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rreface


At my doctoral dissertation defense two decades ago, Paul Uselding, 
then an assistant professor in the economics department at Johns 
Hopkins, asked a perplexing question. I had just completed a thesis 
on the House of Brown, a firm that emerged as a leader in the 
foreign exchange and letter of credit markets in the United States 
over the course of the nineteenth century. The thrust of his inquiry, 
as I vividly recall, ran as follows: how important was the develop
ment of the American financial system in the economic growth of 
the new nation? Was its early development an absolute prerequi
site; was it something important but not essential; or was it merely 
coincidental to growth in other sectors? Unprepared for such a 
sweeping question in pressure-packed surroundings, I struggled for 
a sensible response. I'm fairly sure that I fudged and took a posi
tion somewhere between the two extremes—critical for success and 
merely coincidental. Of course, I had only the vaguest idea about 
how to respond appropriately because my knowledge of the history 
of American finance still had many huge gaps. To cite one obvi
ous shortcoming, I knew next to nothing about events before 1790. 
Over the past two decades, my store of knowledge on that earlier 
period has increased markedly. 

Now, Paul, it's time to reconvene the examination committee, a 
trio which included Al Chandler for certain and Lou Galambos as a 
distinct possibility. Given the additional time to ponder the question, 
I have moved much closer to a more definitive answer. Be prepared 
for a long meeting, however—days and perhaps even weeks—be-
cause what I have to report encompasses several hundred pages, 
single-spaced, with accompanying endnotes, tables, appendix, and 
bibliography. The short answer is that the institutional infrastruc
ture associated with the financial sector was largely in place and 
functioning exceptionally well by 1815;financial services moved for
ward in advance of the new technologies applied to manufacturing 
and transportation. The financial system that developed during the 

xi 
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nation's first quarter century was instrumental in the success of the 
U.S. economy in the decades that followed, and its roots can be 
traced back to the first three quarters of the eighteenth century. 

Long books require short prefaces, and with that axiom in mind, 
I will try to keep it short and sweet. The acknowledgments are ar
ranged for the most part in chronological order. My initial interest 
in banking and finance was sparked during my student days in the 
M.B.A. program at the University of Virginia in the early 1960s. 
I worked for several years for the Chase Manhattan Bank in New 
York and Seaboard Citizens Bank in Norfolk, Virginia. Later, I 
taught introductory courses in accounting, finance, and statistics at 
Virginia Polytechnic Institute in Blacksburg, Virginia. Relying on 
the sound advice of my colleague Gus Williamson, I left to pursue 
a doctoral degree in economic and business history. Al Chandler 
and Lou Galambos were my mentors at Johns Hopkins, and they 
encouraged me to pursue my interest infinancial history. Chandler 
always expressed much admiration for the work of financial histo
rian Fritz Redlich, his friend and former colleague at Harvard. 

After I had left Johns Hopkins and taken a position at the 
University of Southern California, my interest in colonial finan
cial history was stimulated when I was asked in the mid-1970s to 
review Joe Ernst's book on money and politics during the two de
cades before independence. I wrote a book on the colonial economy 
soon thereafter. Once I had started on this current project in the 
late 1980s, several scholars with similar interests offered encour
agement. Ron Michener and Bruce Smith, two economic histori
ans with conflicting views about colonial fiat currency, shared their 
thoughts, and both read drafts of chapters. At one point or another, 
Naomi Lamoreaux reviewed all my chapters and offered many 
helpful comments. Members of the economic seminar at UCLA 
discussed some of my work, particularly Mary Yeager, Ken Soko
loff, and Jean-Laurent Rosenthal. I got useful feedback from stu
dents as well—especially Robert Jackman, an undergraduate at 
USC who enrolled at Kentucky in 1990 to work with Lance Ban
ning, and from Hans Eicholz, a graduate student working with 
Joyce Appleby at UCLA. Others who contributed in one way or 
another to this project include Don Swanson, Elmus Wicker, Geoff 
Jones, Jacob Price, Mira Wilkins, Peter Temin, Lawrence Officer, 
Eugene White, Dennis Flynn, Gary Walton, Charles Myers, Joyce 
Appleby, John Brewer, Robert Becker, Bruce Stark, Larry Schwei
kart, and Mary Schweitzer. I wrote Don Swanson in September 
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1992 asking him to review the entire manuscript before it went to 
press, but I received a return note from his dean informing me 
sadly about Don's recent death. 

I conducted most of the research for this book at my desk in 
the Henry Huntington Library in San Marino, luckily just a few 
blocks away from my home. Known primarily for its rare literary 
manuscripts, the library's holdings are surprisingly strong in eco
nomic history, including banking and finance. A good many of its 
turn-of-the-century volumes were gifts from the personal library of 
Frederick Jackson Turner, who signed them all, listed the purchase 
price, and wrote frequently in the margins—often in bright red 
pencil. The Huntington staff was exceedingly helpful, and it gra
ciously allowed me to maintain a permanent desk in the stacks next 
to the bookcases filled with the volumes that I regularly needed. 
During my visits to that marvelous library, I learned much about 
history, and current events as well, from informal lunchtime con
versations and during leisurely walks around the beautiful grounds 
with resident and visiting scholars. I want to mention especially 
John Reid, Gordon Bakken, Paul Zall, Tom Purvis, Bill Deverell, 
Michael Engh, Margaret Newell, Lige Gould, Wilbur Jacobs, Jim 
McPherson, and the library's director of research, Martin Ridge. 

At USC I received steady encouragement from colleagues Jack 
Wills and Steve Ross, and from my best friend and regular tennis 
partner for more than a decade, Lloyd Moote. I also want to thank 
the university administration for a generous sabbatical leave in the 
late 1980s that enabled me to dive quickly and deeply into the re
search for this book. 

The staff associated with Ohio State University Press and mem
bers of the OSU history department were uniformly helpful and 
supportive. Editor Alex Holzman solicited the manuscript and 
carried it through to acceptance. The corps of business historians 
at Ohio State—Mansel Blackford, Austin Kerr, and Bill Childs— 
are owed a tremendous debt of gratitude by all active members of 
our profession for creating and sustaining this thriving series and 
for developing an outstanding program at both the undergraduate 
and graduate levels in economic and business history. 

I also want to thank Judy Gladstone for all her love and support 
and to acknowledge her contributions to this book. 





Introduction 
•> •> •> 

T.HIS BOOK focuses on the evolution of financial services from 
1  H the colonial period through the early national era, emphasizing 

their importance in laying the foundation for the future develop
ment of the American economic and political systems. During the 
seventeenth and eighteenth centuries, the British colonies in North 
America made substantial progress in shaping a financial environ
ment that generally provided a fair degree of stability and, secondly, 
fostered steady economic advancement. Partially as a result of im
proved financial services, the rate of economic growth in the British 
colonies, on both an aggregate and per capita basis, was among the 
highest in the world from 1650 to 1775. 

After the achievement of political independence, the expansion 
of financial services continued unabated. Experimentation was evi
dent in virtually every financial market, and improvements became 
more pronounced as the decades passed. A diverse and respon
sive financial sector was one of the great strengths of the American 
economy in the preindustrial era—and thereafter as well. By 1815 
the most institutionally advanced sector of the U.S. economy was the 
broad-based financial infrastructure. A quarter century after the 
formation of the new federal government, incorporated commer
cial banks and insurance companies were numerous and typically 
well managed; in combination, they attracted millions of dollars 
in private investment in their common stock. By comparison, most 
contemporary transportation and manufacturing firms were rela
tively small enterprises, with the majority in manufacturing still 
operating as partnerships or proprietorships. 

1 



2 Introduction 

From the mid-eighteenth century forward, a more sophisticated 
capital market was in the process of emerging, and was progressing 
at accelerating rates. By the early nineteenth century, the market 
accommodated the placement and subsequent trading of the com
mon stock of many financial services firms and, equally importantly, 
the long-term bonds of the federal government. Meanwhile, the 
monetary system, based on the circulation of specie coins and bank 
notes continuously convertible into specie, was generally sound and 
secure—the only exception being the temporary suspension of con
version privileges caused by the economic dislocations surrounding 
the War of 1812. The solid base established in the financial sector 
laid the groundwork for growth and development in other comple
mentary sectors of the economy after 1815. 

This study concentrates largely on the institutional development 
of the American financial services sector from the last decade of the 
seventeenth century through thefirstfifteen years of the nineteenth 
century. New technologies made no significant impact during that 
time; the innovations were exclusively institutional arrangements. 
Most of the services discussed here originated in European finan
cial markets and migrated to Great Britain; thereafter, they crossed 
the ocean to the North American colonies. The study identifies the 
continuities that persisted throughout the colonial, confederation, 
and early national eras, and, when appropriate, it highlights a series 
of innovative departures from financial traditions. 

One of the book's main claims to originality rests on its broad 
chronological sweep. Most previous examinations of American 
financial history have concentrated strictly on the colonial period 
or, alternatively, started with Alexander Hamilton's bold initiatives 
in the early 1790s and moved forward in time. E. James Ferguson's 
Power of the Purse remains one of the few accounts offinancial activi
ties during the intervening confederation years. Within thefields of 
political, social, and intellectual history, overlapping studies of the 
colonial and early national periods have become more common in 
scholarly circles during the last quarter century, and this book adds 
more fuel to that historiographical trend. 

To convey the scope, I chose the term "financial services sec
tor" to describe the breadth of the analysis. That descriptive phrase 
entered the language of business journalists in the late twentieth 
century and was completely unfamiliar to contemporaries two hun
dred years ago. Nonetheless, I was attracted by its comprehensive 
character; financial services sector is an umbrella term designed to 
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unite under its shadow a host of related but varying functions. In 
this book, that umbrella encompasses all of the following: the money 
stock, governmental loan facilities (land banks), commercial bank
ing, and capital markets plus, in a secondary role, the occupations 
of investment banker, stock and bond broker, foreign exchange, 
dealer, lottery organizer, and insurance underwriter. 

Three overriding themes dominate these pages: continuity, 
innovation, and maturation. Governments in North America consis
tently sought to establish financial systems responsive to the needs 
of the population. Most legislatures enacted laws designed to permit 
the wide-scale participation by diverse groups of citizens—both as 
the providers and the consumers of financial services. That legacy 
eventually became a pillar of the Jeffersonian-Jacksonian political 
tradition. 

When economic and political conditions changed, American 
society possessed the flexibility to alter institutional arrangements 
within thefinancial sector. Almost immediately after independence, 
the general movement was from public to private control of money 
and banking. In the colonial era, provincial legislatures were di
rectly involved in the provision of financial services; but in the 
1790s state governments retreated, in part because of constitutional 
restrictions. Private enterprises were granted greater leeway, and 
entrepreneurs took advantage of the opportunities to create new 
institutions. 

The revolution infinancial services moved ahead at a faster pace 
than corresponding revolutions in transport, energy, and manu
facturing. Even before independence, colonial legislatures were 
innovators in the use of fiat currency—a form of government-
issue paper money unconvertible into coin at fixed exchange rates. 
A healthy share of those monies entered the economy through 
government-owned mortgage loan offices, which made long-term 
loans in moderate amounts (the maximum sum was restricted by 
law) to private citizens secured by real estate. Most borrowers used 
the funds to increase productive assets, including more land, new 
barns, fences, tools, livestock, and the contracts of bonded workers 
—both indentured servants and slaves. 

The use of fiat currency was a departure from monetary tra
ditions in the mother country. Fiat paper had an unsavory repu
tation in Europe and was not a component of the money stock in 
Great Britain. Its issuance in the colonies was regularly challenged 
by imperial officials, who nevertheless reluctantly approved most 
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emissions after warning of the dangers of depreciation and the 
potential for financial catastrophe. In several colonies, primarily in 
New England, fiat monies did in fact lose most of their purchasing 
power; they were steadily withdrawn from circulation under parlia
mentary directive after 1751. But in the middle colonies and every 
southern colony except North and South Carolina, fiat currency 
never succumbed to spiraling depreciation. Instead, it continued to 
play a positive role in facilitating everyday trade and served as a 
fairly reliable store of liquid wealth. 

Fiat currency also provided the mechanism to finance approxi
mately two-thirds of the cost of the War for Independence. The 
solid reputation fiat currency had established during the third quar
ter of the century allowed it to provide sufficient purchasing power 
to carry the American military forces through the first five years 
of the war—a notable achievement critical to the final victory. Al
though fiat currency, both the congressional and state varieties, 
depreciated irreversibly from 1778 to 1780 and finally fell to less 
than 1 percent of face value in relation to hard monies, in the post
war decade seven state legislatures voted for its reissuance. Only 
the constitutional prohibition on direct state emissions of currency 
after 1789 eliminated it as a component of the money stock. 

Other innovative features of the colonial economy were the birth 
of a market for short-term government debt and expanded marine 
and fire insurance. After the parliamentary ban on their fiat cur
rency issues, the New England colonies financed periodic budget 
deficits through the direct sale of treasury bills, with maturities 
ranging from one to five years, to private investors. Prior to 1750 
investors seeking a safe harbor for their capital had little choice 
but to invest their savings in real estate, make well-secured mort
gage loans to neighbors, or hoard specie—a sterile, unremunerative 
asset. Treasury bills, which typically paid interest at the legal limit, 
were a new investment vehicle. They provided the seed bed for 
the broader capital market that emerged in the last decade of the 
century. 

The insurance market also witnessed substantial development 
during the eighteenth century. Initially, American shippers ar
ranged marine coverage through their London agents. Syndicates 
of underwriters operating from waterfront coffeehouses, of which 
Lloyd's was the most famous, accepted the risks associated with 
overseas trade. Beginning in the second quarter of the eighteenth 
century, independent American underwriters began to cover the 
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risks on shipments to the Caribbean and southern Europe, plus 
intercoastal routes. A decade or so later, Benjamin Franklin spear
headed the movement to establish the first successful American fire 
insurance company in Philadelphia. That firm was organized as a 
nonprofit, mutual enterprise—another American first. 

As a result of advances and refinements dating back centuries, 
but more pronounced after 1650, the fundamental techniques of 
insuring ships and buildings, plus their contents, against various 
hazards were generally well understood by the last quarter of the 
eighteenth century. In the colonies the indigenous institutional 
framework was woefully deficient, although a few American under
writers entered the market beginning in the 1720s. This arrested 
financial sector was transformed after independence; the U.S. in
surance market literally exploded. Numerous state-chartered com
panies, with millions of dollars in equity capital, began operations 
between 1790 and 1815, and with the blessings of political leaders 
of every stripe. Generally speaking, those firms engaged in marine 
and fire insurance (but not life insurance) had already traveled far 
down the road to maturation on the eve of the War of 1812. 

The adaptive and innovative character of the American financial 
system was likewise evident in the movement toward the privatiza
tion of currency issuance in the postwar era. Firms issuing monies 
convertible into coin at the holder's option were commonplace in 
Great Britain by the mid-eighteenth century, but similar enter
prises had never been sustained in the colonies. In the 1780s state-
chartered commercial banks with transferable shares opened their 
doors in three states—Pennsylvania, New York, and Massachusetts. 
The chartered banks endured some controversy during their first 
decade of operations, especially in Philadelphia, but all carried out 
faithfully their responsibility to provide a sound currency, and they 
operated profitably. Based partially on the success of that experi
ment, chartered financial institutions assumed total responsibility 
for providing the American public with paper monies in the 1790s. 
Although state legislatures were required to abstain from the issu
ance of fiat currency after ratification of the Constitution, they often 
joined private citizens in acquiring shares in the commercial banks 
operating within their borders. The federal government made the 
greatest public investment in commercial banking when it took 20 
percent of the equity in the Bank of the United States. Mixed enter
prises, partially private and partially public, were commonplace in 
the early national era. 
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Continuing their bias in favor of wide-scale citizen participa
tion and access to financial services, a legacy from colonial times, 
Americans opted for a decentralized, atomistic system of commer
cial banks linked closely to their communities. Many of the initial ob
jections to the creation of a well-capitalized, centrally administered, 
and federally chartered national bank dissipated in the first year 
after the board of directors voted to spread the benefits geographi
cally throughout the nation by opening a chain of branch offices. 
The branches received capital allocations from the Philadelphia 
office; branch capital grew over time and eventually exceeded the 
amount retained at headquarters. Meanwhile, the branches func
tioned largely independently of central control. Each branch's local 
board of directors made loans strictly to local customers. 

In the state systems, intrastate branch banking sprang up in 
some areas, but even the most ambitious institutions rarely operated 
more than three or four satellite offices. The most common orga
nizational form was the single-unit banking enterprise. Federalists 
and Republicans alike agreed on this basic concept—namely, the 
importance of local control over commercial banking services. The 
scattered institutional pattern persisted in the United States well 
into the twentieth century. Interestingly, no other nation around 
the world chose to imitate the fragmentation of the U.S. banking 
system—another fact lending support to historians who argue the 
uniqueness of the American experience. 

The American capital market that sprang forth in the 1790s was 
composed of government bonds and the equities of private banks 
and insurance companies. The bonds, which totaled approximately 
$70 million face value, were remnants of the leftover debts incurred 
in fighting the War for Independence. The long delay in repay
ing the principal ran counter to the policies implemented by most 
colonial legislatures following the largest previous military confron
tation in North America—the Seven Years' War. In the 1760s the 
thirteen colonies had increased taxes, and aided by reimbursements 
from Parliament, the majority set out to retire the bulk of their out
standing debts within a decade or so. Most colonies actually accom
plished their goals or at least made substantial progress in reducing 
their outstanding obligations. 

In the 1780s most states hoped to duplicate the success of their 
efforts a generation earlier. Legislative factions that felt a height
ened sense of urgency passed joint taxation and debt retirement 
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acts designed to put a huge dent in their respective indebtedness by 
the end of the decade. Many states tentatively adopted optimistic 
plans to eliminate their entire public debt by the mid-1790s at the 
very latest. Generally ignoring the pleas of the Continental Con
gress for financial contributions to help service the federal debt, the 
several states decided instead to draw on local resources to make 
inroads on local obligations. 

The urgency factions in state capitals justified programs of high 
taxes, huge budget surpluses, and systematic debt retirement on 
several grounds. They argued that accelerated principal repayment 
would save taxpayers money in the long run by reducing the aggre
gate revenues spent on interest. Other anticipated societal benefits 
included fewer opportunities for speculation in the public debt. By 
retiring the public debt promptly, citizens would also discourage 
the emergence of a permanent monied class—a group of allegedly 
unproductive parasites who owned a disproportionate share of the 
public debt and lived off the interest income, generation after gen
eration. Those classes were prominent in allegedly corrupt Euro
pean states but were unwelcome in the new United States. At the 
national level, Jeffersonian Republicans adopted most of the prin
ciples of the urgency factions in debates about how to service prop
erly the nation's wartime debts. 

Urgency factions took the lead in most states, but after the mid
17808 they backed off and gave way to the gradualist position— 
everywhere, that is, except in Massachusetts. The size of the public 
debt after the War for Independence was many times greater than 
what had accumulated during the Seven Years' War, and the taxes 
necessary to extinguish it were burdensome. Even raising enough 
revenues to maintain interest payments was difficult; retiring the 
principal with dispatch required too much sacrifice over too long a 
time. Some states, like Virginia, made progress for one or two years 
but then decided to maintain the status quo. 

Gradualists, like Alexander Hamilton in New York, argued that 
the emphasis should be placed on generating only sufficient tax 
revenues to meet recurring interest obligations. The retirement of 
principal should proceed slowly, extending over a quarter century 
or more. Federalists rejected Jefferson's axiom that each generation 
should assume the entire financial burden for the military expen
ditures it had incurred. Correspondingly, Hamilton hoped a per
petual national debt would provide the core for an American capital 
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market that might eventually rival London. The financial strain on 
citizens in the late 1780s allowed Hamiltonian strategies to come to 
the fore at both the federal and state levels in the 1790s. 

Massachusetts was the exception in that context. The urgency 
faction adopted a plan to retire the state's public debt over a five-
year period starting in 1785. When citizens protested the acceler
ating taxes and threatened revolt, the state government refused to 
budge. Shays' Rebellion was the result. The outcome was a conse
quence of political miscalculation and gross fiscal mismanagement, 
pure and simple. Given the unprecedented magnitude of the pub
lic debt, patience and good common sense were seriously lacking 
within the legislative leadership. The irony remains that if Massa
chusetts had waited until the congressional committee charged with 
settling wartime debts among the thirteen states had finished its 
work, which finally occurred in 1793, the legislature would have 
learned that its creditor position was sufficiently large to cover all 
the state's wartime obligations. In truth, heavy local taxation was not 
required—not in Massachusetts, a state that had done more than 
its share on a per capita basis to aid the cause. The intervening fed
eral assumption of the states' outstanding debts was not a necessary 
condition for that result. Federal assumption represented a pre
emptive advance payment, so to speak; Massachusetts would have 
received overwhelming financial relief from the national govern
ment three to five years later in any event. The preceding nutshell 
analysis provides only a preview. How the complex events, with all 
the elements of a comic-tragic opera, transpired in Massachusetts 
during the 1780s consumes an entire chapter of this volume. 

Once the state and federal debts were consolidated in the early 
1790s, the American capital market blossomed. The prices of the 
new federal bonds rose as the confidence of investors in the govern-
ment's ability to sustain interest payments strengthened. Shares in 
the Bank of the United States came on the market soon thereafter 
and were gobbled up by eager investors. State-chartered commer
cial banks and insurance companies floated stock issues as well; the 
new firms were generally profitable and paid regular dividends, 
which supported the value of their securities. Once Jefferson as
sumed the presidency and actually began to retire the federal debt 
in earnest, the reputation of American securities received an added 
boost. 

What emerged in the first decade of the nineteenth century 
was essentially a Jeffersonian-Hamiltonian hybrid. The nation pos
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sessed a maturing capital market, fulfilling Hamilton's dream, but 
its core steadily shifted away from public bond issues, which drew 
on tax revenues, toward the securities of a multitude of private 
firms, most of which were concentrated in the financial services 
sector. They operated under charters issued by state governments 
that periodically expired and thus became subject to renegotiation, 
thereby making the enterprises accountable to the general public. 
No highly visible monied class—no easily identifiable group of ren
tiers living in perpetual luxury off the proceeds of government 
interest payments—arose in American society. 

Meanwhile, the maturation of the financial services sector was 
a mutually supportive and reinforcing phenomenon. The successes 
of the U.S. Treasury's debt retirement program as well as the opera
tions of a host of private financial enterprises—not generally manu
facturing and transportation firms—invigorated the institutional 
structure of financial markets, broadly speaking, and lubricated 
the wheels of commerce. Financial firms and corresponding finan
cial markets—in the latter case, for example, securities trading and 
foreign exchange transactions—progressed in parallel during the 
nation's first quarter century. Improved and expanded financial ser
vices became the first pillar in the underlying infrastructure of the 
American economy. 

Although this volume was not written with the intention of test
ing the applicability of broader theories about the links between 
republican and capitalist ideology in the early national era, espe
cially the hypotheses advanced by Joyce Appleby about the market 
orientation of Jeffersonian Republicans, the compatibility of many 
of those revisionist concepts and the conclusions of this study are 
undeniable. Regarding the shape and character of the emerging 
financial services sector, many leaders of the two major political fac
tions shared similar values and attitudes. They agreed by and large 
on the following: the importance of establishing a sound monetary 
system—(convertible bank notes were not controversial after 1790); 
the importance of local control over local financial institutions; the 
importance of widespread access to financial services; and the im
portance of meeting the government's legitimate debt obligations, 
with only the timing of principal repayment a matter of debate. 

After 1795, Republicans were as entrepreneurial as Federalists 
in seeking state charters for commercial banks and insurance com
panies. Once they realized that commercial banking would evolve 
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as a decentralized system, most Jeffersonians modified their com
plaints about the dangers of privatization. Once they could see that 
the national debt was not destined to climb to new heights and at
tract thereby a swarm of speculators and stockjobbers, most Jeffer
sonians welcomed the emergence of a functioning capital market 
that financed new enterprises and provided liquidity for persons 
seeking to adjust their investment portfolios. Reservations about 
the constitutionality of the First Bank of the United States admit
tedly lingered, but the congressional refusal to renew the federal 
charter in 1811 should not be interpreted as anything more than a 
Republican repudiation of Hamilton's centralizing principles. The 
financial services sector that developed in the early national era 
was compatible with the ideological outlook of the vast majority of 
Americans. After the turn of the century, its development reflected 
the expressed goals of Jeffersonians and Hamiltonians alike. 



• • • 

Fart I

The Colonial Era 





1

The Coinage System 

• ! • •> •> 

JLRIMARILY THROUGH its supervision of the coinage system for the 
British Empire, Parliament exercised control over the monetary 
systems of its North American colonies from their founding in 
the seventeenth century. Great Britain's policies in the western 
hemisphere were highly arbitrary, but consistent with policies in 
other parts of the empire. Parliament forbade the private export 
of English coin overseas,1 yet it simultaneously refused to allow the 
permanent establishment of an overseas branch of the royal mint 
to meet the monetary needs of the local population.2 As a result, 
the colonists were forced to resort to the use of foreign monies, in 
particular silver coins minted in Mexico and other parts of Spanish 
America. 

By exercising control over the coinage, Parliament was operating 
in traditional governmental fashion. Regulating the composition of 
the money stock had been a function of strong governments around 
the globe for centuries. At least three major reasons for establishing 
a stable monetary system were evident: to create a uniform mea
sure of value for the maintenance of accounts such as tax revenues 
and governmental expenses; to provide a convenient store of value 
(purchasing power) for governments and persons wishing to hold 
liquid wealth; and to provide a convenient medium of exchange for 
routine transactions in goods and services. An economy with a func
tioning monetary system was able to avoid many of the uncertainties 
and inconveniences associated with barter and payment-in-kind of 
all varieties. 

For the purposes of storing liquid wealth and accommodat

13 
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ing very large financial transactions, governments usually created 
a series of high-value coins that were never expected to circulate 
widely within the economy. For the purpose of facilitating routine 
daily transactions, on the other hand, governments authorized the 
minting of coins with intermediate and low values. The physical 
volume of the lesser coinage was typically very great, yet even when 
considered together, their total value still comprised only a small 
percentage of the overall monetary stock. (Comparable units in the 
modern era might include $1 to $20 bills in the intermediate range; 
and quarters, dimes, nickels, and pennies in the very low range.) 

Money was normally defined in terms of metallic units. Govern
ments authorized the manufacture of coins at officially sanctioned 
mints from several metals—ranging from gold, the scarcest and 
thus the most valuable by weight, to silver, the next most valuable, 
and, at the bottom of the scale, to lower valued coins minted from 
metals such as copper, tin, and lead. Even high-value coins were not 
pure gold or silver but alloyed with less valuable metals in order to 
harden their texture and increase their durability. 

To determine the proper relationship among its coins, every 
government established a fixed ratio for the value of one metal vis-
a-vis every other metal in its monetary system. It then authorized 
the establishment of a mint, or several mints, to produce coins that 
were recognized as the legal medium of exchange for monetary 
transactions within its territories. The value of a coin authorized 
for manufacture from a specified weight of a given metal was called 
the mint ratio. It represented the value of the coins that holders re
ceived in payment upon presenting a specified amount of the metal 
to the mint; the coinage rate became that metal's mint price in the 
domestic economy. 

In addition to its mint price within a given country, every metal 
always had an alternative valuation—its value on the open market, 
first, for nonmonetary uses and, second, and more importantly, 
for export out of the country as bullion to competing coinage sys
tems in other countries. The second valuation was the metal's market 
price—a figure that fluctuated over time and that was rarely pre
cisely in unison with the fixed price paid at the mint. The existence 
of differentials in the mint price, or the official internal price, and 
the market price, or the export price, for precious metals is a fac
tor that complicates greatly all discussions of monetary systems and 
frequently leads to much confusion in historical accounts. The con
fusion is compounded by the fact that, beyond its own borders, one 
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government's mint price was merely one of many components in
fluencing the market price for a specific precious metal on world 
markets. Mint prices were singular prices determined by govern
ment decree and operational only within its jurisdiction, whereas 
market prices overseas were the outcome of hundreds of competing 
economic forces and subject to wide fluctuation. 

Although governments exercised the power to establish the mint 
ratios for their respective coinages, they were unable to control pre
cisely the aggregate size of the money stock circulating within their 
economies. Monetary developments beyond their borders had a sig
nificant impact. The amount of money in circulation in a given econ
omy reflected, in part, the volume of designated metals brought to 
the mint from all sources for conversion into coin. Normally, there 
were no upward limits placed on the size of the coinage since every
one assumed that increasing the monetary stock was generally a 
positive factor contributing to economic growth. 

The sources of specie were varied. Some metal arriving at the 
mint had been recently mined, but in other instances it represented 
amounts extracted from coins—domestic and foreign—already in 
circulation either by clipping their edges or melting them down. 
(Clipping generally declined with the introduction of milled edges, 
which occurred in England in the 1660s.) In many coinage sys
tems, little precious metal was mined in the home market, thus most 
specie entered the money stock from overseas. England is a prime 
example of such a country since it contained few easily accessible 
deposits of gold and silver. 

The maintenance of an enduring monetary standard, with fixed 
values among coins, proved difficult for all governments. No single 
country was able to manage its coinage in isolation from the influ
ences of immediate neighbors and all other countries with which its 
citizens regularly conducted commerce, including countries thou
sands of miles across the seas. Precious metals were easily stored 
and transported, and gold and silver gravitated over time out of 
those regions where their respective coinage values were relatively 
low and into areas where one or the other was valued more highly 
for monetary purposes. Because the international flow of metals 
was impossible to control in the long run, alterations in the mint 
prices in one country affected the supply of metals available for con
version into coin elsewhere, and thereby the size of money stocks 
in other territories. In other words, how one country managed its 
coinage system influenced the volume and price of metals available 
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for inclusion in the monetary systems of others. The larger the size 
of a given monetary system, the greater its influence overseas. In 
short, governments participating in the development of organized 
monetary systems functioned and responded like participants in 
oligopolistic markets generally. 

The volume of coins in all the world's monetary systems com
bined also varied considerably from century to century, both in 
terms of aggregate supplies and specific metals. The discovery of 
metallic ores was sporadic and unpredictable, but new sources were 
frequently located in various parts of the globe. As the centuries 
passed, the metal extracted from ores increased because of techno
logical improvements leading to higher yields per ton. While new 
discoveries and higher yields acted to increase the supply of metal 
available for coinage, on the opposite side of the equation other fac
tors were at work shrinking the available supply. The demand for 
metals for nonmonetary purposes, such as the use of silver in craft
ing tableware and art objects, was one factor—albeit a minor one— 
in decreasing supplies available for minting. The mundane forces of 
excessive wear and tear, plus the outright loss of bullion and coins 
on land or at sea, had a greater role in depleting supplies. 

In establishing a coinage system, governments aimed at setting 
a somewhat higher price at the mint for a given metal than its 
prevailing market price. The pricing policy was necessary because 
whenever the market price of a given metal exceeded its value at 
the mint, not only was little forthcoming for conversion into coin 
but the existing coinage was steadily melted down by individuals 
and sold overseas as bullion if the differential was great enough. 
In establishing and maintaining a sound monetary system, govern
ment officials engaged in something of a balancing act. They tried 
to set a mint price high enough to guarantee the maintenance of the 
country's coinage but not a price so high that it gave local miners 
and bullion importers the opportunity to reap windfall gains. 

Over time, however, difficulties invariably arose for coinage sys
tems because of fluctuations in the market prices for silver and 
gold. When thosefluctuations were great enough and persisted long 
enough, a country's coinage was threatened, and to meet that dan
ger, its rulers had to consider readjustments in the structure of 
prices at the mint. Otherwise, they faced several undesired con
sequences. If the mint price for either gold or silver, or both, re
mained far above the market price, then constant inflows of specie 
created inflationary pressures. If, on the other hand, the mint price 
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was far below the market price, continual outflows caused a serious 
depletion of the coinage. In some countries the depletion problem 
was so great that the coins of foreign nations became an important 
component of the domestic money stock. Foreign coins were some
times even officially recognized as a legitimate and even unrefusable 
form of domestic payment. (An unrefusable form of money is de
fined as legal tender, meaning that it must be accepted by recipients 
in the payment for goods and services as well as in the settlement 
of debts.) 

Rarely did any two countries establish identical schedules of 
mint prices for the two most valuable metals, gold and silver. Mean
while, any country that maintained a mint price for either metal 
sufficiently below the prevailing market price, meaning low enough 
to cover the cost of overseas transport, experienced a steady loss 
of that metal—called a drain in monetary circles—to other coin
age systems. As a rule, most nations ended up with mint prices that 
overvalued one of the two most precious metals and undervalued 
the other in relation to prevailing market prices. 

The net result was that most European monetary systems in the 
early modern period had a tendency to become centered on either 
gold or silver. Bimetallism, or the continual minting and widespread 
circulation of both gold and silver coins, was functional only if a 
country was willing to make frequent adjustments in mint prices. 
The French were among the most devoted to the concept of bi
metallism. By making a series of adjustments in the mint price of 
silver, the government was reasonably successful in keeping in cir
culation coins produced from both metals during the eighteenth 
century. Elsewhere, as a result of uncontrollable changes in relative 
market prices for gold and silver or because of deliberate readjust
ments in their mint ratios, countries shifted back and forth numer
ous times between gold and silver as the primary component of their 
monetary systems. England will emerge as a prime example in that 
category. 

By the same token the general price level throughout Europe, 
and later the western hemisphere, was likewise governed by outside 
forces, which no single government could control. Price movements 
reflected changes in the size of the total money stock over time rela
tive to changes in the overall output of goods and services. Price 
stability existed when the money stock and the size of the European 
economy moved forward, or backward, in unison. During some eras 
both moved ahead at a slow, steady pace, producing steady prices, 
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whereas in others the money stock accelerated at a faster pace than 
the expansion of the European economy, resulting in constant in
flation. Because gold and silver were easily transferred across bor
ders and because no government was prepared to renounce those 
two metals as the base of its monetary system, every country with 
an active market economy was affected by general trends in the 
regional price level. 

Even when a country's mint prices were well managed to pro
mote long-term monetary stability, periodic fluctuations in the size 
of the domestic stock of money could still occur because of a tem
porary disequilibrium in the overall balance of trade. A persistent 
trade deficit, for example, could lead to an outflow of specie as 
importers attempted to settle their accounts with overseas creditors. 

The normal mechanism for balancing a country's overseas deb
its and credits came about through the transfer of bills of ex
change drawn in various currencies—not the transport of specie. 
Bills of exchange were financial instruments very similar to post
dated checks. Merchants and their customers typically used bills of 
exchange to settle accounts associated with shipments taking weeks 
or even months to reach their destination. So long as the value of 
imports and exports was reasonably balanced over a period of years, 
the relative prices of bills of exchange drawn in the leading world 
currencies in the seventeenth and eighteenth centuries remained 
fairly stable. 

If, however, a given country accumulated too many overseas 
debts and foreign creditors suddenly demanded repayment, then 
the prices of bills of exchange drawn in currencies of creditor 
nations typically rose. At some point, determined largely by the 
cost of transporting precious metals, debtors would refuse to pur
chase additional bills of exchange af the prevailing high prices. 
They began to shift instead to the shipment of gold or silver, either 
in bullion or in coin, which was always an alternative means of 
international payment. When large numbers of debtors substituted 
precious metals for bills of exchange in the settlement of interna
tional accounts, their country (or colony in the American context) 
experienced a steady drain of specie that depleted the domestic 
stock of money. 

As a rule, however, an adjustment mechanism soon came into 
play that would reverse the direction of the flow. The prices of 
foreign goods climbed so high that imports were sharply cur
tailed; meanwhile, domestic prices fell sufficiently low to generate 
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an expansion of exports. Correspondingly, the demand for foreign 
monies to purchase new goods and to settle existing debts dropped 
off, and the prices of foreign bills of exchange, in turn, declined. 
The outflow of specie halted. As foreign bill prices continued to 
fall, gold and silver began to flow back into the country, thus re
plenishing the domestic stock of money. Within months or several 
years at most, the cycle had come full circle. All the movements 
of goods and financial instruments across state borders—the on
going adjustments and readjustments—were possible without the 
necessity of altering the mint prices for gold and silver so long as the 
market prices for those precious metals did not undergo a lasting 
realignment. 

This complicated, self-correcting mechanism—involving the 
relative prices of bills of exchange in several currencies and linked 
to specie flows in and out of a given economy—occurred at fairly 
regular intervals in Europe and in the colonies maintained by the 
European powers in the western hemisphere. 

English Coinage 

During most of the seventeenth century, silver was at the base of the 
monetary system in Great Britain. As a result of the implementation 
of recoinage legislation in the 1690s, however, the nation shifted 
abruptly to gold. Because the market price for silver was consis
tently higher than its mint price after 1697, very little silver arrived 
at the English mint for conversion into new coins. Meanwhile, the 
existing silver coins, many in deteriorating condition, were steadily 
removed from circulation. Silver was exported to India and the Far 
East where it had more purchasing power than in the British mar
ket and in most locations in Europe. In much of Asia from eight to 
ten ounces of silver equaled one ounce of gold, whereas in Europe 
the exchange ratio was in the range of thirteen or fifteen ounces 
of silver to one ounce of gold. The price differential resulted in a 
continuous outflow of silver to the Far East. 

The outflow could have been halted, or even reversed, if Par
liament had decided to change the mint ratio and devalue its silver 
coinage. But following a lengthy debate in the 1690s, in which John 
Locke was an important participant, it rejected that option. Locke 
was instrumental in convincing political leaders of the logic of the 
"bullionist" argument, which was based on abstract principles. It is 
an argument often encountered in the American setting as well, but 
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more often in the nineteenth century than the eighteenth. Locke 
claimed that gold and silver had traditionally fixed values, at home 
and abroad, and that any governmental policy that tried to alter 
those values was destined to be ineffective and self-defeating. 

Equating the value of coins strictly with their metallic content, 
Locke asserted that the English government possessed insufficient 
power to exert control over the composition of its coinage in the 
long run. Locke was so persuasive that a majority in Parliament 
voted to insist upon a recoinage of the existing silver coins at the 
former mint price: sixteen ounces of silver was equal to one ounce 
of gold. For our purposes here it is not critically important whether 
Locke's assertions about absolutes in determining coinage values 
were valid or specious. What did matter is that the value Locke in
sisted upon in 1695 was substantially below the prevailing market 
price for silver outside the British Empire. Thus, the implementa
tion of his master plan to restore silver to its proper role in the 
English financial system had very much the reverse outcome. The 
net effect was to halt the minting of silver coins in England and 
reduce by approximately one-half the number in circulation by the 
end of the eighteenth century.3 

Nonetheless, the policy's overall effect on the English economy 
and the functioning of the monetary system was not highly detri
mental because the de facto abandonment of silver stimulated, in 
turn, the production of gold coins in amounts totaling in the mil
lions of pounds. Supplemented by bank notes issued by the Bank 
of England after 1694, the total money stock of England changed 
hardly at all during the 1690s. The money stock for 1693 is esti
mated at £21.5 million, with silver accounting for 61 percent of the 
total; five years later the money stock had actually risen to £22.8 
million, with gold coins already surpassing silver in total value.4 The 
rapid and relatively smooth shift from silver to gold as the primary 
metal in the coinage system illustrates again the flexibility and re
sponsiveness of the European monetary markets to shifts in relative 
prices for gold and silver at domestic mints. 

The gold coins minted in Great Britain were, as elsewhere, so 
high in value that few actually circulated widely among the general 
public. The most commonly minted gold coin was called a guinea; 
it was worth twenty-one shillings and six pence until 1717, when on 
the advice of Isaac Newton, the new rate became twenty-one shil
lings alone. A guinea represented more than a week's income for 
the typical English worker. The coins concentrated in the hands of 
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wealthy landowners and merchants or rested behind the doors of 
government vaults. By modern standards, therefore, the operation 
of the monetary system in the seventeenth century was highly un
usual because the nation's basic monetary stock, which determined 
the general level of domestic prices, was centered on a metal so 
valuable that common people had little personal contact with it. Yet, 
no matter how low their station in life, everyone knew gold coins 
existed and, moreover, that they were the supreme monetary unit 
in England. Still, most of the population never actually possessed a 
guinea throughout their lifetimes. 

The everyday mediums of exchange for the general English 
population in the eighteenth century were the dwindling supplies 
of silver coins from the major recoinage of the 1690s plus the coin
age minted regularly from less valuable metals such as copper, tin, 
and lead. Although more numerous in quantity than coins minted 
from precious metals, the low-value coins, called as a matter of con
venience "token" coins, comprised only a small fraction of the ag
gregate money stock. Issued in amounts ranging from one shilling 
(twenty shillings = one pound) to pence (twelve pennies = one shil
ling), and even as low as halfpennies and farthings (one-fourth of a 
penny), the coins were the closest equivalent to our modern nickels, 
dimes, and quarters. By rough estimate—to provide some idea of 
the magnitude of the amounts involved—a silver coin valued at one 
shilling was worth from $3.00 to $3.50 in 1990 U.S. dollars, while 
an English halfpenny would have been worth from $.10 to $.15. 

