereign, a one
pound gold coin, contained 113.001 grains of pure gold.
Thus the gold par, the exchange rate between British and

American gold coins, was $4.565 to 51.29

The price of silver
in terms of gold was 15.1 at the United States mint while
in London the price was a little lower, ranging between
15.5 and 15.7 to 1. Silver was thus overvalued at the
United States mint and it flowed into the United States
even when the exchange rate was at the gold par.
Equilibrium was the rate at which the flow of

silver--not the less profitable flow of gold--would

not be profitable. This rate was five per cent

above the gold par in fiscal 1834.30

Exchange rates were quoted either in dollars and

cents per pound or as a percentage premium or discount from
the nominal par of $4.44. Prior to the Coinage Act of 1834
the gold par of $4.565 was equal to about two and three-
quarters per cent premium while the silver par was $4.79
or about seven and seven-eighths per cent above nominal
par.31 After the Coinage Act of 1834 the mint ratio was
brought more in line with the market price ratio, but gold
became slightly overvalued at the mint. The gold exchange
ratio became $4.871 or about nine and three-quarters per
cent premium. In January, 1837 the mint ratio was again

slightly altered. The exchange rate became $4.866 or

about nine and one-half per cent premium.
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The specie export point is the exchange rate at which
it becomes cheaper to ship specie to London than purchase
sterling bills of exchange. The specie import point is the
exchange rate at which it becomes cheaper to ship specie to
America than purchase dollar bills of exchange. To deter-
mine these points we add or subtract, as the case may be,
the cost of shipping specie to the mint ratio. 1In the
1830's this cost was estimated .at two to three per cent of

32 After the Coinage Act of

the value of shipping specie.
1834 this meant that the specie export point was about 12
per cent premium while the specie import point was about
six and three-quarter per cent premium above nominal par.

The exchange rate fluctuated between these export
and import points, the actual market rate determined by the
demand and supply for pounds. The demand and supply for
foreign exchange is derived from the autonomous transac-
tions in America's balance of payments. Debit transactions
with the sterling area giving rise to a demand for sterling
and credit transactions giving rise to a supply of sterling.33
Long;term and short-term capital inflows kept the dollar-
pound exchange rate below the specie export point even with
the recurring trade deficits of the mid-1830's.

Short-term capital inflows resulted primarily because
of differences between interest-rates in America and Great

Britain. As an example of this assume that short-term

interest rates in New York exceed those in London by four
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per cent per annum. British investors could borrow money
in London and lend it in New York at the higher interest
rate.

How were these funds transferred to New York? We
find no mention of dollar bills drawn on New York firms or
other American firms. British investors might have pur-
chased American securities that were about to mature and
return them to America for redemption in dollars. But more
and more American securities were being sold in London pay-
able in sterling. The main means of transferring funds
appeérs to have been the shipment of specie. As it was
estiméted to cost between two and three per cent in value
to ship specie across the Atlantic, the interest rate dif-
ferential of four per cent was sufficient to justify such
shipments being made. When the short-term interest rate
in New York exceeded that in London by more than the cost
of shipping specie, British investors transferred specie
to New York. According to Temin, this accounted for the
massive imports of specie from the Continent during 1834.34

The sale of American securities in Great Britain
and the Continent also led to the importation of specie.
Just as with short-term investments, foreign investors had
few means for transferring funds to America. Securities
were purchased, say by British investors either from agents
of the American seller or from a firm such as the Barings'

