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Most informed observers today would agree with a contention that the United States has just about the best financial system in the world.  The system does have its problems, but they are newsworthy mostly because they arise in a context of a well functioning financial order, not one that is disorderly and failing to work well.  The federal government easily collects tax revenues to cover most of its expenditures, and it manages a huge national debt of some $7 trillion.  Agencies of the government hold about half of that debt.  Of the remainder in the hands of the public, foreign investors own nearly half.  On smaller scales, state and local governments do the same.  The US dollar remains the world’s pre-eminent currency.  Some countries tie their currencies to it.  Others adopt the dollar as their own currency.

The US banking system is dynamic and efficient.  The US central bank, with branches around the country and international ties, is virtually the world’s central bank.  The US has the world’s largest and most innovative securities markets.  Its corporations are world leaders in many industries.  All of these institutions, instruments, and markets are networked in a financial system that is the envy of the world.


Remarkably, informed observers two centuries ago, could well have had similar sentiments.  Then as now, the US financial system was just about the best in the world.  The country in that era was a much smaller player on a world economic and political scene dominated by larger European powers, but it was already a player.  US public finances and debt management were orderly.  The dollar was linked to gold and silver, which made it stable in terms of other currencies similarly linked.  The US banking system was rapidly developing then, and in innovative corporate ways that would later be copied by the banking systems of Europe and the world.
Securities markets actively functioned in several US cities.  They were linked with one another, and with those in Europe, by the communications technologies of that era.  In the first years of the 19th century, European investors owned more than half of the securities issued by the US government, and about half of all American securities, public and private.  States were busily chartering non-bank financial as well as non-financial corporations in far greater numbers than in other countries, which as in banking would later emulate US practices.  The Bank of the United States (BUS), a central bank with branches around the country, connected the elements of a rapidly developing financial system—the public finances, the dollar, the banks, the securities markets, the corporations and other enterprises—into one all-encompassing financial network, which it along with the US Treasury oversaw.1

Since all this financial development was happening in a nation where most people were farmers of one sort or another, and since few Americans had any realization of how advanced their modern financial system was in comparison with those in most other countries, it was easy to miss the significance of it.  But the modern sector of the US economy—we can lump into it finance, foreign and domestic commerce, manufacturing, transportation, and professional services—small as it was in the vast farmer’s field that was the early United States, began to grow very rapidly from the 1790s on.  By 1840, the US economy already had reached the level of modern economic growth—sustained increases in per capita income averaging about 1.6 percent per year—that has persisted ever since.2  

We can think of this process of becoming modern as one in which an initially small modern sector began to grow quite rapidly compared to growth in the farmer’s field.  Over a few decades, from the 1790s to the 1840s in the US case, the modern sector became a much larger part of the economy, and growth proceeded from then on at modern rates.  If we had a comprehensive GDP series, GDP per capita would likely show a gradual acceleration.  Less than comprehensive estimates for these early decades already point in that direction.  But the real story of modernization is what made the modern sector start and continue to grow rapidly.  In the US case, arguably it was the modern financial system.  It was the main new economic institution of the 1790s, and that is when the modern sector began to grow at high rates.3  The new financial system of the 1790s, moreover, was to a great extent created and sustained by government actions.


This chapter  traces the development of the US financial system over two centuries in terms of the political economy of its interactions with government.  The early period is emphasized  because it is less studied than later periods.  Understanding the early period is important for showing that progress in finance, even in the United States, should not be taken for granted.   The US story is not one of uniform progress.  Between the state-of-the-art financial system of two centuries ago and the state-of-the-art system of today there were reversals, as the recent “Great Reversals” paper of Rajan and Zingales shows happening in a number of national financial systems of the 20th century.4  In reversals, the financial system in one or more key ways gets worse than it was.  Government, sometimes but not always well intentioned, was often responsible for these reversals.   

Although the proposition is debatable, government has a duty, to oversee and regulate the financial system.  That is only due diligence toward institutions government did so much to create, and on which governments at all levels in a federal system as well as businesses and individuals depend.  But due diligence can be overdone, just as it can be underdone.  In either case, financial reversals can occur.  The due diligence may be well intentioned, but it can backfire in creating new problems or making old ones worse rather than better.  When government creates financial reversals to benefit particular constituencies, it is responding to rent seeking.  Unfortunately, due diligence and rent seeking in financial regulation are not always easy to disentangle.  The latter will invariably be described as the former.  

Fortunately, most of the reversals of US financial history later were themselves reversed.  At the start of the 21st century, the US financial system is in the best shape it has been in for about two centuries.  So for now the story has a happy ending.  But it is a story to be continued.

Creating a Modern Financial System, 1789-1833  


Since government essentially created the financial sector as we know it in US history, we should not be surprised that from first to last government continued to use, and sometimes abuse, its creation through its demands on it and its regulation of it.  By way of contrast, no one would seriously contend that government created the agricultural, commercial, manufacturing, transportation, and service sectors of the economy.  Other agents did that.  No one would deny that government became involved in various ways with all of these sectors, too.  But government did not create them.


Why did government create the financial system?  Governments are instituted to serve purposes, and most of those purposes cost money.  There is a never-ending debate on what the range of the purposes is, and what it should be.  But even a limited-government thinker such as the Adam Smith argued that the purposes of government included defense, justice, certain public works, and maybe education.  Smith, moreover, devoted more than a quarter of pages of his 1776 book, The Wealth of Nations (in Book V) to these items that warranted governmental expenditures and to the ways in which those expenditures might be financed. 


In the year Smith published, as is often remarked, the American colonists declared their independence from his government in Great Britain.  Since the British government deemed this a treasonous act, they sent large naval and land forces to put down the rebellion of the self-styled United States of America.  That created a need for defense, Smith’s first purpose of government, on the part of the rebels of the Continental Congress and the thirteen former colonies, now states, that comprised the country.  Defense, like other governmental activities, had to be financed.  