Throughout the eighteenth century, the English economy ap
parently had an insufficient quantity of low- and intermediate-
denomination coins to facilitate everyday, routine transactions. 
Complaints about the unavailability of monies were frequent among 
the middling and lower classes. The most serious shortage occurred 
in coins of intermediate values, ranging from around six pence up 
to five shillings or thereabout. In England, and throughout Europe, 
silver was universally the favored metal for the production of coins 
of intermediate values. The reason for the scarcity of silver coins 
was, to repeat, the consequence of the recoinage laws passed in 
the 1690s. 

Meanwhile, thousands of very low-valued token coins were is
sued not only by the national government but also by municipal 
and private mints. Since the face values of token coins invariably 
exceeded the market prices of their respective metals, counterfeit
ing was a persistent problem in England and elsewhere. Indeed, 
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monetary historians have estimated that, in the middle of the eigh
teenth century, more counterfeit token coins were probably in gen
eral circulation in England than their legal counterparts issued by 
authorized government mints. 

Beginning in the 1670s, Parliament sponsored various issues of 
copper coins, and they soon became the most common form of 
money held by the general population. Counterfeiting became so 
pervasive, however, that copper coinage was suspended at the gov
ernment mint in 1754. By the late eighteenth century, the existing 
copper coinage was deteriorating rapidly and the government had 
authorized nothing to take its place. Some contemporary observers, 
among them Adam Smith in 1776, suggested that silver be reintro
duced into the English monetary system on a large scale by grossly 
overvaluing it at the mint and alloying it with lesser metals to pro
duce a series of medium- to low-value coins. But nothing was done 
at the time because, according to the late British monetary historian 
Sir Alfred Feavearyear, "there was still a sacredness attaching to the 
metal which had been for so long standard . . . and no willingness 
as yet to see the silver coins degraded to mere tokens."5 In other 
words, the power of the bullionist argument, advanced so force
fully by John Locke three quarters of a century earlier, still had 
tremendous influence over public officials. 

Colonial Coinage 

How does the preceding discussion of the status of the coinage sys
tem in Great Britain relate to the situation in the colonies? It is 
necessary to dispel the commonly held view, prevailing at the time 
and for decades thereafter, that American complaints about the 
absence of monies in the domestic economy represented a unique 
situation and a burden imposed maliciously upon the colonists by a 
tyrannical Parliament. In truth, the situation in the mother country 
was just as bad—and perhaps even worse. Throughout the period, 
English farmers and small merchants constantly complained about 
the paucity of convenient mediums of exchange for everyday trans
actions. But they received little relief from British political leaders 
who remained faithful to abstract principles about the role certain 
metals ought to play in the coinage system above all other prac
tical considerations. (Until the United States officially renounced 
the linkage between the dollar and gold in 1971, similar attitudes 
about the intrinsic value of that precious metal and its proper role 
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in the monetary system was a part of the American economic and 
intellectual heritage as well.) 

Meanwhile, the colonists repeatedly claimed that the existing 
supply of silver coins purposely was being drained away to the 
mother country. That allegation was partly true since much of it 
did eventually cross the Atlantic to settle colonial debts. But most of 
the silver did not remain in England to bolster the local monetary 
stock as alleged; rather it was reexported to the Far East to pay, in 
turn, for British imports. Likewise, the complaint that Parliament 
maintained an inferior coinage system in its North American colo
nies was valid, but the government performed equally poorly at 
home. Its monetary policy should not be judged, therefore, as an 
instance of parliamentary discrimination against the colonies but 
rather as one more example of its indifference to complaints arising 
throughout the empire about the inadequacy of the coinage. 

Parliament expected its American colonies to rely on foreign 
coins for a local medium of exchange, particularly Spanish coins 
minted in the western hemisphere. Given the ample supplies of new 
monies generated in the New World, that policy was reasonable and 
sensible. Millions of dollars (a Spanish monetary unit) in silver coins 
poured out of mints in Mexico and other Latin American locations 
throughout the seventeenth and eighteenth centuries and circu
lated widely in the North Atlantic economies, including the colonies 
of British America. The trade with the West Indies was extensive, 
and Spanish coins steadily flowed northward into the colonies as a 
result of that commerce. 

Mints in Mexico, and in other Latin American locations, pro
duced coins in several denominations. The basic unit of account in 
most of the western hemisphere was the dollar. The Spanish dollar 
was subdivided by eighths into smaller units called reales, and coins 
valued at V2, 1, 2, 4, and 8 reales were regularly minted. The high
est valued coin in the series, known as "pieces of eight," was by all 
accounts one of the most commonly recognized monetary units by 
colonists resident from Georgia to Maine. Based on the standard 
weight of its silver content, an uncirculated Spanish dollar, if melted 
down and delivered to the government mint in England, would 
have yielded monies worth 4 shillings, 6 pence. The exchange rate 
between Spanish and British monies in silver units was thus $ 1.00 
equaled £0.225 or, alternatively, $4.44 equaled £1. The smallest 
Spanish silver coin valued at only V2 real was roughly the equivalent 
of 3.5 pence (an amount equal to about $1 in U.S. currency in 1990). 
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In a practice that seems peculiar and somewhat perplexing to 
modern readers, governments in the colonies decided to overvalue 
the Spanish coins circulating in their domestic economies. As a re
sult, the colonies maintained a monetary system containing coins 
valued partially by their metallic weight and partially by fiat— 
meaning in the latter instance that the coins were worth what gov
ernment had mandated. (All currency and coin in the present U.S. 
monetary system represents strictly fiat money, although specially 
authorized full-weigh ted silver and gold commemorative coins, not 
intended for circulation, are periodically produced both by pri
vate and government mints and sold to collectors at prices directly 
related to their metallic content.) 

What was the rationale for the colonial overvaluation of Span
ish coins? First, overvaluation was a simple device for expanding 
the aggregate size of the monetary stock by up to one-third with
out introducing any more specie into the economy. But the most 
important reason was that the policy encouraged the importation 
and then the retention of foreign coins in the colonies since those 
monies were worth more to holders negotiating transactions in the 
domestic economy than in making payments overseas. The coins in 
greatest demand were in the small to intermediate range in terms 
of nominal value. By overvaluing foreign coins, the colonies could 
accumulate relatively easily a stock of money sufficient to accommo
date domestic transactions without requiring either the importation 
of numerous English coins or the establishment of a branch of the 
English mint within the colonies—both of which, with one notable 
exception cited below, were prohibited by Parliament. 

Colonial governments began rating foreign coins at higher 
values than warranted by their metallic content as early as the 1640s. 
The Massachusetts General Court in September 1642 stipulated 
that pieces of eight were to pass locally at five shillings, while Vir
ginia in 1645 and later New York in 1672 put the official value at 
six shillings. During the seventeenth century various colonial gov
ernments devised their own diverse rating systems for coins issued 
by several European countries, including Spain, Holland, Portu
gal, and France. The English government finally became seriously 
concerned about the absence of uniformity in colonial monetary 
systems early in the eighteenth century. In 1704 Queen Anne issued 
a proclamation setting maximum limits of 133 percent for the over
valuation of specific foreign coins in all British colonies in the west
ern hemisphere. The document made official the general practice 
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of rating Spanish coins at higher values in the colonies than their 
comparable values (mint prices) in England. 

It is worth recalling that several somewhat analogous plans for 
modest silver debasement in England had been rejected during the 
great monetary debates in Parliament late in the seventeenth cen
tury. No less than Sir Isaac Newton had been among the frustrated 
sponsors. In this instance, monetary principles assumed to be un
sound for the mother country were judged acceptable, or at least 
justifiable exceptions, for operation in the distant colonies. Uninten
tionally and obliviously, England had, in truth, created a superior 
coinage system for its overseas empire than for the home market. 
Financial history is both blessed or burdened, depending upon one's 
outlook and sense of humor, with hundreds of such anomalies and 
absurdities. 

The colonies used the proclamation ratio of 133:100 as a guide
line in establishing par rates for paper currencies and foreign coins 
in their respective economies but, in acts of minor rebellion, some 
exceeded the limits. The official local rates of overvaluation rela
tive to sterling varied from 125:100 in Virginia, to 177:100 in New 
York, and 700:100 in South Carolina. Contemporaries spoke of 
the local units as colonial pence, colonial shillings, and colonial pounds. 
Often they used the issuing colony's name as a prefix—for example, 
Maryland pence, Pennsylvania shillings, or Virginia pounds. Those 
monetary units were the medium of exchange in the local economy 
and the main units for measuring values within the borders of a 
given colony. 

What emerged in North America during the eighteenth cen
tury was a highly confusing three-tiered valuation system. First, 
the standard English system of pence, shillings, and pounds re
flected accurately the value of those monies in the mother coun
try. That monetary system was used in North America mostly as 
an abstract unit of measurement. Since it was uniform through
out the British Empire, the "sterling" values permitted meaning
ful comparisons among various political units near and far. Coins 
actually denominated in sterling rarely circulated in the colonies, 
however, with the exception of some low-value token coins such as 
farthings. Second, after 1704, the British crown recognized proc
lamation units at values ranging up to one-third above the normal 
mint price in England. Third, locally legislated rating systems for 
foreign coins and paper monies (discussed in the next chapter) 
varied from colony to colony and sometimes exceeded the sane
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tioned 133 percent limit. To cite two examples: Virginia with a local 
overvaluation rate of 125 percent was within proclamation limits; 
New York at 177 percent was beyond the so-called lawful limit. 

Needless to say, the simultaneous existence of three valuation 
systems using almost identical nomenclature—English pounds, 
proclamation pounds, and colonial pounds—led to much confusion 
in this earlier era, which has understandably persisted ever since. 
Without a clear understanding of the context within which a docu
ment was drafted, it is difficult for modern readers to know for 
certain whether the writer was quoting monetary sums in sterling, 
proclamation monies, or colonial pounds, although in most cases 
the colonial variety is the safest initial assumption. 

Despite the problem of potential confusion because of the over
lapping nomenclature, the general policy of overrating foreign 
coins in order to attract them to the colonies was prudent and 
reasonably successful. The best evidence for this favorable conclu
sion is that the colonial economy prospered over the long run. The 
monetary system functioned sufficiently well to promote aggregate 
and per capita income growth. Spanish coins minted in the western 
hemisphere were respected for their consistently high quality and 
prized by the general population for their availability. 

The broad generalization about the absence of English coin in 
British America had at least two minor exceptions. Before colo
nization in the seventeenth century, the English government had 
already adopted the policy of prohibiting the private export of 
English coins to any point overseas—including its own colonies. But 
Parliament reserved the right to make overseas payments for its 
own account in English coin when necessary and convenient. Most 
overseas disbursements involved the payment of wages and salaries 
to military personnel and a few civil servants. Precise figures for 
the whole era are elusive, but in the last decade of colonial rule, the 
treasury estimated the shipment of about £100,000 specie annually 
to North America to pay British troops. Most of the monies were 
Spanish and Portuguese coins, but some sterling probably entered 
the colonies through that mechanism.6 

Another infusion of English coins into the colonial economy 
came around midcentury. In 1748, when Parliament voted to re
imburse the New England colonies for military expenses incurred 
in the course of defending and expanding the British empire, Mas
sachusetts was allotted £183,649. After deductions for transporta
tion expenses and other costs, the colony received about £174,000. 
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Most of that sum was paid in Spanish silver, but also included in 
the shipment were 726,800 halfpence and 573,184 farthings. The 
copper coins were largely fiat monies since the intrinsic value of the 
metal was only a small fraction of the assigned face value. Farthings 
and halfpennies were the lowest denominated coins in circulation 
in the colonies (equivalent to roughly 7 to 15 cents, respectively, 
in 1990 U.S. monies).7 Their availability made more convenient 
the negotiation of small transactions among the general popula
tion. According to one numismatic scholar, the copper coins from 
this Parliamentary disbursement were the most actively circulated 
monies in the colonies, particularly New England, from 1750 until 
independence. Indeed, many remained in circulation and were ac
corded legal status in the new nation until well into the nineteenth 
century.8 

Conclusion 

The coinage system functioning in the colonies during the eigh
teenth century met the requirements of the era. The criterion here 
is not a modern standard of monetary adequacy but a relative one 
based on conditions prevailing in contemporary Europe. The coin
age was mainly Spanish—with some English coins, mostly in the 
token category, also in circulation. The volume of high-value coins 
available for use as a reliable store of value was apparently more 
than sufficient since few wealthy colonials registered complaints 
about persistent shortages. Records of probated estates indicate that 
few colonists, including the very wealthy, held much of their wealth 
in monetary assets in any event, since specie produced no income. 
Meanwhile, intermediate- and low-value coins, supplemented by 
paper monies issued by the colonial legislatures in some regions at 
certain times, were normally present in sufficient amounts to serve 
as a medium of exchange for the general population. Few mutually 
beneficial transactions in goods or services were thwarted because 
of the lack of monies to settle accounts. 

On balance, the colonists maintained as large a money supply, in 
the aggregate, as required to finance an unusually high output of 
goods and services per capita in comparison with other contempo
raneous societies.9 If more hard monies had, in fact, been necessary 
to support the economy, the population had other tangible goods 
in abundance; and a portion of those commodities could have been 
exchanged overseas to build up the size of the domestic coinage. In 
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their portfolio of assets, both financial and nonfinancial, the colo
nists decided to hold only a certain amount of coins (and other 
forms of monies). The flow of goods and monies with other coun
tries was free enough to ensure that they were able to exercise their 
preferences. Indeed, it is largely because of the existence of such 
wide freedom of action that modern monetary historians have con
cluded that the stock of money, with coins as one component, was 
almost certainly adequate to satisfy aggregate colonial demand.10 

On the basis of these sweeping generalizations, readers should 
not infer that there were never periods when coins were not, in fact, 
temporarily in short supply. Coin shortages for periods ranging 
from six months to two years did occur intermittently in the colo
nies, as did shortages of other economic goods. During periods of 
credit stringency, almost always triggered by crises in the English 
money market, the outflow of silver coins from the colonies to meet 
creditor demands for the settlement of overseas debts was often 
excessive. But the shortages were neither chronic nor the conse
quence of severe institutional limitations imposed by Parliament or 
any other governmental unit.11 Meanwhile, the fact that the primary 
source of coinage was Spanish America was a distinct advantage 
since fresh supplies were nearby and large quantities were minted 
regularly. The normalflow of trade and commerce usually brought 
the monetary system back into equilibrium. Unfortunately, the ad
justment mechanism often took several years to accomplish that 
goal. During the interim, many colonists grew impatient, and they 
turned to their provincial governments to introduce a more conve
nient and more permanent medium of exchange to expedite local 
transactions. One solution chosen by every colony in varying de
grees was the issuance of paper monies to supplement the fluctu
ating supplies of coin. 



Fiat Currency 

•> •> •> 

T.HE VARIOUS colonial governments were also directly involved in 
shaping the financial environment in North America. Their legis
latures played a highly innovative role by emitting numerous issues 
of fiat currency—thereby making an extremely controversial addi
tion to the money stock in the eyes of the British and other Euro
peans. In the eighteenth century, paper money itself was not univer
sally condemned, just the fiat variety issued by governments. Paper 
money issued by chartered banks and other private firms that was 
adequately supported by specie reserves was considered perfectly 
legitimate, and it circulated as a component of the money stock in 
Great Britain. 

Across the Atlantic Ocean, however, the colonial governments 
maintained no specie reserves whatsoever to support the value of 
their respective currencies. Unlike the holders of privately issued 
paper money in Britain, colonists in possession of governmental 
fiat currency were unable to convert their holdings into coin at pre
determined, predictable values. Fiat money had no fixed value in 
relation to coin or other financial assets; in exchanges among pri
vate parties, its value was subject to fluctuations based on forces in 
the marketplace. Only in tax payments to the provincial treasury 
or transactions with other governmental agencies did fiat currency 
universally pass by law at face value. Critics of fiat currency focused 
on its unreliability as a store of wealth since theory and practice 
suggested that it was an unsafe form of money vulnerable to steady 
and possibly irreversible depreciation. 

Because of its unsavory reputation in Europe, the issuance of 
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unconvertible fiat monies in the colonies was not an idea encouraged 
by Parliament. On the contrary, British imperial officials strongly 
disapproved of the practice, and they articulated their profound 
reservations in the course of providing paternalistic guidance about 
monetary affairs in overseas territories. Despite misgivings, mem
bers of the Board of Trade reluctantly approved a series of Ameri
can emissions, invariably after the fact. Representatives of the colo
nial legislatures and their respective governors constantly pleaded 
with board members sitting in London for their indulgence. The 
board had the power to disallow colonial legislation that contra
dicted British policies, but it typically let stand the unorthodox 
monetary experiments. 

Frustrated with colonial indiscretions, parliamentary leaders 
mounted a campaign, launched in two phases in 1751 and 1764, to 
suppressfiat currency. They succeeded in curtailing issuance in New 
England, but failed in the subsequent attempt to extend the ban to 
the other nine colonies. Outside of New England, the conflict over 
the composition of the money stock was the second most divisive 
surface issue between the colonial assemblies and crown ministers 
in the 1760s and early 1770s, ranking just after the heated confron
tations over parliamentary attempts to impose a greater burden of 
imperial taxation. 

The thirteen colonies were not the first governmental units to 
issue fiat currency, but they were among the first organized political 
entities to embrace that form of money and to persist in its use.1 

In fact, some form of paper money, either the fiat currencies of 
governmental bodies or the bank notes of financial institutions, has 
been a feature of the American monetary system for nearly three 
centuries. During much of the nineteenth century, the composition 
of the U.S. money stock was an exceedingly controversial domestic 
issue, pitting the advocates of hard money (coin) versus the propo
nents of so-called soft money (paper). In this later era, the conflict 
was generally viewed as a clash between special interest groups or 
social classes: a battle between commercial interests favoring price 
stability, mainly creditors, and those wanting to promote gradual, 
or even rampant, inflation—primarily indebted farmers living on 
mortgaged lands. 

In their interpretations of colonial monetary history, many 
scholars writing in the late nineteenth and early twentieth cen
turies extended the model of class conflict as far back as the eigh
teenth century. More recent research has revealed that the analogy 
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is inappropriate, or at least requires substantial modification. The 
debtor versus creditor model does not apply in the colonial era. 
All social classes and occupational groupings in the colonies were 
generally in agreement about the merits of a monetary system that 
included fiat currency as a supplement to coinage. Occasionally, 
heated legislative debates arose over the terms of issuance, but the 
desirability of some type of fiat currency was rarely questioned. The 
major battles over the composition of the money stock in colonial 
times were with external, not internal, opponents. The opposition 
sprang from London merchants active in the colonial trade, who 
were almost exclusively creditors overseas, and their political allies 
on the Board of Trade. 

The British Background 

The British background relating to the issuance of paper monies 
and as a corollary to banking generally is critically important in any 
discussion of U.S. financial history. Not only did British finance af
fect events in the colonies but its heritage had a powerful influence 
on the principles and procedures that Americans followed in the 
decades after political independence. To cite one prime example: 
Alexander Hamilton drew up his plan for the First Bank of the 
United States based on the inspiration provided by the Bank of 
England. More than a century later, the same bank, which had ex
panded its duties during the nineteenth century, was again held up 
as an institutional model for the creation of the Federal Reserve 
System. Over the years American finance followed many peculiar 
paths and frequently deviated from the British example, but its 
roots can nonetheless be traced to the traditional practices and atti
tudes developed in eighteenth-century England and, as will later be 
shown, in Scotland as well. 

By the middle of the eighteenth century, England and virtually 
every other European state had strong reservations about the issu
ance of fiat currency by governmental bodies because of serious 
doubts about its soundness and practicality. The fears were manifold 
and expressed on many levels. Critics appealed both to theory and, 
after 1675, to experience. Fiat currencies tended to depreciate, the 
argument went, because of ineffective and unreliable mechanisms 
for sustaining their relative value. Unless a government possessed 
the resolve to impose the high taxes necessary to retire a portion 
of the amount outstanding at regular intervals, public confidence 
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waned and the currency soon passed at declining exchange rates. 
Few European governments had even tried to introduce a system of 
fiat currency, and those isolated attempts were all mismanaged. In 
particular, detractors pointed to events in England during the reign 
of Charles II in the seventeenth century and to one spectacularly 
disastrous monetary experiment in France in the first quarter of 
the eighteenth century. Indeed, no one was able to cite an instance 
when inconvertible monies had been successfully introduced on a 
large scale in a broad range of denominations into an economy in 
Europe or elsewhere. 

The critics of fiat currency were, in contrast, much more tolerant 
of the paper money emitted by private issuers. Banks with corporate 
charters, proprietorships, and every partnership with fewer than 
seven members were permitted by law to issue paper money in Brit
ain. Most unincorporated issuers were organized as private banks, 
but some predominantly mercantile firms also engaged in finan
cial services, including currency emission, as a sideline. The term 
merchant banker was sometimes applied to firms with a dual focus— 
both merchandising and financial services. In every case, the public 
assumed that the private issuers, whether chartered banks or unin
corporated firms, would shoulder the responsibility for maintaining 
the relative value of their respective currencies by holding reserves 
and honoring requests for conversion into coinage at equivalent 
values. 

A clear distinction exists between historical developments asso
ciated with the issuance of currencies by governments, on the one 
hand, and by banks and private issuers, on the other hand. Their 
origins were quite dissimilar, and public attitudes about the merits 
and defects of those two monetary forms differed enormously as 
well. The origins of private monies in England are generally traced 
to goldsmiths, persons who accepted for safekeeping deposits of 
specie, either bullion or coin. Initially, goldsmiths issued warehouse 
receipts to depositors, and over the decades the receipts evolved 
into easily transferable financial instruments. 

Beginning in the seventeenth century, goldsmiths began print
ing currency on their own initiative and loaning it out to third 
parties at interest. Printed on every bill was a bold statement in
forming the current holder that it was exchangeable for specie of 
equal value, either immediately upon presentation or after a short 
waiting period—usually just a few days. At first goldsmiths main
tained 100 percent reserves—that is, they printed exactly one hun
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dred pounds in notes for each one hundred pounds of specie in 
their vaults, either their own capital or sums on deposit from cus
tomers. Over the years other firms and individuals, including many 
merchants, began to perform similarly sophisticated banking func
tions. 

An important distinction must be drawn between the institu
tional development of banking in England and its subsequent evolu
tion in the United States. Prior to the mid-1820s, most English firms 
performing banking functions were proprietorships or partner
ships that held no charter and were generally free from any gov
ernmental oversight. The linkage between commercial banking and 
government charters, which has prevailed throughout the history 
of the U.S. financial system (with a few little-known exceptions), 
was not the tradition in early modern Britain. Firms could freely 
enter the financial markets on their own initiative, and they oper
ated with little or no supervision. Their success as issuers of paper 
money depended in large part on their reputation in the market-
place—meaning whether the public was willing to accept and hold 
their obligations. Paper money was not legal tender in either public 
or private transactions. 

The American image of English finance, which prevailed 
throughout the nineteenth century and much of the early twentieth 
century and which pictured English banking as prudently orga
nized and conservatively managed, was distorted. In truth, banking 
in England was an institutional hodgepodge from the outset and 
remained so for decades. Moreover, for most of its early history, 
English banking operations were no safer than in the United States 
despite widespread American belief to the contrary—a view that 
persisted well into the twentieth century. 

Eventually, most English goldsmiths and other competing firms, 
hereafter lumped together and referred to as banks simply as a 
matter of convenience, began to hold less than 100 percent specie 
reserves against their outstanding circulation. Let us assume that a 
given firm decided to maintain 50 percent reserves. For every one 
hundred pounds of specie in its vault, the firm printed two hun
dred pounds worth of bank notes and loaned them out at interest. 
The rationale for holding only fractional reserves was a reflection 
of mathematical probabilities: how often would the holders of bank 
notes likely request conversion into specie and in what aggregate 
amounts. Experience revealed that, when normal business condi
tions prevailed, holders rarely exercised the privilege of conversion, 
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preferring instead to hold their monetary assets in currency rather 
than coin. 

Bankers eventually realized that their outstanding currency is
sues could be safely supported by fractional reserves. Holding re
serves of 50 percent, as illustrated above, was considered a conser
vative business strategy in Great Britain. However, the reserve levels 
that contemporaries acknowledged as conservative or, alternatively, 
as dangerously speculative varied greatly from country to country. 
In France, for example, the prudent figure eventually was deter
mined to be no less than 100 percent reserves. In Scotland specie 
reserves of only 3 percent to 10 percent were the rule. England fell 
somewhere between those two extremes, with specie reserves of 20 
to 30 percent commonly held by banks. 

The profitability of lending against fractional reserves led banks 
to begin the payment of interest to customers to attract more specie 
deposits. In this stage of development, banks emerged as intermedi
aries between individuals seeking a modest return on their surplus 
funds, plus a fair degree of safety, and borrowers seeking loans 
for a multitude of purposes. Without exception, banks paid lower 
interest rates to depositors—sometimes nothing at all—than they 
charged borrowers. The margin between the bank's cost of acquir
ing money and the rates paid by loan customers was a source of 
profits. 

By printing paper money in amounts exceeding the value of re
serves, bankers were, quite literally, creating new money. And it was 
a source of new money that did not need to be discovered in some 
distant location and subsequently mined, transported, and minted. 
What led banks to so eagerly create new monies? The incentive was 
the prospect of increased interest revenues from a larger volume of 
loans. More loans, in turn, led to a greater volume of bank notes in 
circulation vis-a-vis existing reserves. Leaving aside safety consider
ations, holding lower reserves increased interest revenues and pro
duced a higher rate of profit on a given amount of capital. 

But where there was heightened profit, there was also greater 
risk. The dangers associated with having too many loans outstand
ing and consequently a huge volume of bank notes in circulation 
were twofold. First, the accommodation of too many borrowers in
creased the probability that some loans might turn out badly and 
never be repaid. Second, and more important for the discussion 
here, the increased volume of paper money in circulation vis-a-
vis reserves raised the probability that, at some given date in the 
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future, the bank might not have sufficient specie on hand to sat
isfy all requests for conversion. Any loss of convertibility would 
lead the public to question the soundness of the bank and under
mine confidence in the value of all its outstanding notes. Any bank 
unable to maintain convertibility of currency into coin, especially 
under normal business conditions, was threatened with a run on its 
remaining reserves and the possibility of failure. (During a panic 
or recession, when all banks simultaneously refused conversion— 
often called suspending payment—as a tactic to stave off runs, the 
danger to individual banks was usually less serious.) 

Banking in Great Britain in the first half of the eighteenth cen
tury was viewed as a business enterprise similar to other private 
ventures in regard to the possibilities of success and failure. No spe
cial charter or license was necessary to enter the field. Firms issuing 
currency in the process of making loans did so at their own risk. 
Likewise, those members of the general public who were willing to 
accept private monies in business transactions and to hold them in 
lieu of specie did so at their own risk. Paper money was never legal 
tender—not even the bank notes issued by the esteemed Bank of 
England. No citizen was ever forced bv law to accept a bank note 
in payment for goods and services, the settlement of outstanding 
debts, or the payment of taxes. 

No governmental agencies in Britain intervened to set stan
dards for firms engaged in banking activities. No minimum reserves 
were required against outstanding note issues. Banks that elected 
to stress the potential for profit over considerations of safety by 
making a large volume of loans and maintaining low fractional 
reserves were completely free to chose that course of action. If 
such high-risk banking operations subsequently led to difficulties 
because of too many bad loans or because anxious note holders 
drained away all the specie through conversion, the potential for 
sustaining losses fell on all investors in the banking enterprise plus 
any unfortunate customers who had not withdrawn their specie 
deposits in time. 

Since most banking houses were either proprietorships or part
nerships without the protection of limited liability, individuals with 
claims against a failed banking enterprise, including note holders 
and depositors, were free to proceed through the courts against all 
the assets of the owners, personal as well as business. The unlimited 
liability of private issuers for the redemption of all their paper in 
specie was thus one element expected to encourage prudent and 
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safe operations. Most public figures who were unalterably opposed 
to the issuance of legal-tender fiat currency by the government or 
any of its agencies were perfectly willing, on the other hand, to 
allow private firms to emit bank notes, which were not legal tender, 
in the course of making loans to customers. 

In addition to unincorporated private issuers, a few banks held 
corporate charters granted by Parliament. The first two chartered 
banks in Great Britain were the Bank of England and the Bank of 
Scotland. The former was chartered in 1694, the latter in 1695. The 
English bank was created explicitly to assist Parliament in financing 
the growing national debt, although it later accepted deposits from 
individuals and made a limited number of loans to large mercantile 
firms in the private sector. The Bank of England issued notes, but 
only in very large denominations—nothing less than twenty pounds 
initially, and ten pounds after 1759. By comparison, the lowest de
nominated gold coin, a half-guinea, was valued at just over half 
a pound. Even its smallest bank note represented several months' 
wages for the typical worker. As a consequence, Bank of England 
notes did not circulate widely among the general public but were 
held instead by governmental units and business enterprises. 

Although Scotland was an integral part of the political unit of 
the United Kingdom after 1707, its banking sector evolved in a dis
tinct manner. The Bank of Scotland, originally chartered in 1695, 
differed substantially from the Bank of England in several respects. 
From the outset, it was expected not only to aid the government 
but also to assist in financing trade and industry. The Bank of Scot
land was unique too because it initiated the practice of routinely 
issuing a large volume of small notes in denominations as low as 
one pound. Indeed, prior to 1767, some notes were issued in shil
lings and pence. Like the Americans, the Scottish public in the 
eighteenth century became accustomed to making routine finan
cial transactions in currency as well as coin. In Scotland token coins 
containing no gold or silver, in amounts ranging from pence to 
shillings, represented most of the coinage in circulation by the late 
eighteenth century. In that respect, the region had a very modern 
monetary system more than two hundred years before its emer
gence elsewhere. 

During the eighteenth century, Parliament issued charters for 
several additional banking institutions in Scotland. After 1760, 
those chartered banks were innovators in the creation of systems 
of branch offices throughout the region. As a result, Scottish bank
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ing took on the characteristics of an oligopolistic market by the 
end of the eighteenth century. Perhaps the most striking feature 
of banking in Scotland was the maintenance of very low specie re
serves against note issues. Few banks held reserves of higher than 
10 percent, and many reportedly kept a mere 1 to 5 percent.2 

Whereas the expanding system of privatized banking was recog
nized as contributing to the strength of the overall economy at the 
start of the eighteenth century in Great Britain, there were ample 
reservations about the propriety and practicality of unsecured fiat 
monies. Critics cited the dangers associated with schemes involv
ing governmental emissions. What, they questioned, would be the 
mechanism to control the volume issued? The supply of specie was 
reasonably finite over the short to intermediate run. Since precious 
metals had to be discovered and mined, the value of the coinage 
and the specie reserves of banks had natural limitations. On the 
other hand, fiat currency in huge volumes and large denomina
tions could be printed almost overnight without limit. Once a gov
ernment started to issue currency, where would the process stop? 
Without tangible backing in the form of specie reserves, critics as
serted that paper money issued arbitrarily by government would 
not be able to maintain its value relative to coin and bullion. Once 
the anticipated depreciation became a reality, the public would 
begin to hoard coins, especially the high-value coins. Eventually, the 
only monies still circulating would be the depreciating and debased 
fiat paper. 

Proponents of fiat currency had argued that an augmentation 
of the money stock would stimulate economic activity and produce 
positive effects overall. But critics steadfastly maintained that the 
outcome would be just the opposite. Any increases in economic out
put would be transitory. At some point the injection of fiat currency 
would prove excessive and coins would cease to circulate, thereby 
reducing the overall stock of money in a given economy. The econo
mist Thomas Gresham encapsulated the argument by formulating 
the axiom known quite universally as Gresham's Law: bad money 
drives good money out of circulation. Questions about the ability of 
government to manage a monetary stock with fiat currency as one 
component remained unresolved, and it led European political 
leaders to conclude that its issuance had the potential of under
mining the entire economic system. 

Experience supported what the theorists alleged. The only sus
tained governmental effort to issue unsecured paper money in En
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gland had occurred in the third quarter of the seventeenth cen
tury, and the experiment had ended on a decidedly sour note. In 
1667, during the reign of Charles II, various government depart
ments began issuing negotiable exchequer orders. Goldsmiths and 
other persons willing to loan specie to the crown received exche
quer orders drawn in high denominations, but some were drawn in 
intermediate amounts as well. For the purchase of military goods, 
the government issued exchequer orders to suppliers in amounts 
as small as one pound to five pounds. Technically speaking, the in
struments fell into the category of tax anticipation notes. When the 
crown collected taxes in specie at some later date, the revenues gen
erated were pledged to redeem the outstanding exchequer orders 
in the exact sequence as originally issued. The debt instruments 
carried an interest rate component and thus increased in value 
over time because of compounding. Since they were transferable 
through endorsement, holders and recipients began treating the 
exchequer orders as a form of money, and they began to circulate. 

As the years passed, the crown, pressed for increased financ
ing in the face of war, demurred about making the scheduled re
imbursements. Once the public began to worry about their prompt 
redemption, exchequer orders began to pass at discounted prices. 
In 1672, only five years after inaugurating the system, the govern
ment suddenly stopped payment on exchequer orders; estimates 
place the sum outstanding at £1.3 to £2.25 million.3 Most of the 
orders in default were held by people of substantial wealth, with two 
goldsmiths alone accounting for more than half of the total. Even
tually, the debt holders received compensation but the negotiations 
dragged on for more than three decades. 

The lessons learned in the 1660s and 1670s provided confirma
tion of the dangers associated with any governmental issue of fiat 
currency—or any financial instruments closely related to fiat cur
rency. Without any legal means of converting the exchequer orders 
into specie at face value, holders were totally dependent on the re
solve of the crown to collect the future taxes required for reimburse
ment and, second, its willingness to use the sums available for actual 
redemption. Detractors concluded, and rightly so, that the orders 
had not been genuine money at all but simply another instrument 
used to promote government borrowing. The market value of ex
chequer orders steadily declined from 1667 to 1672; and after the 
stoppage of payments, none could accurately predict whether any 
of the outstanding sums would ever be redeemed at face value— 
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and the accrued interest was even more doubtful. That sad outcome 
was proof enough for the majority in Parliament who thereafter 
became adamantly opposed to the revival of any program designed 
to permit future governments to issue easily transferable financial 
instruments that might start to circulate as a component of the 
money stock. 

One spectacular financial scandal on the European continent 
subsequently served to reinforce the views of skeptics about paper 
monies issued by governments or their appointed agencies. The in
famous attempt to introduce paper money into a national economy 
on a grand scale was the work of the Scotsman John Law, who mi
grated to France in 1716. After gaining the ear of the regent for 
seven-year-old Louis XV, Law opened a private bank under a spe
cial governmental charter. The bank loaned millions to the king in 
the form of paper money. Although the money was not routinely 
convertible into specie, Law claimed it was adequately backed by 
reserves. In fact, the bank's vaults contained little more than thin 
air. The financial instruments were not genuine bank notes at all 
but just another example of a fiat currency. The bubble burst four 
years later in 1720, and it disrupted significantly, but not fatally, the 
French financial system and the economy.4 

The objections in England were so formidable that Parliament 
never gave serious consideration to any plan for the emission of 
fiat currency in the home economy or any of its overseas dominions 
after 1675. Convertible bank notes backed by specie reserves repre
sented the only form of paper money that British officials viewed 
as legitimate supplements to the supply of minted coins. 

Colonial Fiat Currency 

Public attitudes toward fiat currency were radically different in the 
thirteen colonies than in England. In North America pragmatism 
won out over theoretical abstractions and moralistic pronounce
ments. Based on their own experience, the colonists concluded that 
fiat paper provided a useful addition to the money stock. Every 
colony experimented with some form of fiat currency. Nine colonial 
legislatures persisted in its issuance despite parliamentary objec
tions through the 1770s. After independence, seven states decided 
to reissue fiat currency in the 1780s until the Constitution forbade 
the practice. 

The most serious political conflicts over the money stock were 
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between the colonial legislatures and the Board of Trade in Lon
don, which claimed the authority to disallow any colonial acts that 
violated its interpretation of English law or the will of Parliament. 
After 1672 the board's membership reflected the strong reserva
tions of English political leaders about the propriety of government-
issue paper monies. Board members believed that any monetary 
idea deemed imprudent at home was equally dubious in other parts 
of the empire. They aimed at providing sensible guidance, hoping 
to rescue less experienced officials overseas from pursuing unsound 
policies. But colonial leaders viewed the currency issue differently 
and soon came to resent the interference of English officials in their 
domestic affairs. 

The colonial effort to supplement the coinage with other forms 
of money predated the controversies over fiat currency. Beginning 
in the seventeenth century, several legislatures authorized the use of 
other types of near-money substitutes that eventually circulated as 
a convenient medium of exchange. These transferable documents 
are generally classified as commodity monies. They were receipts 
issued against the deposit of nonperishable agricultural products, 
most commonly tobacco but also sugar and sometimes grain, in a 
public warehouse. In the Chesapeake region, tobacco receipts were 
accepted for decades by local and provincial governments in the 
payment of taxes and fees. Two major problems were linked to 
that alternative form of money, however. First, the receipts fluctu
ated in value, moving in unison with the market price of the stored 
commodity; second, the volume in circulation was limited by the 
physical quantities of goods on deposit in warehouses. 

While hard monies, fiat monies, and commodity monies circu
lated in the colonial economy, one type was notably absent—namely, 
private convertible monies issued by individuals such as colonial 
goldsmiths and silversmiths or by urban merchants seeking addi
tional profits through diversification into financial services. English 
law presented no obstacles to the issuance of private monies backed 
by specie reserves as the first line of defense, plus, in the event of 
possible bankruptcy, a claim on all of an issuer's business and per
sonal assets in legal proceedings. The number of private London 
bankers has been estimated at about twenty-five in the 1720s and 
more than fifty by the 1780s, while the number of country bankers 
located outside of London in England and Wales was somewhere 
in the neighborhood of one hundred by the 1770s.5 But where were 
their counterparts in Philadelphia, New York, and Boston, to name 
three likely locations? 
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In the colonies, surviving records point to no private bankers 
who issued even modest amounts of currency over a sustained 
period of time. Some merchants may have signed IOUs that passed 
from hand to hand in limited geographical areas, but no American 
firm called itself a private bank and proceeded to solicit deposits 
and issue bank notes against fractional specie reserves. The absence 
of private bankers in port cities is surprising since the colonies 
were perennially short of capital, and a strong demand for financ
ing, both short-term commercial credit and longer term mortgages, 
seems clearly evident. 

On several occasions in the 1730s and 1740s, groups of colo
nists in Massachusetts and Connecticut organized, or attempted 
to organize, so-called land banks that issued currency against real 
estate mortgages. Those ventures were all ruled illegal, however, 
either because their activities exceeded the terms of their provincial 
charters or because they ran afoul of British law.6 In 1708, when 
the Bank of England was renegotiating its charter with parliamen
tary leaders, the new terms outlawed the issuance of currency by 
any firm organized in England that included more than six part
ners irrespective of its primary line of business—whether gold
smith, mercantile, or whatever. The Bubble Act of 1720 prevented 
the formation of any new unincorporated joint-stock company— 
actually large partnerships with transferable shares—without first 
obtaining a charter from the crown. Since few corporate charters 
were granted throughout the empire, groups of individuals faced a 
severe restraint on their ability to pool large sums of capital for any 
type of business enterprise, including banking. Two private banks 
in Massachusetts were forced to suspend operations in the early 
1740s, for example, because they were organized in violation of 
laws applicable in the mother country.7 

Although monetary historians have usually cited legal restric
tions as the prime reason for the stunted institutional development 
of American finance, closer analysis suggests that that fact alone 
could not explain the absence of private banks in the colonies. True, 
large groups of investors sponsoring private land bank schemes 
were stymied on several occasions by the Board of Trade's extension 
of English corporate law across the Atlantic; but no obstacle ap
pears to have prevented a single individual or a partnership with six 
members or less from engaging in a full range of banking activities, 
including the issuance of currency supported by specie reserves as 
a first line of defense and then more fully by the issuers' entire net 
worth in the event of default or failure. Why more extensive finan
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cial services never materialized in the domestic market remains a 
profound mystery, especially in light of the general entrepreneu
rial instincts of numerous merchants in thriving port cities such as 
Philadelphia, New York, Boston, and Charleston. 

Fiat Currency 

In the colonial economy, the main supplement to coinage in the 
money stock was the fiat currency emitted under the auspices of 
the elected legislatures. The dates for initiating currency emissions 
varied considerably—the first colony being Massachusetts in the 
1690s and the last being Virginia in the 1750s. The fiat curren
cies were legal tender in the payment of provincial taxes and other 
public obligations and sometimes in private transactions as well, de
pending on the specific issue in question and the colony of origin. 
Colonial treasuries issued currency in denominations ranging from 
large bills such as twenty pounds down to amounts as low as one 
shilling in four colonies. More than half of the bills were less than 
ten shillings, which made them widely accessible and convenient 
for negotiating routine transactions. The currency issued in one 
colony frequently spilled over the borders into neighboring colo
nies, where it was accepted on a voluntary basis and valued accord
ing to prevailing exchange rates. An active merchant in Philadel
phia, for example, in addition to holding quantities of Spanish, Por
tuguese, Dutch, and English coins, might also have included among 
hisfinancial assets the currencies of Pennsylvania, New Jersey, New 
York, and Maryland—and after 1755, maybe Virginia as well. 