acting as investment bankers for American borrowers. The
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former means of sale, direct placement, normally resulted
in the shipment of specie. The Baring's purchased the
securities from the issuing body, perhaps with the proceeds
from the sale of sterling bills in the New York and other
American foreign exchange markets. They then sold these
securities in London. Such transactions did not necessarily
result in specie imports unless the sale of sterling bills
drove the exchange rate below the specie import point.
America was fortunate in that foreign capital markets
were receptive to these securities. The repayment of the
federal debt made American securities attractive to British
investors who had been hurt by the defaulting of South
American securities during the mid-1820's. Part of this
attraction was based on a misconception as to the legal
responsibility of the federal government for the debts of
the state and local governments. Since the federal govern-
ment had at the start of the new nation assumed state debts
it was assumed that it still could. Easy money conditions
in London and the boom in the British and Continental
economies increased the ability of foreign capital markets
to absorb these securities.35
From below the border and across the Atlantic specie
flowed into the United States during the mid-1830's. Unlike
the 1820's when most of the Mexican specie went to Asia and
the Continent, during the mid-1830's most of this specie was

retained and specie flows to the Continent were reversed.
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This was due to a change in the financing of the China

trade and specie imports from Great Britain and France.

Easy money conditions in Great Britain contributed to these
changes. But what was the relationship between the specie
inflows and the growth in the supply of money and credit in
America? It is to this question that we now turn our atten-

tion.

Specie and Money

The money supply consisted of gold and silver coins,
and bank money, bank notes and demand deposits. Specie
imports increased the money supply in two ways:

1. Directly as gold and silver coins and perhaps
bullion which was minted into coins entered into circula-
tion;

2. Indirectly as specie increased the reserves on
which the banking system based its expansion of bank money.

We shall first look at these channels through which
specie flows changed the money supply and then determine
the importance of these channels.

Using Temin's monetary estimates we find that between
1830 and 1836 inclusively, changes in the public's holdings
of specie accounted for 12.9 per cent of net changes in the
money supply. In the 1834-1836 period it accounted for

19.5 per cent of the net changes.36

In 1835 and 1836, how-
ever, the public was able to expand its holdings of specie

at the expense of the banks. The increase in the public's
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specie holdings exceeded specie imports and domestic produc-
tion. If specie inflows were important in determining
changes in the money supply its chief role lay in its rela-
tion to bank money.

During most of the 1830's the relationship between
bank specie holdings and bank money was determined by bank
charters and existing concepts of prudent bank management.
Generally, bank charters contained restrictions, not reserve
requirements, on the amount of bank notes and what we now
call derivative deposits which a bank could have outstand-

ing.37 These restrictions were some multiple, usually

three to five times, a bank's paid in capital.38
Usually exempted from these restrictions were pri-
mary deposits made in specie. A problem with this was that,
Men continued to think of deposits as simply
something deposited, regardless of the fact that in
actual practice bookkeepers in banks were making
deposits include what had been borrowed at the bank
and left there to be checked out.39
All deposits, primary and derivative, tended to be exempt
from charter restrictions.
Legal restrictions in practice usually applied only

to note circulation.40

If a bank had issued notes up to the
limit set by its charter, increases in specie could not
enable it to issue more bank notes. Even if the bank had
not issued notes up to its charter limit, it did not need

additional specie to do so since legislatures, businessmen

and bankers assumed that paid in capital was synonymous with
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specie.41 As far as demand deposits were concerned their
was little relation, if any, between specie holdings and
the amount outstanding. In general, there was little legal
or practical relationship between increases in bank specie
holdings and increases in the supply of bank money. As far
as the ratio between specie and bank notes was concerned,
"bankers themselves declared that no one general ratio
existed."42

It was not until the last few years of the decade
that charter restrictions were changed to reserve require-
ments, and then only haltingly. The Virginia Banking Law
of 1837 and the New York Free Banking Act of 1838 contained
legal reserve requirements instead of restrictions tied to
bank capital, however, these applied only to bank notes.
The Louisiana Banking Act of 1842 included demand deposits
in the bank liabilities which had to be fractionally backed
by specie. But it was not until the National Banking Act
of 1863 that uniform reserve requirements existed for some
body of banks.43

The relationship between the supply of money,
especially bank money, and the supply of specie was tenuous
at best, but Temin asserts that the money supply, particu-
larly bank money, changes in response to changes in the
supply of specie.