History seems to have come up with only three or four ways of financing government.  The main three are taxing, borrowing, and printing money.  The fourth might be asset sales or income from assets.  But that merely raises the question of how a government came to own the assets.  The answer likely would involve one of the main three methods of finance.  One could well regard the lands that various Euro-American governments came to own, for example, as obtained by means of taxing them away from native-Americans.  Even the first three methods of financing government might be reduced to one, taxing.  For borrowing incurs an obligation to repay, and if a governmental debt is to be reduced or eliminated, it can only be done by taxation in the future.  And paper money printed by governments is not much more than a type of government debt, so if it also has to be redeemed, as some say it should be, that would involve taxation.  One form of such taxation might be the “inflation tax” that makes prices higher than they would be had no money been printed.   

The rebellious Americans of 1776 were to try all three of the main ways of financing their defense.  Mostly they did it by borrowing and money printing.  They did not like taxation without representation—one of their gripes against the mother country—or even with representation in their own state and local governments.  Moreover, their taxation systems were not up to financing much of their revolutionary venture.  So they borrowed, through voluntary and forced loans.  And they printed money to such excess that there was a large inflation tax that made the paper worthless.  

Luckily with no small help from the French, it worked.  They won.  The British state, divided at home over the war, isolated internationally, embarrassed by battles lost in America, and financially overburdened, decided to negotiate a treaty of peace recognizing U.S. independence in 1783.  

But for Americans, it was very much a dicey outcome.  On the way to it, some of them learned a lot about finance, politics, war, and government.  The one who learned the most was a young Continental Army officer, Alexander Hamilton.  In the army from 1776 to 1781, Hamilton absorbed key lessons of financial history, called on national leaders to apply them, and in his mind began to shape plans for a new and modern financial system.  A decade later he would have the plan refined, and as the nation’s first Secretary of the Treasury, he would be given the authority to implement it.

In 1783, the national government of the newly independent Americans had large domestic and foreign debts.  Without taxing powers, it had no means of paying these debts, or even the interest on them.  All it could do was ask the states for contributions.  But the states had debts of their own incurred in the war, so they did not contribute much to the national treasury.  For some states, the state debts were so large that they weren’t serviced either.  These debts were junk bonds in default, valued in scattered exchanges at small percentages of face value in the hope that they might one day be paid.  States at least could levy taxes to service their debts.  But it was a risky business, as Massachusetts found out when some of its taxpayers led by Daniel Shays made an armed rebellion in 1786.  Money consisted of state paper issues and specie (gold and silver, plate and coins, the latter being coins of other countries), with the former depreciating in value relative to the latter.  Apart from specie, there was no national money or monetary base.  There was one small bank, opened in Philadelphia the previous year.  There were few corporations of any kind.  Financially, it was a pretty grim situation.5
In response, the Americans of the 1780s reinvented their government by writing and adopting a new constitution.  Hamilton and his fellow Federalists, as they called themselves, were at the forefront of this movement.  Hamilton became the finance minister of the new federal government in 1789, when President Washington appointed him to lead the Treasury Department.  The new government had taxing and monetary powers.  Hamilton and his supporters in Congress used them right away to launch a modern financial system.6     

The first pillar of the new system, enacted in 1789, was a national tariff on imports and duties on ship tonnage to provide revenue for the new government.  Since the purpose was revenue, not protection, the tariff and duty rates were modest.  Soon these taxes on international trade were supplemented by domestic excise taxes.

The second pillar, put in place in 1790, was a restructured and funded national debt.  Domestic national and state debts incurred during the War of Independence, and represented mostly by a variety of securities in default and some near-worthless paper currency, were exchanged for three new issues that would pay interest in hard money or its equivalent (that is, convertible bank notes).  Par value of the new domestic debt amounted to some $64 million. The debt was termed “funded” because the government’s tax revenues were pledged first to pay interest on the debt.  Hamilton and his allies also established a sinking fund, supposedly to retire the debt down the road, but really to allow him to practice what would be called open market operations for financial stability.  Other provisions were made for the servicing the country’s foreign debt, which Hamilton managed in Europe through his contacts with Dutch bankers.

The third pillar of Hamilton’s system was the Bank of the United States (BUS), approved by Congress and launched in 1791.  It was a national bank with branches in leading US cities, and something of a central bank, although the modern concept of central banking was just forming then, and mostly in practice rather than in theory.  As the government’s fiscal agent, it held its revenues and made its payments, with the assistance of other banks in a forming banking system.  The government owned 20 percent of its stock, financing it with a loan from the Bank, the first of many loans the Bank would make to the government.  The other 80 percent of the stock went to private investors, who could pay for three-fourths of it by tendering the new national debt securities, the main issue of which quickly rose to par value in securities markets.  The bank was capitalized at $10 million (25,000 shares of $400 par value each), an amount several times the combined capitals of the three or four other banks in existence in 1791. 

The fourth pillar was the new US dollar, defined in terms of weights of gold and silver in Hamilton’ Mint Report of 1791, the recommendations of which Congress adopted.  Essentially this pillar defined the monetary unit of account and established the monetary base of the country.  It would give the United States a monetary system like those of other leading trading nations, replacing the fiat paper systems that had been used and sometimes abused in the colonies, in the Revolution, and in the states of the 1780s.  Hamilton envisioned that most Americans would use not gold and silver coins, but rather notes and deposits of the BUS and other banks as money.  They would do this because these bank obligations were to be convertible into the gold and silver base at the defined dollar rates, and were more convenient than coins to use in making large payments.  He also envisioned that securities such as the national debt issues and Bank stock would serve as near moneys since they could be used as collateral for bank loans or easily liquidated in securities markets.

