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Abstract

The paper surveys the literature on the banking system between the 1832 Jackson’s
veto on the renewal of the charter of the Second Bank of the United States to the
1862 Legal Tender Act. In the meantime, the state banking system went on in several
states and free banking system was experienced in others. On the one hand, the
removal of the Second Bank entailed that the payment systems became less federally
integrated. On the other hand, the crises of 1837 and 1857 revealed the need of the
action of the clearinghouses as lender of last resort. The investigation of the system
of plurality of issuers of banknotes, under the state banking and free banking, take
into account the institutional environment at large. Even if the authority of the
government instigated, in a Jacksonian style, decentralization, the payment system
found, by its own, the ways leading to hierarchical structure. The federal government
let a vacuum during period from 1832 to 1862 at the beginning of the Civil War and
the question is to know how the banking system — state baking or free banking —
filled the vacuum.

The Second Bank of the United States and Jackson’s veto

At the end of the Revolutionary war, Alexander Hamilton, the first Secretary of
the Treasury, left the nation with a funded debt (around $72 million in 1790), a Bank
of the Union (created in 1791) and a Mint (1792). The First Bank of the United
States (modeled on the Bank of England, with a 20 years charter, the state owning
one-fifth of its capital) acted as the federal government’s fiscal agent. At the same
time, Jeffersonians thought that the First Bank was not constitutional. Hence, James
Madison, who became president two decades later, did not renew the existence of
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the First Bank at the end of its charter. But during the Anglo-American war (1812-
1815), the need for such an institution re-emerged (the national debt soared to $127
million in 1815). The Secretary of the Treasury of the Madison administration,
Alexander J. Dallas, wrote that “The establishment of a national bank is regarded as
the best, and perhaps, the only adequate resource to relieve the country and the
Government from the present embarrassments; authorized to issue notes, which will
be received in all payments to the United States, the circulation of its issues will be
co-extensive with the Union” (Dallas, 1815, pp. 43-44). In creating the Second Bank
of the United States (in 1816 with a 20 years charter), the aim was to provide the
nation with funds and a uniform national currency. Like the First Bank, the Second
Bank was the sole fiscal agent of the government: through its several branches, it
held the government’s funds in deposit and received taxes due to the government.

After 1823, Nicholas Biddle, the president of the Second Bank, increased the
influence of the institution and its branches by the remittance of bills and drafts
between eastern, southern and western states'. The notes usually migrated to the East
and the Second Bank had a regulatory power (presenting notes to be redeemed,
preventing over-issues)’.

Table 1: Branches of the Second Banfk, 1oans and bills of exchanges, 1825, dollars

vouns. | BYESL
Portsmouth . . . occccrccacccccacccscmceammmmm—————— $437. 000 $5.000
BOSION. v« v e s cccccccccmm e s m e e e — - ————-—- 1. 790, 000 221, coco
Providence .. - e e e i e c e e e me e e e ma—— 440, coo 159, 000
Middletown and Hartford . o v i e necc e ccc e e m e 536, 000 82, coo
b L A UL o T 4.895, coo 223, coo
Philadelphift. < v o e e e ccr e e cccncmem e c e e e 3,723,000 784, 000
PiIttSbUIg . - v e e ccccccmccccm e ce e ee s m s EEm .. 730, coo 85, 000
BaltlMOre . e cccccccccmccccccemcrc e s mm - 4,031, coo aso, coo
Washington . « ccccccccccccccccecccccccc e m e m.——— x,294, 000 41, 000
Richmond. ccccccccccrcccccccencnccenscccnsnannamn-- x, 226, coo 90, coo
NOrfOlK. e crcccccccccmcarmccecnccsccnnccnecasenans- 696,000 |ncccccccccan
Fayetteville. « c e e e e e cccccccccccccccccccccmc e~ 457,000 92, coo
Charleston . . - cccccccreccrm e e c e e e 2,428, coo 367, coco
Savannah. .. .ccccccccccccccccnccerccecrceeesesssncan- 636, coo 150, 000
New OrlcanS. . c ccccccrccccccrecesscnmcsmemeneeeamne- 2,455 ©ooo 1,017, 000
Louisville. . cccccccccccccnncccccccccccccccccccccccaa- 1,069, coo 128, coo
Iexington.ecccecccncccccccccccccccacccsnssccnnssssnwen 1,002, 00O 60, coo
Cincionatl. .. ccccccccacccccccccccccccccccccccccccnaa 1,329, 000 149, 000
Chillicot®. cc v ccmcccccccccnccccccnsarassnasnssanenes 450, coo X1, 000