The factor leading to an expansion of the monetary
stock . . . was the rise in the stock of specie. . . .
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In a monetary system based on specie reserves, an
increase in these reserves . . . can have no other
effect. 44
Temin was led to this conclusion because he assumed that
banks during the 1830's operated with reserve requirements
as banks do today.

When we look at Temin's data on the money supply
and its components we find that they do not justify the
assertion of any simple relationship between specie changes
and changes in the money supply. In Table 3.1 we have the
results of a series of regression equations using the aggre-
gate money supply (Ms) and bank money (Mb) as dependent
variables and total specie (St) and bank specie holdings
(Sb) as the independent variables. Temin's data is used
in both annual and first difference form. An examination
of the results obtained from the annual data suggest that
auto correlation exists and thus overstating the observed
relationship between the dependent and independent variables.

The problem of auto correlation arises because both
variables grew over time. This is a situation often found
when using time series for regression analysis. One ele-
mentary way of eliminating or at least minimizing this
problem is by using first differences of the variables.

Annual data take the form of Mst, where indicated the

t
Year. With first differences, instead of Ms, , Ms, - Ms,_,
is used, thus we use changes rather than the annual data
45

themselves. When first differences are used the
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TABLE 3.l1.--Per cent of the Variation in the Money Supply and
Bank Money Explained by Variations in the Total Supply of
Specie and Bank Specie Holding, 1830-1845.

Total Money Supply and Total Supply of Speciea
Annual Data R2 = .37*
DW = .74%*%*
First Differences R2 = ,03%*%*
DW = 1.84%
Bank Money and Bank Specie Holdingsb
Annual Data R2 = ,200%*%*
DW = .846%*%*
First Differences R2 = ,034%**
DW = 2.23%
aRegression Equations:
Annual Data 2
Ms = 121.9 + 1.05 St R® = .37
(.37) DW = .74
First Differences 2
Ms = 5.42 + .77 St R® = .03
(1.18) DW = 1.84
bRegression Equations
Annual Data 5
Mb = 89.97 + 2.01 Sb R® = .209
(1.04) DW = .846
First Differences >
Mb = 15.84 - .62 Sb R® = .034
(.88) DW = 2.23

%*
Statistically significant at the .05 level.

*%
Not statistically significant at the .05 level.

The concept of significance refers to the probability
of a test procedure's rejecting true hypotheses, in this case
that the variables are not related. If we employ a 95 per
cent procedure, then in the long run the chances are that we
will reject true hypotheses only five per cent of the time.
Observed results whose probability of occurrence given the
truth of the null hypothesis, the variables are related, is
less than five per cent are called "significant." Edward J.
Kane, Economic Statistics and Econometrics (New York: Harper

and Row, 1968), p. 210.

Source: Peter Temin, The Jacksonian Economy (New York: W.W.
Norton and Co., Inc., 1969), pp. 71, 159.




61

coefficients of determination are drastically reduced
indicating that time dependency between the variables was
present to a significant extent.

If Temin's assumption about the relationship between
changes in specie and the money supply is correct, we should
find large coefficients of determination between the monetary

and specie variables, but we do not.46

Using annual data,
variations in the total specie supply explained only 37 per
cent of the variation in the total money supply. The rela-
tionship is even lower when we look at bank specie and bank
money, 20.9 per cent. When we minimize the effect of time
dependency by using first differences the specie variables
explain only about three per cent of the variations in the
suppiy of money and bank money. Obviously it was not
factors on the supply side, i.e., specie flows, that were
the main determinants of the growth in the American money
supply during the 1830's.

Why were bankers so concerned about specie losses
if increases in specie were not that crucial in determining
the level of bank money? There were two reasons for this
concern. The first arose out of the nature of a fraction-
ally backed money system. The second arose from legal
restrictions placed by the federal government on the con-
vertibility of bank notes it would accept.