The provincial governments issued currency with two different 
backing, or support, mechanisms. In the first category were tax 
anticipation bills. Legislatures voted to emit a specific amount of 
currency to pay current obligations and simultaneously pledged to 
retire those monies from circulation with the proceeds of future 
taxes. The main stimulus for a fresh emission of paper money 
was an escalation in military expenses associated with a campaign 
against Native American tribes or rival European powers, usually 
the French. In Pennsylvania and Maryland, the legislatures emitted 
fiat currency in an effort to stimulate economic activity, and histori
ans Richard Lester and Mary Schweitzer have suggested that those 
policies were generally successful.8 

Legislatures fixed a final expiration date ranging from two to 
twenty years for each currency series. Occasionally outstanding 
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issues overlapped. Some issues were retired in phases, while others 
were sunk in one lump sum in the expiration year. How the relative 
values of tax anticipation bills fared in the marketplace was closely 
related to public perceptions about the resolve of a given legisla
ture to follow through on its pledge to collect the taxes required for 
retirement. When legislatures acted responsibly in regard to the im
position of taxes, the value of their tax anticipation bills remained 
fairly stable for decades with only minor, periodic fluctuations. 

The methods of taxation to raise the funds for currency retire
ment varied considerably from colony to colony. In some instances 
a special tax assessment on persons or property was made in the last 
years before the scheduled expiration date. In Maryland treasury 
officials regularly collected an export tax on tobacco and accumu
lated it in a sinking fund, which was then drawn upon to redeem the 
outstanding currency. Other colonies showed less enthusiasm about 
raising tax revenues to fund the retirement of outstanding issues. 
At times, previous emissions were simply rolled over and kept in 
circulation because citizens did not wish to vote, and then pay, the 
required taxes. In some cases legislatures added new transfusions 
of currency into the money stock without retiring the old. 

In colonies that lacked the discipline either to impose the requi
site taxes or hold the rein on fresh emissions, the market value 
of their respective currencies steadily depreciated. Many previous 
accounts of colonial monetary history were written by authors de
termined to expose the failures of paper money, and they under
standably concentrated on the atypical episodes of spiraling depre
ciation. The worst offenders were the New England colonies before 
1750, South Carolina from 1710 to 1725, and North Carolina from 
1712—the year it split off politically from South Carolina—to 1740. 

In a circuitous manner, those fiat monies that depreciated 
steeply and were never fully redeemed functioned as an indirect 
means of public taxation. When currency was issued to pay for gov
ernment expenditures and the direct taxes necessary for its retire
ment were never collected, the losses fell on those persons who had 
periodically held that form of money over the years. Since depre
ciating currency tended to lose purchasing power gradually over 
a period of years, a singular holder usually lost, at most, only a 
few percentage points in value before passing the currency to some 
other person. The overall effect was roughly similar to a modern ex
cise tax; in perhaps hundreds of transactions over many years, each 
party suffering some degree of depreciation had unintentionally, 
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but very effectively, assumed a portion of the provincial tax burden. 
An analogous situation arose during the War for Independence, 
when holders of depreciating continental dollars unwittingly bore 
about two-thirds of the tax burden imposed to finance the military 
effort. 

This general issue is important because historians writing in 
the late nineteenth and early twentieth centuries tended to portray 
in very unflattering terms those colonial legislatures that failed to 
halt the unabated depreciation of their fiat monies. Those mone
tary purists saw all monetary depreciation—anytime, anyplace— 
not merely as bad public policy but as clear evidence of a lack of 
personal and political morality. Our understanding of monetary 
systems has progressed enormously in the last fifty years. Modern 
scholars recognize that the intolerant views of previous generations 
of economic and monetary historians were overstated and lacked 
analytical vigor. All the paper monies in the colonial era served 
useful economic purposes in varying degrees. Depreciating curren
cies continued to circulate and thereby provided a useful medium 
of exchange; a by-product was a mild form of equitable taxation. 
On the other hand, fiat currencies that resisted depreciation, and 
they were in the majority, provided both a medium of exchange 
and a safe store of value for persons seeking to hold wealth in the 
form of monetary assets. 

In the second paper money category were fiat currencies issued 
by government loan offices, which functioned as agencies of the 
colonial legislatures. The loan offices were frequently called land 
banks in the eighteenth century, but the name was a misnomer be
cause the agencies failed to accept deposits or perform a sufficient 
number of financial services to meet the modern criteria for finan
cial institutions. Loans were granted to residents of the colony with 
real estate to offer as collateral.9 Borrowers normally received cur
rency worth up to half the value of the property mortgaged, and 
they were free to spend the loan proceeds in any manner without 
advance approval. Most customers presumably used the borrowed 
funds to make additions to their productive capacities, including 
land, livestock, and bonded workers. 

To guarantee wide access to the government's credit facilities, 
legislatures placed limits on how much currency one person could 
borrow from the loan office. In New York the minimum figure 
was £25 ($2,250) and the maximum £100 ($9,000). The repayment 
schedules extended over relatively long periods, ranging up to a 
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dozen years, with annual installments of interest and principal. 
(Interestingly, similar long-term loans against real estate with such 
prudent amortization plans were not widely available to American 
borrowers until the 1930s.) As currency flowed into the loan office 
to reduce the principal on outstanding loans, officials either retired 
it from circulation or made new loans to borrowers with adequate 
collateral. 

This method of issuance was generally conducive to prevent
ing depreciation, since in the absence of a prolonged collapse in 
real estate values in settled regions, which never occurred in North 
America, the currency was amply secured by mortgage assets. The 
periodic collection of principal and interest meant that the currency 
was continually in demand. By curtailing new loans in later periods, 
public officials had the option of reducing the circulation allotted 
to the loan office by roughly 5 to 10 percent in any given year. 

The ultimate responsibility for the repayment of loans, and 
thereby the retirement of the outstanding currency, rested with 
individual borrowers, not the will of voters or their elected repre
sentatives. If a borrower was unable to repay, the loan office fore
closed the mortgage and sold the property at auction; it used the 
proceeds to settle the debt and retire the outstanding currency. The 
backing mechanism virtually assured that fiat currency issued by 
government loan offices would eventually be returned to the trea
sury for retirement or reissuance.10 

The currency issued at colonial loan offices falls into the category 
of paper monies supported by physical orfinancial assets other than 
specie reserves—what economists usually call an "asset-backed" cur
rency. The principle was similar to the concept later adopted by the 
states in establishing systems of so-called free banking and then by 
the federal government under the National Banking Act of 1863. 
In the latter instance, U.S. government bonds of equal or slightly 
greater value provided secure backing for every bank note issued 
by every financial institution holding a federal charter. In the colo
nial era, mortgages worth roughly twice the amount of currency in 
circulation likewise offered an adequate margin of safety. 

In addition to injecting a reliable currency into the money stock, 
property loans generated a steady stream of interest income for 
colonial legislatures. Interest rates varied according to the colony 
in question, ranging as high as 12.5 percent in the Carolinas in 
the 1710s. In the middle colonies, government loans carried inter
est charges of 5 to 6 percent—incredibly low rates for a society 
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chronically short of loanable funds for long-term investments. In
deed, competitive loans extending over periods longer than two or 
three years were generally difficult to obtain at any price from pri
vate sources. The low rates on publicly funded loans were probably 
influenced by religious concerns about the problem of usury; in 
most colonies the maximum legal rate on private transactions was 
restricted to 6 to 8 percent. While the restriction could be circum
vented by discounting the proceeds of debt instruments, the policy 
of pegging government rates to legal rates normally prevailed at 
government loan offices. 

Low interest rates clearly represented a public subsidy to bor
rowers but it was not an egregious diversion of taxpayers' resources. 
First, the loans were widely distributed, which meant that many 
property holders—who were simultaneously taxpayers—received 
funds on equally generous terms. Second, defaults were low and 
losses rare. Loan offices processed and serviced a large number of 
customers, thus benefiting from the scale economies inherent in 
volume operations. In terms of the number of borrowers and the 
geographical spread of properties held as collateral, few financial 
institutions in the nineteenth century were able to achieve a similar 
degree of diversification in their loan portfolios. A possible excep
tion was the federally chartered Bank of the United States which, 
on two separate occasions before 1840, operated branch offices in 
several states. 

The legislatures used the interest revenues generated from their 
loan offices to meet government expenses. The sums were fre
quently large relative to the parsimonious budgets at local and pro
vincial levels. In several colonies—New Jersey, Pennsylvania, and 
New York—interest revenues were large enough to make a substan
tial contribution toward annual budgets. In some colonies interest 
revenues covered all provincial expenditures in peacetime. As a re
sult, the tax burden imposed on the general population was mild or 
nonexistent for years and even decades. 

Confrontation with the Board of Trade 

The main bone of contention between the colonial legislatures and 
the Board of Trade was over provisions that made certain currency 
issues legal tender in the payment of private debts. Colonial propo
nents typically argued that such provisions were necessary to assist 
in maintaining purchasing power. Members of the Board of Trade 
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were invariably skeptical about allowing the printing of fresh issues 
of fiat monies. For the most part, however, they willingly approved, 
invariably after the fact, legislation that gave the currency status 
as legal tender in the payment of taxes to colonial treasuries plus 
interest and principal at government loan offices. But the board 
expressed more serious reservations about provisions making the 
currency legal tender in the settlement of private debts. 

The board had in mind the protection of English exporters 
who were major creditors in the colonies. Difficulties arose when 
the colonists attempted to pay debts long overdue with depreciated 
colonial monies that creditors could not legally refuse in the settle
ment of accounts. In more technical terms, English creditors were 
reluctant to assume an exchange risk related to colonial currency; 
they preferred payment in specie or in bills of exchange drawn in 
English pounds. When a colony's currency depreciated, English ex
porters understandably complained about being forced to accept 
the currency at face value rather than at its lower market value. 
They feared that the losses incurred in converting colonial curren
cies into other monetary units at unfavorable exchange rates could 
easily wipe out the profits on mercantile transactions. 

The problem was hard to resolve because different colonies had 
different experiences in regard to currency depreciation. The fluc
tuations in exchange rates led to swings in the business and political 
outlook of English exporters, and those movements were, in turn, 
reflected in the attitudes of members of the Board of Trade. Uncer
tainties and inconsistencies were the rule, and those conditions ulti
mately led to a series of breakdowns in communication between the 
board and various legislative bodies. The board hoped to formulate 
policies with universal applicability, but differing financial realities 
in individual colonies made the achievement of that goal impossible. 
Imperial officials followed a piecemeal approach in negotiating with 
the colonial legislatures over currency matters. The British were 
never able to develop a comprehensive or consistent policy. In the 
1760s, several promising solutions were rejected because of the fear 
that greater economic integration might foster too much political 
unity among the thirteen colonies.11 

On several occasions, the board formulated restrictive policies 
to restrain colonial initiatives. South Carolina was among the first 
colonies to experience uncontrollable depreciation. From 1713 to 
1726 the exchange ratio between local pounds and British sterling 
steadily rose from 1.5:1 to 7:1 and then stabilized. In an effort to 
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maintain price stability, the board ordered the legislature in 1731 to 
limit the volume of currency in circulation during peacetime. The 
overall impact was not overly disruptive since the colony was not 
forced to abandon its existing monetary system. Old currency issues 
were renewable on their expiration dates, but no new fiat paper 
could be added to the stock of money. The prohibition achieved its 
goal by halting the currency's downward spiral, and exchange rates 
were generally stable thereafter. 

On two occasions the Board of Trade induced Parliament to 
enact new laws specifically related to fiat currency. In the 1730s and 
1740s, the rate of depreciation in the four New England colonies 
accelerated because of excessive emissions and lax taxation. British 
creditors complained about the deteriorating situation and lobbied 
the board to take stronger regulatory action. To deal with the prob
lem once and for all, board members persuaded Parliament to pass 
the Currency Act of 1751. The law affected Rhode Island, Massa
chusetts, New Hampshire, and Connecticut. It forced them back to 
a strictly specie standard—back to the monetary system that had 
prevailed before the emission of fiat monies in the late seventeenth 
century. All outstanding currency issues were allowed to remain in 
circulation until their assigned expiration dates, which meant that 
some paper circulated in New England through the 1760s, but un
like the rules applied in South Carolina, no renewals or rollovers 
were permitted. Most of the unexpired fiat currency that continued 
to circulate had originally been issued to borrowers through loan 
offices and was backed by mortgage assets. 

Although imperial officials forced New England to forego the 
convenience of issuing tax anticipation bills after midcentury, the 
mildly punitive realignment offinancial policy had at least one posi
tive long-term benefit. The Currency Act of 1751 indirectly nur
tured the growth of a regional capital market. The new law granted 
the four legislatures the right tofinance deficit budgets through the 
sale of interest-bearing treasury notes with two-year maturities in 
peacetime andfive-year maturities when at war. The treasury notes, 
which can be viewed as reasonably analogous to modern U.S. Trea
sury notes, proved sound investment vehicles and a reliable store of 
wealth for prosperous citizens willing to finance government debt. 

Coinciding with the enactment of the Currency Act of 1751, 
Parliament agreed to reimburse the four New England colonies for 
expenses incurred in the recent military campaigns against French 
Canada. The transfer of funds to the colonies eased the transition 
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to a new monetary regime. Payment arrived mainly in Spanish coin. 
Massachusetts received the largest share of the reimbursement pot, 
and the legislature used the £183,000 to retire all of its outstanding 
tax anticipation bills. After midcentury the New England colonies 
moved rapidly to a monetary system that emphasized the use of 
coins as the sole medium of exchange. With fiat currency curtailed, 
the region was once again in general conformity with British mone
tary principles. 

When the Currency Act of 1751 was under consideration by 
the Board of Trade, members gave some thought to extending its 
terms to the other nine colonies as well. English exporters serving 
the colonial trade were divided, however, and nothing was done 
in regard to the middle and southern colonies. Virginia was still 
four years away from emitting its first round of fiat currency so 
the whole issue was moot in that context. After the volume of cur
rency had been limited in South Carolina in the early 1730s, the 
situation had stabilized. Depreciation rates in Pennsylvania, New 
York, New Jersey, Delaware, and Maryland were negligible or quite 
modest. The appointed overseas agents of those legislatures lobbied 
hard for an exemption from the harsh restraints. When a sufficient 
number of London merchants involved in the American trade had 
concluded that the exchange risk beyond New England was slight, 
or at least tolerable, members of the Board of Trade acceded to 
colonial pressures. 

Within a decade, however, merchants in London had hardened 
their views about the propriety of allowing the nine remaining colo
nies to issue fiat currency with private as well as public legal tender 
status. In 1755 Virginia emitted its initial series with full legal ten
der provisions. Since Virginia had the largest bilateral trade with 
Great Britain, creditors grew increasingly uneasy about their ex
posure to currency risks. Their fears were accentuated by reports 
about alleged iniquities in court judgments involving the use of colo
nial currencies in the settlement of overdue debts owed to foreign 
merchants. The degree of iniquity was exaggerated, but the situa
tion still compared unfavorably with conditions in New England 
where all private transactions were recorded strictly on a specie 
basis and the exchange risk was nonexistent.12 

In the 1750s and early 1760s the attitude of the London mercan
tile community about the remaining colonial paper money waxed 
and waned. Joseph Ernst has argued that fluctuations in mercan
tile opinion coincided with fluctuations in the colonial balance of 
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trade and market prices for sterling bills of exchange. During years 
when a given colony's outstanding trade debt became weighty and 
exchange rates climbed, London merchants feared that colonial 
courts were likely to settle debts in depreciated paper. At that point 
the merchants contemplated asking Parliament for a comprehen
sive ban on all further currency issues. Yet, when economic condi
tions improved, their views softened. When colonial sales were slack 
and exchange rates had declined, those same merchants were apt to 
welcome the news of a new emission of currency because they an
ticipated economic recovery and a corresponding increase in their 
exports. According to Ernst, the vacillating opinions of London 
merchants led to indecision on the part of the Board of Trade about 
formulating policy on currency emissions outside of New England. 

When board members finally decided to take action, they did so 
in a very heavy-handed manner. The board convinced Parliament 
to pass the Currency Act of 1764, which forbade the issuance of any 
new paper that included any legal tender provisions whatsoever, 
private or public, in the colonies not covered by the 1751 legislation. 
For all practical purposes, the act threatened to eliminate all fiat 
currency from North America. 

The colonies in question were outraged. First, they objected be
cause their currency issues had been managed responsibly for de
cades and had experienced no steady depreciation. Second, they 
saw no logical reason for denying legal tender status in strictly 
public transactions since English creditors were not affected. The 
leadership of the colonial legislatures interpreted the Currency Act 
of 1764 as nothing less than a slap in the face and a challenge to 
colonial liberties. 

During the next several years, elected officials continued to enact 
legislation authorizing the issuance of new currency with legal ten
der provisions irrespective of Parliament's stated will. They coerced 
their respective governors into submitting laws to the Board of 
Trade for approval by threatening to refuse the appropriation of 
funds to pay the governors' salaries. The board disallowed some 
of those acts, but after listening to special pleadings, it agreed to let 
others stand. Two South Carolina acts and one in New York were 
overturned because of unacceptable legal tender provisions. Yet in 
1770 the board permitted Pennsylvania and New York to emit cur
rency that was legal tender at the government loan office in the first 
instance and for all public purposes in the latter instance. 

This perennially divisive issue wasfinally settled in 1773, when 
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Parliament enacted new regulations allowing the continued issu
ance of paper money with legal tender provisions in all public pay
ments but not in private transactions. British creditors were now 
protected since they could insist on settlement in specie funds. A 
similar law in regard to private obligations now applied in the north
ern, middle, and southern colonies. In the last years before the 
rebellion, the Board of Trade had finally achieved a limited de
gree of uniformity. But it took decades of squabbling to achieve that 
goal, and the deliberations left political leaders on both sides of the 
Atlantic suspicious about the motivations of their adversaries. The 
atmosphere of festering distrust and indignation regarding mone
tary policy carried over into the final political battles leading to 
American independence. 

The issues at stake in the Anglo-American conflict over fiat cur
rency are difficult to assess because the debate raged at two levels. 
On one hand was the question of formulating sound economic poli
cies; the other issue was the dispute about which political units 
had the right to exercise sovereign power over monetary policy— 
Parliament or the colonial legislatures. Members of the Board of 
Trade were genuinely concerned about the propriety and wisdom 
of issuing fiat currency, and English creditors had legitimate fears 
about legal tender provisions and exchange risks. Within the politi
cal realm, the two currency acts were clearly part and parcel of a 
general effort to tighten parliamentary control over colonial affairs. 
The law applied to New England was not highly controversial be
cause the colonists acknowledged that depreciation had gotten out 
of hand in the 1740s, and the imposition of greater monetary disci
pline was justified. But the law enacted in 1764 was much more 
arbitrary and without just cause. The colonies affected had long 
records of monetary stability, and they were determined to resist 
unwarranted parliamentary interference in their domestic affairs. 

The net result was that both sides overemphasized the impor
tance of fiat currency as a political and economic issue. The British 
objections to currency emissions were overdrawn. Fiat paper was, 
in most instances, a valuable supplement to the stock of foreign 
coins. Its innovative role was especially justified given the fact that 
imperial officials had refused to authorize the establishment of an 
overseas mint to create an indigenous coinage. Occasionally, de
preciation rates affected English creditors negatively but the losses 
incurred were not extensive since, as a rule, colonial courts usually 
took into account changes in the market value of currencies when 
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adjudicating cases. The potential for losses was greater than the 
reality. The fears were genuine, however, and pressure from the 
London mercantile community led members of the Board of Trade 
and Parliament to attempt to create ironclad protection for credi
tors involved in overseas trade. 

British merchants were not alone in condemning the conse
quences of currency depreciation. A century later most professional 
scholars tended to view colonial monetary practices with an even 
more jaundiced eye. Advocates of the maintenance of the gold 
standard in their own era—the late nineteenth and early twenti
eth centuries—the conservatives sought out "lessons" from the past 
to educate their contemporaries about the dangers of depreciat
ing paper monies. They gleefully foisted their hard-money biases 
upon their colonial ancestors, recoiling in horror at the course of 
exchange rates in Carolina and New England before 1750. Those 
old-fashioned views have been largely repudiated, although they 
are still reflected in some out-of-date accounts. 

Most modern experts have a more positive assessment of the 
role of fiat currency in the colonial economy, and they no longer 
decry the consequences of depreciation. Moreover, in the last quar
ter century before independence, depreciation rates were very low 
or nonexistent in every colony where new emissions were still per
mitted. This analysis suggests that political rather than economic 
considerations reigned supreme in Parliament's confrontation with 
the colonies in the 1760s and 1770s. 

The claim of certain legislatures that private legal tender provi
sions were necessary to sustain the value of their currencies was a 
questionable argument not to be taken seriously today. Numerous 
fiat issues granted legal tender status in public but not in private 
transactions maintained their purchasing power. The key factor in 
supporting currency values was the willingness of legislatures to 
impose the requisite taxes for periodic retirements and the record 
of loan office customers in amortizing their mortgage debts. The 
legal tender issue was irrelevant in this context; it was another case 
of participants in an ongoing economic debate sticking to abstract 
principles rather than deferring to practical realities and the evi
dence right before their eyes. Opinion makers on both sides of the 
Atlantic Ocean engaged in rhetorical excesses. 

For years scholars had assumed a linkage between the volume of 
paper money in circulation and the general level of colonial prices. 
The research efforts of Robert Craig West and Elmus Wicker have 
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cast doubt on that assumption. Regression analysis of the volume of 
currency in circulation and the rate of price inflation in four major 
cities—Boston, Philadelphia, New York, and Charleston—revealed 
little correlation. Only in Boston between 1720 and 1749, when the 
volume of paper money in New England was exceedingly large, was 
there a clear relationship between the two factors. Although several 
colonies issued thousands of colonial pounds to cover war expendi
tures during the Seven Years' War (French and Indian), data for the 
period from 1755 to 1768 reveal generally stable exchange rates. 

Fiat currency was not only fairly harmless, contrary to its alleged 
deficiencies, but its usage also had numerous beneficial effects. 
Although Spanish coins were often readily available in major port 
cities and along the Atlantic coast, hard moniesflowed more slowly 
into regions farther inland that were less involved in international 
trade. As the frontier moved gradually westward during the eigh
teenth century, the residents of inland markets pressed their elected 
representatives to create a more convenient monetary system to 
facilitate routine transactions. Fiat paper was an ideal complement 
to the limited supply of coinage reaching areas distant from the 
coastline. 

The evidence remains inconclusive, but some data suggest that 
the issuance of currency was one factor responsible for pulling some 
provincial economies out of prolonged business recessions. The in
jection of new monies into the Pennsylvania economy in the 1720s 
coincided with the revival of commerce at home and abroad. Con
temporaries were convinced about the positive effects of the intro
duction of fiat currency, and virtually all classes and occupational 
groups unanimously supported its continued issuance. Similar de
grees of class solidarity were evident in other colonies as well.13 

While critics misjudged the alleged negative impact of fiat cur
rency on the colonial economy, its supporters in the colonial as
semblies likewise exaggerated its importance to the health of their 
economies. Paper money was not a necessary ingredient for growth 
and prosperity over the long haul, and that argument holds even 
if we concede its role as an economic stimulant in some colonies on 
certain occasions. Virginia, the most populous colony, functioned 
successfully without fiat currency for more than a century until 
emitting its first issue in 1755. The four New England colonies were 
on a specie standard after midcentury. No convincing evidence indi
cates that the presence or absence of fiat currency had any more 
than the slightest effect on per capita income growth in any prov
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ince. In sum, fiat money was a convenient addition to the monetary 
stock, but it was by no means essential in promoting economic de
velopment. 

Although the colonists frequently raised complaints about the 
lack of monies, there is little reason to believe that the population of 
British North America suffered much, if at all, from an inadequate 
monetary system. The colonial economy grew steadily, as measured 
on both an aggregate and per capita basis for more than roughly 
a century and a half. During that same era only two other coun
tries were experiencing similarly steady increases in living stan-
dards—Holland and England, the mother country. Whatever its 
disadvantages and inadequacies, the colonial monetary system had 
the wherewithal to support the highest living standards the world 
had ever known for a free population totaling more than 1.5 million 
by the 1770s. 

Certainly there were periodic business and agricultural reces
sions during which it appeared to contemporaries that the absence 
of monies in the aggregate was at the root of their economic distress. 
But the real problem almost always lay within another economic sec-
tor—either a slump in the demand for local output or a decline in 
production resulting from bad weather or from diseased or insect-
infested crops. Over the decades the colonists held about as high a 
percentage of their total assets in financial instruments, including 
coins and currency, as they desired. 

In fact, the colonists—just as citizens today—had, as a result 
of individual choices and preferences, more control over the total 
supply of monies in their asset portfolios than most probably real
ized. Few individuals perceived great benefits from holding large 
monetary balances because, given the absence of commercial banks, 
they had fewer opportunities to earn interest on accumulated sav
ings. The colonists preferred instead to hold their wealth in land, 
livestock, inventories, slaves, personal items, and in other produc
tive assets. They shipped coinage overseas to buy goods they could 
have gone without if building up the stock of money had been a 
high priority. Generous credit terms on purchases of merchandise 
were the rule, and the incentives for individuals to remain highly 
liquid to meet heavy short-term financial commitments were not 
that great. The colonists used monies, including paper and coinage, 
mainly as a mechanism to facilitate exchanges for other goods and 
services rather than as a store of wealth. In a detailed and compre
hensive study of the distribution of assets in the estates of thousands 
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of residents of Connecticut in the seventeenth and eighteenth cen
turies, Jackson T. Main discovered that even relatively wealthy men 
often died holding few monetary assets.14 

Since no precise monetary records were kept in the colonial 
period with regard to coinage, we can only speculate about the size 
of the money stock. The tendency among economic historians has 
been to give a fair amount of credence to an estimate offered by 
Philadelphia merchant Pelatiah Webster in 1791. Webster guessed 
that the aggregate figure for coin and paper in circulation was $ 12 
million in 1774, or approximately £1.5 sterling per capita for the 
free white population.15 Alice Hanson Jones' more recent analysis of 
personal wealth from a sample of probated estates produced a cash 
estimate of £2,588,000 sterling for the thirteen colonies in 1774, or 
£1.40 per capita for free whites. Jones' numbers indicate that cash 
assets accounted for little more than 2 percent of aggregate physical 
wealth.16 

The preceding analysis suggests that the money supply was com
pletely adequate to serve the colonial economy, all contrary state
ments by contemporaries and subsequent historians notwithstand
ing. In fact, its adequacy becomes virtually a truism if we refer to 
the overall performance of the colonial economy. We can safely as
sert that the monetary system was, on balance, functioning very 
satisfactorily since the recent literature on comparative rates of eco
nomic growth reveals conclusively that the American colonies were 
advancing more rapidly on both an aggregate and per capita basis 
than any other economy in the world as early as the second half of 
the seventeenth century—and by a very wide margin.17 Without a 
viable monetary system, the high growth rates experienced in the 
colonies would not only have been difficult but virtually impossible. 
The innovative policies of the colonial legislatures—including the 
issuance of tax anticipation bills and the establishment of govern
ment loan offices—helped to shape a financial system conducive to 
economic expansion. 
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The Credit System 

•> • ! • •> 

TH. HE EXTENSION of credit was afinancial service commonly offered 
in the colonial era, and its availability and usage increased over 
the decades. Unfortunately, the absence of commercial banks and 
other financial institutions has tended to obscure the vital role of 
the broader credit system in supporting the flow of goods and ser
vices through the economy. Nonetheless, the existence of financial 
facilities to permit merchants to acquire larger and more varied 
inventories and later to assist their wholesale and retail customers 
in making purchases was no less critical in this earlier period than 
after independence. Beyond the mercantile sector, financial ser
vices were likewise frequently available to fund intermediate- and 
long-term investments in land, bonded workers, and an assortment 
of capital improvements. 

In a sharp departure from the practice in Great Britain, where 
heavy expenditures on military operations led to the accumulation 
of a substantial national debt during the eighteenth century, provin
cial governments had no similarly organized capital market to draw 
on for debt financing. In peacetime the legislatures typically spent 
very little money—the governor's salary was often the single largest 
item in the budget. General tax rates at the provincial, county, and 
township levels were extremely low in comparison with prevailing 
rates in England—up to 75 percent lower in most years. User fees 
covered the cost of many government services at the local level. 
Interest revenues generated from the operations of governmental 
loan offices, which issued currency against mortgage assets, made 
substantial contributions to budgets in some colonies. 

56 
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During military confrontations with Indian tribes and rival 
European states, colonial legislatures often ran substantial budget 
deficits. In most instances, provincial leaders decided to monetize 
their debts through the emission of tax anticipation bills—one of 
two categories of fiat currency common in this era. Special taxes 
were then collected to retire the monies. After Parliament banned 
the further emission of fiat currency in New England after 1751, re
gional legislatures issued interest-bearing, two-year treasury notes 
denominated in moderate to large amounts—most commonly one 
hundred pounds—to assist in financing annual budgets. The suc
cessful placement of the treasury notes was a key early event that 
contributed to the institutional maturation of credit markets in 
North America after independence. But the embryonic nature of 
capital markets in colonial urban centers precluded provincial gov
ernments from issuing public securities with extended due dates. 

Private credit was more important than public credit in colo
nial America. Because of the seasonal nature of the largely agricul
tural economy, reliable financing between harvests was necessary to 
facilitate trade and stimulate economic activity. In the seventeenth 
century, when population was low and the region's economic per
formance still unproven, credit facilities were limited. As the econ
omy expanded and savings accumulated during the next century, 
the availability of capital from private sources at home and abroad 
rose considerably. In addition, government loan offices periodically 
offered modest advances to citizens with equity in real property for 
periods as long as twelve years. Loans with similarly lengthy due 
dates were invariably unavailable from private sources given the 
risks involved and the restrictions on interest rates higher than the 
legal maximum—usually 6 to 8 percent. 

The data on credit sources are scattered and incomplete, not 
only in the colonies but in mother England as well. Scholars have 
continued to unearth enlightening new information, but the gen
eral picture remains fuzzy and unfocused. What can be divulged 
here about the scope of the overall credit system must, as a conse
quence, retain a frustratingly unfinished and somewhat disjointed 
character. Despite reservations about the lack of comprehensive
ness, a careful review of the facts is nevertheless worthwhile because 
the precedents established in the colonial years influenced greatly 
the development of the financial system in the ensuing national 
period. 

The use of book credit was common in financing the exchange 
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of goods between producers and consumers through merchant 
intermediaries.1 The sums needed to finance working capital, con
sisting mainly of inventories plus accounts receivable from cus
tomers, normally accounted for the bulk of the investment in a 
mercantile firm. Ambitious merchants generally invested profits 
in working capital, but they also expected to generate additional 
financing from outside suppliers of merchandise. Indeed, suppliers 
of inventories routinely offered financial services in conjunction 
with their merchandising functions since granting lenient credit 
terms was a critical factor in promoting sales. Because the pace of 
business was slow, payment terms frequently stretched over very 
long periods—measured not merely in months but sometimes in 
years. (In the modern economy, suppliers typically provide interest-
free financing for only thirty to ninety days; firms planning to carry 
inventories over longer periods of time generally look to commer
cial banks for additional financing of their working capital require
ments.) 

The mercantile sector handled a substantial share of the goods 
produced and sold in the colonies. Estimates of the volume of trans
actions involving the exchange of goods among the colonists, com
piled by historian Carole Shammas, indicate that the typical house
hold in the mid-eighteenth century spent up to one-quarter of its 
annual income on items transported from beyond provincial bor-
ders.2 Merchants also served as intermediaries in the exchange of 
local output, although there are no precise estimates of the probable 
volume of domestic trading activity based on an analysis of reliable 
statistical data.3 A reasonable estimate of the overall extent of mer
cantile activity would place the total volume of goods entering the 
marketplace somewhere within the range of 30 to 40 percent of 
gross colonial output during the mid-eighteenth century. 

Meanwhile, local exchanges of goods and services occurred 
regularly between citizens, bypassing completely the mercantile sec
tor. Even in those cases credit services often remained an impor
tant factor in facilitating barter transactions since individual trans
actions between households did not always involve swaps of goods 
or services of equal monetary value. Many farmers, as a result, 
kept private account books that recorded exchange transactions in 
both physical and monetary units and kept running statements of 
the sums owed to them by neighbors as well as their own recipro
cal debts.4 

It is possible to generate a range of numbers suggesting the 
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TABLE 3.1 
Financial Assets as Components of Net Worth in 1774 

(in thousands of pounds sterling) 

Thirteen New Middle Southern 
Colonies England Colonies Colonies 

Net worth 105.7 19.0 29.7 57.0 
Financial assets 17.6 3.9 9.4 4.3 

Cash 2.7 .3 1.2 1.2 
Receivables, good 14.0 3.6 8.1 2.3 
Receivables, doubtful 1.0 — .1 .9 

Financial liabilities 21.4 7.1 6.5 7.8 
Net financial assets (3.8) (3.2) 2.9 (3.5) 

Source: Compiled from data in Alice Hanson Jones, Wealth of a Nation To Be, (New 
York: Columbia University Press, 1980), table 5.1, p. 128. 

probable investment of funds required to finance colonial trading 
activities. The approach chosen here focuses on a few select years 
about which the most reliable quantitative data already exist. For 
the early 1770s scholars have gathered and analyzed information 
on several fronts. Alice Hanson Jones' study of wealth and its vari
ous components based on a broad sample of estates revealed that 
the colonists were liable for aggregate debts totaling £21.4 million 
in 1774.5 They held financial assets amounting to £17.6 million, 
with £1 million listed as doubtful accounts. The missing £3.8 mil
lion presumably represented debts owed to foreigners, primarily 
the British. 

Most households at every level of wealth had some financial as
sets and liabilities. Indeed, the higher the level of wealth, the greater 
the volume of debts a given household was likely to have incurred 
relative to its holding of financial assets (but not its total wealth). 
In the wealthiest category, persons with estates over £400 typically 
had financial liabilities of £112, a total one-quarter greater than 
their recorded financial assets. The reason for the disparity between 
purely financial assets and liabilities is readily apparent: the wealthy 
were considered the best credit risks because of large holdings of 
land and slaves; therefore, merchants were willing to grant them 
liberal amounts of credit. 

At the lower end of the income scale, households with estates 
under £100 were typically liable for £14, a total only £1 greater than 
their financial assets. In addition to cash holdings, small estates fre
quently listed amounts receivable from transactions involving the 
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exchange of goods with relatives and neighbors plus accrued wages 
for the performance of various types of labor services. In the latter 
instance, poorer families were often in the position of extending 
credit to the wealthier households, which demonstrates that the 
provision of credit services was a reciprocal arrangement encom
passing in one way or another a majority of households. At some 
point during any given year, an adult male was normally in the posi
tion of debtor and creditor—often simultaneously with different 
parties. 

Analyzed from a regional perspective, debt levels per capita in 
the northern, middle, and southern colonies showed little variation, 
averaging from £11 to £12 for the free population. On the other 
hand, the creditor position of households revealed sharp regional 
differences: amounts receivable ranged from a high of £14 per 
capita for the free population in the middle colonies, down to £6 
in New England, and a low of £5 in the southern colonies. Indeed, 
inhabitants of the middle colonies were, on balance, net creditors, 
extending about £1.75 million in credit lines to purchasers of goods 
and services in the other mainland colonies, the Caribbean, and 
southern Europe.6 

In another research project on Anglo-American capital and 
credit markets, Jacob Price estimated that British mercantile credi
tors were due approximately £6 million from the colonists on the 
eve of independence.7 The data produced by Jones and Price are 
generally in harmony; together they indicate that British merchant 
capital provided sufficient funding to support about one-quarter of 
outstanding colonial debt in the early 1770s. The extension of for
eign credit was regionally skewed, however, with up to 80 percent 
granted to residents of the southern colonies. British merchants 
loaned up to £7 per capita to the free population in the southern 
colonies versus only £1.5 to persons in the middle colonies and New 
England. Jones' numbers indicate that domestic sources funded 85 
percent of regional debt in the eight northern colonies, whereas 
southern lenders financed only 40 percent of the outstanding loans 
in their region. 

The regional differential in levels of foreign debt was a direct 
consequence of prevailing trading patterns. The southern colonies 
regularly shipped huge quantities of tobacco, rice, and indigo to 
British merchants, whereas exports from the northern colonies to 
Great Britain were limited. Southern customers had available a 
ready means of settling outstanding debts, namely, the shipment of 
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marketable cash crops to British creditors. Southerners performing 
mercantile functions provided relatively safe havens for working 
capital, and they were the recipients of increasingly larger lines of 
credit. British merchants played a dual role in the southern market 
because they were involved in financing not only retail customers, 
an exceedingly large number of small to moderate accounts falling 
in the range of £20 to £100, but also in financing an increasing 
number of wholesale accounts with credit lines running as high as 
£5,000. 

In the northern colonies, British merchants almost never trans
acted business directly with retail customers. Instead, they operated 
through mercantile intermediaries in the northern ports, extending 
credit strictly on a wholesale basis. For northern merchants to settle 
debts incurred in importing British goods, the payment mechanism 
was less direct. Shipping cargoes of goods directly to London was 
not a practical alternative since there was little English demand for 
northern output. As a consequence, merchants had to find mar
kets for their exports in third countries, usually in the Caribbean or 
southern Europe; or, alternatively, they arranged to provide ship
ping services for foreign cargoes. To receive compensation, they 
drew bills of exchange against the funds that foreign buyers held 
in London and remitted those bills to their British creditors. The 
creditors, in turn, awaited the final collection of the bills of ex
change, which usually came sixty to ninety days after the receipt of 
the bills and the establishment of a due date. Because of the greater 
uncertainties linked to multilateral trading patterns and the more 
convoluted payment mechanism associated with the settlement of 
northern debts, British merchants granted less credit in that region 
than in the southern colonies. 

Economic historians have produced no breakdowns of how 
credit was distributed by various asset categories for all thirteen 
colonies, but Jones did generate data for three middle colonies— 
New Jersey, Pennsylvania, and Delaware.8 In those colonies, book 
credit accounted for more than 70 percent of outstanding receiv
ables; another 25 percent were notes and bonds at interest. Mary 
Schweitzer's work on Pennsylvania suggests that most formal notes 
with signatures added represented amounts originally owing on 
open account that had become past due according to prevailing 
standards within the local community, whereas bonds at interest 
usually represented direct cash advances. 

Some portion of the more formal debt instruments can be traced 
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back to trading activity. Assuming the following—that similar dis
tributions of financial liabilities could be found in the other ten 
colonies; that at least one-third of colonial output actually entered 
the marketplace somewhere within the system, either locally, re
gionally, or abroad; and that in this era of slow transportation and 
equally slow communication, working capital turned over no faster 
than once every twelve to eighteen months—then the sum required 
to carry the credit associated with the sale of goods and labor ser
vices was somewhere around £16 million in the early 1770s. British 
credit was therefore sufficient to support about one-third of colo
nial trade debt in the early 1770s. The other two-thirds was financed 
from working capital investments generated largely from domes
tic sources—although Dutch, French, Spanish, and other European 
merchants may have made modest contributions to the American 
market. 

The amount of credit that merchants at home and abroad 
offered in the colonial market fluctuated over time, with more funds 
advanced when economic conditions were favorable and credit 
grantors judged the debt-carrying capacity of borrowers to be rela
tively high. Despite the ongoing political confrontations between 
Parliament and the colonial assemblies in the 1760s and early 1770s, 
British merchants and manufacturers demonstrated enormous con
fidence in the tobacco economy of the Chesapeake colonies by ex
panding substantially the volume of credit granted both to retail 
customers and indigenous wholesalers. Thus, the last two decades of 
the colonial era might be viewed as unrepresentative of conditions 
in the credit markets in previous periods. Still, the long-term trend 
was toward increased allocations of British capital to the North 
American economy because the volume of Anglo-American trade 
was steadily growing. 

Funds devoted to financing mercantile trade were the largest 
but not the sole component of the colonial credit structure. Also in
cluded were notes, bonds, and outstanding mortgages arising from 
the funds supplied by individuals with surplus funds for investment, 
by trustees holding assets supporting widows and orphans, and by 
governmental loan offices. Many colonists maintained high savings 
rates and accumulated substantial capital. For the first century after 
settlement, wealth holders tended to make direct investments in the 
expansion of physical assets, but over the decades financial instru
ments, primarily mortgages and bonds with multiple signatures, 
became popular investment vehicles.9 
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The capital invested in maintaining colonial credit facilities 
added up to a very tidy sum. In the Jones study of wealth hold
ing, the volume of domestic credit was six times greater than the 
size of the monetary stock. The £21.4 million of financial liabilities 
listed in 1774 represented about 70 percent of the thirteen colo
nies' gross annual output; colonial debt supported about one-fifth 
of total physical wealth.10 In comparison with the modern era, pri
vate debt was low. For example, private debt in the U.S. economy in 
the mid-1980s was 20 percent greater than the gross national prod
uct (GNP), while total debt, including all private and governmental 
obligations, reached a figure two-thirds higher than GNP and thus 
provided the financing for approximately half of the total national 
wealth. 

By modern standards, outstanding per capita debt in the late 
colonial era was relatively modest. On the other hand, the North 
Atlantic economy that existed two centuries ago functioned without 
all the monetary and fiscal stabilizers that exist today, and its debt-
carrying capacity was consequently much lower. In the eighteenth 
century, slow communications increased the risks associated with 
debt. A minor financial crisis in one part of the world could quickly 
escalate into a full-blown and widespread panic—as happened dur
ing the London credit crunch of 1772. 