The markets?  The other banks?  Where did they come from?  There were, as noted earlier, hardly any banks or securities markets before 1789.  A part of Hamilton’s financial genius was to formulate and execute key elements of a plan that would induce others to complete it.  Consider first the securities markets.  When the huge volume of new federal debt securities and equity shares of the Bank of the United States were issued in 1790 and 1791, people began immediately to trade them in the streets.  The frenzied birth of the US securities culture created a host of problems best solved through organizational change.  So traders and brokers in New York and Philadelphia began to form securities-trading clubs that evolved into stock exchanges.  Boston also had a thriving securities market in the early 1790s.  Other cities, starting with Baltimore around 1800, eventually would follow these leads.  The New York Stock Exchange, today far and away the world’s largest measured by the market capitalization of its listed securities, began, according to legend under a buttonwood (sycamore) tree in Wall Street, as just such a broker’s club with a few club rules in May 1792.

Consider next the banks.  There were but two banking corporations, one in Philadelphia and one in Boston, and one joint-stock bank, the Bank of New York, in the United States when Hamilton introduced his BUS proposal in December 1790.  When it was enacted in February 1791, the New York state legislature almost immediately granted a charter to the Bank of New York, something it had refused to do several times since its founding (by Hamilton and others) in 1784.  Why the change of heart?  The charter of the Bank of the United States allowed it to establish branches where it pleased, and one likely site would be New York City.  If the state did not have a bank there that it had chartered itself, it would be ceding the business of banking to the controversial new national government.  So the legislature finally chartered the Bank of New York to ensure that the New York State government would have a bank beholden to it.  

With variations, the same bank-chartering story played out in other states.  Rhode Island, for example, chartered a bank in Providence because merchants there hoped (unsuccessfully, it turned out) that having a bank would induce the BUS to open a branch there and extend the available banking facilities.  By 1795, the US had 20 state-chartered banks and five branches of the BUS, compared to no banks before 1782 and only 3 in 1790.  The half decade 1791-1795 marks the emergence of a US banking system as well as a central bank.  From that start the network of banks grew and grew.  Today there are some 70,000 banks and branches.

The financial revolution of Hamilton and his Federalist allies was complete by 1795.  It resulted in strong federal finances and debt management, a stable dollar currency convertible into a hard-money base, a banking system, a central bank, securities markets, and proliferating corporations, financial and non-financial, chartered by US states.  This was a giant leap toward economic modernity for the United States.  Nothing quite as well planned and well executed had taken place elsewhere, although the Dutch Republic and Great Britain had had somewhat similar systems for decades, even a century or more.  The Dutch, the British, and the Americans were perhaps the only three countries with modern financial systems entering the 19th century.  It is likely not a coincidence that the three successively have been the world economic leaders of the past four centuries.

One particularly dramatic consequence of the financial revolution came in 1803.  In what may well have been the single largest international financial transaction in history to that year, the United States doubled its size with the Louisiana Purchase from Bonaparte’s France.  It paid the $15 million price by issuing $11.25 million of new dollar-denominated 6% bonds redeemable in 15 years, which were shipped off to Europe, and by assuming $3.75 million of France’s obligations to American citizens.  Dutch and English bankers placed the bonds with European investors, paying the proceeds (after deducting their charges) to Bonaparte’s government.  Such was the credit and credibility of the United States in 1803.  Fifteen years earlier the transaction would have been unthinkable, and impossible. 

The effects of the financial revolution in accelerating the growth of modern sectors of the economy were immediate.  From 1790 to a peak in 1802, industrial production (the new Davis index, with 1790 as the initial year) grew at 5.3 percent per year, well in excess of the rate of population growth.7  The rate is the same 5.3 percent from the peak of 1815 to that of 1833, when there is consensus that the country was industrializing rapidly.  From 1790 to 1913, the rate of growth of industrial production was 5.2 percent per year.  From 1860 to 1913, when the United States became the industrial leader, the rate was 5.0 percent.  There was no gradual acceleration in the growth of the modern sector of the US economy after 1790; high growth was there from the start.  In the Davis index, industrial production expands at 7.6 percent per year from 1790 to a peak in 1796.  If there were a comparably good GDP series for the period 1790-1840, and it showed a gradual acceleration of the growth rate (as likely it would), that most like would not be the result of all sectors gradually accelerating their growth.  Instead, it would derive from the high-growth modern sectors becoming an ever-larger proportion of the US economy.

A First Reversal and Correction, 1801-1832

Clever politicians styling themselves Republicans outmaneuvered the Federalists in the elections of 1800, making one of them, Thomas Jefferson, president in 1801.  Jefferson, owner of many slaves, owed his election to electoral votes provided in the Constitution for slaves, who could not vote.8  But he and his followers sold it as a victory for democracy and the common man, an effective political strategy.  Another clever, slave-holding politicians, James Madison, became Secretary of State.  He would succeed Jefferson as president in 1809.  They had attacked the new financial system from its inception, perhaps, as some have argued, because a strong federal government might circumscribe or end slavery.  If so, they were right.  It did, but that was some decades later.  Another interpretation of the Jeffersonian Republicans’ attack on the new financial system is that they detested British institutions, which they deemed corrupt or prone to corruption, and to them Hamilton’s financial system seemed too British.  If so, they did not appreciate that the new Constitution had created safeguards against corruption and restraints on governmental action that were not present in Great Britain at that time.

Controlling the US government by 1801, the Jeffersonian Republicans could do mischief to the financial system.  They did.  First, they slashed domestic federal taxes, which brought in more than a million dollars in 1801 and next to nothing by 1811.  Second, provoked by European powers’ predations and their detestation of Great Britain, which happened to be the main trading partner of the United States, the Republicans enacted a trade embargo in 1808.  That action cut customs revenues by more than half.  Third, they let the twenty-year charter of the Bank of the United States expire without renewal in 1811.  Fourth, having enfeebled the country’s finances, they declared war on Great Britain in 1812.  It was quite a performance.