Source: Dewey (1910, p. 200)

1 “Undoubtedly [Biddle] cultured central banking ideas and policies in the latter 1820’s, but they

wete a pragmatic result of the Bank's position and not the result of a previously determined thesis”
2 “Our paper system, and therefore our currency, is under the control of twenty-four different

legislative bodies, which, although forbidden to issue paper money in the name and on the credit of
the individual States, authorize its issue by the joint stock companies they incorporate. (...) The Bank
of the United States must not be considered as affording a complete remedy, but as the best and most
practicable which can be applied. Its object is (...) to keep their issues within reasonable bounds, and
thereby give solidity and an uniform value to the whole mass” (Gallatin, 1833, p. 461).
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The clearing system speeded up the repayment of banknotes and transformed the
agrarian society. Not a full fledged central bank, the Second Bank located in
Philadelphia increased its power but instigated many critics: local and state banks
resented the limitation of their lending power, “hard money agrarians” were opposed
to paper money. On a national scale, states issued relatively little debt the beginning
of the nineteenth century (and levied few taxes). Land sales (during westward
expansion) and bank charters were the main sources of state revenue.

In 1829, when Andrew Jackson was elected, there were 329 state banks in the
country (against 31 in 1801). The attempt of the new President was to cancel the
national debt. “Hard money” Democrats in their discourses disliked banks — and
above all the Second Bank. “With the advent of President Jackson, the Bank was
gradually drawn into conflict with the Democrats, who saw it as both a symbol and a
means of exploitation by a financial plutocracy, a bank like other banks, only far
larger and thus far more evil. » (Meerman, 1963, p. 379). President Jackson’s priority
about the national debt was achieved in 1835: for two years, the nation held no
obligation to creditors. But this situation weakened the position of the Second Bank.

The national debt and government funds

The extinction of the public debt was anticipated and increased the Democrats’
ire towards banks in general and the Second Bank in particular. Their leader wanted
to neutralize the “monster” (as was labeled the Bank). Indeed, “the President vetoed
the 1832 recharter bill for several reasons, including, of course, his assertion that the
Constitution did not authorize Congress to establish a bank. But he also pointed out
that the bank’s huge capitalization was unwarranted because ‘the public debt . . . has
been nearly paid off, and our revenue will soon be reduced” (Lane 2007, p.69).

Table 2: The United States national debts, 1790-1860, dollars
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Jackson also asked the Secretary of the Treasury to remove the governments’
deposits held by the Bank (two secretaries denied), and to place them into state
banks (the “pet” banks), thus terminating the association between the political power
and the Second Bank. Inevitably, this decision provoked some reaction at the head of
the Second Bank. The exact impact of “Biddle’s contraction” of credit is still open to
discussion (Meerman, 1963; Remini, 1967; Temin, 1969), but the restriction of
discounts extended the bank war on a large scale.

In July 18306, the US government issued an Act (the specie circular) specifying that
land purchases should be completed in gold or silver. Land prices fell abruptly (at the
same time, the Bank of England was increasing its rate of interest, provoking a
capital drain from the US). A “panic” seized financial markets in 1837 and severe
depression of the US economy followed’. After the expiration of its charter in 1836,
the Philadelphia branch of the Second Bank kept operating for some years, but
eventually closed its doors in 1841.

During the depression, federal revenues collapsed. Between 1820 and 1839, the
debts of U.S. states had multiplied more than tenfold (primarily to improve
transportation and develop banks). “The southern states felt that their banking
systems were insufficient, especially after the United States Bank was not
rechartered” (English, 1996, p. 261). During the 1840’s, credit was not available
anymore, and several states could not repay their debts. The Congtress rejected any
intervention trying to “assume” these debts. “The fiscal sovereignty of states, the
other side of the no-bailout coin, was thereby established.” (Henning, Kessler, 2012,
p- 12). As a consequence, in the 1840s, eight states (plus Florida, then a territory),
defaulted.