That financial crisis in the early 1770s caused British credi
tors as a group to reduce quite sharply—although only tempo-
rarily—their outstanding lines of credit at home and abroad. In the 
scramble for liquidity, they "protested" the nonpayment of many 
sterling bills of exchange drawn against previous shipments of colo
nial goods, particularly tobacco, and returned them to their over
seas endorsers. Their efforts at self-preservation spread the finan
cial pressure across the Atlantic. Some Americans, especially in the 
southern colonies, had been running large and steadily increas
ing debit balances for years, and they soon felt the pinch. Colonial 
debtors complained loudly about the bills returned unpaid as well 
as the unanticipated demands for quick settlements of outstanding 
debts since it created genuine hardship for many Americans and in 
some instances precipitated bankruptcies. 

Historian Timothy Breen has argued that resentment ran deep 
among members of one elite economic class. Great planters in the 
Chesapeake felt completely betrayed by the allegedly unjustified 
demands emanating from their long-standing creditor "friends" 
in London who had willingly carried increasing volumes of debt 
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year after the year and who had never previously sought to curtail 
outstanding accounts so sharply on such short notice. As a result 
of their uncompromising demands, the British creditors were un
masked and revealed to be no less than mercenary and ungrate
ful merchants—not genuine friends at all. Inexplicably, they had 
failed to follow the unwritten code of gentlemanly behavior related 
to indebtedness that had arisen over the years within Chesapeake 
society and that the planters blindly assumed prevailed through
out the whole North Atlantic economies. Breen concluded that the 
lasting effects of the controversy over seemingly arbitrary British 
demands for the settlement of colonial accounts is the key factor ex
plaining why so many otherwise cautious southern political leaders 
ultimately decided to follow the path of rebellion and independence 
in the mid-1770s.11 

Structure of Mercantile Debt 

The entire mercantile community was tied together through chains 
of credit that extended from domestic and foreign wholesalers and 
manufacturers, who rested at the top of the ladder, down to part-
time storekeepers in remote areas. Individual merchants granted 
each other credit facilities for the acquisition of inventories with the 
goal of increasing their volume of sales. By modern standards, the 
conditions offered were exceedingly generous in terms of due dates 
and the interest rates nominally applied to outstanding accounts. 
Because goods moved so slowly across water in ships and overland 
in small carts along rutted roads, credit terms had to be extended 
over long periods. If a large importer in one of the major port cities 
sold goods to a smaller merchant in an outlying town, and if that 
merchant subsequently resold the same inventory to a storekeeper 
in a remote area, it usually took a year or more to settle accounts 
under normal conditions. 

The process of remitting funds to the original supplier did not 
commence until the distant storekeeper had sold the goods to a local 
farmer or artisan (probably also on credit), collected payment from 
that customer (which might take six months or more), and then 
acted to remit funds to the small-town merchant, who was himself 
probably one of the lower links along the chain of credit financ
ing. Several more remittances between merchants in progressively 
larger trading centers might be necessary before the originating im
porter received final payment. American buyers generally received 



 65 The Credit System

interest-free credit for up to twelve months from British exporters. 
Since many credit sales to storekeepers in remote areas were strung 
out over eighteen to twenty-four months, American merchants were 
often required to invest some of their own capital in financing 
slow receivables. Some credit lines at home and abroad were rarely 
drawn down to a zero balance. Instead, debtors made payments in 
sufficient amounts to reveal an element of good faith and to dem
onstrate the capacity to service a portion of their outstanding debts 
and to cover any accrued interest. British merchants typically began 
adding interest charges to balances outstanding longer than twelve 
to eighteen months. 

Pinpointing the sources of the credit extended by British firms 
in the colonial market has remained an elusive scholarly under
taking, but historian Jacob Price has identified the origins of a 
portion of the total investment of Britis"h mercantile firms in the 
American trade.12 Of a total estimated investment of £4 million in 
1774, Price calculated that £1.5 million arose from the equity ac
counts of owners. A small amount of capital, less than 5 percent, was 
raised through loans from British banks, which were cautious about 
making loans to mercantile firms heavily involved in the uncertain
ties of overseas trade. Perhaps £.5 was generated by "borrowing on 
bond" from individuals with surplus funds. 

The mechanism linked to borrowing on bond is worth a brief 
description since it was employed in Great Britain and the colo
nies as one means of raising debt capital for longer periods of time. 
Bonds in England were notes signed by at least two persons, typi
cally the borrower and an independent guarantor, which contained 
a heavy penalty for nonpayment—usually double the amount of 
the actual debt. The terms of repayment were negotiable and could 
vary with each contract. A bond agreement might specify the mini
mum length of time that the borrower would have use of the funds, 
such as three to twelve months, with the lender thereafter having 
the right to recall the funds at any time upon giving advance notice 
of a few days. 

Many bonds remained outstanding for years, thereby provid
ing borrowers with a reliable source of semipermanent debt capi
tal. The interest rates offered were typically one to two percent
age points higher than investors could earn on British government 
securities, which were considered the safest investment alternative. 
Transactions could be arranged in any amount, but typically ranged 
from ten pounds to several hundred pounds. Flexibility was a con
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venient feature of the call-bond market because borrowers and 
lenders alike could easily diversify their investments and obliga
tions among numerous parties. The sources of funds were varied as 
well. They ranged from wealthy persons, who might be seeking a 
slightly higher return on liquid assets in comparison with yields on 
government bonds, to others with more modest savings, including 
numerous widows and the trustees of orphans who wanted a steady 
income combined with the likely preservation of capital. A plausible 
analogy can be made between the characteristics associated with the 
modern certificate of deposit and the English and colonial markets 
for private recallable bonds. 

The British firms granting lines of credit in the colonies had to 
find some means of covering the cost of the capital employed in ex
tendingfinancial services. The most direct method of accomplishing 
that end would have been to apply interest charges at compensating 
rates against the debit accounts of their American customers. But 
that is not how business was customarily conducted. Instead, com
pensation for the cost of supplying funds to the Anglo-American 
credit market was hidden in the price of the goods bought and sold. 

Interest rates applied to outstanding accounts were by custom 
and law usually low, typically zero for routine financing up to twelve 
months. Revenues to cover the cost of extending such lenient terms 
had to come from generous profit margins on the merchandise 
itself. Markups of 50 to 100 percent on every transaction occurring 
within the mercantile sector from original supplier to ultimate con
sumer were common. Profits on the merchandise sold had to cover 
the costs associated with the provision of these financial services: 
first, the use of the funds for several months while even the most 
reliable accounts remained outstanding and, second, the losses on 
accounts never paid because of bankruptcies resulting from fraud, 
mismanagement, or the sweeping financial panics that periodically 
engulfed the economy and threatened the solvency of every mer
chant. Cost accounting techniques were crude or nonexistent. Thus, 
firms simultaneously selling goods and granting credit were unable 
to analyze their operations and pinpoint the underlying sources of 
their profits and losses. Greater knowledge on that score probably 
would have made no difference in procedures in any event since, in 
the absence of the availability of commercial bank loans, the perfor
mance of merchandising and financing activities were inseparable 
functions with indivisible, joint costs. 
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Merchants everywhere were cautious about offering too much 
credit to new accounts. The fear of incurring losses because of 
unpaid accounts was the major factor that tended to restrict the 
extension of credit primarily to individuals personally known, or 
to third parties specifically recommended by trusted sources. No 
outside credit reporting agencies kept track of an applicant's credit-
worthiness—current income, net worth, or previous credit history. 
Retail merchants tried to protect themselves by restricting credit to 
nearby residents and by limiting their exposure on each account to 
a fairly modest sum throughout most of the year. But the dual goals 
of restricting accounts receivable to prudent levels and maximiz
ing profits on sales of merchandise often ran at cross-purposes. In 
heavily agricultural areas, potential buyers frequently ran short of 
monies, or marketable goods to barter, during the weeks immedi
ately before the upcoming harvest. Merchants and storekeepers 
either stretched their financial resources to the limit in acquiring 
additional inventory and carrying a large volume of accounts re
ceivable for an extra month or two, or they lost opportunities for 
sales at substantial markups. 

The expectation of creditors was that their customers' accounts 
would be paid off annually, or at least drawn down significantly, 
with payments in monies or with the delivery of recently harvested 
grains, other cash crops, or marketable goods produced within the 
household. In most regions the prevailing custom was to convert 
amounts long past due on open accounts, other than trivial sums, 
into formal signature notes, with relatives as endorsers and guaran
tors. Interest accrued thereafter at the maximum legal rate—a rate 
that varied from 6 percent to as high as 12 percent, depending on 
the colony and the legislation i$ force at the time. 

Other Credit Facilities 

Beyond the mercantile sector, the credit available for financing 
other types of productive activity was strictly limited. Borrowers 
seeking mortgage money for the purchase of farmland had few 
sources of outside funding. Prior to marriage, most youths not only 
helped their parents at home but also worked as day laborers on 
neighboring farms for several years. Some of those earnings were 
saved and used to finance the items needed in their new house-
holds.13 Adult children also expected to receive an inheritance from 
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their fathers—or their widowed mothers—upon marriage. Every 
young couple hoped to receive free title to a farm, but the resources 
of parents did not always permit such generous gifts. 

In cases where youthful buyers could not come up with the en
tire purchase price of farmland, they made a down payment and 
sought additional financing. The purchase of land was frequently 
financed by the seller, who took back a mortgage contract with a 
maturity date ranging in length from one to three years, and occa
sionally as long as five years. (Americans in the early 1980s labeled 
similar transactions "creative financing," not realizing that such ar
rangements had been the norm in many areas for centuries.) Many 
of the formal financial arrangements were among male relatives— 
fathers, sons, brothers, or in-laws. Even in the absence of a family 
connection, mortgage holders and mortgagees were typically resi
dents of the same community or county. Owners preferred to nego
tiate sales to local acquaintances, very often the recently married 
sons and daughters of families in the local area. Given a reasonable 
down payment, however, they were sometimes willing to transact 
business with recent arrivals since the land securing the loan pro
vided safe collateral. 

The difficulties associated with financing prospective buyers 
ranked among the major problems that investors in vast tracts of 
raw land in frontier areas invariably faced. First, there was the dif
ficulty of policing squatters and preventing them from acquiring 
legal rights by proclaiming privileges based on the continuous occu
pation of undisputed property over a period of years. Squatters 
were not universally unwelcome, of course, because they generally 
cleared fields and made other improvements, thereby increasing 
the value of the land for subsequent sale. Meanwhile, their pres
ence in the area was a signal to prospective buyers that the region 
was desirable for immediate settlement. Moreover, threatened with 
legal action and the loss of access to the improvements resulting 
from their own labors, squatters often became legitimate buyers. 

Second, land prices had to be set relatively low in order to attract 
a substantial volume of new settlers in a country where farmland, 
both developed and undeveloped, was not a particularly scarce 
commodity. Capital was scarce, however, and outside financing to 
carry the mortgage debts of farmers moving to untested frontier 
regions was simply unavailable. As a result, large-scale investors in 
western land companies, and other investors on a smaller scale, 
had to provide much of the financing for their own sales con
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tracts. Since the collection of mortgage debts in remote locations 
was often an unpredictable enterprise, sellers aimed at collecting a 
substantial down payment up front—at least a third of the purchase 
price was a reasonable goal. If sellers stipulated the payment of too 
much money down, however, it discouraged too many legitimate 
buyers and simultaneously encouraged more squatters to take their 
chances with the legal system at some future date. 

Sellers who provided the financing for purchasers, whether pri
vate sales of individual farms or numerous transactions involving 
hundreds of parcels, often assumed the entire financial burden by 
stipulating the accrual of no interest at all over the life of the origi
nal contract. Mortgages usually expired in less than five years and 
called for payment in full. A fairly typical payment schedule might 
call for equal installments over a three-year period. Interest-only 
mortgages with huge balloon payments due at the end of three to 
five years became common in rural areas in the nineteenth cen
tury. If the mortgagor was granted an extension of time, interest at 
the permissible legal rate was thereafter generally applied. By and 
large, however, the cost of financing real estate transactions fell on 
sellers rather than buyers. Profit margins on the sale of properties 
had to be high enough to cover the cost of financing sales. The op
portunity cost of capital was probably somewhere in the range of 
6 to 20 percent per annum, depending on dates and locations. 

In other circumstances, a buyer could sometimes arrange to ob
tain mortgage financing from third parties. The sources of outside 
monies were generally very wealthy families in the local area. The 
motivations of lenders usually went beyond strictly a consideration 
of the financial gains accruing from interest revenues, which were 
limited by law to a moderate rate. Local elites were occasionally will
ing to advance surplus funds to a newly formed household purchas
ing its first farm in order to reinforce the lender's economic, social, 
and political power within the community. In other instances, the 
contract might include provisions for the borrower to provide vital 
labor services at market rates, often as high as three or four shillings 
per day, at certain critical times of the year, such as planting and 
harvesting, when labor markets were invariably tight. Sometimes 
local elites were willing to advance young households the down pay
ment to acquire a farm, with the transaction financed by a note with 
family members and in-laws as endorsers and guarantors. 

Elites with large estates frequently sought a means of guaran
teeing a ready pool of day laborers near at hand, and among the 
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strategies employed were the recruitment of reliable tenants on 
adjacent properties on favorable terms and the granting of mod
est loans to the new owners of farms in the local area. Paternalism 
was a strong social force in all regions, north and south, and one of 
the standard obligations of elites was the provision of limited finan
cial services in their communities, and especially to newly married 
neighbors trying to become established as independent households 
since they would henceforth be beholden for favors granted. 

Other sources of mortgage money during the eighteenth cen
tury were government loan offices, which existed in every colony 
except Virginia. Since they all issued paper currency in the pro
cess of making loans, their operations were discussed in some detail 
in the previous chapter. Jones' data on the distribution of various 
types of loans in three middle colonies reveal that mortgages were 
only about 1 percent of gross personal financial assets. One fac
tor perhaps explaining the low percentage of mortgages in private 
portfolios was the heavy involvement of government in the mort
gage market. 

In the colonial era, the performance of mortgage services by 
governmental agencies had certain characteristics in common with 
modern markets for second and third mortgages. Loans rarely went 
tofirst-timebuyers.14 Instead, loans went to current owners who had 
already built up sufficient equity in the properties offered as collat
eral. The colonial legislatures tried to promote a wide geographical 
distribution of loans within their respective provinces by placing 
relatively modest limits on how much any citizen could borrow. 
Few were able to take out loans for much more than one hundred 
pounds, and the median in most locales was somewhere between 
thirty and seventy pounds. 

Borrowers could use the loan proceeds for any purpose without 
prior approval. The only qualification to receive an advance was 
sufficient collateral, normally real estate with a market value at least 
twice the size of the loan. Most borrowers used the loan proceeds 
to acquire more land, make improvements on existing properties, 
or purchase the contract of an indentured servant or slave to pro
vide additional labor services. Loans were amortized with regular 
payments of interest and principal over the remaining lifetime of 
a specific issue of fiat currency. Suppose, for example, the legisla
ture authorized an issue of currency scheduled for retirement in 
ten years and allocated a portion to the loan office. Borrowers ob
taining money in the first year after passage had use of the money 
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for the entire period and likely repaid the loan in ten annual in
stallments. If other applicants received funding three years later, 
however, their loans were outstanding for shorter terms. No mat
ter when a loan was made, its maturity date coincided with the 
expiration date governing a specific issue of fiat currency. 

The interest rates applied to government mortgage loans were 
typically very low in comparison to the rates for other long-term 
loans—when such loans could be found, which was almost never. 
The normal rate was the legal maximum, most commonly 6 to 8 per
cent per annum. The legislatures did not proscribe different legal 
rates for loans with differing terms; one maximum rate applied to 
every loan irrespective of how long it remained outstanding in a 
given colony. Because arranging loans at rates higher than the offi
cial maximum was illegal, private lenders could not be compensated 
adequately for the extra risks associated with loans having lengthy 
due dates. Therefore, lenders simply declined to supply funds to 
the long-term market. Occasionally, borrowers and lenders were 
able to circumvent the intent of the law by discounting the origi
nal proceeds of a loan, thereby raising the effective rate of interest 
upon repayment of the face amount, but no evidence suggests that 
the practice was especially widespread. 

Since the loan offices conducted a volume business, the interest 
revenues made a major contribution to the budgets of colonial gov
ernments, especially at the provincial level. In some colonies, inter
est earnings on mortgage loans were the sole source of provincial 
revenue for decades; Pennsylvania and New Jersey are two prime 
examples. Since the loans were adequately secured and land prices 
never suffered a serious decline, but on the contrary rose steadily in 
settled areas, the losses associated with defaults were few. The judg
ment of modern financial historians is almost universally favorable 
about the benefits accruing to both the public and private sectors 
as an outcome of the credit services provided by government loan 
offices in the twelve colonies where they operated at various dates 
during the eighteenth century. The funds they loaned were instru
mental in promoting more capital formation, which translated into 
greater output and higher incomes. 

Economic historians have only recently begun to recognize that 
moderately active informal markets for direct cash loans between 
individual citizens were also in operation in some localities, and in 
rural as well as urban areas. What is known about the mechanism of 
borrowing on bond indicates that colonial practices were reasonably 
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similar to techniques in London. Bonds were two-name paper call
able by the lender and carrying interest rates at the colony's legal 
rate. In Pennsylvania, Schweitzer found that the suppliers of funds 
were typically older persons who had chosen to convert tangible 
property into interest-earning financial assets as well as persons en
trusted with the investment of monies for the benefit of widows and 
orphans. Some loans remained outstanding for years, with recall 
occurring only in response to some specific family event such as the 
death of a lender, a widow's remarriage, or a youth's coming of age. 
Lenders tended to spread risks through diversification. The maxi
mum loaned to any one borrower was normally no more than ten 
pounds, an amount no greater than one-fifth the annual income for 
the average adult male. Borrowers could be found in every occu
pational category—not only merchants seeking working capital but 
farmers and artisans as well.15 

Conclusion 

The credit system that served the colonial economy was somewhat 
peculiar in terms of its extremely decentralized structure. The 
system was institutionally immature, yet it managed to provide a 
reasonably adequate level of financial services. Indeed, despite the 
defects, its effectiveness was sufficient to support very high rates of 
aggregate growth for a premodern economy—an economy spurred 
on by a rapidly increasing population, plus income levels per capita 
for the free population which were the highest, or very near the 
highest, in the world during the eighteenth century. 

Those achievements were realized despite the fact that financial 
intermediaries were almost completely absent in the colonies. No 
institutions existed to gather surplus funds from a diverse group of 
savers and to channel those monies to borrowers seeking additional 
capital for investment projects. Loans of all varieties were negoti
ated directly between savers and lenders, with the only exception 
being instances when trustees for orphans and widows managed 
small portfolios consisting primarily of two-name, recallable bonds 
in modest amounts plus a few short-term mortgages. Communities 
were still small enough and personal networks broad enough that 
search costs for lenders seeking fairly safe havens for their funds 
and for borrowers seeking credit facilities were not prohibitively 
high. Undoubtedly, some potentially profitable projects failed to get 
off the ground because of inaccessible financing, but the volume 
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of thwarted ventures was less than might be anticipated given the 
institutional underdevelopment of financial markets. 

Capitalflows from Great Britain alleviated somewhat the short
age of loanable funds in the colonies. British capital was invested 
primarily in financing trade debt, with a disproportionate share of 
credit facilities allocated to the southern colonies because of the 
active bilateral trade between the tobacco and rice colonies and 
the mother country. Although the terms of repayment stipulated 
the settlement of individual accounts every twelve to eighteen 
months, in actuality the trade debts were constantly rolled over and 
thus became a semipermanent investment of British capital in sus
taining the purchasing power of wholesale and retail customers in 
the colonies. When creditors called home the funds temporarily 
during the London credit crunch of 1772, their withdrawal from the 
colonial economy caused hardships for many borrowers who, lulled 
into ignoring the potentially volatile nature of mercantile credit, 
had become accustomed over the years to receiving generous and 
continuous financing for their purchases of foreign goods. 

As a result of the inflow of British capital, the colonists were 
able to direct more of their own savings into developing the pro
ductivity of the abundant physical resources of North America and 
into the acquisition of more labor resources through purchasing the 
contracts of indentured servants and slaves. Alice Hanson Jones' 
data suggest that foreign capital financed up to perhaps 6 percent 
of the colonies' total physical wealth in the 1770s, a measurement 
that includes servants and slaves. 

Meanwhile, domestic private sources of loanable funds were 
augmented in every colony but Virginia by the creation of gov
ernment loan offices that granted collateralized real estate loans 
against accumulated equity in existing properties. The loan offices 
served dual functions: providing a mechanism for the emission of 
paper currency to supplement the circulating coinage, while simul
taneously offering lending facilities to finance intermediate- and 
long-term investments for the expansion of productive capacity over 
fixed terms ranging up to a dozen years at moderate interest rates. 
Access to mortgage loans was generally widespread among property 
owners since fairly modest loan limits were placed on individual 
borrowers irrespective of accumulated wealth. In that way govern
ment offered services in one important financial market where the 
private sector had failed to respond because of the perceived risks 
associated with holding portfolios of financial assets with lengthy 
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maturity dates. Private investors who sought interest income from 
financial assets over longer periods were more inclined to acquire a 
diversified portfolio of small personal bonds from numerous bor
rowers that were recallable upon demand and therefore served as 
highly liquid assets. The loan offices were notable too because they 
were formal institutions managed by a small bureaucracy of sal
aried workers and thus represented a departure from the prevailing 
pattern of highly personalized credit transactions. 

The informality and personal character of the financial system 
belied its unusual degree of responsiveness to the requirements of 
the free population of North America during the colonial era. In 
the national period which lay ahead, citizens mobilized risk capital 
and in some cases passed new legislation that supported the creation 
of more formally organized, specialized institutions to complement 
the older system based mainly on personal negotiations among the 
suppliers and users of credit facilities. Despite a myriad of insti
tutional innovations in the nineteenth century, Americans by and 
large sought to preserve much of the older heritage of communal 
interdependence and personal contact between savers and borrow
ers. As a consequence, they favored an atomized structure for the 
performance of financial services, a system subject to local control 
as much as possible. Such a system had served the colonies well for 
more than 150 years and had produced a general harmony of inter
ests between debtors and creditors who viewed each other as playing 
vital and legitimate roles in the expansion of the general economy 
and the creation of personal wealth. 

Competition in offering and receiving financial services was 
overwhelmingly among individuals acting alone or operating in un
incorporated partnerships; institutions with specific charters and 
special privileges granted by governmental units did not exist. Law 
and legislation favored no group of debtors or creditors over other 
citizens in thefinancial marketplace. Government loan offices had a 
de facto monopoly over lending in the long-term market; but since 
no competitors from the private sector expressed any eagerness to 
enter that market, few critics rose to challenge the legitimacy of 
governmental involvement. In retrospect, it was probably among 
the least contentious periods in Americanfinancial history. The pat
terns of everyday life in North America were soon reshaped—first 
by the War for Independence and its aftermath, and second by new 
technology, new energy sources, and new transportation networks. 
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In combination, they transformed enormously and irrevocably the 
structure of farming, manufacturing, and commerce during the 
first half of the nineteenth century. The structure of the financial 
services sector was altered as well; indeed, the scale and sophistica
tion of its operations underwent an equally dramatic revolution. 



4

Colonial Financial Services 

•> •> •> 

BEFORE MOVING into the confederation and national periods, we 
should pause to make a broad assessment of the performance of 
the financial services sector during the colonial era. Much of what 
transpired in the eighteenth century had future repercussions. In 
many instances of historical analysis, insights into the workings of 
earlier societies are revealed by focusing not merely on the evi
dence at hand but also by identifying institutional patterns notably 
absent. For example, colonial political and economic elites never 
had cause to split into competing ideological factions regarding ir
reconcilable disputes about the structure of the financial system, 
as occurred soon after independence. For the most part, harmony 
reigned. Since provincial governments lacked the power to grant 
corporate charters to financial institutions, or any business enter
prise for that matter, controversies surrounding the granting of 
special rights to a limited number of privileged citizens rarely arose 
as a potentially divisive political issue. The few documented efforts 
to create private land and specie banks in Massachusetts and Con
necticut were quashed because of legal challenges based on British 
statutes. Some debates in the colonial legislatures generated a great 
deal of rhetorical heat, but the most serious conflicts over financial 
issues were with imperial officials. 

All supplements to the money stock in the form of paper monies 
resulted from the direct intervention of legislative bodies. Private 
bankers played no significant role in the economy. Whereas virtu
ally every other type of economic activity—whether on farms, in 
artisan shops, or in mercantilefirms—was conducted solely within 
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the parameters of private enterprise, the privatization of money 
and banking was a moot issue, an idea largely irrelevant and rarely 
confronted in colonial society. In that respect this period in Ameri
can financial history differs substantially from events during the last 
two centuries. 

One vital tenet of the colonial heritage was that every citizen 
with sufficient capital and an inclination toward the performance 
of financial services should always have a fair and equal chance 
of entering the market as a supplier of loanable funds. That fac
tor goes far in explaining why the future United States ended up 
with an institutional hodgepodge within its commercial banking 
sector as exemplified by the establishment of not just thousands— 
but literally tens of thousands—of small, locally owned, and locally 
managed financial institutions. The absence of a feudal past had 
its impact on the realm of finance as well as on other elements 
of American society. A small group of extremely wealthy families 
never dominated the American financial services sector as hap
pened so often in contemporary Europe. The colonial heritage was 
radically different because of the heavy involvement of provincial 
governments, and that factor encouraged the emerging nation to 
create and nourish an extremely atomized institutional structure. 
Colonial traditions led as well to the uncompromising desire of citi
zens for widespread participation in routine commercial banking 
services above and beyond all other considerations of soundness 
and prudence—and at all costs, including perennial threats to the 
underlying safety of the nation's currency and deposits from 1815 
until regulatory reform in the mid-1930s and then again with the 
deregulation movement in the 1980s. Between 1780 and 1815—the 
last year covered in this volume—commercial banks numbered only 
in the hundreds, not the thousands. As a rule, they were exception
ally safe institutions. 

Through their direct involvement in the market for mortgage 
loans, provincial governments demonstrated a strong commitment 
to the principle of equal opportunity for all current property hold
ers. The acts authorizing the issuance of paper money by loan offices 
reflected prevailing attitudes about the justice of allowing a cross 
section of citizens to reap a share of the anticipated benefits. The 
mechanisms for making loans were not strictly egalitarian in any 
colony, but the rules and procedures did guarantee that a small 
group of very wealthy and influential families would be unable to 
exercise sufficient power to lay claim to most of the funds in the 
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loan pool and exclude thereby voters with more modest property 
holdings. 

In terms of maintaining the safety of financial assets, the overall 
record was much better than critics have alleged. Admittedly, per
sons desiring to store wealth infinancial assets had few choices other 
than gold or silver—whether coins, bullion, or crafted jewelry and 
tableware—if their goal was absolute protection from the threat of 
lost purchasing power over extended periods of time. The holders 
of fiat currencies issued by Maryland, Pennsylvania, New Jersey, 
and New York were also safe from long-term depreciation. But the 
evidence arising from samples of probated estates in every region 
indicates that few individuals, including the very rich, chose to hold 
more than perhaps 2 to 3 percent of total wealth in any combination 
of coin and currency. All monies were sterile assets, which gener
ated no current income, and coins and currencies therefore were 
not widely held by members of any occupational group.1 Wealth 
holders seeking a safe haven for capital plus a return on their invest
ment put their funds in real estate properties, such as developed 
farmland or urban rental housing, and assumed the role of land
lord. Another investment alternative for savers was the personal 
bond, a debt instrument affixed with the signatures of several en
dorsers residing in the local area. The degree of safety was linked 
to the soundness and integrity of creditors and endorsers, the di
versity of names in the loan portfolio, and the efficiency of the legal 
system as a collection agency for loans past due. Since most bonds 
were drawn for modest amounts, usually less than twenty pounds, 
they were normally safe vehicles for wealth holders who gave the 
preservation of capital a high priority. 

All allegations about the absence of safety in colonial finance 
are related to the poor record of certain issues of fiat currency in 
specific colonies. In South and North Carolina before 1726 and in 
New England before 1750, numerous issues suffered heavy depre
ciation. Those monies were extremely unsafe as a store of value over 
the long run. Rapid depreciation overnight was not a threat; rather, 
the decline was steady and predictable over a period of months or 
even years in most cases. It remains doubtful whether citizens ever 
held large sums of depreciating currencies for any more than short 
periods of time. 

Households concerned about safety normally had the option of 
swapping currency for specie or other tangible property. Reason
ably active markets for depreciating currencies usually remained 
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in operation at varying rates of exchange. While some currency 
issues were clearly unsafe as long-term stores of value, the risk was 
fairly remote that a given household that managed its finances sen
sibly would suffer an inordinately huge loss of purchasing power 
and an appreciable decline in net worth from holding monetary 
assets. Meanwhile, all currency issues, including those undergoing 
steady depreciation, made a valuable contribution to the economy 
by serving as a medium of exchange for the general population. 

One group that can be identified as potential sufferers from 
the effects of depreciating monies were creditors in colonies where 
the currency had been designated as legal tender in the payment 
of private as well as public debts. Merchants who had extended 
trade credit to customers were the most vulnerable economic group; 
and the longer accounts remained outstanding, the more their vul
nerability increased. If merchants were forced to accept devalued 
monies in the settlement of long overdue accounts, currency losses 
could override their initial profit margins. Under those conditions, 
it is reasonable to assume that members of the mercantile class 
would have unanimously opposed the issuance of paper monies 
with strong legal tender provisions in debates within the colonial 
assemblies. Yet, surprisingly, that was not their usual outlook. Some 
merchants were in opposition, of course, but the majority sup
ported currency legislation designed to stimulate the local economy. 
Presumably, they thought mainly about the likelihood of higher 
sales generated from an expanded volume of trade, and they were 
reasonably confident that most judges and juries would take into ac
count the shifting market values of currencies in any disputed claim 
related to the repayment of outstanding debts. Some merchants, 
realizing that their debt and credit balances were roughly offset
ting during the course of a year, may have concluded that they had 
about as much to gain as lose from any volatility in currency values 
and that the net impact of depreciation would not be detrimental 
to their interests. 

British merchants were most vulnerable to losses linked to de
preciating currencies. For them, the safety factor was a more cru
cial issue since debt settlement often extended over several years, 
by which time major changes in currency values might have taken 
place. During the eighteenth century, they were progressively dis
inclined to assume the currency risks associated with conducting 
business in certain colonies. On the basis of exaggerated stories 
circulating in London in the early 1760s regarding some allegedly 
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unfair settlements of long-standing debts, they eventually lost con
fidence in the willingness of colonial courts to take into account the 
market value of local currencies vis-a-vis specie and sterling bills of 
exchange. Moreover, by the late colonial era, British merchants had 
witnessed an increase in their exposure to currency risks because of 
the expanded volume of colonial trade and their collective decision 
to liberalize credit lines. 

The irony is that, despite British fears, the safety record of every 
currency issue emitted in the colonies after midcentury was ex
tremely good. Although exchange rates fluctuated over the years, 
none of the fiat paper emitted in the middle and southern colo
nies ever fell into an irreversible tailspin. The issues retained most 
of their purchasing power over the long run, and they served as a 
viable store of value. This positive assessment of the safety factor 
contradicts earlier historical depictions of the colonies as territories 
where monetary management was highly irresponsible. Uncontrol
lable depreciation was the exception, not the rule, in most regions. 
The older myth was fueled by monetary historians who were predis
posed to believe the worst and who repeatedly cited atypical events 
and exaggerated their significance. The drama of financial failure 
has always had more power to draw the attention of historians and 
their reading public than the more mundane success stories. 

Earlier accounts were also undoubtedly colored by subsequent 
events during the War for Independence, when the national Con
gress issued millions of dollars in paper monies that steadily de
preciated and eventually lost all value. On the basis of monetary 
developments during wartime, some historians may have unjustifi
ably made retroactive judgments about the universal quality of the 
paper money issued during the previous three quarters of the eigh
teenth century. Ideological biases and the failure to pursue more 
thorough research on monetary systems are two factors that go 
far in explaining why colonial financial history has been so poorly 
understood until recently. 

The bad reputation of Continental currency clearly made a 
powerfully negative impact on contemporaries as well. After rati
fication of the Constitution, state governments halted completely 
the issuance of fiat currency.2 One legacy of the colonial past was 
summarily rejected—a curious outcome given the drawn-out battles 
that the assemblies had waged with Parliament over the right to 
provide that vital financial service under the terms and conditions 
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of their choosing. In the newly organized state governments, the 
legislatures authorized chartered commercial banks to assume this 
quasi-public function. Ironically, the issuance of currency by private 
firms was one mechanism for supplementing the metallic money 
stock that had been recognized as legitimate for decades by British 
theorists and public officials. 

Measured by the criterion of the availability of a full range of 
financial services, the colonial economy was deficient by modern 
standards. Without organized financial institutions, citizens had no 
convenient mechanism for the steady accumulation of monetary 
assets at compounded interest over long periods of time. The avail
ability of personal loans for a myriad of purposes was more lim
ited than today. The potential purchasers of virtually every item up 
for sale—including consumer goods, farm equipment and supplies, 
bonded workers, and real estate—had to rely primarily on the will
ingness and ability of sellers to provide a goodly portion of the re
quired financing. The services available to borrowers seeking large 
sums of monies for permanent financing over longer periods were 
severely limited. Capital markets to generate equity investments did 
not exist. Provincial governments had no access to long-term debt 
financing, although the New England legislatures made some head
way by successfully placing treasury notes with two-year maturities 
and even five years in some instances. 

In terms of facilitating the daily exchange of routine goods and 
services among its citizenry, the colonial monetary system was by no 
means exemplary; but its shortcomings were probably less severe 
than, for example, in mother England. Where hard money was the 
normal medium of exchange, Spanish coins were most common. 
Surviving coinage records from mints in Mexico and other Latin 
American locations suggest that silver coins in a wide range of low to 
intermediate denominations were steadily produced and regularly 
flowed into the English colonies in North America. By compari
son, the English masses suffered throughout the eighteenth century 
from a grossly inadequate volume of silver coins, which arose as 
a result of Parliament's ill-advised decision to adopt an unrealistic 
coinage ratio at the national mint. The colonists were also better 
served because of the introduction of supplemental paper monies 
into their economies. Those fiat currencies not only increased the 
aggregate volume of monies in circulation but their denominational 
structure included numerous bills at the lower end of the scale. The 
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latter feature enhanced their usefulness as a medium of exchange 
and thus enhanced the overall quality of transactions services in the 
colonial economy. 

The effort to assess the degree of efficiency displayed in the 
operation of colonial financial markets produces a somewhat para
doxical conclusion, especially in light of the general tone of the 
previous discussion. Given the absence of an organized institutional 
framework, the colonialfinancial system appears to have functioned 
surprisingly well. Population was sufficiently low and market ac
tivity sufficiently great so that many opportunities arose for per
sonal interaction between savers and borrowers even without the 
participation of active intermediaries. Adequate sources of funding 
existed for personal consumption and for investments in inventories 
and other productive assets for periods up to one or two years. 

The colonies experienced steady expansion in terms of both ex
tensive and per capita income growth, which suggests that financial 
constraints were not serious enough to retard material progress. 
Persons genuinely in need of the financing to expand their pro
ductive bases were, for the most part, able to gain access to those 
funds on reasonable terms. Given the low level of agricultural skills 
and artisan technology as well as the crudeness of the inland trans
portation system, the colonial financial system merits high marks. 
Characterized by a high degree of decentralization and informal 
market activity, the system had the ability to marshall the financial 
resources at its disposal and to channel them into the hands of indi
viduals, households, and business enterprises with the ambition and 
ability to make good use of them. 
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Wartime Finance 

T.HE WAR FOR Independence, hard fought during the years from 
1  H 1775 to 1781, with some military expenditures continuing until the 

signing of the Treaty of Paris with Great Britain in 1783, was among 
the most costly in American history. Historian E. James Ferguson 
estimated the total costs borne by American citizens at roughly $ 165 
million specie.1 Viewed in the context of one critical statistical mea
surement, namely total military expenditures as a percentage of 
GNP, the costs incurred during the War for Independence were 
roughly on a par with those incurred by the American population 
in fighting the Civil War and World War I. In all three major en
gagements, U.S. citizens diverted from 15 to 20 percent of their 
total output of goods and services to support military operations.2 

While those earlier wars were extremely costly, none came close to 
matching the staggering diversion of resources devoted to fighting 
World War II, a global battle on two fronts that absorbed more 
than two-fifths of national output during the early 1940s. With that 
lone exception, the War for Independence ranks as the equal of any 
other military conflict in terms of the economic and financial de
mands placed upon citizens. An analysis of the financing of the War 
for Independence and the management of the overhanging debt is 
crucial to understanding the development of the American finan
cial system. The choices made during the turbulent period from 
1775 through the early years of the rejuvenated national govern
ment under the new Constitution had a lasting impact on virtually 
every segment of the financial services markets. 

One of the main alterations came in the mechanism for the 
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issuance of currency. After the war, the legislative branch of gov
ernment at both the federal and state levels relinquished most of 
its previously exclusive jurisdiction over the size and composition of 
the money stock; those powers passed into the hands of chartered 
financial institutions. During the colonial era, those functions had 
fallen entirely within the domain of government; but starting in the 
1780s and accelerating in the 1790s, monetary responsibilities were 
rapidly being transferred to commercial banks operating mainly 
within the private sector. Governments frequently supplied a share 
of the capital to chartered institutions, but management was firmly 
in the hands of private citizens rather than public officials. The 
federal government retained exclusive power over the mint, but its 
output of high-value specie coins was limited. U.S. coinage was not 
an important factor in bolstering the size of the money stock until 
the discovery of large gold and silver deposits in the western states 
after 1849.3 

In examining the evolution of the organizational structure of 
the American economic system, the shift toward private control and 
responsibility within the realm of monetary affairs represents per
haps the foremost instance of the privatization of a formerly public 
function in American history. Not until the creation of the Fed
eral Reserve System in 1913 did governmental representatives again 
play a prominent role in shaping the nation's monetary policy. 

The War for Independence was not only costly in terms of ag
gregate expenditures relative to existing economic resources, but, 
in addition, its financing placed a heavy tax burden on the popula
tion. Most historical accounts of the war years leave the impression 
that the military effort was poorly financed because of the repeated 
failure of the states to meet congressional requests for voluntary 
contributions and, secondly, because at the end of the war both the 
federal government and individual states were left with millions of 
dollars in outstanding debts. In several states, and most prominently 
at the national level, governments generated insufficient revenues 
in the 1780s to pay the interest on their outstanding obligations. 
As a result, the interest accrued, thereby increasing the aggregate 
debt outstanding and compounding the overall financial difficul
ties. Most professional historians are familiar, at least in a general 
sense, with thefinancial complications facing the revolutionary gen
eration, if for no other reason than because Charles Beard and 
his subsequent critics placed debt ownership at the center of their 
analysis of the ratification process. 
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Traditional beliefs about the lack of ongoing financial support 
for military operations require radical revision. In truth, the public 
supported the troops fighting for American independence to an ex
traordinary degree. Why then does the opposite assessment persist? 
The main difficulties leading to false perceptions have been two
fold. First, historians failed to take into account fully the precedents 
established in earlier colonial wars, particularly financial policies 
during the Seven Years' War. Second, scholars neglected to estab
lish the proper comparative framework before making evaluations 
of financial performance during the military crisis. Most modern 
governments finance wartime expenditures through long-term bor
rowing in capital markets rather than through current taxes. 

Calculating the percentage of wartimefinancing generated from 
current taxes versus the percentage generated through governmen
tal borrowing reveals some telling facts. During the course of the 
two world wars fought in the twentieth century, current taxes paid 
for less than one-quarter of all military expenditures; the U.S. gov
ernment raised most of the necessary funds through the sale of 
bonds to individuals andfinancial institutions. During the Civil War, 
Union forces received approximately one-third of their financial 
support from current tax revenues and the other two-thirds from 
the sale of bonds. 

The financial situation during the War for Independence was 
the obverse of circumstances prevailing in the 1860s. The American 
public in the late 1770s and early 1780s provided current funding 
for at least two-thirds of the costs incurred in the campaign against 
British forces; only one-third, and perhaps as little as one-quarter, 
of the monies expended arose from debts contracted at home and 
abroad. Breaking down the debt figures even further, little more 
than 10 percent came from the sale of bonds in capital markets, 
and at least half of those placements were overseas. 

The main reason that the critical statistic revealing the prepon
derant role of taxation in financing the war has remained obscure, 
or has been downplayed generally, lies in the historiography of 
the independence era. For years financial scholars were unwilling 
to recognize the legitimacy of certain techniques of taxation and 
funding employed widely during colonial times, and especially in 
military crises. From the perspective of the nineteenth and early 
twentieth centuries, those techniques appeared unorthodox and 
financially irresponsible to economic and financial historians who 
had been trained to revere the maintenance of unfluctuating cur
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rency values tied to gold and to abhor the printing of fiat monies 
regardless of circumstances. Because the newly independent states 
and the newly formed Congress typically resorted to the printing of 
uncollateralized fiat monies to cover escalating military expenses, 
orthodox financial historians decried their lack offiscal and mone
tary responsibility. 