Needless to say, the war did not go well.  During it the United States was embarrassed both militarily and financially.  The British shelled Baltimore and burned government buildings in Washington, including the White House after President Madison had fled.  Inflation rose, and convertibility of bank money to the monetary base was suspended everywhere outside of New England, where political leaders reacted to Republican economic policies by broaching the idea of secession from the United States.  The war officially and inconclusively ended with a negotiated treaty of peace late in 1814.  But the news of its end did not reach the United States soon enough to prevent the Battle of New Orleans in January 1815.  There the American general Andrew Jackson and his army routed combined British land and naval forces.  Jackson became a national hero.  In less than 15 years, his heroism would make him president.  That would put Jackson in a position to do more damage to the financial system, which he did.

But that is getting ahead of the story.  As might be guessed, the economy did not do as well under Republican financial and trade policies as it had done earlier and would do later.  True, the trade boom that resulted from US neutrality while Europe warred, and ended with the US embargo of 1808, expanded customs revenues.  That allowed Jefferson administration to pay down the national debt.  The debt-reduction policy was and might well be questioned, as it returned capital to Europe, saving an interest cost of about 6% at a time when capital could earn substantially more than 6% in the United States.9  The Davis industrial production index grows at a rate of only 3.9 percent per year between the peaks of 1802 and 1815, not the 5.3 percent rates of 1790-1802 and 1815-1833.  The embargo supposedly stimulated manufacturing in the United States by cutting off competing imports.  Yet the growth rate from the peak of 1807 to that of 1815 is only 4.2 percent, barely more than a rate of 3.4 percent from the 1802 to the 1807 peak, and both rates are below that of the 1790s and the post-1815 period.  This might suggest that governments that govern least, or say they do, do not always govern best.  

 Chastened by what had happened to the country during the war, the Republicans made it an early order of business to undo the damage they had done to the financial system.  They raised tariffs in 1816, some now to protective levels.  In the same year, they re-instituted the Bank of the United States, on an enlarged scale (capital of $35 million, or 350 thousand shares of $100 par value each), and asked it to guide the country back to convertible money.  Madison, a nationalist and Federalist co-author of the 1780s before becoming a Republican to build his political base in Republican Virginia, signed the bill.  Hamilton had gone to his grave in 1804 alarmed over the directions of national policy.  Somewhere, perhaps, he now wiped away a tear, nodded, and maybe even smiled.  The first financial reversal, though costly to the country, had been reversed.

Meanwhile, the states continued to charter banks and other corporations.  In 1810 there were more than a hundred banks.  By 1820, more than 300 had been chartered.  By 1833, the number was above 500.  To that number we can add the home office of the Bank of the United States in Philadelphia, and its 25 branches (the First Bank had a maximum of 8 branches) in, alphabetically, Baltimore, Boston, Buffalo, Burlington VT, Charleston, Cincinnati, Fayetteville NC, Hartford, Lexington KY, Louisville, Mobile, Nashville, Natchez, New Orleans, New York, Norfolk, Pittsburgh, Portland ME, Portsmouth NH, Providence, Richmond, St. Louis, Savannah, Utica NY, and Washington DC.  Thus, from the 1790s to the 1830s, the United States effectively had nationwide branch banking, something it would not have again, after the 1830s, until the 1990s.  In the early 1830s, this was both the best and the fastest growing banking system in the world, furnishing extensive credit and an efficient payments system to the world’s fastest growing economy.

But it was far from a perfect system.  At both state and national levels, banking had become highly politicized.  Bank charters, especially in a fast-growing economy, confer on their possessors virtually a right to print money and lend it out at interest, a profitable activity.  And the politicians in the state legislatures conferred bank charters.  We might expect, therefore, that they would demand something in return.  They did.  Sometimes it was a bonus payment into the state coffers.  Sometimes it was shares of stock in a bank, so that bank dividends would accrue to a state.  Or the legislature might order a bank, as a condition of receiving a charter, to spend money on public projects and purposes that otherwise the state itself might have to finance.  These obligations imposed on banks seem in principle to be legitimate, if perhaps not always wise, compensations for granting valuable banking charters.  The rents were there, and someone would get them.  But charter granting also could become corrupt if the money went directly to the politicians, as it often did, instead of to state coffers.  Governments would seek to solve this problem, starting in the 1830s, by removing bank chartering from state legislatures and making it a routine, administrative function by means of so-called free banking laws, to be discussed in more detail below.

Banks and banking systems can be prone to instability, and when they are, they can destabilize an economy.  On the one hand, banks provide convenient forms of money—bank notes and checkable deposits—and they operate a payments system for the economy by creating and redeeming bank money.  To redeem, banks must hold reserves of the base money, which consisted of gold and silver in this early period.  On the other hand, banks are profit-seeking enterprises, and profits go up as reserves go down by lending out the reserves at interest.  The tension of modern banking is in this potential conflict of two good things, stability and profit.  A balance needs to be struck, and government regulation can sometimes help by reminding bankers of their obligation to maintain banking-system integrity as well as to seek profits.  

The United States had the best banking system in the world from the 1790s to the 1830s in large measure because the two Banks of the United States played a major role in the payments system and provided discipline for state banks.  As the federal government’s banks, receiving banknote and check payments to the government, the two Banks became creditors of state banks.  By redeeming state bank notes and checks for base-money reserves, the federal banks could discourage the state banks from running down reserves in favor of pursuing profits.  They did this.  As a consequence, by the early 1830s the US public had so much confidence in banking stability that a tremendous volume of bank credit was maintained by a relatively low quantity of banking reserves.10  In what might seem a paradox—finance has many of these--banking discipline actually led to relative banking expansion.  Nonetheless, the state banks resented the discipline and thought they would be better off if there were no Bank of the United States.  Without the central bank, there would be less discipline, and the state banks might get the federal governments deposits.