In sum, according to the founder of the First Bank of the United States,
Alexander Hamilton, the funding of the debt and the organization of the banking
structures were tied. The government owned a part of the capital of the Second
Bank, the Bank acted as a fiscal agent and could regulate the activity of private and
state banks’. Twenty years later, in spite of his animosity towards the First bank,
James Madison had to relive it, because the war of 1812 had increased the national
debt. Nicholas Biddle, at the head of the institution in the 1820’s deepened the
influence of the Second Bank. But Andrew Jackson, extinguishing the federal debt,
thought he could at the same time get rid of “the monster”, creating a vacuum in the
1840’s, at the moment state debts were increasing. We will now see the kind of
reactions this situation created.

3 “By 1843, one quarter of US banks were shut down, overall prices had fallen by more than 40%,
and investment in infrastructure such as canals and railroads had ground to almost a complete halt”
(Roberts, 2010, p. 4).

4 Michel Chevalier, describing the 27 BUS, used the term « Banque centrale » for the first time
(Chevalier, 1834, p.255).
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Consequences of the removal of the Second Bank

Several theses on the impact of the removal of the Second Bank may be discerned.
One thesis holds that the absence of the regulatory control exercised by the Second
Bank created an expansion of the banking sector and of wildcat banking (Schlesinger,
1945; Hammond, 1957; Meyers, 1960). Another thesis points out that the ratio of
specie to bank liabilities remained stable, which did not indicate that the banking
credit sharply expanded but responded to the increase in the metallic reserve due to
capital imports from England (Macesich, 1960; Temin, 1969; Rockoff, 1971). Finally,
several studies provided amendments. Engerman (1971, p. 726) points out that,
under the aegis of the Second Bank network from the late 1820s and early 1830s, the
proportion of specie used by the nonbank public felt to low level (around 15% and
even less) and specie was deposited in the banking system to support the expansion
of bank liabilities. The end of the Second Bank and the panics of 1837 and 1839
contributed to increase the proportion of specie used by the nonbank public (not
falling below 23%). Thus, the absence of the federal clearing system (that the Second
Bank had built from the late 1820s) impoverished the system of payment and the
economization of specie. As a result, the stabilization of the specie ratio after the
existence of the Second Bank is misleading.

Sushka (1976, pp. 828-9) finds that, after the mid-1830s, the demand for bank
notes and demand deposits declined to the benefit of specie holding, given the
interest rate level, meaning that banking behaviour did not become reckless but
rather conservative. Moreover, it is found that the demand for bank notes and
demand deposits became sensitive to the interest rate, which is explained by the
opportunity cost. But the opportunity cost explanation does not discriminate the two
periods—before and after the 1832 veto—and prevailed throughout all the period.
On the other hand, the institutional framework was different and the removal of the
Second increased uncertainty, which explained the sensibility of the demand for bank
liabilities. Whatever the explanation, the following conclusion remained relevant:
“Had a central bank existed, the [increase in the demand for specie] would have been

counteracted by increasing the volume of high-powered money” (ibid).

The Free Banking Era

In the present paper, by “/aissez-faire banking” we mean “free banking in theory”
featured by free entry or liberal chartering in the market of bank note issuing and
insignificant legal restrictions except convertibility at par at the desk of the issuing
banks. By “free banking” we mean “free banking in US history” featured by free
entry in the market of bank note issuing and by significant legal restrictions. In some
extent, free banks in New York were more regulated than chartered banks in
England. The true case of /laissez-faire banking is to be found in private,
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unincorporated or unchartered banks (Sylla, 1976): these banks issued certificates
deposits or drafts in law denominations and get around restrictions related to bank
note issuing. In addition, many states granted liberally charters before 1837 and made
entry in the market of asset notes relatively free, so that it is not sure that the banking
system was more ‘free’ in that banks could not choose at discretion the asset they
purchased in issuing banknote.

Three regulatory components of the free banking laws may be discerned. First,
the bond-collateral requirement: free banks were authorised to issue banknotes after
having purchased eligible public bills issues by states. Second, the convertibility at
par: if the value bond reserve were insufficient to face outstanding banknote
redemption, the bank should bring supplementary capital or default on the payment;
most of the time, banks in difficulty preferred the default option. Third, legal
minimum denominations on banknotes generally set at 5 dollars. Hence, White
(1995) shows how state banking regulation including free banking legislation
attempted to protect note holders after that banking failures from 1837 to 1841 had
mostly depleted the safety fund system.