In the colonial era, legislators had not considered their finan
cial policies to be deficient in practice or in principle. The monies 
issued by provincial governments were retired through special tax 
assessments or, in some colonies before 1750, currencies were simply 
allowed to depreciate steadily and irreversibly. In either case, the 
economic effect was virtually the same: the tax burden fell on citi
zens who used paper money to meet tax obligations to the provincial 
government, or it fell on persons who held paper money for short 
periods of time between transactions while its value progressively 
declined vis-a-vis other mediums of exchange. The War for Inde
pendence was financed mainly through the latter alternative—the 
taxation of the whole population via the depreciation of federal and 
state currencies, which were placed into circulation in vast sums 
during the war years to meet pressing military demands. 

Seven Years' War 

Examining the financial history of the Seven Years' War—the only 
other previous military campaign that had engaged the resources 
of all the mainland colonies—leads to a fuller comprehension of 
events in the 1770s and 1780s. The American phase of the con
flict, called the French and Indian War by contemporaries in North 
America, lasted from 1755 to 1760. The war resulted in the cap
ture and British acquisition of Canada and generally quashed the 
French dream of a vast colonial empire in the western hemisphere. 

The costs of various military campaigns in the 1750s were borne 
partially by the colonial assemblies and partially by Parliament, 
which justified the expenditure of monies collected from British 
taxpayers as the unavoidable cost of expanding its rapidly growing 
global empire. The British sent thousands of troops, plus an accom
panying corps of officers, across the Atlantic Ocean; and Parliament 
continued to meet, in specie coins no less, their regular salaries. 
The colonies were asked to bear a healthy share of the material 
and human burdens as well. They raised local military companies to 
complement the British regulars and commissioned some officers 
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below the rank of general as well. George Washington began his 
military career as a major in the colonial militia and soon received 
promotion to colonel, the highest American rank beneath British 
generals. 

The assemblies were induced to provide substantial manpower 
and financing for the war effort after Parliament promised to re
imburse the colonies for a portion of the costs that each incurred in 
raising and equipping local troops. In the final accounting, colonial 
expenditures were placed at £2.5 million sterling, and Parliament 
made reimbursements of roughly £1 million, or just more than 40 
percent of the combined total. The net burden assumed by the colo
nies amounted to £1.5 million, which translated into about £1.2 
per capita for the free population in 1760. During the five years of 
the conflict, the net cost per citizen represented about 3 percent of 
annual income. 

Some colonial governments bore a disproportionate share of the 
military costs. Massachusetts, for example, absorbed almost one-
third of net colonial expenses. Neighbor Connecticut got off lightly, 
paying less than 2 percent of the colonial total after receiving re
imbursements from Parliament that covered nearly 90 percent of 
the monies the colony had expended in the common military effort. 
In the six colonies where citizens bore the greatest burden—Mas-
sachusetts, South Carolina, New Jersey, Virginia, New York, and 
Pennsylvania—the impact on per capita incomes was about 5 per
cent per annum, a figure no more than one-third of the drain 
associated with the War for Independence. 

The thirteen colonies were highly innovative and exceedingly 
successful in handling the financing of wartime expenditures. The 
methods adopted varied from location to location, and the prece
dents each colony established affected greatly the financial policies 
it followed in the more tumultuous 1770s and 1780s. 

The New England colonies, which were banned from issuing 
fiat currency after midcentury, were the first American political 
units to develop local markets for public debt obligations. Their 
legislatures borrowed specie directly from individuals to cover peri
odic budget deficits. In the eighteenth century, those debt instru
ments were called treasury notes. They bore interest at the legal 
maximum, with maturity dates ranging up to two years during 
peacetime. (Today, government debts with intermediate maturi-
ties—more than six months and less thanfive years—are designated 
notes, a term used to distinguish them from shorter term bills and 
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TABLE 5.1 
Colonial Contributions to the Seven Years' War 

(columns 1 and 3 in thousands of pounds sterling) 

Amounts Percent Reimbursed by Percent Net Cost 
Expended of Total Parliament Reimbursed Per Capita3 

Massachusetts 818 31.9 352 43 2.05 
South Carolina 91 3.5 10 11 2.00 
New Jersey 204 8.0 51 25 1.65 
Virginia 385 15.0 99 26 1.35 
New York 291 11.3 139 48 1.30 
Pennsylvania 313 12.2 75 24 1.30 
Rhode Island 81 3.2 51 63 .70 
Maryland 39 1.5 — — .40 
Georgia 2 .1 — — .35 
Connecticut 259 10.1 232 90 .20 
New Hamp 53 2.1 47 89 .20 

shire 
North Carolina 31 1.2 11 35 .15 

Total 2,567 100.0 1,067 42 1.18 

Source: Compiled from data in Elmus Wicker, "Colonial Monetary Standards Con
trasted: Evidence from the Seven Years' War," Journal of Economic History (1985), table 3, 
p. 877. Per capita figures calculated by author. 

aFor free population in 1760. Pounds in last column are in decimal units, not shillings 
and pence. 

longer term bonds.) The New England assemblies were punctual in 
redeeming their outstanding certificates, but they often rolled them 
over and thus maintained a modest level of public debt. Connecti
cut and Massachusetts had larger populations than New Hampshire 
and Rhode Island, and the two leading provinces incurred more 
than 85 percent of the region's military expenses. Massachusetts 
alone accounted for two-thirds of the expenditures in New England, 
and Boston emerged as the center of a small but active market for 
intermediate-term government loans. Massachusetts treasury cer
tificates bore interest at 6 percent per annum, and the sum out
standing reached £700,000 colonial in 1760.4 

The most remarkable aspect of Massachusetts financial policy 
during this period is that the assembly adopted a tax program de
signed to discharge a huge percentage of the public debt arising 
from the war within five years of its termination. The Currency 
Act of 1751 had stipulated that all legislation authorizing govern
mental issues of treasury notes include a rigid schedule of taxation 
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designed to sink the outstanding debt within two years. Because 
of the military emergency, Parliament agreed to extend the allow
able period for debt retirement by three additional years. To meet 
those stringent requirements, provincial tax rates, which had been 
low for decades, were raised to extraordinary heights during the 
late 1750s. Property and estate taxes in Boston, for example, were 
set at two-thirds of the assessed value—a levy several times higher 
than rates normally prevailing on real properties in England itself, 
where levies were normally the highest in Europe. Annual revenues 
climbed from under £10,000 in the 1740s to an average of £60,000 
from 1756 to 1760 in Massachusetts. Excluding the reimbursement 
of £352,000 from Parliament, which was systematically applied to 
debt reduction, the colony had raised sufficient tax revenues by 
1763 to cover about two-thirds of that portion of wartime expenses, 
£466,000 sterling, for which it was singularly responsible. Because 
of the strict terms of the 1751 currency act, which were harsh even 
after wartime liberalization, Massachusetts citizens carried an ex
tremely heavy burden of taxation during the war and for several 
years thereafter. 

Contemporary governments in Europe, including Great Brit
ain, rarely generated sufficient tax revenues to cover even a portion 
of the expenses associated with any major war in less than twenty 
years. Typically, they paid only the interest due and never made any 
significant dent in the principal outstanding. The accomplishments 
of Massachusetts, therefore, were remarkable indeed. Rather than 
holding the line on current tax rates, allowing their public debt 
to skyrocket, and then reducing the principal gradually over time, 
which was the favored policy of most political units in the eigh
teenth century—and in almost every other era for that matter— 
the citizens of Massachusetts bore an uncharacteristically heavy tax 
burden during most of the decade from 1755 to 1765. After re
tiring about half of the outstanding principal in less thanfive years, 
citizens were happy to return as quickly as possible to the previous 
norm of low provincial taxation. 

Although financial requirements under the rigid terms of the 
Currency Act of 1751 had been exceedingly demanding, political 
leaders in Massachusetts could look with great pride to their ability 
to extinguish so rapidly so much of the public debt arising during 
the French and Indian War. Their successes in overcoming those 
financial difficulties provided the model—however unrealistic—for 
the next generation of political leaders in the turbulent 1780s. 
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In colonies beyond New England, where the issuance of paper 
money was still permitted by Parliament, the assemblies met the 
demands for immediate funding in different ways. They emitted 
thousands of pounds of fiat currency to pay for pressing military 
expenses. Later the assemblies authorized special taxes to redeem 
portions of the newly issued paper. Meanwhile, Parliamentary re
imbursements were routinely applied to currency retirement. Since 
all but South Carolina were exempt from parliamentary oversight, 
most felt little obligation to draft a comprehensive fiscal plan de
signed to collect sufficient tax revenues to cover their respective 
military expenditures within five to ten years. 

South Carolina was a special case. The rules regulating its finan
cial operations dated back to an earlier period when depreciation 
had been rampant. Like the New England colonies, it was required 
to toe the line and proceed deliberately with the retirement of all 
supplementary currencies issued above the tight monetary ceiling 
imposed in 1731. Every legislative act authorizing the issuance of 
new paper to finance the war had to include accompanying provi
sions laying out the specifics of a tax program aimed at complete 
retirement within five years. Because the reimbursement granted 
by Parliament covered only about 10 percent of the colony's military 
expenses, South Carolina's citizens had to endure high tax rates for 
several years in the late 1750s and early 1760s to meet the dictates 
of the law. By 1765 the colony had retired the whole amount out
standing; taxes had covered war expenditures totaling more than 
£80,000 sterling, or about £2 per capita for the free population. 

Even without the mandate of English law, several colonies vol
untarily enacted revenue programs calling for vigorous taxation 
during and immediately after the war. Virginia and Pennsylva
nia ranked second and third, respectively, behind Massachusetts in 
terms of aggregate defense spending, and each met its financial 
obligations diligently. By 1763 both colonies had collected sufficient 
revenues to retire about half of the fiat currency issued during the 
war years, and they had enacted tax programs that promised steady 
retirements of the outstanding paper during the next five to ten 
years. Neither Virginia nor Pennsylvania phased out its war-related 
paper liabilities as rapidly as South Carolina or Massachusetts, but 
they could nonetheless point to a record offiscal responsibility that 
compared very favorably with contemporary governments in west
ern Europe. 

Two other colonies, New York and New Jersey, which in combi
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nation accounted for about one-fifth of colonial military expendi
tures, achieved respectable, but less spectacular, reductions in their 
domestic debt. In New York thefinancial burden was greatly eased 
after Parliament sent funds to cover almost half of the colony's 
military costs. By the mid-1760s New York had retired about one-
quarter of the paper for which it was solely responsible. In 1766 the 
assembly implemented a tax program to reduce the sums outstand
ing during the next half decade. New Jersey was the most dilatory 
colony regarding the retirement of its wartime issues. The colony 
spent just over £200,000 sterling on defense, yet Parliament's re
imbursements met only one-quarter of that figure. At the end of 
the war, New Jersey reported outstanding debts totaling £181,000, 
the highest level of war indebtedness on the mainland. Not only had 
New Jersey taxpayers failed to make inroads on the retirement of 
the paper issued during the wartime emergency, they had emitted 
another £25,000 or so in currency for other unspecified purposes. 
Nonetheless, by 1765 the assembly had adopted a revenue program 
that promised to redeem most of the outstanding paper slowly but 
steadily during the next fifteen years. 

The fiscal programs pursued in New Jersey and New York were 
less stringent than in the other leading colonies with large popula
tions. Still, measured by contemporary standards in Europe, their 
legislatures pursued generally sound policies in the management 
of their debt obligations. The ultimate proof that currency holders 
had confidence in the determination of both colonial assemblies to 
meet their retirement obligations on a regular schedule was the fact 
that their respective fiat monies held their value relative to specie 
and sterling bills of exchange. The exchange rates for their monies 
may have fluctuated over the years, but every currency issue was 
ultimately redeemed on its expiration date at face value. 

The remaining colonies—Maryland, Rhode Island, New Hamp
shire, North Carolina, Georgia—accounted for a mere 8 percent 
of the colonial financial contribution to the war effort. Parliament 
sent the two New England colonies sufficient monies to cover more 
than two-thirds of their total expenses. North Carolina received 
reimbursement of about one-third of its outlays, while Maryland 
and Georgia got nothing at all. Although circumstances varied, the 
five colonies had no serious difficulties managing their wartime 
finances. 

Within little more than five years after the signing of the peace 
treaty in 1763, the mainland colonies had raised the vast majority 
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of the tax revenues required to meet their allotted share of British 
military expenses in North America. In some colonies, notably Mas
sachusetts, South Carolina, Pennsylvania, and Virginia, citizens had 
to endure several years of escalated tax rates to make substantial 
contributions to ongoing military expenses and to make drastic re
tirements in their outstanding debts in the years immediately after 
the close of hostilities in North America. In those provinces and 
elsewhere, the colonial assemblies found the wherewithal to meet 
the formidable challenge of financing a series of fairly large-scale 
military campaigns that continued for more than half a decade. 

The accomplishments during the late 1750s and early 1760s pro
vided reassurance about the capacity of this group of politically 
distinct governments to finance military operations over vast terri
tories and for lengthy periods of time. Revenues were generated 
entirely through direct taxation, as opposed to indirect taxation of 
money balances through currency depreciation. Moreover, a ma
jority of the overhanging debts at the end of the war had been 
retired by 1765, and the remainder was on the path to extinction 
during the next five to ten years. The outstanding financial per
formance of the colonies was one factor in the calculated decision to 
break abruptly with Great Britain in 1776 and to risk the outbreak 
of renewed warfare on a grand scale. 

On the contrary side, the financial triumphs in the thirteen di
verse colonies created the false impression that future challenges 
could be met with equal dispatch by employing similar strategies 
and policies. The parallels failed to hold up particularly well two de
cades later, however, because circumstances were drastically altered. 
Military operations in the fight for independence cost citizens more 
than twenty times the tax burden associated with the Seven Years' 
War. What had proven a manageable task requiring a fairly moder
ate level of aggregate funding became a vastly more difficult chal
lenge when the scale of operations multiplied many times over. 

During the War for Independence and throughout the con
federation period, the independent states in conjunction with the 
jointly sponsored congressional government tried to emulate the 
successful financial programs implemented during the 1750s and 
1760s. Yet the outcomes almost everywhere were strikingly differ
ent. Variations in the financial performance of the individual thir
teen states were also much greater two decades later, especially in 
regard to their respective programs of postwar debt management. 

The greatest departure from the past was, of course, the promi
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nent role played by the national Congress in wartime finance, both 
in terms of its policy of indirect taxation through currency depre
ciation during the war years and later the frustrations it encoun
tered in trying to raise sufficient revenues to meet interest payments 
on its debt obligations during the 1780s. Moreover, Congress was 
unable to emulate the parliamentary model. It could provide no 
subsidies to help the states reduce their debts; quite the opposite, 
without an independent source of revenue, it continually requested 
additional funding to finance its own operations. In the previous 
era, the 1760s, Parliament had intermingled the unpaid obliga
tions linked to military campaigns in North America with the over
all national debt and forced British taxpayers to cover the annual 
interest on its borrowings. When the fighting ended in 1781, the 
American people could call upon no generous third parties for out
side financial assistance. No matter how the responsibilities were 
finally apportioned, U.S. citizens would be forced to assume the debt 
obligations of their national government whether that goal was ac
complished within the taxing systems of the respective states or as 
a result of a strengthened revenue system at the federal level. 

War for Independence 

When Congress and the thirteen newly independent states faced 
the problem of raising funds to support military operations in 1776, 
most of them decided to raise the bulk of their funds through the 
issuance of fiat currency. The general plan was to emit new monies 
to recruit and supply troops and then at some later date to consider 
adopting tax programs designed to generate inflows of currency 
back into governmental coffers. Currency collected in taxes during 
the conflict would be paid out again, lessening the need for fresh 
emissions. Most of the currency collected after the war would be 
retired, thereby reducing steadily thefloating debt still outstanding. 

Only the New England states had other options to ponder. Since 
they had been on a specie standard for the last quarter century, 
their legislatures might have attempted to rely primarily on public 
debt to finance the war effort. Foreseeably, the legislatures could 
have tried to raise substantial amounts of specie through the place
ment of securities in intermediate-term capital markets. They had 
successfully implemented that plan during the Seven Years' War. 
But suddenly freed from the strict requirements of British currency 
acts, the New England states took advantage of the opportunity to 
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shift back to fiat currency, bringing them temporarily into confor
mity with monetary practices in the other nine states. 

Congress issued fiat currency beginning in 1775. It had no other 
practical means of generating adequate funding for the Continen
tal army. Raising substantial sums quickly through the negotiation 
of intermediate- and long-term loans was impossible since an easily 
accessible domestic capital market had not yet emerged. For politi
cal as well as financial considerations, foreign rivals of the British 
Empire were initially hesitant to offer loans to a rebellious govern
ment that might soon collapse. No organized banks existed to pro
vide short-term funding nor to assist in the placement of long-term 
bonds with more permanent private investors. Congress eventually 
opened its own domestic loan offices and borrowed monies from 
citizens to fund somewhere around 4 to 7 percent of the cost of 
the war, a respectable performance given the embryonic status of 
American capital markets. Meanwhile, the issuance of paper money 
was the mainstay of congressionalfiscal policy. 

The volume of continental currency emitted was small at first 
but grew progressively larger after 1777, finally reaching the self-
imposed ceiling of $200 million sometime in 1780.5 The broad 
but unspecified financial plan called for the states to collect taxes 
payable in continental currency and then to remit those funds to 
the U.S. Treasury in response to congressional requisitions based 
on wealth estimates—later translated into population estimates be
cause of inadequacies in the techniques for measuring wealth. Con
gressional financial managers hoped that a continuous demand for 
continental currency to pay current taxes plus the public's expec
tation of continued high taxes in the postwar period would act 
together to maintain purchasing power. An ambitious program 
based on similar principles had achieved good results in the former 
colonies in 1755-65. As it happened, however, only a fraction of 
the monies (less than 5 percent) issued by Congress were collected 
in taxes and recycled through the federal government during the 
first five years of the war.6 

Continental paper was not viewed by the public as a strong cur
rency after the British capture of New York in the fall of 1776. It 
lost about two-thirds of its value in 1777, stabilized at about that 
level during 1778 when it got a temporary boost from the announce
ment of the alliance with France, and then deteriorated badly in 
1779 as the war dragged on. Because of the decline in market value, 
Congress had to issue ever larger sums of continental currency to 
purchase small volumes of goods and services. 
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TABLE 5.2 
Estimated Value of Congressional Currency 

(in millions) 

Face value Specie value 
(Ferguson) 

1775-1776 $ 25.0 $23.3 
1777 13.0 4.5 
1778 63.4 11.7 
1779 124.8 6.0 

Subtotal $226.2a $45.5 
1780-1781 1.6b 1.5 

Total $227.8 $47.0 

Source: E. James Ferguson, The Power of the Purse: A History of American Public Finance, 
1776-1790 (Chapel Hill: University of North Carolina Press, 1961), 30, 43. 

aThe actual sum in circulation may never be known. Congress officially voided $41.5 
million and offered a swap program because of problems related to counterfeiting. As a 
result of escalating depreciation, the sums issued in 1779 and 1780 had only one-third of 
the purchasing power of the initial emissions in 1775 and 1776. By January 1780 it took 
more than $40 in paper to exchange for $1 in coin; a year later the exchange ratio had 
fallen to 100:1 or worse. 

bThe amounts issued in 1780 and 1781, called the new emissions, carried an interest 
rate of 5 percent and were more properly certificates of indebtedness rather than fiat 
currency. Congress funded them in 1790. 

In 1781 Congress officially declared that its currency would be 
valued in tax remissions from the states at one-fortieth (0.025) of 
the printed face value. After official devaluation, the states made a 
greater effort to collect taxes in continental currency and remit the 
proceeds to the U.S. Treasury. They collected monies with a face 
value of $119 million ($3 million specie) in the early 1780s, approxi
mately half the total volume issued by Congress. Upon receipt of 
the remitted funds, Congress authorized the issuance of two "new 
tenor" dollars for every forty "old tenor" dollars, keeping 40 per
cent of the new monies for itself and returning 60 percent to the 
states. The new bills were to accrue interest at 5 percent annually 
and were supposedly redeemable in specie in five years, but those 
terms were not met. 

The swap program as a device for reestablishing the purchas
ing power of continental paper was doomed at birth. When issued, 
the new tenor bills were exchanged at the unrealistic ratio of 20:1, 
whereas the official devaluation ratio of 40:1 was much closer to 
prevailing market rates, and even that exchange rate represented 
an overvaluation. In other words, even under the most favorable 
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market conditions, the new tenor bills were worth only half the 
value of identically denominated specie coins. Beginning with that 
handicap from the date of issuance, the new monies depreciated 
very rapidly. By the summer of 1781, the new tenor bills were worth 
only 15 to 20 percent of their face value, and the public soon viewed 
this second congressional emission in very much the same light as 
the older bills. The ambitious plan to restore confidence in the fed
eral government's financial integrity was short-lived. But if viewed 
primarily as a stopgap measure, the program was moderately suc
cessful. The new tenor bills had generated about $2 million specie in 
purchasing power for Congress and up to $4 million for the several 
states in 1780 and 1781. 

Congressional paper was not totally worthless, but was nearly 
so after 1781. In Hamilton's funding program in the early 1790s, 
the old tenor bills still extant, about $6 million, were funded at the 
ratio of 100:1, an exchange that translated into a mere $60,000. 
The surviving new tenor monies, which included an interest com
ponent and thus were considered debt instruments, were ultimately 
redeemed at par, totaling about $2 million.7 

Through the mechanism of a depreciating national currency, 
citizens had assumed a federal tax burden, as applied to mone
tary balances, that provided ongoing financing to cover about one-
quarter of the total cost of the war. The bulk of that support came 
during the first five years of the military conflict. An even greater 
burden of concurrent taxation was assumed at the state level. 

The states largely ignored the requisitions for financial assis
tance routinely emanating from Congress in the 1770s. Most state 
legislatures never seriously contemplated a massive tax program 
to support the national government because they were too pre
occupied in dealing with mountingfiscal and financial problems at 
their own level. Following the pattern established during the war 
emergency two decades earlier, the newly independent states con
tributed to the common defense by emitting their own fiat monies, 
which were used to recruit and equip local militias. And equally 
important to the war effort, individual states periodically autho
rized the spending of local currencies, or various substitutes such as 
requisition certificates, to purchase food and supplies for American 
soldiers encamped within their borders. 

Some states did, in fact, impose higher taxes to drain off a por
tion of the surplus monies in circulation, but each typically used the 
larger share of tax revenues to shore up the purchasing power of 
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its own local currency. None was successful in preventing deprecia
tion, however—not even Maryland, Pennsylvania, New Jersey, and 
New York, which had managed their colonial currencies for decades 
without any sustained loss of purchasing power. Once continental 
paper had gone into a tailspin, the public lost confidence in state 
monies as well, although some issues held up better than others. 

The states in combination provided about two-fifths of the 
monetary resources required tofinance the War for Independence. 
The currency emitted had a face value of about $210 million; its 
specie value, determined after taking into account depreciation and 
reduced purchasing power, was around $6 million.8 In addition to 
the emission of fiat paper, the states also generated funds by issu
ing interest-bearing certificates to suppliers. Each state developed 
a different program of currency and debt financing. 

Some states diligently collected taxes and indicated a firm re
solve to redeem their fiat issues in due course, while others became 
engulfed in a sea of paper and gave up all efforts to stave off de
preciation. Massachusetts took firm steps to slow the depreciation 
of the local currency in 1777 by halting its further issuance and 
by converting the outstanding paper into interest-bearing debt cer
tificates. In 1781 the Bay State returned to the specie standard to 
which it had adhered from 1751 to 1774. Following the lead of the 
federal government, most states periodically wrote down the value 
of their paper to prevailing market rates and then instituted tax 
programs designed to tax it out of existence. 

State and federal governments differed in the timing of their 
financial contributions to the war effort. Congress was the vital 
factor from 1777 through 1780, but during the next three years, 
state governments carried the heavier load. Soon after assuming the 
office of superintendent of the Treasury in 1781, Robert Morris, 
the Philadelphia merchant and financier, suspended indefinitely all 
payments of wages to soldiers and officers in the Continental army 
from congressional coffers. The suspension lasted until the armed 
forces were disbanded two years later, when soldiers received pay
ment in securities rather than specie or fiat currency. 

After Yorktown, most states, following the precedents estab
lished in the Seven Years' War, enacted tax programs designed to 
extinguish their devalued currency issues and to make substantial 
inroads on the retirement of their public debts during the next de
cade or so. Several states made good progress on debt reduction 
in the postwar era. After a sweeping devaluation of its outstanding 
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TABLE 5.3 
Proceeds of Congressional Loans, 1775—1780 

(in millions) 

Nominal Real 
Amounts Value 

Pennsylvania $28.5 $ 3.95 
Massachusetts 8.0 2.39 
Connecticut . 4.3 1.31 
New York 3.5 .95 
Rhode Island 1.9 .70 
New Jersey 4.5 .66 
Maryland 4.0 .41 
New Hampshire 1.0 .36 
Virginia 3.0 .31 
South Carolina 3.8 .22 
North Carolina 0.9 .11 
Georgia 0.9 .10 
Delaware 0.5 .10 

Total $64.8 $11.57 

Source: Edward Forbes Robinson, "Continental Treasury Administration, 1775— 
1781: A Study in the Financial History of the American Revolution," Ph.D. diss., Univer
sity of Wisconsin, 1969, table 9, p. 342. 

Note: Real values reflect adjustments for currency depreciation according to the offi
cial government schedule. Some scholars believe that schedule wasflawed and that the 
purchasing power of loan proceeds was closer to $5 or $6 million. 

fiat paper, Virginia moved diligently to eradicate its debt burden. 
The state's aggregate debts were reduced systematically from about 
£4.2 million in 1784 to just over £1 million by 1790. Other states 
that reduced their debts substantially in the 1780s were Maryland, 
North Carolina, and Georgia. Two notable exceptions to the general 
pattern of debt reduction were Massachusetts and South Carolina; 
both states failed to make sustained progress in the 1780s. 

By various means, the thirteen states had assumed ultimate re
sponsibility for raising sufficient monies to cover about two-fifths of 
wartime expenditures. They did so mainly through taxation supple
mented by proceeds from the sale of confiscated loyalist proper
ties. Congressional fiat monies provided about one-quarter of the 
cost. Federal and state aggregate public revenues generated during 
the decade and a half from independence until ratification of the 
Constitution were sufficiently large to cover fully two-thirds of the 
military expenses incurred in winning the war. 

In terms of retiring the overhanging public debt, the wartime 
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generation did not match the record of its predecessor in retiring 
postwar indebtedness, but taxpayers made steady progress at the 
state level. Both the state and federal governments achieved a re
spectable record in managing the nation's financial affairs in the 
1780s, and the rate of progress increased throughout the decade— 
notwithstanding historical accounts and scholarly judgments to the 
contrary. The evidence does not suggest that the formation of a 
stronger government under the Constitution was a necessary con
dition for the eventual settlement of all the debts incurred during 
the war years. 

The debt obligations that remained unpaid in 1790 had pro
vided the financing to support about one-third of the military 
operations. The loans outstanding fell into three distinct categories: 
federal domestic debt, $27 million; federal foreign debt, $10.5 mil
lion; assumed state debts, $18 million; and unassumed state debts, 
$8 million. Federal domestic debt broke down roughly as follows: 
$4 million arose from certificates issued by the quartermaster corps 
in lieu of monies to citizens who had supplied goods and services 
to the Continental army between 1780 and 1783; $12 million arose 
from certificates issued to military personnel, regular federal troops 
and their officers, in the early 1780s to cover unpaid wages dur
ing their last two years of service; and $11 million represented 
the specie value of loan certificates sold through government loan 
offices. The first two categories represented involuntary credit ex
tensions by citizens and soldiers, who would have preferred cash 
payment if funds had been available. Loan office certificates, in con
trast, arose from genuine monetary investments in the future of the 
new nation. Those debt instruments, issued through federal loan 
offices, generated somewhere between 4 to 7 percent of wartime 
funding. (The exact percentage is tentative because of our faulty 
understanding of the specie adjustment mechanism for certificates 
purchased with depreciated currency.) Overall, Congress probably 
generated slightly less purchasing power from the sale of securi
ties to domestic investors than from the proceeds of its various 
foreign loans. 

Despite the relatively small sums raised by Congress in the 
domestic public securities market, this sector merits closer inspec
tion because its operations represent an important step toward the 
emergence of a more vigorous capital market in the United States. 
Congress announced its initial borrowing program in October 1776 
aimed at raising $5 million in specie—a goal surpassed, incidentally, 
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only near the end of the war. The interest rate offered was 4 per
cent, payable in specie, or its equivalent in foreign bills of exchange, 
on certificates with three-year maturity dates. The emphasis on the 
market for intermediate-term funds was in harmony with previous 
public debt programs in the New England colonies. Loan certifi
cates were issued in large sums, two hundred dollars and above, 
which virtually ensured that they would not be perceived as another 
addition to the circulating money supply but held as a long-term 
investment. 

Congressional loan offices were set up in every state, but the 
sale of certificates had a distinctly regional pattern. More than 90 
percent of the purchases were in the northern states, with three 
states—Pennsylvania, Connecticut, and Massachusetts—generating 
two-thirds of the original subscriptions. In the two most populous 
New England states, wealthy citizens had been accustomed to invest
ing in government securities since midcentury. Historian Winifred 
Rothenberg has discovered clear evidence of a nascent market in 
private debt instruments in Massachusetts during the same period 
as well. Thus the active participation of citizens of the Bay State 
in the federal debt program represents a linear progression of in
creasing involvement in capital markets on several fronts. Pennsyl
vania likewise accounted for an inordinate volume of security sales 
because Philadelphia had a large group of wealthy families with 
surplus funds for investment and because it was the site of the new 
national government. The placement of public securities in New 
York City was presumably curbed because the port was occupied by 
British troops for much of the war. 

The terms of issuance and final redemption values were altered 
several times in the late 1770s. Since the initial interest rate of 4 per
cent was not sufficiently attractive to investors, it was raised to 6 per
cent in February 1777 in an effort to stimulate demand. Due to in
creasing uncertainty about the probable length of the war, the new 
securities had no fixed maturity dates. The three-year certificates 
previously issued were not retired on schedule, since redemption 
funds were nonexistent, but were converted into open-ended obli
gations as well. In March 1778 the offer to pay interest in specie was 
withdrawn; security purchasers were promised interest payments 
merely in currency, and later in the 1780s holders received pay
ments in financial instruments called "indents," a glorified variation 
of an IOU. By the late 1770s, mounting federal debts had taken on 
the character, at least temporarily, of perpetual annuities, similar 
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TABLE 5.4 
Estimated Funding Sources: War for Independence 

(in millions of pounds sterling) 

Sterling Percentages 
£ 

Fiat Currency 
Congressional monies 46 28 
States' monies 64 39 

Total fiat currency 110 6 7 

Borrowed funds 
Congress—domestic bonds 6 3 
Congress—debt certificates 16 10 
Congress—foreign loans 10 6 
States' indebtedness8 23 14 

Total debts 54 33 

Total cost of war 165 100 

aNo complete documentation for the states' combined indebtedness from 1775 to 
1783 exists. The number used here is a plug inserted to bring the column into confor
mity with Ferguson's estimate of the total cost of the war. Substantial portions of the 
states' fiat issues were subsequently converted into debt instruments. In chapter 7, I esti
mated that the states' net indebtedness might have risen to a high point of $50 million 
sometime in the 1780s. 

to the consols that Parliament had adopted as a permanent funding 
vehicle in the early eighteenth century. By the mid-1780s, no one 
knew when congressional debts would be repaid or when, and in 
what form, interest payments would be forthcoming. 

A major stimulus to security sales in late 1777 was the depreciat
ing market value of continental currency. For several months con
gressional loan offices accepted paper monies at face value, thereby 
granting buyers the opportunity to purchase government securities 
at heavily discounted real prices. Congress finally closed that loop
hole in March 1778; after that date the face value of all certificates 
was subject to final adjustment based on a sliding scale linked to 
the market value of currency when the transaction occurred. Secu
rities were sold under those terms through 1781, when domestic 
borrowing ceased. 

The face value of federal securities exceeded $67 million, but 
their adjusted specie value translated into a debt obligation of 
only $11 million in 1790. Historian E. James Ferguson estimated 
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that Congress actually received only about $6 million in specie-
equivalent funds from securities sales, meaning that the real cost of 
borrowed money to taxpayers was ultimately much higher, perhaps 
almost twice as high as the nominal interest rate of 6 percent paid 
on the face values of the certificates. 

Given the risks associated with investing in a newly organized 
government under direct military attack by the British, real returns 
of 9 to 12 percent on U.S. government securities, if realized, would 
not have represented excessive compensation to investors in a coun
try where long-term capital was scarce and financial markets were 
thin and local in character. Only governments in England and Hol
land were typically able to place their public debt at interest rates 
as low as 3 to 7 percent on long-term issues. Both nations had long 
histories of sound financial management and also contained within 
their respective borders London and Amsterdam, the only two 
capital-rich money centers in Europe. By comparison, the French 
government under the rule of Louis XVI routinely paid 10 to 12 
percent to attract domestic savers to investments in lifetime annu
ities. Considering the difficult circumstances, congressional finance 
ministers performed commendably in raising at least a small por
tion of their funding requirements through domestic borrowing. 
They also took significant strides toward creating a broader and 
deeper market for long-term debt financing by governments and 
private parties. 

Congress also received foreign assistance in financing the war. 
The French provided direct subsidies. They provided supplies for 
American forces, amounting to somewhere in the neighborhood of 
$2 million. French gifts accounted for only a small fraction of U.S. 
military expenditures, perhaps 1 to 2 percent of the total, but the 
assistance came at critical times. The announcement of the French 
alliance in 1777 temporarily reversed the depreciation of Continen
tal currency and thereby provided Congress with more purchasing 
power through 1780 than it otherwise would have enjoyed. The 
sums spent independently by France on its own military operations 
in the American theater, including the movement of French land 
and naval forces to Yorktown in 1781, were estimated at between 
$50 and $60 million overall. They represented another significant 
financial contribution to the American cause, covering perhaps as 
much as one quarter of the joint costs of the Franco-American 
military alliance. 

Other sources of foreign financial assistance were direct loans to 
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Congress from the French government and Dutch investors, with 
a token advance from the Spanish crown. France made two mod
est loans totaling $750,000 in 1778 and 1779; Dutch and Spanish 
loans during the same two years added $100,000. From 1780 to 
1783, France offered four additional loans amounting to roughly 
$4 million. In an unusual and innovative transaction within the in
creasingly sophisticated realm of international high finance, France 
proposed, in 1781, to underwrite and to guarantee unconditionally 
an offering of roughly $1.8 million of U.S. securities in the Ams
terdam market. As underwriters, the French government advanced 
the entire proceeds of the proposed Dutch issue to U.S. agents a 
few months before plans were finalized to offer the securities on 
the Amsterdam market, thus permitting the immediate purchase of 
military supplies for shipment across the Atlantic. The Amsterdam 
offering subsequently hit a snag when private investors showed dis
dain for the French guarantee, and the Dutch government had to 
be called in to act as a second, joint guarantor. 

After the overwhelming victory at Yorktown, the United States 
made a breakthrough in Amsterdam on the strength of its own 
credit standing. John Adams was instrumental in forming a pri
vate syndicate to raise $2.8 million from Dutch investors, without 
the safety of a Dutch governmental guarantee, at the very favorable 
interest rate of 5 percent. The proceeds of the various foreign loans 
were used to purchase military supplies in Europe and to make cur
rent interest payments on prior overseas loans; some of the funds 
were converted into specie coins for shipment back to the United 
States. Foreign loans from 1777 to 1783 contributed almost $8 mil
lion to financing the war, or roughly 5 percent of total military 
expenditures. 

Most of the Dutch funding came after the decisive battle at 
Yorktown. The monies raised in Amsterdam contributed little to 
victories on the battlefield, but the funds aided in keeping the Con
tinental army intact, although reduced in numbers from twenty-
nine thousand in 1781 to thirteen thousand in 1783—thus deter
ring any British thoughts about a resumption of hostilities. Some 
of the proceeds of the loan underwritten by France in 1781 were 
also used to provide the capital and specie reserves for the Bank of 
North America, the congressionally chartered financial institution 
that aided in placing the federal government on a specie footing in 
the early 1780s. 
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Robert Morris and the Bank of 

North America 

•> •> • ! • 

ROBERT MORRIS was instrumental in arranging Dutch financing Rc
and in founding the Bank of North America, the nation's first char
tered commercial bank, after his appointment to head the Treasury 
Department in 1781. Indeed, no discussion of financial develop
ments in the 1780s would be complete without an assessment of 
the influence and impact that Morris had on events in the 1780s 
and on the long-term development of American financial markets. 
Like Alexander Hamilton, who rose to prominence a decade later, 
Morris ranks among the most important and powerful financial 
leaders in American history. 

Morris' reputation rests first on his role as the forceful, and 
occasionally dictatorial, superintendent of finance from 1781 to 
1784 and second on his contribution to the emergence and devel
opment of American commercial banking. His designation as the 
so-called financier of the revolution in older historical accounts is 
an example of nationalistic exaggeration (probably one result of 
an effort to identify and then deify a group of patriotic founding 
fathers). However, his impact on the banking sector was extraor
dinarily significant, both at the national level and within the state 
of Pennsylvania. Morris tried repeatedly, but failed, to obtain for 
Congress an independent system of taxation; he missed thereby his 
chance to buttress the power of the Confederation government vis-
a-vis the states. His inability to convince members of Congress of 
the absolute necessity of securing an independent revenue, through 
a national tariff or some other means, was an important factor in 
Morris' resignation as superintendent in 1784. The lack of a re
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liable revenue system prompted the movement to reconsider the 
organization of the federal government under the Articles of Con
federation. That reform movement, in turn, led to the drafting and 
ratification of the Constitution. 

Born in Liverpool in 1734, Morris traveled to the colonies as a 
teenager and rejoined his father who had previously emigrated to 
Philadelphia. In 1754 he formed a successful mercantile partner
ship with Thomas Willing, who served as president of the Bank of 
North America and later the First Bank of the United States. The 
Philadelphia merchant was elected to the Continental Congress in 
1775, where he initially expressed much hesitation about the idea of 
breaking irrevocably with Great Britain. Before his appointment as 
superintendent of finance, Morris served on several congressional 
committees, including the secret committee that handled the over
seas procurement of military supplies. Morris pursued his public 
duties and private business affairs in tandem during the war years— 
a strategy which, if conducted in reasonable fairness and modera
tion, was considered perfectly legitimate and respectable for public 
officials in eighteenth-century society. The superintendent profited 
handsomely, but not excessively, from his close association with the 
federal government. After resigning his post in 1784, Morris re
mained active in Pennsylvania politics, serving in the state's uni
cameral legislature and then in the U.S. Senate from 1789 to 1795. 
Tragically, he became involved in massive, imprudent speculations 
in western lands in the mid-1790s and was forced to declare bank
ruptcy in 1797, owing creditors more than $3 million. In perhaps 
the ultimate public humiliation, Morris was confined to debtors' 
prison from 1798 to 1801; after his release, he lived quietly in Phila
delphia until his death in 1806 at age 72. 

During his tenure as superintendent of finance (1781-84), 
Morris employed uncompromising and spartan tactics in his effort 
to restore a measure of financial credibility to the federal govern
ment. When he assumed office in February 1781, Congress had 
exhausted most of its financial options in the domestic market. Its 
currency was virtually worthless and its borrowing power through 
the loan offices had evaporated. Given few other practical alterna
tives, the superintendent turned to the states and overseas capital 
markets for assistance. He extracted more than $2 million in specie, 
or its equivalent value, from the states in 1781 after the devaluation 
of Continental currency; and he used the revenue to meet at least 
a portion of his current expenses. In a daring move, which might 



108 WAR AND CONFEDERATION 

have sparked a mutinous rebellion, he suspended the payment of 
wages to officers and soldiers in the Continental army. To placate 
the loyal troops who remained in the field, he promised a liberal 
final settlement of all back wages and salaries after the signing of 
a peace treaty with Great Britain, an event that, after the victory 
at Yorktown in October 1781, seemed only a matter of months 
away. When the armed forces were finally disbanded in the spring 
of 1783, Morris issued $11 million in interest-bearing debt certifi
cates to members of the armed forces to cover accrued wages. It 
was a tidy sum, amounting to two-fifths of the federal government's 
outstanding obligations in 1790. 

In another equally bold move, Morris forced upon state govern
ments much of the responsibility for supplying and provisioning 
the troops encamped within their borders. He requisitioned few 
monetary assets after 1781 but challenged the states to find the 
wherewithal to provide the army with physical quantities of goods 
and services. His only inducement to gain local compliance was 
the continued promise to grant full credit to individual states for 
all monies expended on congressionally authorized military opera
tions when federal auditors settled the accounts among the states at 
some future date—a settlementfinally announced in 1793. In short, 
the superintendent curtailed drastically the outgo of monies and 
limited expenditures to the funds at his disposal; he even closed 
out his tenure with a small surplus in the treasury. 

In terms of financing the military effort itself, Morris' role was 
limited since he took office less than nine months before the battle 
at Yorktown. Most of his tenure in office was during the three years 
after the last decisive battle in October 1781. His contribution to 
winning the war was not inconsequential since he had served on 
a number of vital congressional committees from 1775 to 1780, 
but his reputation as the financial genius who masterminded an 
American victory is overdrawn. Morris is most properly viewed as 
a transitional figure, a person who assumed power near the end 
of the War for Independence, at a very low point in the nation's 
financial history, and who adroitly proceeded to lay the groundwork 
for the adoption of Hamilton's comprehensive financial program in 
the 1790s. 