Banking discipline by no means required a federal bank.  In New England, the Suffolk Bank of Boston, a Massachusetts state bank, provided it by demanding that other New England banks keep reserves with it if they wanted their notes to be redeemed in Boston, the region’s trade center toward which bank notes flowed.  If they didn’t, the Suffolk Bank would quickly present the notes it received at the other banks and drain them of their reserves.  Most of them joined the Suffolk system, which operated from 1818 to the Civil War, and many resented having to do so.11  In other words, the Suffolk system operated very much like the BUS in disciplining New England’s banks.  As a result, New England had the best banking of any US region from the 1830s to the 1860s.

New York came up with another way of regulating and inspiring confidence in banks.  Its Safety Fund law of 1829 provided insurance for holders of bank notes and deposits.  The Safety Fund charged banks to fund the insurance.  But the law was poorly designed, and when too many Safety Fund banks failed in the early 1840s, the New York Safety Fund was bankrupted and collapsed.12  By that time, New York was already implementing another solution, free banking (discussed further below).  The Safety Fund’s problems foreshadowed the problems federal deposit insurance would have in the savings & loan crisis a century and a half later.

Just as the United States from the 1790s to the 1830s created a state-of-the-art banking system, so too did it continue to develop fine securities markets.  Unlike in banking, government seemingly kept securities-market regulation to a minimum.  States would pass an occasional law, usually during a period of financial crisis, of which there were not many.  If such laws went against market interests and customs, they were typically ignored.  The securities markets practiced self-regulation.  They, especially the formal stock exchanges, made and enforced their own rules and regulations, to protect the interests of participants and the integrity of the markets.  But conflicts occasionally arose.  They tended to be settled in the courts, indicating the importance legal and judicial systems for modern financial systems.13  The courts, of course, were creations of government, so it can hardly be said that US securities markets thrived because government took no interest in them. 

Growing numbers of corporations did raise problems of corporate governance.  Principal-agent problems—conflicts of interest between managers of companies and their stockholder-owners—tended to be handled by elaborate charter provisions, by the continuing monitoring of corporate affairs by stockholders, and by the discipline provided by securities markets.  All in all, the banking, securities-market, and corporate sectors of the early US financial system worked remarkably well, with much less formal regulation than later would be deemed necessary.

The Great Reversal, 1832-1863


In 1816, the second Bank of the United States, like its predecessor in 1791, had received a twenty-year charter from Congress.  In 1832, politicians friendly to the BUS, introduced a bill to renew the charter before they needed to.  They were hoping to gain some political advantages over the president, Andrew Jackson, who was known to be unfriendly to the Bank, before the 1832 elections.  After Jackson’s supporters in Congress investigated the Bank and made a variety of charges of little validity against it, both the House and the Senate passed the bill to renew the charter.  Then Jackson vetoed it, and his veto could not be overridden.  From the financial-reversal perspective of Rajan and Zingales, this was perhaps the great reversal of US financial history.  


Unlike the reversal of the early 1800s, the Jacksonian reversal was not reversed in five years.  Instead, it unleashed a decade of financial excess and revulsion, featuring panics, suspensions of bank money convertibility to base money, the debt defaults of nine US states, a deep depression, and the embarrassment of the United States and its governments in Europe.14  Also unlike the earlier Jeffersonian reversal, which was exposed by the War of 1812 and then quickly corrected, all this occurred in a time of peace.  This time, the financial course corrections, unfolding in steps, took the better part of a century, maybe even more than a century. 


Why did the great reversal happen?  Volumes have been written attempting to answer the question.  Essentially they boil down to political due diligence and rent seeking.  Some contend that Jackson sincerely believed that the Bank of the United States was unconstitutional, or that, as a large financial institution with a special relationship to the federal government, it was a threat to democracy and the common people of the country, or that bank money of any kind was suspected, or that banking was better left to the states to handle in whatever ways they would choose to handle it.  Hence, Jackson, the chief magistrate, was exercising due diligence in vetoing the re-chartering of the one bank, a very large one, whose re-chartering he could veto.  Such arguments are strained.  The BUS had been around for the better part of four decades, its constitutionality had been affirmed several times, the paper currency was in fine shape, the country had become more democratic, and the common man had done quite well.


Rent seeking is a better answer.  Jackson’s advisors and supporters thought they would gain personally by doing in the BUS, and they played on what may have been his cherished beliefs to encourage his opposition to it.  Many of them had connections to state banks.  If the Bank were gone as their regulator, they might be able to run down the reserves and make more of those profitable loans.  Since the Bank not only regulated state banks, but also competed with them in markets served by both, the state banks would get rid of a competitor.  With the Bank gone, the state banks would be the logical place for the federal government to hold its funds, further expanding their business.  In fact the so-called pet banks of the Jacksonians did for a time take over the government’s deposits from the BUS, until the financial chaos unleashed by the veto forced the government to foreswear bank connections and retreat into a shell that was called the Independent Treasury.  Moreover, Jacksonians in Boston and New York, resenting the BUS headquartered in Philadelphia, floated plans for a new central bank in those cities, with branches in other states if—the states rights angle—the states authorized such branches.  The Jacksonians were not against a central bank at all; rather, they wanted it to be their central bank.


Whatever the reasons for Jackson’s veto, its financial and economic effects were ominous.  As already noted, a decade of financial chaos followed it.  The chaos included tight money and recession in 1833-1834, as the Jackson administration began to move government deposits from the BUS, and the BUS reacted, and perhaps over-reacted, by contracting its loans and discounts.  Inflation and speculation (mostly in land) marked the recovery up to 1837.  Although the inflation and the monetary expansion that caused it do not seem to have been rooted in the veto and removal of BUS restraint, as once thought, the absence of an effective financial regulator probably made the inflation and the subsequent depression worse than they might have been had a central bank been there to promote greater stability.15  Financial panics broke out in 1837, 1839, and 1842.  Bank money convertibility was suspended in the first two of these years.  Widespread business failures, bank failures, stock market declines, and the debt defaults of nine states marked the depression of 1839-1843.  The United States had 901 state banks in 1840, and only 691 three years later.  To the extent that Jacksonian policies were intended to “liberate” US banking from the discipline of a central bank, they had backfired.