With a fractionally backed money system, bankers

and their customers knew that a bank could not meet all
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the specie demands which could be placed on it. But con-
vertibility was important if bank notes were to circulate
at par and if depositors were to have confidence in the
bank. How could bankers avoid a run on their specie hold-
ings? Only if a bank had enough specie could it avoid such
a run. We have already seen, however, that there was no
uniformly accepted concept of enough specie, that is, the
ratio between specie and bank notes.

What was sufficient specie in practice appears to
have depended on:

1. the general economic situation, especially the
foreign exchange market;

2. the confidence which the bank's main customers
have in it;

3. the actions of other banks in the city and in
the major commercial centers of the nation;

4. and the bankers' confidence in the ability of
his customers to meet their obligations to the bank.

If specie was leaving the country because of balance
of payments problems, it would be very difficult for banks
in the Eastern commercial centers to continue paying out
specie. It was just such a problem which contributed to
the suspension of New York City banks in 1837.

If a bank lost substantial amounts of specie its
main depositors might decide to withdraw specie while it

was still possible. Even if a bank was not losing specie,



63

any indication of potential specie losses could start a
depositor's run on a bank and then spread to other banks.
This was one of the factors contributing to the suspension
of the United States Bank of Pennsylvania in 1839.

The actions or inactions of other banks were also
important in determining the ability of a bank or a group
of banks to not suspend. In 1837, a depositors run started
in New York City when two banks ran into serious trouble.
Soon there was a run on the other city banks. With the
suspension of the New York banks, other banks suspended
in order to retain what specie they had. 1In 1839 the United
States Bank of Pennsylvania tried to force the banks of New
York to suspend but it was not successful. The reverse
happened again in 1841 when the United States Bank was
forced to suspend.47

Finally much depended on the confidence which the
bank had in its customers. Would they withdraw their
deposits at the first sign of trouble? If so, a banker
might decide to suspend before this happened. In New
England and New York City the business and banking community
believed that it was the obligation of banks to maintain
convertibility even if this meant a contraction in the
supply of money and credit. This we will see may help to
explain the pattern of bank suspension in 1838 and 1841.

The second factor causing bankers and the business

community to be concerned over the specie holdings of the



64

banks were the Treasury regulations passed in 1835 and 1836.
These required convertibility for all bank notes used in
transactions with the Treasury. Regulations governing the
deposit banks also contained specie requirements and as we
will see in Chapter V, set up reserve ratios between specie
and bank note issues.

The banking system operated under asymmetrical
pressures, increases in specie holdings did not necessarily
mean’that they could or would expand their demand liabili-
ties. Losses of specie, on the other hand, brought into
question the ability of a bank to maintain convertibility.
This meant that the notes of the bank might not circulate
at par and more importantly that large depositors might
withdraw their funds from the bank. If specie was not
that vital in determining the supply of bank money, what

other factors might have been important?

Economic Activity and the Money Supply

As we have seen bank money was the major component
of the money supply yet its relationship with bank specie
holdings was very tenuous. Perhaps bankers expanded their
lending activities and thus the supply of bank money mainly
in response to the demands of their customers and their own
expectations on the profitability of making such loans. If
this is true we should expect to find a differential pattern
of bank performance. Banks in sections of the country which

were growing rapidly should have expanded their activities
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more than banks in regions which were less intimately con-
nected with the boom of the mid-1830's. Deposit banks
which were urged by the Treasury to expand their activi-
ties might have expanded more than non-deposit banks.

The more extensive the economic boom, be it based
on cotton, lumber, construction, speculation in grain lands
or the merchandising trade, the more extensive the expan-
sion of banking activity. The regions which were experienc-
ing the most rapid economic expansion, namely the West and
Southwest--the cotton states of the Gulf Coast and lower
Mississippi Valley--were those in which the growth of bank-
ing activity were the greatest. This is shown in Table 3.2.
Within regions, certain states which were more directly
involved in the economic boom than others of the region,
showed the same differential pattern of bank growth. See
Tables 3.2 and 3.3 for a comparison of this pattern.
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