The superintendent was notably successful in maintaining and 
strengthening the nation's credit reputation in continental capital 
markets. The decision to forego the domestic market and to con
centrate on opportunities overseas was logical from several perspec
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tives. France was a military and diplomatic ally, and the French 
crown was eager to consolidate and perpetuate the fruits of the 
decisive Franco-American victory over Great Britain. A thriving 
capital market was functioning in Amsterdam, and private Dutch 
investors were actively seeking sound investments in public securi
ties. The Dutch were invulnerable to losses resulting from the de
preciation of currencies since all transactions were in specie equiva
lents, and by 1782 many investors were eager to place their funds 
in American bonds at 5 to 6 percent. The higher returns appeared 
adequate compensation for the additional risks associated with in
vestments in the securities of a new nation still struggling to put its 
financial house in order. 

The Dutch were impressed by the economic potential of the 
United States based on its increasing strength throughout the eigh
teenth century, and they calculated that the national government 
would eventually iron out its financial problems and that, in due 
course, all foreign debts would be serviced properly. Indeed, the 
Dutch became so confident of Congress' willingness and ability to 
meet its obligations that, despite the financial disarray within the 
United States during much of the 1780s, investors in Amsterdam 
expressed their willingness to assume all the American debts still 
held in France in the event Louis XVI'sfinancial ministers ever de
cided to liquidate that nation's holdings. The contemporary Dutch 
view of events in the United States was, in truth, more accurate 
in terms of its overall dimensions than the vast majority of crisis-
oriented historical accounts of the 1780s that have appeared in print 
during most of the last two centuries. 

Virtually all American political leaders, whatever their differ
ences over other matters, were united on the wisdom of sustaining 
the credit reputation of the United States in European financial 
markets. The enhancement of the nation's standing as a political 
unit worthy of admiration and respect around the globe, an ideal 
expressed most forcefully in the Declaration of Independence, was 
considered an important goal. Many feared that, if overseas inves
tors regarded the United States as a poor credit risk, that percep
tion might tarnish the nation's political image. The maintenance of 
American credit was viewed, therefore, as sound policy from sev
eral standpoints. It publicized symbolically the political aspirations 
of the experimental American republic to a wide and influential 
audience, and it established the United States as a new nation that 
merited the confidence of investors in its debt obligations—and 
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later in the securities issued by the congressionally chartered Bank 
of the United States. 

Superintendent Morris, in conjunction with diplomat John 
Adams, arranged the first floatation of American bonds on the 
Amsterdam market in 1782 at the highly favorable interest rate of 
5 percent. That offering netted about $2 million and opened the 
door to a series of U.S. loans taken up by Dutch private investors 
in the late 1780s and through the early 1790s. Three Amsterdam 
firms heavily involved in the placement of American bonds were 
Willink, Van Staphorst, and De la Lande and Fijnje. By 1795 Dutch 
loans totaled $12.5 million, about double the $6.5 million loaned by 
the French government between 1777 and 1781. The funds from 
France came during the military conflict itself and represented one 
facet of the crown's overall foreign policy. The Dutch loans, in 
contrast, came after the outcome of the war was already decided. 
They were strictly private, nonpolitical investments by wealthy indi
viduals seeking a return on their monies commensurate with the 
presumed risks. 

In the late 1780s interest rates on new American loans in Ams
terdam climbed into the 7 to 9 percent range after investors had 
factored into their assessment of U.S. credit the difficulties that the 
federal government had encountered in securing a steady revenue 
during the immediate postwar era. Those difficulties had caused 
problems in servicing the outstanding debt. A healthy share of the 
proceeds of every loan floated in Amsterdam from 1784 through 
1794 went to pay the annual interest due on the foreign princi
pal already on the books. U.S. aggregate indebtedness, as a conse
quence, continued to compound. 

Congress maintained regular interest payments to Dutch inves
tors since they displayed a willingness to advance additional monies 
to cover the American shortfall. Congress raised fresh monies in 
Holland that went, in part, to pay the interest on debts already held 
by Dutch citizens. In other words, Dutch funds came out of one 
pocket and went into another—along, of course, with freshly drawn 
certificates of U.S. debt. Because the French government offered 
no further financing after 1781 and because the Paris capital mar
ket was undeveloped relative to London and Amsterdam and thus 
held no prospect for private funding, Congress suspended interest 
payments on that portion of its foreign debt from 1786 to 1790. 
The accrued French interest, about $1.6 million, was included in 
Hamilton's funding program. 
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Despite the delays and setbacks in reestablishing a viable sys
tem of congressional taxation and thereby reestablishing the inter
national credit rating of the American public, lending patterns in 
the 1780s reveal most clearly that knowledgeable Amsterdam in
vestors saw the newly formed United States as a promising locale 
in which to place their hard-earned savings in long-term portfolio 
investments. (Portfolio investments refer to financial instruments 
as opposed to direct investment in physical assets such as land and 
equipment.) A thriving capital market in Amsterdam quickly be
came accessible to the U.S. government. Private investors in Lon
don were likewise ready to lay out the red carpet once the political 
furor had passed. British merchants had rushed to extend short-
term credit to U.S. customers as soon as the treaty was signed in 
1783. With the nation's credit rating in Amsterdam and London 
reasonably well established, the next step toward financial maturity 
was the creation of a broader and more organized capital market 
in the domestic economy. Alexander Hamilton was determined to 
accomplish that outcome. 

Despite his many achievements, Superintendent Morris failed in 
his campaign to generate an independent source of steady revenue 
for the Confederation government. Fearful of distant and central
ized financial power and strapped for tax revenues to meet local 
expenditures, the states had not lived up to their mutual agreement 
to meet congressional requisitions for periodic monetary assistance, 
except in the most superficial manner. One of Morris' major goals 
was the passage through Congress, plus subsequent state ratifica
tion, of a bill granting the federal government the right to collect 
an impost, the eighteenth-century term for a tariff on goods im
ported into the United States. He was foiled primarily because of 
the structure and organization of the Confederation government, 
which placed strict limits on the power of the federal government to 
implement any system of national taxation. Congress had the power 
only to recommend a federal tariff to the states; to actually become 
law, their respective legislatures had to approve the granting of in
dependent taxing power to the central government. According to 
the political rules in operation in the early 1780s, their approval 
had to be unanimous, which meant that a single state could exercise 
veto power. Rhode Island was the main naysayer in the early 1780s, 
but other states later climbed on the antitax wagon. 

Even before Morris assumed office in the spring of 1781, nation
alists in Congress had convinced their peers to make a formal re
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quest to the states for the right to impose a modest tariff of 5 percent 
ad valorem, with the amounts collected pledged to debt service. 
The main argument was that revenues were needed to maintain 
the payment of interest on the debt outstanding and thereby to re
inforce the prestige and credibility of the Articles of Confederation 
as a viable form of government. Treasury officials estimated that 
the tariff would bring in $500,000 to $700,000 annually—enough 
to cover only about half the interest owed on foreign and domestic 
debts, but still a step toward greater fiscal responsibility. 

Morris claimed that securing a steady revenue source was neces
sary to boost the nation's standing with creditors and thus enhance 
the ability of the Treasury Department to continue borrowing addi
tional funds overseas, and possibly revive the confidence of inves
tors at home. That rationale was seriously undermined when Morris 
negotiated the $2 million loan in Amsterdam in 1782, at a favorable 
5 percent interest no less, even in the absence of positive action on 
the proposed federal tax plan by the states. During the next de
cade, Treasury officials used the proceeds of new Dutch loans to 
maintain interest payments on the existing debt in Amsterdam. 

Meanwhile, every state except Rhode Island had agreed to the 
5 percent tariff. A contentious majority in the state legislature was 
against granting such sweeping taxing powers to the central govern
ment on principle. Rhode Island legislators claimed that enactment 
of a modest tariff was just the opening wedge for increased federal 
taxation across the board at some later date, which was precisely 
what Morris had in mind. Many of the old arguments developed 
to protest Parliament's modest but precedent-setting stamp tax in 
1765 were dusted off and used again to thwart the congressional 
will. Before a final appeal for reconsideration could be made to the 
Rhode Island legislature in the summer of 1782, word arrived that 
Virginia had rescinded its prior approval of the federal tariff—and 
the whole plan was temporarily suspended. 

Morris and the nationalists made a second concerted effort to get 
approval for an independent taxing power in 1783 but it failed to 
get off the ground because of the opposition of three states—Rhode 
Island, Virginia, and Massachusetts. Without a steady income, Con
gress agreed to Morris' recommendation to halt the payment of 
interest on the domestic debt in 1782, which had been met for some 
time with drafts on Treasury balances in France. The cutoff was a 
tactical move. Morris hoped that an organized protest by investors 
in federal securities might be strong enough to revive his tariff pro
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posal. But it floundered when several state legislatures volunteered 
to assume responsibility for making interest payments on federal 
debts to local citizens. In the winter of 1783, Congress again asked 
the states to approve the imposition of a 5 percent federal tariff, 
with the grant of federal taxing powers limited to 25 years, but some 
legislatures remained skeptical. 

Under the Articles of Confederation, the national legislature 
came close on two occasions yet it never acquired the power to levy 
taxes. Thus it was unable to generate the revenues required to pay 
the interest on its debt obligations at home, much less to begin 
the process of extinguishing the principal. National fiscal policy 
remained in limbo for most of the decade. Morris resigned in frus
tration in late 1784 and became a spearhead of the movement to 
strengthen the powers of the central government in relation to the 
states. 

The Bank of North America 

Morris' most lasting contribution to the development of the Ameri
can financial services sector relates to his instrumental role in pro
moting U.S. commercial banking, in particular the founding of the 
Bank of North America (BNA), the nation's first chartered bank, 
in 1781.1 Morris gained congressional approval for this nation
ally chartered corporation in May 1781 only a few months after 
becoming superintendent of finance. The creation of a national 
bank was an idea advanced by American admirers of the func
tions routinely performed for the central government by the Bank 
of England, and prominent among them was Colonel Alexander 
Hamilton, who boldly laid out his views in correspondence with 
the superintendent. The request for corporate status was framed 
in language that stressed the bank's potential contribution to the 
general public welfare, a common characteristic of all ad hoc char
ter applications to legislatures prior to the enactment of general 
incorporation laws for commercial banks in the nineteenth century. 

Some representatives questioned at the outset whether Congress 
possessed the authority to issue a corporate charter granting special 
monopoly status to a private banking organization. But supporters 
of the charter prevailed in early 1781, mainly because of their ap
peals for expediency in light of the nation's deteriorating finances. 
But the constitutional issue, which subsequently haunted two other 
nationally chartered banks over the next half century, reemerged 
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when a newly elected Congress with many new faces convened for 
the fall session in 1781. Foreshadowing the attitudes of political 
leaders ranging from Thomas Jefferson to Andrew Jackson, con
gressional critics pointed out that the framers of the Articles of Con
federation had not given the power to grant corporate charters to 
the federal government. Those objections were sustained in this first 
confrontation over federal incorporation powers, and the bank's 
proponents agreed to seek overlapping charters from the legisla
tures of the thirteen states. After the Bank of North America was 
granted charter privileges by several states in 1782—among them 
Pennsylvania, New York, and Massachusetts—its national charter 
was withdrawn. 

Several state legislatures acted favorably because some believed 
bank directors might decide to establish branches within their bor
ders, but no interstate branches were actually created. As a result, 
the bank operated in Philadelphia under the terms of its Penn
sylvania state charter after 1783.2 Thus, in the initial showdown 
between nationalists and states' rights advocates over the charter
ing and incorporation powers of the federal government, the strict 
constructionists, who envisioned a limited role for the national legis
lature, prevailed. Hamilton succeeded in reversing that outcome 
in the 1790s, but President Jackson got the last word regarding 
the continuance of a nationally chartered private bank in his veto 
message of 1832, bringing the whole issue full circle exactly a half 
century later. 

The charter for the Bank of North America authorized an initial 
capitalization of only $400,000—a surprisingly moderate start for a 
bank that some hoped, and others feared, would develop into an in
fluential national institution. A decade later, by way of comparison, 
the capitalization stipulated for the First Bank of the United States 
was twenty-five times greater. The BNA was a mere shadow of its 
counterpart, the Bank of England, and it never played a critical role 
in the management of the nation's finances. What it provided in
stead was strong proof that a prudently managed commercial bank 
could offer valuable financial services simultaneously to the pri
vate and governmental sectors. The BNA established a respectable 
record on a modest scale, and it demonstrated the potential bene
fits that might accrue to the federal government from chartering 
a vastly larger institution with the resources to make a substantial 
impact on the nation's financial markets. 

Sponsors planned to raise capital through the sale of one thou
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sand shares of stock with a par value of four hundred dollars. The 
high issue price guaranteed that all the owners would be persons 
of accumulated wealth. Because cautious investors were slow in sub
scribing to shares of the newly chartered bank, Morris used a por
tion of the proceeds of the French loan of 1781 as seed money, 
investing more than $250,000 of government specie in the bank 
and making Congress the majority stockholder at the outset of 
operations. A year later, when the bank had proven successful, the 
superintendent sold the government's shares to private investors at 
par, thereby converting the bank into a completely private corpora
tion. Morris and three other Philadelphia merchants each acquired 
about one hundred shares for their personal accounts, giving them 
control of 40 percent of the shares by 1783. Morris strengthened 
the bank's position by naming it the American depository of gov
ernment funds. The Treasury officially recognized BNA bank notes 
as legal tender in the payment of debts and taxes to the federal 
government. 

While the bank was trying to establish a reputation for sound
ness and reliability during its first twelve months of operations, the 
superintendent was busy on a parallel front. Morris demonstrated 
his determination to revive the nation's credit at home by intermin
gling, temporarily, his official duties with his personal business af
fairs to mutual advantage. To supplement the bank notes issued by 
the Bank of North America, Morris placed into circulation a series 
of so-called post notes, monies convertible into specie thirty to sixty 
days after issue, to meet ongoing governmental expenses. Post notes 
were the banking community's variant of mercantile commercial 
paper, although the post notes were typically interest free. 

Drawn in denominations ranging from twenty dollars to one 
hundred dollars on the Treasury, Morris provided a dual guaran-
tee—first in his capacity as superintendent and second in his role 
as private citizen, which meant in the latter case that holders would 
have the legal right to proceed against his personal assets in the 
event of default. In a letter in January 1782, Morris explained: "My 
personal Credit has been substituted for that which the Country 
had lost."3 The superintendent may have exaggerated his power 
and influence, but there was a strong element of truth in his brag
gadocio. By making himself contingently liable, he had contributed 
to reestablishing the power of Congress to emit paper monies that 
would gain public acceptance. The Treasury was careful to limit its 
emissions to amounts that could be unquestionably redeemed. The 
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so-called Morris notes passed at face value in the mid-Atlantic states 
and at modest discounts in more distant regions. 

During Morris' tenure, the BNA made a series of loans to the 
Treasury that helped smooth out the flow of funds. In the first 
year of operations, the federal government borrowed back its en
tire initial investment in the bank and more. The accumulated debt 
rose steadily to about $400,000. In late 1782, however, the govern
ment used the proceeds from the sale of its bank stock to private 
parties to reduce the balance by almost $300,000. While Morris was 
in office, aggregate government loans exceeded $1.2 million. That 
total seems impressive at first glance, but given the federal govern-
ment's overwhelming financial obligations to creditors, bank loans 
did little more than help the Treasury tread water while it remained 
adrift in a sea of mounting debt. Most notably, the BNA never pur
chased any of the nation's long-term debt for its asset portfolio nor 
did it accept government bonds in payment for capital stock, which 
represented a logical business decision since the risks of default 
and repudiation remained so great in the early 1780s. In short, the 
bank's value to the federal government, while not insubstantial over 
the short run, was inconsequential in terms of extricating the nation 
from its long-term financial difficulties. 

The BNA's impact on the private sector was much more lasting. 
The bank's organization and its operations served as a stimulus, and 
also a useful model, for the subsequent spread of American com
mercial banking. The importance of the precedents it established 
can hardly be exaggerated. The BNA was organized as a corpo
rate enterprise with numerous stockholders, who held transferable 
shares that could be traded at market prices. No similarly organized 
joint-stock firms had been permitted in the colonies by Parliament. 
The BNA obtained the privilege of issuing its own paper currency, 
which represented a departure from English practice since, except 
for the Bank of England and royally chartered banks in Scotland, 
only proprietorships and partnerships with six or fewer partners 
were allowed to issue money in the British Empire. Under English 
common law, the liability of partners for the redemption of cur
rency and deposits in specie was unlimited. American organiza
tional innovations in thefinancial services markets were thus highly 
significant. They opened the door for the creation of a financial 
system of currency-issuing banking institutions chartered through
out the states and capitalized by pools of private investment funds 
that could, through the authorization and sale of additional stock, 
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be expanded again and again to correspond with the growth of the 
economy. 

Did stockholders in the BNA also depart from English custom 
and receive the privilege of limited liability? To be more precise, 
were stockholders liable for debts exceeding the size of their invest
ment in the corporation? The de jure answer in the late eighteenth 
century was probably yes—the existing English rule of unlimited 
liability still applied; but de facto, American investors do not appear 
to have been exposed to the same degree of personal liability as in 
Great Britain. Under English common law, shareholders in corpo
rations chartered by Parliament, both as a group and individually, 
typically had no different responsibilities than members of partner-
ships—that is, they assumed unlimited liability for all corporate 
debts in bankruptcy. 

The charter of the BNA avoided the whole stockholder liability 
issue. However, in the absence of any explicit wording about lia
bility limitations, the presumption of legal scholars has been that 
the precedents of English common law still held sway in the United 
States during the last decades of the eighteenth century unless 
altered by statute. In the charters of most subsequent banks, mem
bers of boards of directors were typically singled out and assigned 
liabilities ranging from two to three times the par value of their in
vestment in corporate shares if they voted to approve any activity 
that violated the charter terms, such as the issuance of unautho
rized currency. But the general liability of passive owners, who were 
not involved in management, was not stipulated in any of the early 
charters that I reviewed. The extent of stockholder liability in early 
American banks and corporations is examined at somewhat greater 
length in the Appendix. In scanning the literature on the topic, I 
blithely assumed that legal historians had settled the issue long ago, 
but I soon discovered my error. All things considered, I believe we 
may safely conclude that the prospect of limited liability does not 
appear to have been among the inducements attracting investors 
to place their funds in the shares of commercial banks and other 
corporate ventures. 

Governance of the BNA was placed in the hands of a board 
of twelve directors, duly elected by stockholders at regular an
nual meetings. The board was dominated by persons nominated 
by Philadelphia merchants holding the largest number of shares. 
Everyday management was in the hands of two bank officials. The 
board named Tench Francis to the position of cashier, at one thou
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sand dollars per year. He was responsible for performing routine 
transactions, including the handling and safekeeping of currency 
and coin, and the supervision of five subordinate employees. The 
bank's president was selected from within the membership of the 
board. Thomas Willing, Morris' former partner, who later headed 
the First Bank of the United States, became the first president. His 
duties were important, but the discretionary powers of presidents 
were circumscribed in the early banks. The board of directors re
tained firm control over lending operations. Willing negotiated with 
potential borrowers on a regular basis, but final decisions regarding 
the granting or denial of loan applications and renewals came at 
the weekly or biweekly meetings of the board of directors. 

The BNA was the first American financial institution to main
tain continuous specie convertibility for its currency issue. Holders 
of bank notes always had the option of exchanging them for specie 
coins of equal value at the teller window during regular hours. 
In establishing convertibility at the holder's discretion, the BNA 
adopted the procedures followed by all currency issuers in Great 
Britain, large or small, ranging from the Bank of England to mer
cantile proprietorships and partnerships that dabbled in banking. 
The convenience and safety of the service was undeniable since 
paper that could be continuously exchanged for specie was unlikely 
to suffer serious depreciation. Of course, bank managers had to 
exercise good judgment to ensure that sufficient specie was always 
on hand, or in reserve nearby, to meet customer demands. Ameri
can commercial banks invariably operated with fractional reserves, 
which allowed them to expand the money supply beyond the value 
of their specie holdings but made them vulnerable to runs during 
general financial panics. 

During the preceding era—the late colonial period—the steady 
public demand for the paper monies placed in circulation by the 
assemblies, either to pay taxes or to repay loans at governmental 
land offices, had supported currency values fairly well after 1750. 
Yet the exchange ratio between specie and sterling bills of exchange 
was subject to periodic fluctuation, usually linked to shifts in a given 
colony's international balance of payments. During the war years, 
the currency emissions of Congress and most state legislatures were 
useful as a medium of domestic exchange but proved disastrous as 
a store of value. Privately issued currency supported by adequate 
specie reserves for conversion purposes promised a more reliable 
device for sustaining values, thus the founding of the BNA was 
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the crucial first step in the creation of a more privatized system of 
money and banking. 

Another advantage of bank notes over the paper monies created 
by the colonial legislatures was the prospect of constantly recycling 
bank notes back into the economy. All colonial issues had deadlines 
for final redemption, and some were subject to regular amortization 
schedules. The volume of colonial currency in circulation could not 
be adjusted from month to month or from year to year to corre
spond with the volume of local economic activity. Bank notes were 
much more flexible instruments. When customers repaid their out
standing loans, the bank could normally reissue the cash to new 
borrowers within a few days. Indeed, banks could expand and con
tract the volume of currency in circulation within a period of weeks 
in response to trends in the local economy and specie flows. The 
only interruption threatening the continual recycling of bank notes 
back into the economy was the impending expiration of a bank's 
charter since few corporate enterprises were granted the privilege 
of perpetual life in the early national period. 

The process of substituting private for governmental currency 
was accepted with little controversy or heated public debate in Penn
sylvania in 1781. The plan received approval not only because of its 
practical advantages, namely continuous convertibility, but it could 
also draw upon the British and continental heritage that had con
demned in no uncertain terms the issuance of unconvertible fiat 
paper. The BNA was a welcome innovation because it merged prac
ticality with principles considered intellectually and even morally 
sound in most of western Europe. 

One prominent supporter of the plan for chartered commercial 
banking was Thomas Paine, the fiery author of "Common Sense" 
and other influential revolutionary pamphlets. A vocal defender of 
the political rights and privileges of artisans and common laborers, 
Paine defended the BNA against charges that it was an elitist orga
nization unsuited to serving the public interest. He promoted the 
bank as a potentially egalitarian institution offering credit facilities 
to a wide spectrum of citizens. In publications addressed to artisans 
and day laborers, he extolled the advantages of sound money for 
every level of society, especially the middling and poor. Paine de
plored the excesses of fiat paper and advocated a strictly metallic 
standard or the next best alternative, namely a private banking sys
tem issuing paper money convertible to specie at will. Indeed, in 
the eighteenth century, unlike the nineteenth, most public figures 
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who advocated hard money positions were inclined to endorse the 
introduction of commercial bank notes into the economy because 
bank notes were viewed as vastly superior to the fiat monies that had 
been issued in the colonies and states during most of the preceding 
decades. In the early national era, few political commentators on 
financial matters were uncompromising hard money bullionists.4 

The most telling criticism of the BNA and other urban commer
cial banks focused on the public's limited access to credit facilities. 
The stockholders and their elected representatives on the board of 
directors were mostly Philadelphia merchants, and the loan appli
cants approved were invariably from the local community. Large 
stockholders received special consideration; indeed, for many own
ers, ready access to credit was the chief motivation for investing in 
the bank. Self-dealing was also common; the directors did not hesi
tate to draw upon bank resources to meet their own periodic finan
cial requirements. The bank's interest-earning assets in the 1780s 
were largely short-term loans used to finance mercantile working 
capital—accounts receivable and inventories. The lending function 
of the bank was oriented toward only a small segment of the general 
population—the friends and business associates of stockholders. 
Farm families in outlying regions failed to qualify for accommoda
tions from the BNA since bank directors had decided to grant no 
loans with long maturities, and farmers normally required credit 
for six to twelve months. 

Some representatives of farming districts protested because the 
BNA promised no credit facilities for the agricultural sector. But 
defenders of the bank, such as Paine, argued that farmers, artisans, 
and other citizens would benefit from the bank's lending operations 
in indirect, but nonetheless very substantial, ways. By lending to 
firms in the Philadelphia mercantile community, the bank fostered 
an expansion in the overall volume of regional credit. In response, 
merchants extended more favorable terms to small shopkeepers 
and storekeepers, and they in turn could allow their farm and arti
sanal customers to purchase more goods by increasing the volume 
of outstanding book credit. The pyramiding argument makes good 
economic sense to us today, but its convoluted nature produced a 
number of skeptics in the 1780s. Although the BNA made the ma
jority of its loans to local merchants, some artisans and shopkeepers 
had limited access to credit facilities. Of roughly seventy-five hun
dred heads of households in Philadelphia in 1790, about twelve hun
dred different citizens were granted loans in the early 1790s. Listed 
among them were more than one hundred identifiable artisans. 
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Loans were normally granted for thirty to sixty days, and re
newals were normally frowned upon unless the borrower was a 
prominent stockholder. The interest rate applied to loans was uni
formly the legal maximum of 6 percent. The main justifications for 
the preponderance of short-term loans were the reduced risk of 
lender default and the maintenance of a high degree of liquidity. 
By holding a loan portfolio with an average maturity of thirty to 
forty-five days, the directors would be able to build up specie re
serves fairly quickly in an impending crisis, thereby increasing the 
probability of maintaining bank note convertibility. 

Generally speaking, the conversion principle was the feature 
that elicited broad public support. The farm majority was willing, 
at least initially, to forego the opportunity for direct access to bank 
credit from urban financial institutions in return for reasonably 
strong assurances that bank notes would serve not only as a conve
nient medium of domestic exchange for every occupational group 
but as a reliable store of value as well. The latter attribute was ex
ceedingly important in the early 1780s, and it paved the way for the 
American adoption of procedures prevailing in the British banking 
system—procedures that had, surprisingly, failed to develop when 
the former colonies had been members of the British Empire. The 
subsequent founding of the First Bank of the United States was the 
culmination of the movement toward the widespread adoption of 
English precedents, but the contours were already laid out between 
1781 and 1785 by the BNA and two other commercial banks in New 
York and Boston. 

The BNA offered another new financial service unavailable in 
colonial times. It accepted deposits of specie and bank notes, either 
for safekeeping or as a convenient means of expediting a cus-
tomer's payment transactions through check writing (often spelled 
"cheque" prior to the twentieth century). Financial historians writ
ing before World War II generally believed that the settlement of 
accounts by checks drawn against deposits was uncommon until the 
second half of the nineteenth century; but deeper digging since 
midcentury has pushed the inception of routine check writing by 
business enterprises back in time further and further. 

The origins of settling accounts through the transfer of checks, 
in fact, coincided with the very origins of American commercial 
banking. In 1784, for example, BNA bookkeepers made up to 450 
entries per day related to customers' checks and deposits. Some 
merchants generated as many as 50 items per month. By 1789 the 
BNA maintained more than 640 accounts; the median balance was 
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in the vicinity of $250, with less than 15 percent carrying balances 
over $1,000. Few accounts maintained high balances since the bank 
paid no interest on deposits. Nonetheless, aggregate deposit liabili
ties at nearly $900,000 in 1792 exceeded capital stock by one-fifth. 
In fact, bank records indicate that the value of bank notes in circu
lation was generally less than deposit liabilities, and often lower by 
50 percent. 

The data suggest that Philadelphia business firms had already 
started the procedure of holding cash balances in a mix of currency, 
deposits, and specie—three completely interchangeable forms of 
money after 1781. Yet to place those developments in the proper 
perspective, it should be noted that the BNA was clearly a bank 
ahead of its time in regard to the aggregation of funds in deposit 
accounts relative to currency and capital. Most commercial banks in 
the early national and antebellum periods did not concentrate on 
deposit growth as a key means of expanding the volume of loanable 
funds but looked instead to the augmentation of capital, according 
to historian Naomi Lamoreaux.5 

The BNA directors ran a very conservative financial institution 
in the 1780s and throughout the early national period. Although 
many supporters of the charter application had predicted that emis
sions of bank notes, linked to liberal lending policies, would ex
ceed by two or three times the amount of paid-in capital, the vol
ume of currency outstanding in the 1780s and 1790s was often less 
than stockholders' equity. Additional sales of stock increased capi
tal from $400,000 in 1781 to more than $850,000 in 1784. Some 
stockholders later sold shares back to the bank, perhaps to offset 
loans, and reduced the capital account to about $750,000 by 1790. 
Bank notes outstanding averaged about $350,000 in the 1780s. 

The directors ranked safety above the goal of profit optimiza
tion. The bank was an experimental venture, and management real
ized that the success or failure of the enterprise would not only 
affect the value of their investment in its stock but would likely have 
a major impact on the future of the American financial system in 
Philadelphia and throughout the new nation. The bank maintained 
substantial specie reserves, normally somewhere in the range of 20 
to 40 percent, against bank note and deposit liabilities. The policy 
of maintaining high liquidity was the outcome of managerial deci
sions, not statute law, since the charter had specified no minimal 
reserve requirements.6 

The BNA issued only modest amounts of currency in the 1780s. 
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The average volume of bank notes outstanding in the 1780s, for 
example, was only about half the aggregate value of the Pennsyl
vania assembly's outstanding paper in 1766. Given the growth in 
population, bank note circulation on a per capita basis in Pennsyl
vania by the mid-1780s was about one-quarter the figure recorded 
for colonial paper money two decades earlier. The actual volume 
circulating inside the state could have been even lower, however, 
since an undetermined portion of the BNA's currency was paid 
out to settle the federal government's accounts in the other twelve 
states; and that money may not haveflowed back into the Philadel
phia area for several months.7 Meanwhile, customer deposits, which 
often equaled or exceeded the circulation of bank notes, helped 
boost the bank's contribution to the postwar money stock. The pri
vatization of financial services moved quickly, but it was far from 
complete in the postwar decade. 

Government still had a vital role to play in localfinancial markets 
in the immediate postwar era. From 1780 to 1783 the Pennsylvania 
assembly authorized three separate currency issues, emitting a total 
of about $2 million in fiat paper. Most of those monies had been 
taxed away by 1785.8 That same year, the legislature authorized 
another $400,000, with one-third reserved for issuance through the 
reconstituted loan office. For more than a decade, the BNA and 
the state legislature coexisted as suppliers of paper monies to the 
Pennsylvania economy and as sources of loanable funds. If we pre
sume that the citizens of Pennsylvania had retained their former 
preference for currency as the most convenient means of holding 
money—so long as its value was adequately supported—then op
portunities clearly existed for an expansion of commercial banking 
facilities in the 1780s. Meanwhile, state government helped to fill 
the gap by providing limited financial services in emulation of the 
colonial tradition. 

Despite its conservative management style, as reflected in the 
holding of a relatively modest portfolio of interest-earning loans 
and discounts, the BNA generated healthy profits in the first de
cade of operations. Corporate earnings were typically paid out fully 
in dividends during the eighteenth and nineteenth centuries, thus 
dividend rates are good indicators of overall profitability. The di
rectors paid out 8.75 percent to investors on the par value of shares 
in 1782, the first full year of operations. In 1783 and 1784, divi
dends averaged 14 percent. The rate fell to 6 percent during the 
mid-1780s, after the bank sustained loan losses associated with a 
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few substantial debtors during a mild business downturn, but divi
dends rose as high as 12.5 to 13.5 percent in the early 1790s. Low 
operating costs contributed to profitability. The bank paid no inter
est on deposits, and its managerial expenses were minimal since 
members of the board of directors, who met regularly to act on loan 
applications, served for modest honorariums. 

Meanwhile, the founding of the BNA was the catalyst for the 
nascent commercial paper market that emerged in Philadelphia in 
the 1780s, according to historian Thomas Doerflinger. Before in
dependence, merchants had rarely converted book credits into for
malized debt instruments, not unless an old account was past due or 
a sterling bill of exchange was required to transfer funds to another 
port. However, the bank's preferred mode of negotiating mercan
tile loans had a sudden impact on standard business procedures. 
The BNA directors preferred to discount the commercial paper of 
its borrowers; thus merchants frequently converted receivables into 
formal instruments with thirty- to sixty-day maturities and offered 
the signed paper to the bank as collateral for their debt obligations. 
The bank thereby gained two-name paper as security—first, the 
name of the original mercantile debtor and second the endorser, 
who was the bank's loan customer. Doerflinger described the use 
of commercial paper and the bank's lending procedures as a "nut 
and bolt; neither made sense without the other, and the thread that 
engaged them was the process of discounting."9 In this context the 
discount was the amount of interest deducted in advance; the pro
ceeds were less than the face of the note, based on the interest rate 
applied and maturity date. Moreover, as a result of its routine lend
ing activities, the BNA ended up acting as an important clearing 
house for the city's commercial paper, and that function aided in 
generating a fair amount of credit information on loan customers. 

As commercial banks went into operation in other American 
cities in the late eighteenth and early nineteenth centuries, the prac
tice of converting open book debts into formalized notes continued 
to spread among mercantile firms. Discounting soon became the 
term most commonly used to describe the routine lending activities 
of banks. The system of advancing funds to borrowers had British 
antecedents. In London, numerous banks and discount houses, 
most of them unincorporated firms, made cash advances to holders 
of sterling bills of exchange that were generated in the course of 
conducting British foreign trade, which was substantial by the eigh
teenth century. Americans had been party to those sterling instru
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ments for decades but only as drawers and drawees. No Ameri
can firm offered discounting services on a steady basis, nor indeed 
had any reason for doing so since colonial accounts were invariably 
maintained and settled on the British side of the Atlantic. After 
achieving political independence, American merchants, partly out 
of a desire for greater freedom and partly out of necessity, sought 
to gain a larger degree of economic independence from the domi
nation of the providers of British financial services. The rise of 
commercial banking and the emergence of domestic commercial 
paper markets were two logical responses. 

The general acceptance of discounting as the standard method 
of bank lending in urban markets had an impact on prevailing 
theories about sound banking principles. The adoption of that pro
cedure was compatible with the so-called real bills theory of com
mercial banking. It was promoted as a valuable tool for the pru
dent management of financial institutions from a microeconomic 
standpoint and as a useful mechanism for dampening fluctuations 
in regular business cycles. Proponents of this school of economic 
and financial analysis eventually dominated intellectual circles in 
the United States, and their influence lasted well into the twentieth 
century. 

The assumption behind the real bills doctrine was that adher
ence to its dictates would translate into mechanisms of internal 
regulation and control. If banks loaned strictly against commer
cial paper generated by actual mercantile transactions, then the size 
of the money supply would automatically adjust to the "needs-of-
trade" and never become excessively inflationary. The aim was to 
eliminate from the commercial banking system virtually every other 
type of loan transaction—foremost among them all speculative ven
tures in distant, unimproved lands. If every bank prudently stuck 
to real bills and thereby protected itself from the presumed dan
gers of a rash of bad loans, proponents of the doctrine predicted 
the moderation, or even the wholesale elimination, of boom-and-
bust cycles in the general economy. Despite its simplistic appeal, 
the theory was seriously flawed. It failed to take fully into account 
the possibility of excessive inventory accumulation based on the dis
counting of mercantile bills in urban areas and, secondly, it failed 
to acknowledge the role of rural banks which, by necessity, secured 
most of their loans with crops and farmland. 

In its infancy, however, American commercial banking was 
largely an urban phenomenon; and advocates of the real bill hy
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pothesis, including influential financial historians in the nineteenth 
and early twentieth centuries, took their cue from the generally safe 
and successful records of the BNA and its cautious imitators. In 
truth, early urban banks rarely restricted themselves to discount
ing mercantile paper. Many institutions including the BNA made 
intermediate-term loans to persons with good credit and a report
edly large net worth, typically stockholders, who participated in 
vast speculative purchases of frontier lands. Morris himself received 
liberal credit for land speculation, and then proceeded to lose a 
fortune. But banking theorists and financial historians, without ac
cess to internal bank documents, assumed as an operational reality 
what they wanted to believe in order to equate the presumed facts 
with their pet theories. In truth, commercial banking was safe and 
sound for three decades after 1781 because boards of directors were 
careful to limit the volume of outstanding loans to correspond with 
a bank's capital and to restrict all manner of advances to persons 
offering adequate collateral, multiple signature notes, substantial 
personal net worth, or some combination of all three margins of 
safety. 

Meanwhile, undaunted by fact or fancy, later proponents of 
the real bills doctrine invariably cited the overall performance of 
the early banking system as surefire proof of the validity of their 
far-reaching hypotheses. That dubious intellectual heritage became 
another of the legacies of the first era of American commercial 
banking, and the continuance of vehement political debate over the 
functional segmentation of financial services in the twentieth cen
tury reveals that shadowy images of the real bills doctrine still haunt 
the organization and structure of U.S.financial markets. 

External Challenges to the BNA 

The BNA got off to a hugely successful start in 1782. The pub
lic accepted its bank notes readily in trade, and the loan volume 
generated instantaneous profits. The directors operated through
out the next year without any major distractions. In 1784 and 1785, 
however, the bank became embroiled in three public controversies 
that threatened its privileged status. The first challenge centered 
around the plan to organize a rival commercial bank in Philadel
phia; the second arose from the state's decision to revive the public 
loan office, which had functioned so smoothly in colonial times; 
and the third challenge—linked to the second—stemmed from a 
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rurally organized movement to repeal the bank's Pennsylvania char
ter. The outcome of these three contests, once again, set precedents 
that influenced the future development of the nation's commercial 
banking sector. 

The profitability of the BNA encouraged its organizers to pro
pose an expansion of capital. In January 1784 the directors ap
proved a plan to issue an additional one thousand shares, thereby 
doubling the number outstanding. Since the bank had operated 
profitably during the last two years, the directors decided to raise 
the issue price to five hundred dollars, an advance of 25 percent 
over the subscription price in 1781. Although priced higher, the 
new shares possessed no greater claim on earnings and dividends 
than the shares previously issued. From the modern perspective, 
the directors' decision to offer new shares at a higher issue price, 
which reflected the success of the enterprise over the previous two 
years, seems fully justified. Indeed, based on the second-year divi
dend rate and an expectation of its continuation, investors seeking 
a 9 percent return on their investment should have been willing to 
pay more than six hundred dollars to acquire BNA shares on the 
open market. In retrospect, five hundred dollars appears to have 
been a bargain price to lay equal claim on the earnings of a firm 
that had quickly established a solid record of sound management. 

But a policy that might seem fair and reasonable to modern ana
lysts elicited a different reaction from critics in the 1780s. In valuing 
the shares of this corporate entity, many contemporaries refused 
to take into account management performance and the greater de
gree of risk associated with launching a completely new venture. 
To critics, the seemingly identical assets merited equal valuation 
irrespective of the degree of managerial expertise applied in past 
years. They believed the two-year difference in the timing of stock 
issues was trivial and irrelevant. Others believed it verged on the 
unethical for directors to seek a premium price from new investors. 

Within a fortnight a group of Philadelphia merchants who had 
not been among the original investors in the BNA announced plans 
to establish an independent financial institution to be known as the 
Bank of Pennsylvania.10 Quaker merchants provided much of the 
leadership. In addition to unfavorable comments about the higher 
asking price for BNA stock, they complained that the directors' par
tiality to stockholders and other insiders had prevented outsiders 
like themselves from gaining legitimate access to credit facilities. 
Stock in the new bank was offered to investors at four hundred dol
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lars per share, the same offering price as the original BNA issue, 
and by 5 February organizers announced that $280,000 had already 
been raised and further stock subscriptions were anticipated. A 
board of directors was elected and a charter application promptly 
went forward to the Pennsylvania legislature, where the initial re
sponse was positive. 

After the newly elected directors of the Bank of Pennsylvania 
had formally applied for a corporate charter to the state legisla
ture, members of the BNA board expressed mounting fears about 
the possibly devastating consequences of the introduction of com
petitive commercial banking into the Philadelphia market. Having 
operated as a monopoly for two years, management was uncer
tain about what might transpire under competitive conditions. The 
greatest fear was that the presence of a rival might drive both insti
tutions to ruin—bankrupting the BNA and leaving the business 
community without access to reliable financial services. As a con
sequence, BNA spokesmen requested the opportunity to appear 
before the appropriate legislative committee to oppose the issuance 
of a corporate charter for a second commercial bank. 

A good many of the danger warnings of BNA investors were 
mere verbal tactics designed to protect local monopoly profits. Yet 
there can be little doubt that several otherwise very knowledgeable 
people were genuinely confused about the possible consequences of 
competitive banking—for example, Robert Morris and Alexander 
Hamilton. What had sparked their concern were reports about the 
precipitous depletion of the BNA's reserves resulting from the con
version of bank notes into specie by persons investing in the newly 
organized Bank of Pennsylvania. The BNA faced something ap
proaching a mild run—a threatening development for any insti
tution relying for safety on fractional reserves. Perhaps, the two 
financiers wondered aloud, an insufficient stock of specie circulated 
in regional money markets to support two competitive banks. 