This sounds grim, but it was far from a disaster.  The American nation had a lot going for it.  From its peak in 1833 to its peak in 1839, the Davis industrial production index grew at 4.6 percent per year.  This was less than the rate of 5.3 percent between the peaks of 1815 and 1833, and far less than the 10 percent annual rate from 1828 to1833, but still not bad, except by earlier and later American standards.  Moreover, after contracting in 1840, industrial production began a sustained advance during the next two decades.  Its rate of growth from the peak of 1839 to that of 1860 was 6 percent per year.  Most US manufacturing took place in the northeastern states, the ones with long established financial arrangements—tax systems, banks, stock markets, corporations—that were least damaged by the financial chaos of the 1830s and early 1840s.  

It was the newer states of the trans-Appalachian South and West that suffered most from the absence of the BUS.  They had few banks at all, and still fewer good ones.  For them the branches of the BUS had furnished loans and discounts, a stable paper currency, and an interregional payments system that integrated their developing frontier economies with the older states and the international economy.  After the Jacksonian financial reversal, all that had to be rebuilt with state and private initiatives, less efficiently and at higher costs.


In the northeast, New England’s Suffolk Bank system note redemption continued to give that region perhaps the best banking and payments system in the country.  New York made an improvement that was later to have national implications when it enacted a landmark free banking law in 1838.  The law more or less ended the corruption involved in legislative chartering by making the granting of charters an administrative rather than a legislative function of state government.  Under it, any group of would be bankers meeting specifications prescribed in the law could obtain a bank charter.  That was free entry.  Free banks could issue bank notes only by depositing collateral, in the form of state and federal bonds and mortgages on lands in the state, to back the notes.  If a free bank failed, the collateral would be liquidated and the note holders compensated with the proceeds.  Free banking worked fairly well in New York, and was emulated elsewhere, especially during the 1850s.  It worked so well, in fact, that the federal government adopted the free-banking system in its National Currency and National Banking Acts of 1863 and 1864 (see below).


Free banking is sometimes considered an alternative to central banking, possibly because the United States innovated the American version of free banking—free entry and collateralized note issues—right after the central Bank of the United States departed from the scene in the mid 1830s.  But that was an accident of history.  There is no reason for thinking that free banking and central banking are incompatible, unless, that is, one defines free banking, as some libertarians tautologically do, as meaning the absence of a central bank.  Had Jackson not vetoed the re-chartering of the BUS, New York and other states could still have introduced free banking.  Free banking’s main ideas were hardly new in the 1830s.  Eighteenth-century British economists such as Sir James Steuart and Adam Smith had advocated free entry in banking, and the early 19th-century British economist David Ricardo had advocated bond-secured note issues.  Free banking American style was more significant in promoting notions that free incorporation of businesses was a right worth having than it ever was in creating an alternative to central banking.  In establishing rights of business to freely adopt the corporate form of organization, the United States was in advance of all other countries.16 


The main costs to the economy of not having a central bank were a less efficient, more costly payments system, and a greater potential for financial instability, which raised the cost of financial capital.  Between 1790, when the financial system began to be put in place, and 1836, when the charter of the second BUS expired, the United States had only two financial panics.  One was in 1792, within months of the first BUS opening its doors.  The other was in 1819, when the brand-new second BUS working with the US Treasury had to carry out orders to get the country back to a convertible currency in the only way they could, namely by contracting the paper currency.  Thus, during the first era of US central banking, there were two financial panics in 46 years, both occurring just as the central banks were being launched.  After 1836, when the federal charter of the second BUS expired, there were three panics in short order, in 1837, 1839, and 1842.  Things settled down a bit after that, but major panics appeared again in 1857, 1873, 1884, 1893, and 1907.  No matter how one cuts and averages these data, panics were more frequent in the absence of a central bank.  A less stable financial world is one with a higher cost of capital, since people have to be paid for bearing risk.  It would be decades before Americans and American governments could borrow again on as generous terms as they did in the 1820s and early 1830s.  What that cost the United States in terms of economic growth is a matter of counterfactual speculation, but there can be no doubt that it cost something.

A Small Step Forward: National Banking with a Uniform Currency, 1863-1913


When the Civil War broke out in 1861, the United States had some 1,600 state-chartered banks.  Most of these banks issued several denominations of bank notes, so the country had around ten thousand different looking pieces of paper money in circulation, each of which had words and numerals on it saying that it was some number of US dollars.  Counterfeiting flourished in these circumstances, as did publications called “bank note reporters and counterfeit detectors.”  These publications cost something to produce and to own, but they were necessary for anyone handling much paper money, who had to spend time using them to determine if the banks issuing the money were sound and if the notes were real or counterfeit.  It was states rights and laissez faire with a vengeance.  Had the BUS lasted as a central bank, it might by then have become the sole issuer of paper currency, as the US central bank now is, and the nation’s other banks would have become deposit banks, as they are now.