Knox (1903), Hammond (1957), among others, develop a pessimistic view
according to which free banking experience was a failure (free banks too numerous,
short period of time in business, and free bank notes unsafe with important losses).
The height of the free banking experience was the development of wildcat banking.
Rockoff (1974), Rolnick and Weber, 1983) and Economopoulos (1988) show that
the free banking experiences in the United States were very different and regards the
Michigan and Minnesota experiment as a catastrophe, at one extreme, and the New
York as a relative success, at the other extreme of the spectrum.
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Table 3: Number of free banks, free bank closings, and failures in
New York, Wisconsin, Indiana, Minnesota and Illinois

State Free banks — Free banks with ~ Free banks that  Free banks that
(1) redemption closed Sailed
information (%o of col. 1) (%o of col.2)
(2)
New York 449 445 160 34
(1838-1863) (35,6) (7,6)
Wisconsin 140 140 79 37
(1852-1863) (56,4) (26,4)
Indiana 104 77 89 24
(1852-1863) (85,6) (31,1)
Minnesota 16 16 11 9
(1858-1862) (68,7) (2,2)
Total 709 678 339 104
“47,8) (15,3)
Tllinois 141 140 117 91
(83) 65)
(1851-1860) 24 2
(1861-1863) 93 89

Sonrce : Rolnick et Weber (1983, p. 1085) ; Economopoulos (1988, p. 255).

Regarding the banking and financial relation of the different regions, Bodenhorn
and Rockoff’s (1992) study reveals the integration of the interregional short-term
capital market before the Civil War. In several states, interest rate were close to the
interest rate in New York City, particularly in Massachusetts and Rhode Island (New
England), Pennsylvania (Middle Atlantic), more surprisingly in Virginia and South
Carolina (South Atlantic), and less clearly in Tennessee and Indiana (West). The legal
ceiling on interest rate and the usury penalties in several states (from 6% in New
York, Massachusetts, Pennsylvania, Virginia, Indiana to 7% in South Carolina) did
not explain alone such financial integration with New York insofar as they were also
in operation under the National Banking Act of 1863. The differentials in interest
rate among regions in the 1850s were similar those at the turn of the century, while
the economic and banking forces had completely change in the meantime.

The Clearing House systems

The Clearing Houses such as the Suffolk Bank of Boston in New England from
1824 onwards and the New York Clearing House in the Middle Atlantic from
1853 onwards played an important role in the Fast coast during State and Free
Banking Era. They performed most of the central bank’s functions in organising
multilateral offsetting of bank notes and checks, centralizing part of the money



Free Banking systems: diversity in financial and economic growth, September 4-5, 2014, Lund University

reserve, and issuing in last resort high-powered medium in the form of loan
certificates or interbank deposits. Hammond (1957, p. 554) goes as far as to state
that the Suffolk Bank “was in effect the central bank of New England. It was
doing what the Bank of the United States should and might have done for the

2

country as a whole.” Nonetheless, the Second bank had a nationwide
organization and implemented fiscal functions. Beyond their differences, the
Second Bank and the Suffolk Bank both meet similar difficulties arising from
annoyance of local banks, which were destabilized by the rapid return of their
issue and by the prudential control about their financial sustainability. As a legal
construction or as a spontaneous phenomenon, the central banking system stood
between the evolution of the banking system toward centralization and claims for

decentralization.

Conclusion

With the 1862 Legal Tender Act, the government thoroughly filled the vacuum that
Jackson had created with his 1832’s veto. During the Civil War, the Treasury issued
paper money, the greenbacks, up to $400 million. Moreover, the national debt
increased from $65 million in 1860 up to $2.756 million in 1866. The National
Banking System partly financed the national debt through the bond collateral
requirement, that is, the national banks were authorised to issue up to 90% of the
amount of Treasury bonds after having purchased and deposited them with the
Office of the Comptroller of the Currency. But during the Civil war -or the
Reconstruction period- the federal government did not create a « Third » BUS ...
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