Hamilton had initially favored the plan for a second Philadel
phia bank, but after receiving reports about the loss of gold and 
silver from the BNA's vaults and the virtual halt to discounting dur
ing the following two weeks, he withdrew his endorsement and con
fessed probable error. "On a superficial view, I perceived benefits 
to the community, which, on a more close inspection, I found were 
not real," Hamilton admitted to one correspondent in early April. 
In a letter to Thomas Jefferson, Morris concluded: "The struggle 
to get such capital places these institutions in a degree of opposi
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tion to each other injurious to them all."11 Morris was, of course, 
a major investor in the BNA, thus his motives may not have been 
pure; but the thrust of his correspondence suggests that he was gen
uinely concerned about promoting the development of a healthy 
American financial system. 

In an atmosphere of conflict and confusion, a compromise was 
hastily arranged. The directors of the BNA agreed to reduce the 
offering price for new shares to four hundred dollars, and in re
turn the organizers of the Bank of Pennsylvania agreed to with
draw their charter application and disband the whole enterprise. 
Most subscribers to shares in the new bank quickly transferred their 
investment into the BNA. The threat of bank competition in Phila
delphia dissipated and monopoly was perpetuated. A merger of 
interests seemed the more prudent course in what contemporaries 
considered a fragile financial atmosphere. Along with the expan
sion of its capital base, the number of BNA stockholders increased 
sharply, since few of the new investors had acquired large blocks of 
stock. By 1786 the list of investors included the names of more than 
1,200 Philadelphians, plus 650 additional U.S. citizens residing else
where and 285 foreigners (90 percent Dutch).12 The BNA became 
an enterprise with the support of most factions within the Philadel
phia mercantile community, including many Quakers, after 1785. 

The fears of Morris, Hamilton, and other commentators about 
the long-term consequences of competitive banking were grossly 
exaggerated, although in fairness they had fortuitously raised an 
important issue about following sound procedures in managing the 
transition from monopolistic to competitive banking within a given 
community. Morris and Hamilton were usually clearheaded about 
financial matters but they were not omnipotent. The argument that 
the country possessed too little coin and specie to support numerous 
commercial banks in Philadelphia and elsewhere was nonsensical. 
By the mid-1780s the nation's money stock was composed largely of 
specie—perhaps as much as $15 million was scattered throughout 
the thirteen states. Pennsylvania probably had as much, or more, 
hard money in general circulation in the 1780s than in any decade 
during the last half century. 

What had caused alarm among merchants dependent on the 
BNA for routine credit accommodations had been the bank's sharp 
curtailment of loan commitments and the retirement of bank notes 
in response to the anticipated drain on reserves. The drain occurred 
as investors transferred funds into the coffers of the Bank of Penn
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sylvania in late January and early February. However, the new bank 
did not commence lending operations at once but waited instead for 
the state legislature to take action on its charter application. Dur
ing the prolonged interregnum, the specie transferred out of the 
BNA was temporarily frozen; it was unavailable to provide the base 
for continuous banking services, including the creation of currency 
liabilities and the discounting of mercantile commercial paper. If, 
instead, the Bank of Pennsylvania had started to discount paper 
and issue currency against accumulated reserves in mid-February 
while awaiting final legislative approval, then the aggregate volume 
of banking services in Philadelphia would not have diminished sig
nificantly. 

In short, the difficulties that Hamilton, Morris, and their co
horts interpreted as a serious threat to the city's evolving financial 
system were, in retrospect, merely the temporary consequences of 
bad timing. Generally speaking, a lag of several weeks between the 
accumulation of capital and specie for the establishment of a new 
competitive bank and the commencement of its projected lending 
operations could disrupt financial services in a local economy, and 
that chain of events had occurred in Philadelphia in 1784. Frozen 
reserves were unproductive for everyone concerned. On the other 
hand, given a smooth transition, nothing was fundamentally desta
bilizing about the introduction of competition among several insti
tutions into the commercial banking sector. 

Doubters finally realized the viability of competitive commer
cial banking after the First Bank of the United States (First BUS) 
entered the Philadelphia market in the early 1790s. The BNA and 
First BUS did not undermine each other's operations, and indeed 
with the calming of exaggerated fears, the old proposal to create a 
Bank of Pennsylvania was resuscitated in 1793. By the mid-1790s, 
Philadelphia became the first American city to possess three com
mercial banks—all thriving and profitable. 

In 1785 two additional threats to the BNA's position emerged. 
This time the opposition had its genesis in the political sphere. 
The establishment of the BNA led to improved financial services in 
Philadelphia, but it had done little to benefit directly other citizens 
of the state, particularly farmers who constituted the major occu
pational group. The BNA made no loans to the farm sector, and 
the circulation of its bank notes in rural areas was insufficient to 
meet the monetary demands of farm families. Remembering the 
financial successes of the still recent colonial past, rural constituents 
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put pressure on their elected representatives to provide more finan
cial assistance for agriculture. In response, the state's unicameral 
legislature had authorized three issues of fiat currency totaling $1.9 
million between 1780 and 1783, which significantly augmented the 
money supply. However, it had promptly taxed all the new monies 
out of existence by 1785. Farmers cried again for monetary relief. 

In the spring of 1785 the Pennsylvania legislature authorized 
a fresh currency issue of $400,000. Two-thirds of the new monies 
went to meet the interest currently due on the state's public secu
rities, with this portion of the total issue scheduled for retirement 
through general taxation. The remaining $135,000 was allocated 
to the reconstituted loan office. The former colonial mechanism 
for providing long-term funds to the agricultural sector was sud
denly reinvigorated after a lapse of more than a decade. The terms 
were similar to previous public programs. Borrowers could obtain 
from $65 to $265, at 6 percent interest over eight years, against real 
property with a market value at least three times greater than the 
outstanding loan. Modest upper limits were again placed on bor
rowers to ensure that the funds were widely distributed through
out the state. The reopening of the loan office in 1785 signaled 
the reinvolvement of government infinancial markets and to about 
the same extent of participation as in the prewar era. Some rural 
voters hoped the state government would reassert itself and re
emerge as the provider of continuous financial services to the re
gional economy. 

During the public debate over reviving the loan office, the BNA 
made a series of tactical maneuvers that provided critics with the 
ammunition to place its status in jeopardy. Sensing that the state 
might try to reclaim supremacy infinancial markets, bank directors 
initially opposed the bill authorizing issuance of new monies. When 
that tactic failed, they threatened to refuse acceptance of govern
ment currency at teller windows either for deposit or the repayment 
of bank loans. Their justification for rejection was the inconvert
ibility of government paper into specie at the issuing offices—a per
fectly legitimate concern for a competing private institution main
taining convertibility based on fractional reserves. If holders of 
government paper could freely exchange their fiat money for bank 
notes and specie at tellers' windows, then logic dictated that the 
bank could be drained of reserves very quickly through no fault of 
its own. But rural voters interpreted the directors' decision as a slap 
in the face since the bank's policy implied that private firms had 
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seized the power to judge the legitimacy of public monies. From 
the perspective of its critics, the BNA directors had assumed an un
reasonable and arrogant stance regarding the management of local 
monetary affairs. A similar superior position had previously been 
enunciated by Parliament's intransigent Board of Trade. 

In retaliation, long-standing opponents of the bank introduced 
a bill into the Pennsylvania legislature that called for the revocation 
of the bank's corporate charter. The movement toward privatiza
tion was suddenly threatened. The spring session ended before any 
action could be taken, but when legislators reconvened in Septem
ber 1785, the bill was quickly approved. Opposition to the bank 
came largely from persons living outside the Philadelphia region. 
Critics presented a laundry list of complaints: alleged usury, favorit
ism in approving loans, discrimination against artisans and farmers, 
failure to make loans longer than sixty days to honest borrowers, 
insistence on absolute punctuality in paying debts, admission of for
eigners to stock ownership, chasing specie out of the state, and 
the bank's steadfast refusal to accept provincial paper at its teller 
windows. 

Hoping to expand the operations of the government's loan office 
as an alternative system of finance, rural legislators argued that the 
state treasury should be the prime beneficiary of interest income 
on borrowed funds, not private investors. For decades, the interest 
income on hundreds of first mortgage loans had provided Pennsyl
vania government with a large percentage of its total revenues, and 
supporters of the loan office aimed at recapturing that source of 
income for public purposes. A few years later, the complaint about 
lost public revenues, which followed the withdrawal of government 
from the mortgage market, was voiced often and loudly by John 
Taylor of Caroline, who became a leading opponent of the spread 
of private enterprise in the commercial banking sector during the 
late eighteenth and early nineteenth centuries. 

Detractors who believed that revocation of the charter would 
soon put the BNA out of business were overly optimistic. The bank 
simply reverted to noncorporate status, becoming in effect a large 
joint-stock partnership with transferable shares. After the legisla
tive vote, the banking office remained open as usual, and the direc
tors continued to issue bank notes and discount mercantile notes. 

Although the loss of the Pennsylvania charter had a minimal 
impact on daily operations, stockholders were determined on prin
ciple to regain corporate status. In the spirit of compromise, the 
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bank withdrew its opposition to the reestablishment of the state's 
loan office. Robert Morris acknowledged the validity of arguments 
about the need for more access to long-term credit in agricultural 
areas. It would, he stated, "promote and encourage the landed 
interest and operate as much in its favor as a bank does in favor of 
commerce."13 In addition, the directors reversed their earlier stand 
and expressed their willingness to accept deposits of fiat monies so 
long as all receipts were recorded in special accounts maintained 
separately from transactions involving bank notes and specie. 

The new policy increased the burden of record keeping, but 
by eliminating the possibility of intermingling fiat paper and bank 
notes, the BNA believed it could sustain its specie reserves. The 
bank's more cooperative attitude came too late to affect the out
come of the legislative vote in the fall of 1785, but the directors 
had high hopes about the prospects of obtaining a reversal in the 
first scheduled session of 1786. Supporters published stirring de
fenses of the bank's conduct and pointed out its contribution to the 
general welfare, emphasizing the soundness and usefulness of its 
circulating bank notes as a medium of exchange and store of value 
for the whole population. They refuted the claim that the presence 
of banks caused specie to flee the local economy. Meanwhile, the 
directors entered into negotiations with members of the Delaware 
legislature about obtaining a charter from that contiguous state 
and transferring banking operations to nearby Wilmington or New 
Castle if necessary. 

Having altered its position on the handling of fiat currency to 
mollify vocal critics, and with a charter offer in hand from rival 
Delaware, the BNA was optimistic about its ability to turn around 
the Pennsylvania legislature in 1786. New elections produced a 
political realignment more favorable to the bank. The vote to re
store a Pennsylvania charter sailed through with a solid majority; 
however, one important change was made in the charter terms. 
The original incorporation act specified no limitation on the life of 
the charter. Bank defenders had claimec) the charter was perpetual 
and inviolate, but victorious legislators in 1785 argued that the cor
porate charter was revocable and remained in force merely at the 
pleasure of the legislature. The issue was resolved with the specifi
cation of a charter term of fourteen years, granting the bank the 
privilege of incorporation through the end of the century. 

For the next half century, until the adoption of general incorpo
ration laws for commercial banks beginning in New York in the late 
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1830s, bank charters invariably contained expiration dates ranging 
from ten to thirty years. With the prominent exceptions of the two 
nationally chartered banks in 1812 and 1836, few banks with gov
ernmental charters failed to win renewals; although in later decades 
they typically paid special tax assessments, or license fees, for the 
privilege of gaining another lease on their corporate lives. 

After the turmoil of 1785 and 1786, the BNA settled into a long 
span of steady, uneventful operations. The most experimental half 
decade in American commercial banking, involving the operations 
of the new nation's original bank, had passed. The precedents estab
lished in Philadelphia from 1781 to 1786 exerted a tremendous 
influence on the subsequent development of the nation's financial 
system. The BNA and its principal sponsor, Robert Morris, led the 
way toward the privatization of crucial financial services previously 
performed by provincial governments. On the advice of Alexander 
Hamilton, organizers of the Bank of New York sent several rep
resentatives to Philadelphia to seek information about the BNA's 
routine procedures and lending policies before opening the doors 
of their own unchartered bank in 1784.14 Because of its great capi
tal base and its geographical expanse, the First Bank of the United 
States was likewise a crucial and innovative institution; but most of 
the principles of successful commercial banking on a modest scale 
were already established before Hamilton became secretary of the 
treasury in Washington's first administration. 

The founding of the BNA was a vehicle for the introduction of 
financial intermediaries into the North American economy. Previ
ous loan transactions were invariably directly between parties seek
ing accommodations and those with surplus funds to lend. The 
Philadelphia bank and its imitators in New York and Boston in 
the 1780s carried the financial system in a radically new direction. 
The early banks accumulated specie through the sale of stock or 
the acceptance of deposits, and they issued fully convertible bank 
notes in the process of discounting the debt instruments of their 
mercantile customers. In sum, they became financial intermediaries 
between savers and borrowers—the suppliers and users of capital 
surpluses. 

Like the colonial and some confederation legislatures, commer
cial banks created new monies for distribution into the economy. 
Because they operated on fractional reserves, these financial insti
tutions had the power to multiply severalfold the volume of money 
in circulation beyond the value of specie locked away in their vaults. 
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The early urban banks preferred lending against two-name paper, 
and they stimulated thereby the common use of formal debt instru
ments, as opposed to open mercantile accounts, and the subsequent 
emergence of an organized commercial paper market. 

The BNA was crucial to the subsequent institutional develop
ment of the entire American financial system. The effect did not 
arise from the scope of its operations, but because the bank's sound 
record encouraged the founding of a host of imitators, a series 
of independent financial institutions of small to intermediate size 
at the state and local level—plus one heavily capitalized national 
bank with branch offices in several states. The BNA emerged as a 
highly visible symbol of the nation's renewed commitment to finan
cial responsibility. Its founding coincided with the general move
ment toward greaterfiscal conservatism at the federal level. Except 
for the indents issued to federal bondholders, congressional dis
bursements after 1782 were in specie or in the bank notes of the 
BNA, which were themselves convertible into specie upon demand. 
Morris purposely identified the financial standing of the federal 
government with the fortunes of the bank; consequently, the proven 
soundness of the bank's paper money reflected favorably on the 
Treasury as well as bank directors. 

The federal government's sponsorship of bank notes—a novel 
financial instrument in the American economy—as a useful medium 
of exchange, a form of legal tender, and a reliable store of value 
was an important first step along the road toward rehabilitating the 
reputation of currency as a viable form of money after the total 
collapse of the ill-fated Continental issues. Indeed, the relationship 
between the government and its chartered banking institution was 
mutually reinforcing since both sides were seeking respectability 
and financial legitimacy. Meanwhile, the success of the BNA gave 
a strong boost to the public's perception of chartered commercial 
banking as a mainstay in a newly restructured American financial 
system, and the bank's profitable record reflected the wisdom and 
prudence of its two prime sponsors—the Philadelphia mercantile 
community and the U.S. Treasury—both of which were under the 
direct influence of Superintendent of Finance Morris. 

Given the circumstances of the prior decade, namely the irre
versible depreciation of congressional paper, the directors of the 
nation's early banks put great emphasis on maintaining the sound
ness of their respective currency issues. With few exceptions, char
tered banks held ample specie reserves, and their ratio of paid-in 
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capital to loans outstanding was likewise strikingly conservative. 
During the first three decades of commercial banking, financial 
institutions were rarely viewed as prime agents for promoting the 
growth of the local economy. Their role instead was to lay the foun
dation for monetary stability by providing citizens with a superior 
medium of exchange—that is, paper money that was convenient to 
hold, universally accepted, and, equally important, a reliable store 
of value. 

The private commercial bank was an innovative institution in 
the immediate postwar period, but its debut came in only three 
major port cities along the Atlantic coast during the 1780s. The 
nascent privatization movement did not preempt the participation 
of state governments in financial markets. Even in the three states 
with chartered banks, the governmental sector actively provided 
various financial services, while in the other ten states, government 
played the same domineering role that it had exercised during the 
prior decades. 



7

The States in the 1780s 

•> •> •> 

T.HE TRANSFORMATION of the British North American colonies into 
1  H thirteen independent states, loosely tied together under the national 

confederation government, did not end their involvement in the 
financial services sector. That involvement continued throughout 
the war and into the 1780s. Most state legislatures felt public pres
sures to perform the same financial functions as their colonial pre
decessors. All thirteen issued fiat currencies to raise and supply 
troops and to assist Congress in financing the war effort. In the 
postwar decade, the legislatures faced challenges very similar to 
those they had faced in the aftermath of the Seven Years' War. 

During the War for Independence, the thirteen separate states 
acquired mutual financial liabilities associated with the currency 
and debt issues of the Continental Congress. In addition, they in
curred voluminous obligations of their own, consisting of varying 
mixtures of fiat paper monies and interest-bearing obligations. Most 
legislatures tried to deal with the situation by drawing upon their 
immediate experience: the lessons of the previous war. The chal
lenge was vastly greater, however, because the net financial burden 
borne by the domestic population in waging the War for Indepen
dence was up to ten times greater per capita than that borne by 
the previous generation in the war with France for an expanded 
continental empire. 

The states, acting individually, had voluntarily shouldered finan
cial responsibility for approximately 60 percent of the aggregate 
American military expenditures from 1775 to 1783. By various 
methods they had settled about three-fourths of the obligations by 
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1790, when Congress assumed most of the remaining debts totaling 
just over $18 million in outstanding state obligations. In the final ac-
counting—after the comprehensive congressional debt assumption 
program had taken effect and relieved their legislatures of some of 
the burden—the several states ended up assuming about 45 percent 
of overall war costs, somewhere around $75 million in specie funds. 

By the mid-1780s, most state legislatures had adopted multi
year fiscal programs designed to meet their accumulated war debts. 
In most states, political leaders initially voted to adopt a program 
of heavy taxation, with the aim of retiring their obligations over 
a seven- to ten-year period. They were moving on a fast track. By 
comparison, the federal government under its new Constitution 
took nearly a quarter century to extinguish more than $70 million 
in war debts, which it officially funded in 1790.1 Not every state 
legislature was prompt in reducing its outstanding debts. Some like 
Massachusetts and South Carolina were dilatory, but most adopted 
sundry programs to press forward on debt reduction, hoping to 
return to the normalcy of low taxation and limited government as 
soon as possible. A few states like North Carolina were reticent to 
increase tax revenues for debt retirement because the leadership 
believed that their state would emerge as a net creditor and thus re
ceive financial reimbursement from the debtor states once the final 
apportionment was determined. 

The achievements of the several states were, overall, highly com
mendable if assessed from the standpoint of responsible fiscal man
agement. The sale of loyalist properties eased the burden substan
tially in some regions. Loyalists reported to British officials in 1784 
that the value of their confiscated estates was £10.8 million (about 
$50 million).2 While that figure was certainly overstated, if those 
properties brought in about one-quarter of that amount at public 
auction, loyalist losses covered perhaps as much as 15 percent of the 
military expenditures of the several states. Taking their cue from 
the successful postwar policies of the 1760s, the states considered 
a host of proposals, ranging from write-offs or write-downs of de
preciated currencies to new and higher taxes on persons, property, 
and goods moving across state boundaries. The debates in the early 
1780s were often acrimonious because the financial challenge was 
formidable—five times greater at the state level alone than after 
the Seven Years' War—and no group of taxpayers, or potential 
taxpayers, wanted to be assigned an unfair burden. 

In the debates of the 1780s, several divergent views emerged 
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regarding the disposition of outstanding debts. The protagonists 
may be divided into two broad groups—the urgency faction and 
the gradualist faction—with the criterion for membership centered 
on conflicting beliefs about the proper length and scope of debt re
duction programs. The urgency faction, which represented the ma
jority of the political leadership in the early 1780s, aimed at extin
guishing all state obligations within a decade or so. Members were 
willing to face up to the difficult task of redeeming the public debt 
with all deliberate speed. The issue was more complex, however, 
because under its umbrella, the urgency faction provided room 
for persons espousing alternative routes for reaching the common 
goal of a quick settlement. The mainstream majority, the "honor-
one's-debts" coalition, wanted to extinguish the debt in four to ten 
years through crash programs of heavy taxation, irrespective of the 
temporary hardships imposed on the general population. The radi
cal wing of the urgency faction was composed mostly of indebted 
farmers who wanted to scale down drastically, or even repudiate, 
outstanding public obligations. Their approach would force public 
creditors, disproportionately urban merchants and other persons 
of accumulated wealth, to absorb capital losses. Irrespective of their 
differences over the implementation of debt reduction programs, 
all members of the urgency faction were acting squarely within the 
tradition of the previous generation of political leadership. 

While they may have differed over whether to impose stiff taxes, 
rely heavily on repudiation, or settle on some mixture of the two, 
members of the urgency faction were in general agreement about 
one fundamental proposition regarding the future character of 
American society. They were united in their opposition to the per
petuation of a large public debt, since they associated such bloated 
financial systems with the alleged corruption of powerful European 
monarchies. The urgency faction feared that, if it failed to press 
ahead with a redemption program, however painful in the short 
run, the outcome could very well be the establishment of a similar 
system of European public finance in the United States. 

A permanent national debt would foster the creation on Ameri
can shores of a class of aristocratic parasites who lived for gen
erations in luxury off the interest income generated from their 
investments in government securities. From the perspective of the 
urgency faction, a permanent floating debt was an unsavory de
vice for allowing a monied elite to live indefinitely off the tax 
revenues collected from middling farmers and artisans. Contem
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poraries were already aware that a small group of urban investors 
was actively acquiring large portfolios of public debt instruments. 
Thomas Jefferson was an articulate spokesman for the aspirations 
of the urgency faction; he argued that every generation ought to 
be made wholly responsible for redeeming its accumulated public 
debts—even if the pursuit of that policy required personal sacrifice 
for a brief time. 

The gradualist faction, on the other hand, was in no rush to sink 
the principal of the public debt. Its members were more concerned 
about obtaining legislative recognition of the taxpayer's obligation 
to repay all public debts at face value in specie. Repudiation was 
their greatest fear. They advocated postponing full retirement of 
the outstanding debt until an unspecified future date. Their reve
nue program called for modest levels of taxation—just enough to 
cover the payment of interest. Gradualists also opposed high taxes 
because they feared social and political dangers, from their perspec
tive, of overly ambitious programs aimed at generating sufficiently 
large budget surpluses to make inroads on the outstanding prin
cipal. In contrast to the attitude of the urgency faction, leaders in 
the gradualist camp also saw potential benefits in maintaining the 
good will of a clientele of government security holders dedicated 
to the permanence of a republican form of government. Alexan
der Hamilton was the recognized leader of this contingent, and his 
outlook eventually prevailed in the funding program at the fed
eral level. 

At the state level in the early 1780s, however, a sense of urgency 
prevailed in almost every legislature, and political leaders took steps 
to rid their governments of the dark clouds of public debt. In a 
stance that seems at first glance contradictory, but which in fact 
made perfect sense, leaders of the mainstream wing of the urgency 
faction realized that, if they wanted to eliminate the overhanging 
war debts and pave the way for the return of low taxes a decade 
hence, it would require a heavy dose of high taxes in the short run. 
Steep poll and property taxes, in particular, would probably be re
quired for four to eight years to meet annual interest payments and 
simultaneously sink the debt principal. By steadily retiring these 
public obligations, taxpayers could avoid paying hundreds of thou
sands of dollars in future interest to avaricious debt holders. Those 
considerations led most state legislatures, despite their abhorrence 
of taxes in general and their fear of the heavy hand of government, 
to enact sweeping revenue programs designed to produce large sur
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pluses in statehouse budgets—surpluses that could be applied to 
debt redemption. By the mid-1780s every state had formulated a 
tax program designed to reduce the outstanding principal, consist
ing of the face amount of the debt plus, in most cases, several years 
of past-due interest. 

In about half the states, legislators had visions not merely of 
rapidly retiring state obligations but of moving on to sink a portion 
of the overhanging federal debt as well. In response to the pressure 
from federal security holders residing within their respective bor
ders, some legislatures voted to absorb a portion of congressional 
debt. Congress had suspended interest payments on the federal 
debt in 1782, and two years later it authorized the issuance of "in
dents," or certificates of accrued interest, to federal debt holders in 
lieu of genuine monies. Since the indents were not backed by any 
credible taxing authority, they immediately plummeted in value and 
left in their wake thousands of dissatisfied federal creditors. After 
the failure of two congressional attempts to generate a federal reve
nue by imposing a uniform tariff on imports into the United States, 
and with little prospect of achieving unanimous agreement on any 
other tax plan under the Confederation government, federal debt 
holders began to petition their state legislatures to assume financial 
responsibility for the payment of the interest due them and perhaps 
even the redemption of the outstanding principal. 

In most states various programs of increased taxation and fed
eral debt absorption went forward on schedule, and much progress 
was made in extinguishing public obligations. The sharp hikes in 
taxes, mostly after 1785, imposed heavy burdens on American 
households, however. In Massachusetts an overly ambitious fiscal 
plan designed to wipe out the state's large accumulated debt in just 
four years precipitated Shays' Rebellion, an armed uprising in the 
western counties in 1787. As a result of that incident, the state's 
program of high taxes and planned debt reduction was abandoned 
and scaled back to more modest levels in the late 1780s. 

In South Carolina, middling households complained about pres
sures associated with the repayment of massive private debts, in
cluding impending suits and property seizures, plus the heavy bur
den of upcoming state taxes. The state's debt redemption program 
stalled before it ever got off the ground. The South Carolina legis
lature acted to defuse smoldering resentments and prevent the pos
sible outbreak of armed rebellion against governmental authority.3 

When Congress absorbed the remaining state debts in 1790, public 
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creditors in Massachusetts and South Carolina were strong support
ers of the federal program. 

States Reissuing Currency in the 1780s 

More than half the states remained directly involved in the financial 
services sector in the 1780s through the reissuance of fiat curren
cies. All thirteen states had issued fiat monies during the war. The 
sums placed in circulation had a face value of about $210 million, 
roughly equivalent to congressional emissions. But Virginia, which 
experienced hyperinflation in the last few years of the war, was re
sponsible for $128 million, or more than 60 percent of the total. 
Currency emissions in the other twelve states were much more re
strained. The issues were either taxed away during the war, allowed 
to depreciate so heavily that the paper became virtually worthless— 
like Continental currency—or werefinally recognized as a portion 
of a given state's continuing debt obligations at a wide range of 
depreciated values. Virginia, for example, adopted a depreciation 
schedule that wrote down its paper at the extreme ratio of one thou
sand to one, effectively wiping out millions of dollars in potential 
future liabilities. 

In the early 1780s, all thirteen states went through the process of 
settling their own internal accounts and determining what amounts 
were still owed to citizens holding fiat monies and debt certificates. 
A reasonably accurate calculation of aggregate state obligations in 
the early 1780s, based on the analysis of hard data, has eluded schol
ars to date because of the diversity of settlement techniques among 
the thirteen governmental units and differing exchange ratios for 
their paper monies. All we know with certainty is that outstanding 
state debts were at least $ 18 million as late as 1790 since the federal 
government assumed that total under Hamilton's funding program. 
The amount absorbed by the federal government included undeter
mined amounts of accrued interest as well as original principal. 
After concluding the swap program, Treasury officials estimated 
in 1791 that state debts combined stood at $8 million. The mini
mum total debt of the states combined, therefore, was $26 million 
in 1790. 

My guess—and at this point the number is no more than a 
crude deduction based on circumstantial evidence—is that the sev
eral state legislatures had officially recognized a figure somewhere 
in the neighborhood of $35 to $50 million specie as their outstand
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ing debts by the end of the war. It follows, therefore, providing my 
guess is reasonably accurate, that the several states had managed to 
redeem, or write down, from 25 to 50 percent of their outstanding 
debts by the end of the 1780s. Much of the debt reduction at the 
state level came in the second half of the decade when tax rates in 
some locales rose sharply and notes receivable associated with the 
sale of confiscated loyalist estates matured.4 

Seven states emitted paper money after 1783. They were Rhode 
Island in New England; New York, Pennsylvania, and New Jersey 
in the mid-Atlantic region; and North Carolina, South Carolina, 
and Georgia in the South. As in colonial times, their legislatures 
issued currencies with two different mechanisms of retirement— 
either public taxation or the mortgage payments of private borrow
ers. In most instances, the same legislative package authorized one 
currency emission from the state treasury to meet certain public ex
penses, plus a second companion emission, usually a lesser amount, 
allocated to loan office administrators to fund a series of mortgage 
loans to eligible borrowers. The emissions in the 1780s normally 
contained legal tender provisions, and the subsequent record of 
those monies as a store of value was reasonably good. In short, 
several states in the postwar era tried to reinstitute the monetary 
stability that had prevailed within their borders during the third 
quarter of the century, and for the most part the legislatures were 
successful. 

The pressure to issue currency in those seven states came from 
several groups within society. A cross section of the population 
merely wanted to expand the stock of money through the addition 
of fresh paper, thereby supplementing the coinage in circulation. 
They viewed the new monies as a convenient medium of exchange 
that would stimulate the volume of economic activity. The lack of 
monies to lubricate routine transactions was a familiar eighteenth-
century refrain. Some persons deeply in debt undoubtedly hoped 
the new monies would soon depreciate and allow them to pay off 
existing obligations with cheapened fiat paper. The goals of debtors 
were generally dashed, however, because the paper issued after 
the war tended to maintain its value relative to specie and foreign 
exchange. Also supporting paper money emissions were persons 
holding real estate who sought to raise funds either for consump
tion or investment by negotiating first mortgages at government 
loan offices. 

Public creditors, a coalition of the holders of state and federal 
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debt certificates, also ended up supporting the paper money move
ment in those seven states. Most public debt holders had received 
very little return on their investments for several years since regu
lar interest payments on debt certificates were generally suspended 
in the late 1770s and early 1780s. Creditors would have preferred 
payments in specie, but many concluded that the receipt of monies 
from a fresh but limited emission of state currency was a satisfac
tory substitute. Even if the currency held up vis-a-vis specie for no 
more than a month or two, the initial recipients would still have 
time to use their monies to acquire other, more tangible assets. 

When legislatures authorized currency emissions in the 1780s, 
most simultaneously approved comprehensive programs to raise 
substantial tax revenues during the next three to five years; and 
they generally stuck by those pledges in the second half of the de
cade. Budget surpluses were steadily applied to the redemption of 
the paper monies in circulation. The initial distributions of freshly 
printed currency typically went to cover the interest currently due 
on public debts. When those monies flowed back to the state trea
sury in taxes a few years later, some of the paper was immediately 
retired, while a portion was paid out of the public treasury a sec
ond time to redeem a given state's debts plus accrued interest from 
prior years. Meanwhile, citizens sometimes had the option of pay
ing their taxes with public securities rather than currency or coin, 
which likewise translated into debt retirement. 

The sweetener that elicited the support of public creditors, 
broadly defined, was the commitment to use new monies to pay 
claims related not merely to state obligations but on federal securi
ties as well. Political leaders who supported state assumption of fed
eral debts and those who advocated new emissions of paper money 
were thus able to find common ground. Paper provided a means 
of current payment that was otherwise lacking—or lacking without 
voting an immediate increase in taxes. The emission of fresh paper 
permitted citizens to delay implementation of higher taxes on their 
persons and property until the second half of the 1780s, and that 
margin of two or three years was critical in several states. Six of the 
states issuing currency in the mid-1780s had officially assumed at 
least a portion of the federal debt; assumption in New Jersey was 
de facto but not de jure. (Another four states assumed federal debts 
but did not emit fresh paper money to make interest payments 
on federal securities—Massachusetts, Connecticut, Maryland, and 
Delaware.) 
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The Constitution, which took effect in 1789, denied the states 
the right to emit any new issues of so-called bills of credit, or fiat 
monies. The reason most frequently cited for that provision was the 
poor performance of provincial and state currencies as a store of 
value during the prior decade and one half. Yet the states' over
all record in managing their paper monies, excepting Virginia, was 
vastly superior to the ill-fated continentals issued by Congress. Even 
so, the states' performance was uneven. In most states, the fiat cur
rencies issued in the 1770s suffered steady depreciation and were 
only partially funded. 

As the ensuing state-by-state analysis clearly reveals, most gov
ernments retired or refinanced through debt obligations the fiat 
currencies emitted in the 1780s at face value, or thereabouts, 
through tax collections or the mortgage payments of private bor
rowers. Only North Carolina had a poor record. The performance 
of six of the currency-issuing states in the immediate postwar years 
was reasonably good, thus the constitutional ban on the continuance 
of currency emissions was not justified by the facts. 

PENNSYLVANIA 

During the early years of the war, Pennsylvania had issued sub
stantial amounts of paper money. As a result of a vigorous program 
of taxation at the end of the decade, however, the state had retired 
almost all of its outstanding currency by 1779. Pennsylvania was 
typical of the other twelve states with regard to the application of 
tax monies during and after the war; the sums collected were used 
foremost in the effort to maintain the state's own reputation for 
fiscal responsibility. Congress had to settle for second call on most 
state treasuries. Pennsylvania was one exception, along with Massa
chusetts; it had a solid record at all levels, remitting approximately 
85 percent of the sums formally requested by the federal govern
ment from 1778 to 1783. In 1780, 1781, and 1783, the legislature 
emitted additional rounds of fiat monies, and simultaneously ap
proved taxes to sink the paper. Retirement proceeded on schedule, 
and the state had redeemed all its outstanding currency by 1785. 

When Robert Morris halted the payment of interest on the 
domestic federal debt in 1782, after his failure to obtain unani
mous agreement on a modest 5 percent national tax on imports, 
the Pennsylvania legislature stepped in to fill the void. The state 
began making interest payments to resident citizens holding fed
eral debt certificates in 1783. Indeed, taxpayers were asked to bear 
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a comparatively heavy tax burden throughout the late 1770s and 
early 1780s. In addition, public monies were raised from the sale of 
loyalist properties, which reportedly amounted to nearly $3 million 
in 1780 alone. Fines on persons failing to perform military duties 
brought in a few more dollars. The legislature allocated monies to 
meet congressional requisitions, to retire the state issues of cur
rency, and to pay interest due on both state and federal debt cer
tificates. 

Meanwhile, the Bank of North America went into operation in 
1782 and provided the state economy with paper currency convert
ible into specie upon demand. BNA bank notes were an excellent 
medium of exchange plus a reliable store of value. Since Super
intendent Morris frequently used bank notes to meet the current 
expenses of Congress, many flowed into other parts of the nation. 
Pennsylvania, in sum, was a state with an innovative financial ser
vices sector that boasted two active currency-issuing components 
in the mid-1780s. From 1782 to 1784, the public and private sys
tems were generally complementary; but the next year a serious 
conflict arose. 

Following the scheduled retirement of the outstanding fiat paper 
in 1785, citizens demanded a replacement issue to supplement the 
bank notes and specie still in circulation. Pennsylvania was a gov
ernmental unit with a long history of issuing public monies dating 
back to the 1720s, and political leaders in the mid-1780s were not 
yet prepared to surrender the power to exert some influence over 
the money stock to the private sector. In accordance, the legislature 
voted in 1785 to issue £150,000 ($400,000) in new paper. Two-thirds 
of the emission was allocated to pay interest on state and federal 
debts, with retirement scheduled from future tax revenues. 

When the issue was debated in the legislature, John Dickinson, 
president of the state's executive council, opposed the bill because 
it failed to provide monies for both the original debt holders and 
secondary investors. He wanted to pay a portion of the accrued 
interest to the original holders even though they had long since 
sold out to secondary buyers—often at rock-bottom prices. Dickin
son argued that he did not want to reward unduly speculators who 
had acquired debt obligations at discount prices. He claimed pay
ment of 6 percent interest to current debt holders would reward 
speculators with returns of up to 50 percent on their recent in
vestments. In response, supporters of the bill pointed out that the 
so-called speculators were persons who had demonstrated superior 
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faith in the viability of the existing government and confidence in 
its willingness to meet all debt obligations when others had doubts. 
Therefore, secondary investors deserved handsome rewards since 
they had assumed the risk of possible public default or payment 
long delayed. 

The controversy over the wisdom and legality of discriminating 
between original and secondary debt holders arose again in the 
heated congressional debates of the early 1790s, when James Madi
son and Alexander Hamilton and their respective followers took 
opposing sides. The issue is discussed in detail in chapter 10 on 
congressional funding. Meanwhile, a brief overview of the situa
tion at the state level, including Pennsylvania, must suffice. Whereas 
policies of discrimination against secondary holders were often pro
posed and debated in legislative bodies, in no instance were such 
programs ever enacted at either the federal or state level. Resolute 
respect for the sanctity of legal, voluntary contracts—part of the 
British heritage—prevailed despite some hesitation on the part of 
legislators in deference to the arguments of persons like Dickin
son who sought what, they asserted, would be a more equitable 
settlement of financial accounts. 

In 1786 and 1787, frustrated by the lack of progress at the 
national level, Pennsylvania formally assumed more than $6 million 
in federal certificates. Certain federal certificates became eligible 
for transfer into state obligations through a generous swap pro
gram. Local citizens were permitted to exchange all federal debts 
initially contracted inside the borders of Pennsylvania, as well as 
in the neighboring states of New Jersey and Delaware, for new 
state certificates. The federal securities that Philadelphia merchants 
had purchased from southern holders on secondary markets were 
deemed ineligible for the exchange mechanism. During the 1780s, 
the state paid $1.1 million in interest to former holders of federal 
securities; that sum was greater than the amount Congress requisi
tioned to cover Pennsylvania's assigned share of the federal indent 
program. Rather than sending tax monies to the national treasury 
for distribution to parts unknown, the state made interest payments 
directly to local citizens and later asked Congress to grant credit 
for those sums in the general settlement of accounts between the 
federal government and the states. Later, when Hamilton's funding 
program went into effect in 1790, Pennsylvania reversed the earlier 
transactions; it reissued federal securities to all participants in the 
earlier swap program. 
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One-third of the paper money that the Pennsylvania legisla
ture authorized in 1785 was scheduled for emission through the 
reinvigorated loan office. The agency was permitted to make loans 
to citizens at 6 percent interest for up to eight years in the range of 
£25 to £100 ($65 to $265) doubly secured by real property—either 
in lands or residences. Retirement of the currency arose through 
the amortization of the mortgage loans over the life of the issue. 
The loan office allotted its £50,000 ($130,000) to the state's fif
teen counties, and within six months most of the funds were in the 
hands of borrowers. The mean loan was about $175. Of the 750 
borrowers, two-thirds were farmers, one-sixth artisans, and the re
mainder esquires and merchants. The rebirth of the governmental 
loan office received strong support from the rural population and 
many urban artisans. 

While the money bill was being debated in the legislature, direc
tors of the BNA expressed strong opposition to the state's efforts 
to maintain a prominent role in the financial services sector. In an 
effort to prevent a new emission in 1785, private bankers in Phila
delphia threatened to refuse acceptance of the state's inconvertible 
fiat currency at teller windows. Since the new monies were to pos
sess full legal tender status in private and public transactions, many 
legislators viewed the bank's refusal policy as a clear defiance of state 
law. In retaliation, politicians from rural areas headed the move
ment that led to the revocation of the bank's state charter in Sep
tember 1785. As explained previously, farmers complained that the 
BNA, which operated from a single office in Philadelphia, provided 
no direct credit to the agricultural community, and they resented 
its campaign to deny them continued access to state funding. Many 
taxpayers cited the greater social benefits accruing from public as 
opposed to private lending since interest revenues went directly into 
the state treasury under the former arrangement rather than to the 
shareholders of private enterprises. In the colonial past, interest 
earnings had often been sufficient to cover the peacetime expen
ditures of the provincial government for years—even decades. The 
public loan office had functioned successfully in Pennsylvania for 
more than half a century, and potential borrowers had no intention 
of breaking with that long-standing tradition. 

During the next several months, a compromise between the rural 
faction and Philadelphia bankers was arranged. Robert Morris, a 
leading stockholder in the BNA, came out in favor of a plan for 
public-private coexistence. He praised the loan office in particular 



 149 The States in the 1780s

as a legitimate and necessary service that complemented a char
tered urban bank. Bank directors reversed themselves and agreed 
to accept the state's fiat currency in deposits so long as those monies 
were not intermingled with accounts denominated in bank notes 
and specie. After the political settlement was negotiated in 1786, the 
BNA received a new Pennsylvania charter that was good through 
the end of the century. Relations between the private and public 
sector were generally harmonious thereafter. 

The state's fiat currency held its value relative to bank notes and 
specie fairly well in the first year after issuance, but it had depre
ciated somewhat, reportedly up to 30 percent, in 1788. The legis
lature remained faithful to its schedule of taxation and currency 
redemption, however, and by the end of 1790 all the paper monies 
issued by the state treasury had been retired at face value. The fiat 
currency issued through the loan office did not mature until 1793, 
and much of it stayed in circulation, complementing bank notes 
and coins. Meanwhile, the new federal Constitution had outlawed 
the states' participation in currency emission, thus paving the way 
for the complete privatization of that financial function beginning 
in the 1790s. 

NEW YORK 

Political events in New York were less tumultuous than in Penn
sylvania; but a similar contest between urban merchants, who fa
vored the encouragement of private commercial banking, and farm
ers, who wanted the state government to remain true to its heritage 
of public service in the financial sector, was played out in the mid
1780s. In 1784, the rural faction favored a fresh emission of govern
ment paper, while New York City's leading merchants looked to the 
prospect of obtaining a state charter for the new bank sponsored 
by Alexander Hamilton and business associates. 