Congress and the Lincoln administration, reflecting widespread concerns over the currency chaos that was a legacy of the Jacksonians, seized the opportunity to solve some of their war financing problems while at the same time improving the nation’s currency.  This they did with the National Currency Act of 1863, its amendment in the National Banking Act of 1864, and a prohibitive tax on state bank notes in 1865.  The first two made the New York free banking act of 1838 national in scope.  That law, it will be recalled, required banks back their notes by purchasing government bonds and pledging them as collateral for bank notes.  The US government, facing the armed rebellion of the states of the Confederacy, needed to sell bonds to obtain resources to meet the rebel threat.  So it adopted a version of the 1838 New York law, printing up uniform national bank notes and distributing them to federally chartered banks, after the national banks had purchased US bonds and deposited them with a new federal official, the Comptroller of the Currency.  The Comptroller, located in the Treasury Department, would also inspect the national banks frequently and would otherwise oversee and regulate the system.  The name of the bank was stamped upon the otherwise uniform national bank notes.  When not all banks responded to this patriotic wartime appeal, Congress passed the prohibitive tax on state bank notes.  

Still, not all state banks joined National Banking System.  Larger city banks had already gotten out of the note issue business, so the tax on state bank note issues provided no incentive for them to join, and state charters were sometimes more liberal than national charters.  Any bank could continue deposit banking under its state charter, merely ceasing to issue notes.  But most state banks in the 1860s did join the national system.


That is how the United States at long last obtained a uniform paper currency that consisting of obligations of the federal government.  It was a step forward.  No longer did resources have to be expended on bank note reporters and counterfeit detectors, and money handlers no longer had to spend a lot of time consulting them to distinguish good from dubious notes.


The National Banking System, however, did not correct the stability problem that surfaced after the BUS disappeared.  Financial panics continued with greater frequency than they had in the early decades of US history.  Across the Atlantic, just the opposite was happening.  Great Britain, which had more financial panics than the United States from the 1790s to the 1830s, thereafter had fewer of them.  Britain had improved its financial system, partly by adopting US-style corporate banking, and, in contrast to the Banks of the United States, the Bank of England always had its charter renewed.  By the second half of the 19th century, the Bank of England had adopted the theory (which was new) and the practice (which was not so new, since Hamilton and the two Banks of the United States had implemented it much earlier) of central banking.  Britain thus had the more stable economy and lower interest rates than the United States, even though the United States was passing it in income and wealth.  This, it appears, is the origin of historians’ widely held opinion that Britain had the most effective financial system of the 19th century, although that was not the case before 1833.  At that time the United States began its great reversal, and Britain was in the early stages of improving its system.


Moreover, the National Banking System had flaws other than the absence of a central bank.  Far from establishing a free banking system with free entry, the law was loaded with restrictions on entry and other bank operations.  There were, for example, minimum capital requirements, legal reserve requirements, limits on note issue, and restrictions on types of loans allowed.  The system, although adequate for northeastern US economic conditions, was not attuned to conditions in the South and the West.  That is why, after almost being eliminated, state banking revived, and indeed, by the late 19th century state banks passed the national banks in their numbers.17
The early Comptrollers of the Currency also decided to interpret the National Banking Act in such a way that a federally chartered national bank could have only one office (unit banking) and was otherwise subject to banking regulations of the state in which it happened to be located.  Hence, a national bank could not open branches within a state or bank across state borders.  Far from being a national system of banking, akin to what the United States had in the era of the Bank of the United States, the National Banking System was in effect state banking with a federal charter and without a central bank.

Reversing the Great Reversal: The Federal Reserve, 1914-2004


The third Bank of the United States, called the Federal Reserve System (more popularly, the Fed), received a charter from Congress in 1913, and opened its doors in 1914.  The great financial panic of 1907 revealed that the world’s largest and richest economy had a financial system in many ways outmoded.  So once again, after a hiatus of seven decades, there came a central bank with branches around the country.  Like its two predecessors of yore, it was designed to give the United States a bank for the federal government, a more uniform currency, a more efficient national payments system, a manager of US international financial relations, an overseer and supervisor of the banking system, and methods for nipping incipient and actual financial crises in the bud through injections of liquidity.  The Jacksonian financial reversal of the 1830s was finally and fully reversed.  

There were some differences between the two Banks of the United States and the Fed.  The Fed was controlled much more by the government than by its nominal owner-shareholders, namely its member banks.  It did not compete in banking markets with the banks it regulated and supervised.  And its control over the money stock derived from being a debtor to, rather than a creditor of, its member national and state banks.  Instead of receiving the notes and checks of state banks and returning them to the state banks for conversion to the monetary base, the Fed achieved control by requiring member banks to hold base-money reserves with it, and by controlling the quantity of base-money reserves available to the US banking system.

In the ninety-year history of the Fed, the United States has had just one financial crisis at all comparable to the many crises it had from 1837 to 1907.  It was a lulu, lasting from 1930 to 1933.  And the Fed was culpable, failing to do one of things it had been designed to do.  The Fed failed to prevent or do much to alleviate the several waves of bank failures that shook the country from 1930 to 1933 by adding to the liquid reserves of the financial system and acting as a lender of last resort to illiquid but solvent banks.  In perspective, this was the abuse of an institution essentially, or at least potentially, good.  

Another abuse, bad enough but not nearly as bad as 1930-1933, occurred with the Great Inflation of 1966 to 1980, in which the Fed sponsored a too-rapid expansion of the money stock, with the result that US price indexes roughly tripled in a decade and a half.  Like the 1930-1933 episode, this one derived from a combination at the Fed (and elsewhere as well) of flawed economic analysis and weak leadership.  Now, after a quarter century of relatively stable economic growth and a better macroeconomic performance than achieved in most countries, there are grounds for contending that the central bankers at the Fed learned something from the two big mistakes of the 1930s and the 1970s.

A Mixed Record, 1933-1990


Like the crisis of the 1780s that led to the Federalist financial revolution, the crisis of the early 1930s unleashed a great wave of financial reforms.  Most of the reforms helped to restore confidence in the financial system and bring the economy up from the depths to which it sunk in the Great Depression of the early 1930s.  Longer term, some of the reforms were more successful than others.

Consider first the monetary reform.  In the 1790s, the dollar had been defined as fixed weights of gold and silver.  From then to the 1930s, the price level, though fluctuating up and down in shorter periods, exhibited long-run stability.  Money therefore retained its value over the decades of US history.  During most of those fourteen decades, the holder of a paper dollar could exchange it for roughly the amounts of gold and/or silver specified in the 1790s.  That right was taken away in 1933.  The government nationalized the gold holdings of Americans and then devalued the dollar.  It agreed to exchange gold for dollars held by foreign countries—the gold exchange standard replaced the classical gold standard.  

That promise continued in the Bretton Woods System established at the end of World War II, in which other countries defined their currencies in terms of dollars, and the United States held most of the world’s reserves of monetary gold.  During the next two decades, the United States for a variety of reasons flooded the world with dollars, but it did not increase its gold reserves.  When some countries began to convert their dollars to gold, the United States saw the handwriting on the wall and detached the dollar entirely from gold in the early 1970s.  Since the dollar price of gold in free markets is now about ten to twelve times what it was before the dollar’s detachment from gold, the results of 20th century monetary reforms have to be viewed as rather mixed.  

 After banks had failed right and left in the early 1930s, a prime goal of US financial policy in President Franklin Roosevelt’s New Deal was to make banking safe.  Essentially this was done by turning the banking system into a cartel, reversing good reforms of earlier US history (free entry into banking), adding ones that had proven problematical in earlier US history (deposit insurance, which had failed in a number of states starting with the New York Safety Fund a century earlier), and adding more regulations (government-controlled interest rates) and layers of regulation (the Federal Deposit Insurance Corporation) to banking.  These reforms supported unit banking, since the thousands of unit banks felt threatened when a branch of a larger bank, or indeed another unit bank, moved into their market.  Another measure, the Glass-Steagall Act of 1933, forced a split of commercial and investment banking.  Existing banks that combined both types of banking had to choose one or the other.

As a result of the New Deal financial reforms, US banking by the middle decades of the 20th century became incredibly safe—a bank seldom failed from the 1930s through the 1960s—and it also became rather stodgy.  Starting in the 1950s, larger money center banks, sensing dynamic opportunities, began to find ways around the stodginess of New Deal banking regulations and cartelization by means of mergers, one-bank holding companies, and other financial innovations.  Among the innovations were negotiable certificates of deposit and commercial paper issued by bank holding companies to finance greater lending by banks.  These allowed a bank to make any loan it wanted make to by going out to the markets and buying the money to make it, true financial intermediation.  The greatest boon of all was international banking, where US money-center banks discovered all those large foreign holdings of dollars that were undermining Bretton Woods (so-called Eurodollars), looser regulations than in the United States, and markets that craved American capital and financial expertise.  As these banks did more and more of their business outside of the United States, pressures rose on US financial regulators to ease up, end the cartels, and allow greater freedom to US banks.18
The more enlightened reforms of the 1930s related to securities markets, which American governments had pretty much allowed to regulate themselves from the 1790s forward.  Self-regulation continued from the 1930s, but it was buttressed by government oversight.  The great breakthrough came with disclosure laws.  Until the 20th century securities markets were mostly the concern of wealthy individuals and institutions, their bankers and brokers, and the governments and corporations that issued securities.  They were large markets by other country’s standards, but they were not mass markets.  

That began to change early in the century as rising incomes and wealth for the masses drew more and more of them into securities investments.  The masses, however, did not have access to the information, or the power to act on it, that great bankers such as J. Pierpont Morgan and his rich clients did.  As a result, many of them got burned in the 1920s boom and bust.  In the New Deal aftermath, the federal government decided to level the playing field by requiring issuers of securities and the bankers and brokers who sold them to make standardized disclosures of financial information to one and all, in the form of income statements and balance sheets among others.  A new Securities and Exchange Commission became the overseer of the securities industry and securities markets, “Wall Street” for short.  Wall Street at first hated this unwarranted government interference in free markets.  But the Street, in another of the paradoxes that arise in financial history, soon came to like the government intervention.  Securities regulation, especially disclosure, renewed the shaken confidence of the mass investing public.  That investing public grew year by year as the country became ever richer, and they flocked back to Wall Street, sending its profits to previously undreamed of heights.  Today it is estimated that roughly half of the adult population of the United States participates directly or indirectly (through mutual and pension funds) in securities investment.

Full Circle


Since the 1980s, much has happened to make the US financial system state of the art.  Federal finances and debt management, usually strong in US history, have become even stronger.  The dollar is more stable at home and internationally than it was in prior decades.  One who does not trust the government or the central bank to keep inflation under control can, since the late 1990s, purchase from the Treasury or the markets some “TIPS,” that is, Treasury Inflation Protected Securities.

The banking system is solid, and—miracle of miracles—US banks since 1994 can open branches throughout the country, like the first and second Banks of the United States did from the 1790s to the 1830s.  The Glass-Steagall separation of commercial and investment banking was repealed in the 1990s, so banks can again participate in both of these businesses.  Credit is more available, and at lower rates, than it has been in a couple of generations.  

The third Bank of the United States, the Fed, had never had more prestige at home and abroad than it does now, and that appears to be deserved.  Securities markets and corporations, with nudges from elected officials and regulators, are cleaning up some recent messes.  Importantly, these recent messes do not appear to have shaken the public’s confidence in them much if at all.  And confidence is the sine qua non of finance and modern financial systems.


This is a return to a set of conditions happily created for the United States by enlightened financial statesmen more than two hundred years ago.  At that time, the installation of a modern financial system did much to get the country rolling economically, rolling so well in fact that even less enlightened financial leadership in later periods could not much delay the rise of the United States in the world of nations.  US financial history is a political-economy story that Americans and others in less affluent settings would do well to study.  Its lessons of substantial achievements often prompted by government policies, and of financial reversals just as often prompted by government policies, are lessons worth learning.  
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