The legislative sessions during the next two years produced a 
standoff, however, and temporarily prevented the state from re
newing its active involvement in financial services. The lower as
sembly, controlled by agricultural interests, passed two currency 
bills in 1784 plus another in 1785; but the upper chamber, where 
urban merchants held power, rejected all three. Members of New 
York City's mercantile community, who were usually creditors in 
the domestic market, raised the specter of inflation. The merchants 
had high hopes that the establishment of the Bank of New York, 
based on the model provided by the Bank of North America, might 
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soon privatize completely the issuance of paper money within the 
state and provide citizens with a continuously convertible means of 
payment and a reliable store of value. 

The Bank of New York began operations in 1784 with a capi
talization of $800,000, twice the size of the Philadelphia institution. 
The directors planned to concentrate on short-term loans to the 
port's active mercantile community. In an effort to forestall the 
bank's possible preemption of the issuance function, the lower house 
balked at granting the Bank of New York formal charter rights. 
But that tactic proved ineffective and produced no tangible results. 
The bank opened its doors as an unchartered firm and operated 
for the next six years under the terms and conditions laid out in the 
bylaws, which the stockholders voted to approve at the initial organi
zational meeting. Unlike events in Pennsylvania, the state legislature 
never harassed the bank once it started making loans and issuing 
currency. 

The issuance of bank notes by the Bank of New York, in the 
absence of a corporate charter from higher public authority, repre
sented another American departure from the strict rule of British 
statute law. Parliament had prescribed that no partnership nor any 
joint stock company with more than six participants could emit 
paper money unless it had been granted explicit charter powers— 
which was rarely done in England, and never in the colonies.5 The 
bank notes of the Bank of New York added a new component to 
the regional money stock, but because they were printed in large 
denominations and circulated mainly in the city and its hinterland, 
farmers continued to demand renewed governmental involvement 
in supplementing the money stock. Two years later, with the support 
of Governor George Clinton, the rural faction finally convinced the 
upper chamber to approve a comprehensive financial package that 
provided for an issue of currency more accessible to the agricultural 
sector. 

During the 1786 session, the New York legislature approved the 
issuance of £200,000 in fresh currency with legal tender status in 
the payment of taxes but not private debts. Simultaneously, the state 
assumed full responsibility for interest and principal on some of 
the federal debt held by local citizens. Only federal loan certificates 
originally issued within state borders were eligible to participate 
in the swap program; eligible certificates amounted to $1.4 mil
lion of the approximately $5 million in federal securities held by 
New Yorkers.6 The legislature assigned £50,000, or one-fourth of 
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the new issue, to pay a portion of the interest past due through 
the end of 1784 on public securities. It represented a small start 
toward meeting the state's financial obligations; but the legislature 
soon launched an ambitious three-pronged tax program aimed at 
paying off the accrued interest, making inroads on the outstand
ing principal, and eventually retiring the most recent emission of 
fiat paper backed by public revenues. Up to half of the state's tax 
revenues in the mid-1780s came from customs receipts on imports, 
thereby lessening the need for direct assessments on persons and 
property. 

The legislature allocated three-fourths of the currency issue au
thorized in 1786 to the revived government loan office. Borrowers 
could negotiate mortgage loans ranging from £20 to £300, at 5 per
cent interest for up to fourteen years, by offering as collateral either 
land valued at twice the loan amount or a residence valued at three 
times greater. The terms and conditions were virtually a replica 
of the loan office emission that had been approved by New York's 
colonial assembly nearly a half century before in 1737. The monies 
issued through the loan office remained in circulation throughout 
the 1790s and maintained their value vis-a-vis specie and bank notes 
until their scheduled retirement in 1800. 

In New York, as in Pennsylvania, the state government and the 
unchartered Bank of New York coexisted as providers of financial 
services to the general public in the late 1780s. Bank notes were the 
preferred medium of exchange in New York City, while the gov-
ernment's fiat currency circulated widely upstate among farmers 
and artisans. Although some feared that such an arrangement was 
incompatible with what passed in the late eighteenth century as 
sound economic principles, the two monetary systems functioned 
in tandem without any discernible negative effects. Exchanges be
tween the two currencies occurred at market rates; and the state's 
fiat paper, of which at least three-quarters was backed by private 
mortgages, passed at face value or minor discounts throughout the 
trading area. New York, therefore, possessed for decades a sound 
paper money system characterized by currency that served as both 
a useful medium of exchange and a reliable store of value. 

Like Pennsylvania, New York also assumed federal securities as 
state obligations. The initial assumption totaled $1.4 million, but 
that figure had risen to $2.3 million by 1790 after the legislature 
voted to accept debt certificates issued to military personnel in 1783 
in payment for the sale of state lands. When Hamilton's funding 
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program was approved by Congress in 1790, the state returned 
the federal securities acquired in the initial swap program to the 
original owners, as happened in Pennsylvania. 

One important factor contributing to the state's generally favor
able finances in the 1780s was that New York had never assumed 
responsibility for its proper share of the cost of the war, which was 
based on a nationwide per capita assessment. The resources devoted 
to financing the state militia, the provisions provided to supply fed
eral troops, and the state legislature's response to congressional 
requisitions for funding were in combination insufficient to meet 
New York's allotment. That deficit did not become publicly known 
until the final settlement of accounts among the thirteen states was 
announced in the mid-1790s. Meanwhile, at native-son Alexander 
Hamilton's urging, the federal government had agreed to assume 
up to $4 million of the outstanding wartime debts of every state, 
and New York benefited to the tune of nearly $1.2 million in 1790. 

When the names of the debtor and creditor states were an
nounced in 1793, New York showed a net deficit of just over $2 
million, the largest aggregate deficiency for any state and the second 
largest per capita deficit at $6.75. In retrospect, New York should 
have never been permitted to transfer any of its debt burden to the 
U.S. Treasury since, as of 1790, it already owed creditor states nearly 
$900,000 and thus merited no relief at all. The federal assumption 
of the state's remaining wartime debts was undeserved because it in
creased even further New York's obligations to the union, although 
at the time few probably anticipated a shortfall of that magnitude in 
the final settlement. New York subsequently repaid a small portion 
of its huge debt to Congress, but the fact remains that the state's 
citizens managed to evade responsibility for upwards of $2 million 
of joint war costs. Since local citizens spent less per capita on the 
war effort than the vast majority of citizens in other states, it comes 
as no surprise that there were no serious threats of tax rebellions in 
New York in the 1780s. 

NEW JERSEY 

All the paper money in New Jersey in the postwar era was 
emitted through the auspices of government since no banks were 
founded in the state during the eighteenth century. Bank notes 
issued by the two organized banks in Pennsylvania and New York 
often flowed across the state's borders, however, and were used by 
the local population.7 In the New Jersey legislature, a geographic 
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split on the currency issue emerged, with representatives from the 
northern counties favoring paper and their counterparts southward 
mostly opposed to paper. Proponents cited the successes of cur
rency issues in the colonial era, while the opposition criticized the 
proposal to make the monies legal tender in private as well as pub
lic debts. Critics contended that legislative majorities could be not 
be counted on to take the steps necessary, meaning raising taxes, to 
fight depreciation. Governor William Livingston was a prominent 
member of the antipaper camp, and he vetoed one currency bill 
in 1785. 

Livingston finally agreed to a compromise in 1786. The agree
ment called for the emission of currency under two mechanisms: 
a lump sum to fund loans arranged through the governmental 
loan office and, second, a series of new monies issued annually to 
pay the interest due on public securities, both state and federal. 
The first half of the compromise plan satisfied the credit needs of 
middling farmers, and the second half received solid backing from 
the holders of public securities. A motion to assume full legal re
sponsibility for the principal of the federal debt held by New Jersey 
citizens failed by a single vote; the legislature nonetheless issued so-
called revenue monies amounting to more than eighty-five thou
sand dollars annually from 1785 to 1789 to cover the interest on 
federal securities. Thus, New Jersey, de facto, did as much to meet 
the financial demands of citizens holding federal obligations as the 
other states that passed formal assumption bills. 

The New Jersey loan office, funded with £100,000 in fresh cur
rency, began making loans in November 1786. Borrowers received 
amounts ranging from £25 to £100 at 6 percent interest for up to 
twelve years secured by real estate valued at twice the loan amount. 
For the initial seven years, borrowers paid interest only; beginning 
in the eighth year, they began amortizing the loan withfive equal an
nual payments against the principal. Most of the mortgage-backed 
currency was retired from 1795 to 1799 in accordance with the 
original retirement schedule. 

A small volume of public monies was retired early. In Octo
ber 1788 the New Jersey legislature enacted an unprecedented law 
that permitted third parties to acquire outstanding loan office as
sets from the public agency at face value. In those cases borrowers 
owed all future interest and principal payments to private inves
tors rather than to the state. One purpose of the legislation was 
to support the market value of the currency, which was passing at 
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discounts of up to 25 percent vis-a-vis the fiat monies of Pennsylva
nia and New York. The program was designed to achieve that goal 
by stimulating demand for the currency among private parties in
vesting in public assets and by simultaneously reducing the volume 
of outstanding monies. The loan office immediately destroyed the 
currency offered by third parties to settle debts in advance of their 
maturity dates.8 As it happened, few private purchases of public 
loan assets occurred, probably because the 6 percent interest rate 
associated with the loans was lower than individuals with surplus 
funds could earn on alternative investments elsewhere in the pri
vate sector. Nonetheless, the New Jersey experiment represented 
another initiative designed to privatize, at least in part, the mort
gage lending functions of state government. 

RHODE ISLAND 

Rhode Island was the only state in New England to issue paper 
money in the 1780s. Once again this small province lived up to 
its long-standing reputation for financial unorthodoxy. In the first 
half of the eighteenth century, before Parliament passed the Cur
rency Act of 1751, Rhode Island had been among the most reck
less colonies in regard to the management of its monetary system. 
The colony and its citizens had routinely failed to provide adequate 
backing for huge volumes of fiat emissions, and, as a consequence, 
its monies had suffered staggering depreciation. The colonial legis
lature refused to impose the requisite taxation, while private bor
rowers defaulted on collateralized mortgage loans without suffering 
the loss of landed property. After 1751 Rhode Island, along with 
the rest of New England, was forced by British statute to return to 
a specie standard, and the entire region's monetary systems were 
characterized by soundness for the next quarter century. 

In the decade after American victory in the War for Indepen
dence, the Rhode Island legislature was almost constantly in turmoil 
over the twin issues of paper money and the settlement of state 
debts. A classic confrontation between elected officials represent
ing urban merchants based in Providence and Newport, the major 
port cities, and a larger group of legislators representing the rural 
farm community erupted in the state capital. Farmers wanted cheap 
money to pay off personal debt obligations, while merchants tried 
to hold the line and maintain some semblance of a sound financial 
system. 
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In May 1786 the rural faction pushed through the legislature 
a bill establishing a government loan office with the authority to 
emit up to £100,000 of paper money. The funds were available for 
fourteen years at 4 percent interest secured by property valued at 
twice the loan amount. Borrowers paid interest only during the first 
seven years and then paid off the principal in seven equal install
ments beginning in 1793. Unlike most other states, Rhode Island 
set no minimum and maximum loan limits. The number of bor
rowers totaled nearly two thousand, with the median loan under 
£20 and the mean just over £50. The largest loan was £2,265 to the 
mercantile firm of Clark and Nightingale. 

The most controversial aspect of the bill was the full legal tender 
status granted the monies, meaning that the currency had to be ac
cepted at face value by private citizens as well as public officials. The 
debate over the granting of legal tender status in private debts had 
been an extremely divisive issue in the political contest between the 
Board of Trade in London, which protected the interests of English 
creditors, and several colonial legislatures in the 1760s and early 
1770s. The issue wasfinally settled in 1773, when agents represent
ing the colonial legislatures and Parliamentary leaders agreed to a 
modification in the law that banned legal tender status for paper 
money in the payment of private debts but not in public trans
actions. That precedent was favored by most domestic creditors as 
well, and the restricted legal tender rule was continued in the other 
six states that issued currency after the war. 

Since Rhode Island was on a strict specie standard when those 
negotiations were ongoing in the 1760s and 1770s, its political lead
ers were unfamiliar with the logic that lay behind the earlier com
promise. Moreover, the rural faction held the upper hand in Rhode 
Island government, and many farmers had anticipated that the cur
rency would depreciate and thereby allow them to retire old debts 
at discount rates with cheap paper. In this state, a genuine struggle 
between debtors and creditors did, in fact, characterize the second 
half of the 1780s. 

Rhode Island merchants resisted the legal tender provisions. 
Many defied the law and refused to accept paper money in all cir
cumstances, whether in the settlement of old debts or in payment 
for current purchases. As a result the paper did not maintain its 
value relative to specie; the exchange rate fell precipitously to a 
ratio of 7:1 by August 1787. Farmers blamed merchants for under
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mining the monetary system, and they legislated a series of fines 
and penalties designed to force mercantile acceptance of the paper 
at face value. 

The state never assumed any of the federal securities held by its 
citizens because voters were too busy battling over the disposition of 
the state's internal debt to consider broader issues. The rural faction 
enacted a bold legislative program designed to retire promptly the 
state's public debt in 1787. The two outstanding debt issues, nearly 
equal in size and carrying interest rates of 4 and 6 percent, respec
tively, totaled approximately $585,000. About one hundred public 
creditors held more than three-quarters of the state's internal debt. 
The legislature approved a plan to sink the principal virtually over
night by requiring holders to exchange their debt instruments for 
unsecured fiat currency at face value. 

When merchants holding nearly three-fifths of the outstanding 
principal balked at participation in the involuntary retirement pro
gram because the market value of the existing currency had fallen 
so low, the rural faction, with vengeance, arbitrarily canceled all 
the debt certificates that had not been presented to the state trea
sury for exchange. The prominent Brown family of Providence, 
which later provided funds to the university named in its honor, 
possessed about $70,000 of the forfeited certificates, or 12 percent 
of the certificates outstanding. Rhode Island farmers, in effect, had 
discovered a means of repudiating a huge portion of its state debt. 

The state pursued a fairly rigorous tax program from 1785 
to 1789. The treasury collected more than $400,000 in taxes plus 
$60,000 in interest earnings on loan office mortgages. Of that sum, 
about half was exchanged for state debt certificates. Most of the 
750 public creditors who participated in the state's debt settlement 
plan were persons with only modest holdings of state securities; 
the mean value exchanged was only $325. The fiat money received 
in settlement was worth substantially less than the face value of 
the debt obligations—up to 80 percent less in terms of purchasing 
power according to contemporary estimates. 

The public creditors holding the largest amount of Rhode Island 
debt lost all the legislative battles at the state level in the 1780s, 
but they benefited handsomely from the success of the constitu
tional movement and came out ahead in the end. Not surprisingly, 
given the voting power of the rural, anti-federalist faction, the first 
Rhode Island constitutional convention rejected ratification. The 
state did not reverse that decision and join the reorganized union 
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until 29 May 1790, more than a year after the Constitution had 
taken effect. 

When Congress agreed to fund the remaining state debts, the 
holders of the nearly $350,000 in forfeited state certificates looked 
to the federal government for recognition of their claims, and they 
received a friendly ruling from representatives of the U.S. Trea
sury. Unfortunately, Rhode Island received a federal allocation of 
only $299,000 for the settlement of its debts, which was insufficient 
to cover all claims. The state legislature ultimately made up the dif
ference, but the negotiations extended into the first two decades 
of the nineteenth century. Most of the public creditors who had 
refused to cooperate in the currency settlement in 1787 received 
full payment of interest and principal in specie or its equivalent— 
or very nearly full payment.9 As a result, public creditors in Rhode 
Island ranked among the strongest supporters of the new national 
government since they received partial compensation as a result of 
the federal absorption of state debts. 

When the federal government's accountants announced the final 
apportionment of war costs in 1793, Rhode Island came out looking 
very good. The state ended up with a credit balance of $299,000. 
Although not all that much when considered as a lump sum, the 
amount translated into $4.60 per capita for the free population, 
making its citizens the second largest individual creditors of the 
new nation. The U.S. Treasury settled accounts by issuing new debt 
certificates to the state government, and the legislature used the 
unexpected windfall to satisfy up to three-quarters of the claims of 
the state's remaining public creditors. In total, the transfer of funds 
from the federal government to Rhode Island covered more than 
four-fifths of the state debt associated with the war. If citizens had 
anticipated the favorable outcome of the work of the congressional 
accountants, fewer Rhode Islanders would have likely opposed rati
fication of the Constitution in 1788 and 1789. 

NORTH CAROLINA 

North Carolina, like Rhode Island, had a somewhat checkered 
history in managing its financial affairs. The state's aggregate obli
gations totaled over $40 million (the nominal value in state cur
rency) by the end of the war—with that sum about equally divided 
between paper money and various debt certificates. The legislature 
imposed few direct taxes during the late 1770s and early 1780s, but 
chose instead, through the mechanism of steady and irreversible 
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depreciation, to allow the tax burden to fall heavily on individuals 
who transacted business in its fiat currency. As a result of adopting 
an official devaluation schedule combined with a currency swap pro
gram, North Carolina reduced the volume of currency outstanding 
from a high of $20 million in 1783 down to $5 million by the end of 
the decade. Legislators adopted a descending scale of depreciation 
rates for the various currency issues in relation to specie values: 
for the emissions in the last months of the war, the ratio was set 
at an astronomical 800:1, but the overall mean was in the range of 
200:1.10 Most of the wartime paper still in circulation as late as 1789 
was retired during the next decade, after the government agreed 
to accept the remaining bills in payment for the purchase of state 
lands at roughly one-thousandth of their face value. 

The state had a more respectable record in regard to maintain
ing the purchasing power of two much smaller currency issues in 
the mid-1780s. It issued $250,000 in 1783 and the same amount 
again in 1785. Of the new monies, $180,000 went to pay past-due 
wages of the state militia; $70,000 was issued in exchange for war
time currency issues; $160,000 was targeted for the discharge of 
state and federal debts; and $90,000 was allocated for making a 
token contribution in response to a requisition from the federal 
government.11 The first currency issue fell in value by 15 to 25 per
cent within a year of its emission and then stabilized at that level; 
the second issue had less success, dropping by one half and drag
ging down the former issue as well. By 1789 only 10 percent of the 
$500,000 of new monies had been retired. The poor performance 
of the state's fiat currency during the war and the legislature's fail
ure to institute a program of steady retirement in the late 1780s 
damaged the reputation, and thus the market value, of the postwar 
emissions. 

In addition to itsfiat currency obligations, North Carolina accu
mulated a huge volume of state debt during the war. An appointed 
board later determined that $21 million of debt existed, at varying 
interest rates, infive certificate categories: currency, specie, bounty, 
loan office, and military. Undaunted, the legislature pressed ahead 
after 1783 to get out from under the dark clouds of indebtedness. It 
employed several techniques of debt reduction. The state treasury 
obtained funds from the disposal of confiscated loyalist properties 
and the sale of public lands on the western frontier and used the 
monies to retire some obligations. Second, the legislature repudi
ated a portion of the debt certificates by enforcing a depreciation 
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scale. Third, it purchased outright public debts with new monies 
arising from the currency emission of 1785. The final method of 
debt redemption drew on budget surpluses generated from prop
erty taxes in 1787, 1788, and 1789. By 1789, through one means or 
another, approximately 60 to 80 percent of the wartime debt had 
been officially retired. 

North Carolina also assumed almost all the federal debt certifi
cates held by citizens. Since few loan office certificates had been 
sold to local investors during the war, the assumption program en
compassed mainly quartermaster's certificates issued to local sup
pliers during the southern campaigns of 1780 and 1781 plus wage 
certificates issued to soldiers at the end of the war. The nominal 
value of the absorbed federal debt was roughly $7 million. Gov
ernment records are inconclusive about how much state citizens 
received in past-due interest and principal repayment, as measured 
either in the state's fiat currency or in specie values. Whatever the 
case, North Carolina first rejected ratification of the Constitution, 
and gave its approval only in November 1789. Citizens hesitated 
to join a more permanent union in large part because they feared 
becoming saddled with taxes to sink the overhanging obligations 
of the other political units—the federal government's accumulated 
debts plus the remaining obligations of other dilatory states. Their 
fears proved unwarranted, however, because in the final settlement 
of wartime accounts reported in 1793, North Carolina itself ended 
up as a debtor state rather than a creditor. In the 1780s, most local 
political leaders believed the state had contributed more than its 
share to the common cause, but the numbers showed otherwise. 
North Carolina came up $500,000 short overall—or minus $1.90 
per capita for the free population—ranking below only New York 
and Delaware in terms of its per capita debt to the union. 

Generally speaking, however, North Carolina faced up to its 
postwar financial crisis with little hesitation. The legislature had 
adopted a comprehensive program to deal with the critical issues by 
the mid-1780s. Minor squabbles between rural and urban contin
gencies were fought over scaling down debts on the basis of accel
erated depreciation schedules and about granting full legal tender 
status for the currency emissions of 1783 and 1785. For the most 
part, however, legislators followed the precedents established dur
ing the previous postwar period. The urgency faction held sway, 
and the leadership adopted programs aimed at quickly retiring the 
state debt plus the federal certificates held by North Carolina citi
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zens, thereby making it possible to return to the glory days of low 
taxes and small government. 

SOUTH CAROLINA 

South Carolina, along with its northern counterpart Massachu
setts, made only modest progress in erasing accumulated debts dur
ing the 1780s. It did, however, respond positively to congressional 
requisitions for financial assistance. The free population sent about 
$4.50 per capita in specie to Congress from 1781 to 1788, more 
than four times the mean for the thirteen states and over twice 
the contribution of Maryland, the second ranking state. Since the 
record in South Carolina contrasts so sharply with how analogous 
problems were handled by the political leadership in Massachusetts, 
the course of events surrounding issues such as taxation, debtor re
lief, and the issuance of paper money are worth examining in some 
detail. 

Courthouse demonstrations, described by some contemporaries 
as full-fledged riots, also occurred in South Carolina to protest the 
combined impact of private debt collection and taxation on citizens 
of middling wealth. In this instance, the legislature responded by 
enacting a series of stay laws, thereby defusing a grass-roots move
ment that might have accelerated into open rebellion. The state 
soon put the brakes on its program of public debt retirement. Advo
cates of a more gradualist approach were able to temper the overly 
ambitious tax programs of the urgency faction. That early depar
ture from the colonial norm—namely, the hasty settlement of over
hanging state debts—eventually generated enthusiastic support for 
the Constitution. South Carolina became one of the prime benefi
ciaries of the centralization of taxing power and debt policy after 
the Washington administration took office. 

During the first three years of the War for Independence, the 
South Carolina legislature issued fiat monies amounting to £1.7 
million. The monies held their value fairly well through 1777, but 
influenced by the downward trend of the continental dollar, South 
Carolina currency depreciated heavily versus specie beginning in 
1778. When the British army occupied Charleston in May 1780, the 
exchange ratio was reportedly about 65:1 and sinking. During the 
war years, total currency emissions were in the neighborhood of 
£8 million—a figure 75 times greater than the total amount Parlia
ment had allowed the colony to print from 1731 until independence. 
Taking into account depreciation schedules, the purchasing power 
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of the state's wartime emissions in specie was somewhere around 
£500,000, or $2.2 million. None of the wartime currency emissions 
were recognized as part of the official state debt in the postwar era, 
thus the burden of taxation associated with the mechanism of de
preciation fell on the multiplicity of currency holders between 1776 
and 1780. 

In contrast, the state made a determined effort to pay off in 
specie most of the holders of its recognized debt certificates. From 
1775 to 1777, the treasury had managed to borrow up to £200,000 
from local investors at interest rates ranging from 6 to 10 percent. 
The majority of the claims against the state treasury arose from 
soldiers uncompensated for military service from 1780 to 1782 and 
from citizens who had provided American troops with supplies dur
ing the campaigns of 1780 and 1781. The state also assumed a por
tion of the federal debt by instituting a securities swap program for 
military personnel holding congressional debt certificates issued by 
Superintendent of Finance Robert Morris in 1783. After evaluating 
and assessing the claims of creditors, the state issued debt certifi
cates carrying 7 percent interest, with the repayment of principal 
pledged in specie values at some undetermined date. 

The urgency faction in the South Carolina legislature pushed 
forward a revenue program in the 1783 and 1784 sessions that was 
designed to extinguish the state's recognized debt obligations with 
all deliberate speed. Revenues came from two sources. The state 
treasury collected the amounts due from the sale of vacant and con
fiscated estates, and the legislature assessed new taxes on persons, 
property, and imports, including slaves. Meanwhile, to demonstrate 
its good faith and honorable intentions, the legislature issued inter
est certificates (indents) to security holders. The indents were legal 
tender in the payment of tax assessments in 1784 and 1785, and 
were, in truth, merely another form of fiat currency. 

To ease the financial strain associated with the repayment of 
existing private debts, the legislature enacted a stay law that called 
for delaying the maturities of all pre-1782 obligations until 1 Janu
ary 1786, when those debts were rescheduled for settlement in four 
annual installments with interest accruing at the rate of 7 per
cent. Given a respite from debt repayment, state residents freely 
imported a vast volume of foreign goods, plus more than five thou
sand slaves, in 1784. Because of a poor harvest in 1785, exports fell 
short, leaving a substantial balance owing both foreign and domestic 
creditors. 
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The threefold combination of higher taxes, unpaid debts linked 
to the postwar import boom, and the impending due date for the 
first scheduled installment against pre-1782 debts precipitated civil 
unrest in South Carolina in 1785. Facing the possibility of the 
seizures of their lands, several hundred citizens assembled in Cam
den, a town about fifty miles northeast of Columbia, and defiantly 
prevented the courts from sitting and adjudicating cases related to 
indebtedness and unpaid taxes. By August the court system was no 
longer functioning, except in Charleston, because of threats against 
judges and jurors. 

Rather than calling out the state militia to quell the unruly 
crowds, Governor William Moultrie summoned an emergency ses
sion of the legislature to deal with the crisis. The urgency faction 
listened intently to the reasoned arguments of the gradualist camp. 
Rapid retirement of the state's outstanding obligations, under exist
ing conditions, was deemed imprudent and potentially revolution
ary. Private debtors and delinquent taxpayers were granted exten
sions in meeting their obligations. Under the Pine Barren Act of 
1785, debtors had the right to make payments in kind rather than 
in monies. The statute ordered the courts to recognize as legal ten
der the transfer to creditors of real estate listed at two-thirds of 
the estimated market value, including unimproved pine forests on 
the western frontier where appraisals were often of questionable 
accuracy—thus the name "pine barren." 

In October 1785, in response to the demands of rural voters, the 
legislature reopened the governmental loan office and authorized 
the issuance of £100,000 ($440,000) in fresh paper money. Borrow
ers could obtain between £30 and £250 for five years at 7 percent 
interest collateralized by land or specie at least three times greater 
in value. The revival of the loan office pleased the rural constitu
ency since it provided farmers with a new source of mortgage credit 
and simultaneously augmented the local money supply. The new 
currency exchanged at face value, or near par, for specie after a 
united front of leading Charleston merchants promised to support 
its market value. The paper remained in circulation for years there
after, with isolated bills reportedly presented to the state treasury 
as late as 1815. 

South Carolina politicians were determined to keep the peace 
after the Camden riots of 1785, and they bent over backward to ap
pease an aroused citizenry suffering acute financial pressure. One 
consequence of the implementation of liberal stay laws was that 
the original plan to redeem the bulk of the public debt within a 
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decade of the peace treaty was jettisoned. The legislature never re
pudiated its obligations, but the treasury went forward more slowly 
in redeeming outstanding securities. Much of the state's revenues 
went to meeting congressional requisitions; and with the payment 
of nearly $450,000 in specie during the decade, South Carolina had 
an outstanding record in meeting its responsibilities to the Confed
eration. 

Historian Robert Higgins estimated that the state retired ap
proximately one-quarter of its obligations in the 1780s, or about 
$1.25 million, which appears a reasonably accurate deduction on 
the basis of scattered and imprecise information on state finances. 
More than $4 million dollars in unretired state debts remained on 
the books when the U.S. Treasury assumed responsibility in 1790. 
That sum translated to about $40 per capita for the free popula
tion or about five times greater per capita than Massachusetts, the 
second ranking state in terms of aggregate debtor relief. 

Some critics complained that South Carolina taxpayers had been 
unduly rewarded. After dragging its feet on debt redemption in the 
1780s, the state had instructed its congressional delegation to sup
port federal assumption, and thereby evaded financial responsibili
ties that others had met. But those accusations proved unwarranted 
when the final settlement among the states was announced in 1793. 
Even after factoring in the federal assumption of war debts, the citi
zens of South Carolina ranked as the new nation's major creditors 
on a per capita basis at $12. 

GEORGIA 

Georgia'sfinancial experiences during the war and its aftermath 
stood in sharp contrast to events in neighboring South Carolina 
since it operated more on a pay-as-you-go basis than perhaps any 
other state in the union. In the early years of the war, the legisla
ture authorized a sizable issue of fiat currency. Although the exact 
amount of Georgia's wartime issues has remained elusive, Congress 
agreed to redeem $400,000 worth of the state's paper in Conti
nental dollars in 1777 and simultaneously provided an additional 
$300,000 for future military contingencies. In the effort to come 
up with a precise accounting of postwar obligations, the legislature 
adopted an official depreciation schedule for all its wartime issues 
in 1783, which listed exchange rates with specie; the ratio was 3:1 
in 1778, 8:1 in 1779, and more than 800:1 in June 1780 when the 
schedule ended. 

Governor Edward Telfair presented a long-delayed but fairly 
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comprehensive report on the state's financial status to the legislature 
in 1786. The public debt, including claims arising from all sources, 
totaled £205,000, or less than $1 million specie. The governor esti
mated that no new taxes would likely be required to extinguish 
the outstanding obligations because the sale of confiscated proper
ties alone had generated notes receivable of £220,000 in the state 
treasury; if all those notes were collected at maturity, the revenues 
would cover the whole public debt. Apparently, about one-quarter 
of those receivables went sour or were delinquent for one reason or 
another, because in the federal assumption of 1790, Georgia trans
ferred about $250,000 of its state obligations to the U.S. Treasury. 
The unredeemed state debt at the end of the decade was low on 
a per capita basis as well, and Georgia often lined up with oppo
nents of the congressional bill to authorize federal assumption of 
state debts. 

Meanwhile, the legislature remained active in the financial ser
vices sector. It authorized the issuance of £50,000 of fresh fiat 
paper in 1786. The stated purposes of the monetary program were 
twofold: to prepare for possible military action against the Creek 
Indians (the dispute was eventually settled without war) and to pay 
wages, long overdue, to citizens who had served in the state militia 
during the War for Independence. The currency emission was ap
proved as a stopgap measure, with redemption supposedly arising 
from the sale of thousands of acres of state lands, not from general 
taxation. 

Following the negotiation of a peaceful settlement with the 
Creeks in 1788, the legislature voted to postpone land sales, under
mining the backing for the most recent currency emission. Local 
merchants, fearing depreciation, had resisted acceptance of the bills 
from the outset. As a result, the currency depreciated by up to 75 
percent within a year of issue. Finally, in January 1789, the legisla
ture officially devalued its currency by one-third and established an 
orderly retirement schedule extending over a five-year period that 
drew on the state's general tax revenues. 

The seven states that issued currency in the postwar era were a 
fairly diverse group geographically. New York, Pennsylvania, and 
New Jersey represented the mid-Atlantic; the two Carolinas and 
Georgia were southern, while Rhode Island was the lone represen
tative of New England—and the most exceptional in the group. 
In the first half of the eighteenth century, Rhode Island had ex
perimented freely with paper money—indeed too freely to pre
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vent precipitous, irreversible depreciation. But dating from Par-
liament's passage of the Currency Act of 1751 until American in
dependence, the colony had stayed on a strictly specie monetary 
standard. Thus, the state's embrace of a renewed system of fiat cur
rency, after a hiatus of nearly a quarter century, was a departure 
from the experiences of its immediate past. In the other six states, 
however, the emission of currency in the 1780s was the continuation 
of long-established legislative policy. Those political units remained 
heavily involved in the financial services sector, both as issuers of 
new monies and, except for Georgia, as providers of loanable funds 
to citizens with real estate for collateral. 

In five states, the legislatures maintained their monopoly on 
currency emissions, but in two others privately organized bank
ing enterprises arose to issue competitive monies. In Pennsylvania 
and New York, two commercial banks emerged to challenge the 
dominant position of the legislature in the monetary sphere. The 
Bank of North America in Philadelphia and the Bank of New York 
in New York City were warmly welcomed by the local mercantile 
communities, but they met opposition from the residents of out
lying areas. Rural residents feared that, if financial markets were 
completely privatized, all the benefits linked to an enlarged money 
stock, plus access to loanable funds, might accrue solely to the urban 
population. 

In both states compromises that fostered coexistence were 
reached. Both governmental agencies and private banks is
sued currency and made available credit facilities to qualified bor
rowers. The commercial banks issued paper monies convertible into 
specie upon demand. Fiat monies backed by the power of taxation 
were emitted by the states' treasuries, while government loan offices 
issued a second variety of unconvertible currency secured by first 
mortgages on the real property of citizens. What some contempo
raries had feared were two fundamentally incompatible financial 
systems proved instead to operate in reasonably complementary 
fashion in Pennsylvania and New York in the 1780s. Public and pri
vate monies circulated in tandem throughout the two states, and 
they were exchanged freely in their respective home markets at 
rates very close to face value, according to contemporary reports. 

Specie States in the 1780s 

Six states refrained from issuing currency after the signing of the 
peace treaty in 1783 and relied solely upon hard money for the 
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negotiation of financial transactions, large and small. As was true 
during the colonial era, the coinage was almost exclusively foreign 
in origin—mainly Spanish, augmented by some Portuguese and 
French coins, plus a fair amount of English coinage left behind 
by the British army. Half of the strictly specie states were in New 
England—Massachusetts, Connecticut, and New Hampshire; the 
other three were located in the upper south region—Maryland, 
Delaware, and Virginia. Those six states formed the core of the 
political bloc that pressed for the restrictive phrase in Section 10 
of the Constitution that denied state legislatures the right to issue 
bills of credit, meaning inconvertible fiat currency. Five states are 
covered in this chapter; Massachusetts follows with a chapter of 
its own. 

Since the New England states were all on a hard money stan
dard after passage of the Currency Act of 1751, the reintroduction 
of paper money to prosecute the war effort was typically justified as 
a mere expediency and a system to be abandoned as soon as con
ditions allowed. Farther southward, Virginia had relied solely on 
coin for decades, and its experience with paper money had been 
relatively brief. Virginia waited until 1755 to issue its first round 
of fiat currency. It had never created a mortgage loan office, and 
it had subsequently suffered a major defalcation involving Assem
bly Speaker John Robinson that was not discovered until after his 
death in 1766. Only Maryland and Delaware had records of sus
tained, largely successful paper emissions in the colonial era, but 
each chose to forego that option in the postwar decade. 

The hard money states differed with regard to the settlement 
of their respective war debts in the 1780s. Initially, all six legisla
tures had hoped to press forward with the retirement of their out
standing obligations, but in Massachusetts the redemption program 
ground to an abrupt halt following Shays' Rebellion. Although his
torians have offered a myriad of explanations for the suddenness 
and strength of the rebellion, the prime cause was the mismanage
ment of fiscal policy in the mid-1780s. The legislature's attempt to 
accomplish the near impossible—namely, the retirement of a sub
stantial debt in the period of only half a decade—led to what was, in 
retrospect, a fairly predictable outcome. Political leaders in several 
other states—notably Virginia, Connecticut, and South Carolina— 
ran into analogous problems in the same period, but backed off 
and followed the path of fiscal restraint. In Massachusetts extrem
ists in the urgency faction refused to listen to the voices of reason. 
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When trouble predictably arose, they voted to respond to civil un
rest with military force. Within a year gradualist politicians gained 
control of state government, and Massachusetts implemented a re
vised program of debt redemption with more distant and realistic 
horizons. 

VIRGINIA 

Virginia's program of debt extinction consisted of a mixture of 
increased taxes and partial repudiation. The legislature was firmly 
in the hands of the urgency faction, but there was no herculean 
effort to pay off every obligation in specie values. Instead, the state 
aimed at reducing itsfinancial obligations in systematic fashion, and 
legislative leaders pursued generally viable, and politically accept
able, fiscal policies. After revaluing sharply downward its obliga
tions in the mid-1780s to satisfy the radical wing, a vigorous pro
gram of tax collection in 1787 and 1788 made huge inroads in the 
outstanding principal. As a result, Virginia ended the decade in 
fairly good financial shape, and its leaders were mostly lukewarm 
about the proposed federal assumption of state debts. 

At the start of the war, Virginia still had roughly £150,000 in 
colonial currency outstanding. It added much more as the con
flict proceeded. The early emissions were reasonably moderate— 
$350,000 of fiat paper in 1775 and $500,000 in 1776—but the situa
tion soon got out of control. In parallel with the fate of congressional 
dollars, the state's fiat currency began depreciating sharply in the 
late 1770s. In a self-defeating effort to maintain purchasing power, 
the value of subsequent issues escalated. The hyperinflation culmi
nated with an emission of $35 million in 1781 when the exchange 
rate with specie was more than 1,000:1 and sinking into oblivion. 
Virginia emitted $128 million during the war—more than 60 per
cent of the total for all thirteen states and almost one-third of the 
total for the states and Congress combined. 

In the immediate postwar years, the legislature tried to for
mulate a comprehensive program of debt retirement. Most of the 
monies issued in the hyperinflation of 1780 and 1781 were valued 
at next to nothing. Some of the interest-bearing certificates issued 
during the war—quasi money/quasi loans—were not repudiated 
in whole but written down to more realistic levels—that is, closer 
to prevailing market prices. Several tax laws that applied stiff as
sessments on property and persons were enacted in the 1780s, but 
complaints from constituents about pressing private debts and slow 



168 WAR AND CONFEDERATION 

economic recovery led to recurring suspensions, so-called tax relief, 
from 1781 through 1786. Modest revenues arose from the imposi
tion of a 2 percent tariff on imports plus higher duties on wine and 
spirits. 

Once everyone had agreed on the extent of the state's obliga
tions, the leaders of the urgency faction looked for the right op
portunity to retire a huge chunk of the debt. With tobacco sales 
on the upswing by mid-decade, the time seemed ripe for a sub
stantial, bite-the-bullet assessment. Heavy direct taxes were finally 
applied in 1787, generating a treasury surplus of roughly $1 million 
for debt reduction. The state also set aside some of its revenues to 
meet congressional requisitions; overall it had sent a total of nearly 
$2 million (specie) to the U.S. Treasury by 1790. Under the fed
eral debt assumption program, Virginia was relieved of just under 
$3 million of its outstanding debts, and that amount proved just 
about equal to the state's creditor position vis-a-vis the other twelve 
states in the final settlement of 1793. Along with five other states, 
Virginia came very close to balancing its books for the wartime era, 
ending up with a paltry deficit of $100,000, or $.25 per capita for 
its free population. 

MARYLAND 

Dating back to the 1730s, Maryland had a long history of suc
cessful management of its paper money issues, all of which were 
backed solidly by tax revenues and private mortgages. Thus its sus
pension of new currency emissions after 1781 stands as one of the 
most noteworthy reversals of the Confederation era. The decision to 
retire paper and revert to specie was not unanimous, however, for 
the two branches of the legislature split over financial policy. The 
lower chamber, which represented middling farmers and planters, 
voted to emit currency at least twice in the mid-1780s, but the senate 
always rejected the idea. 

Despite their differences over fiat currency, the leadership in 
both branches of the legislature agreed about the urgency of re
tiring the public debt; and Maryland had an outstanding record in 
that regard. The data are inconclusive, but it appears that the state 
eventually retired most of its wartime obligations—currency and 
debt certificates—at very close to face value in specie equivalents. 
From 1774 to 1776, the treasury issued nearly $950,000 of fresh fiat 
currency to finance the military effort, while another $480,000 at 
5 percent interest was authorized in 1780. The emission of £200,000 
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in 1781 was secured by notes receivable from local purchasers of 
confiscated loyalist properties and was sunk as planned by 1785. 

Maryland also applied heavy taxation. In 1782 property taxes 
netted £265,000, of which less than 10 percent went toward the 
payment of current interest. Most of the remainder went to re
tire outstanding obligations. In addition, the legislature invited citi
zens to swap their holdings of federal securities for state certificates 
paying 6 percent interest as early as 1782, and the state treasury 
eventually accumulated $660,000 in federal debt certificates. In the 
federal assumption program, the state transferred to the U.S. Trea
sury around half a million dollars of its remaining liabilities. By 
reducing its public debt to the neighborhood of $2.50 per capita 
for the free population in 1790, Maryland ranked among the most 
conscientious states in cleaning up its wartime obligations. In the 
final settlement among the thirteen states, Maryland's net position 
was reported at very close to equilibrium, showing a slight deficit 
balance of $151,000, or $.70 per capita for the free population. 

DELAWARE 

The information on Delaware's finances in the eighteenth cen
tury is exceedingly sketchy. In colonial times Delaware issued only 
small volumes of currency, and its monies passed at values very 
close to Pennsylvania paper. During 1775 and 1777, the legislature 
authorized £55,000 in new monies, of which £45,000 was issued 
through the government loan office and secured by private mort
gages. Later, in the federal assumption program of 1790, the state 
asked the U.S. Treasury to take over its wartime debts totaling 
$59,000. Three years later, the final settlement board listed the 
state's deficit to the union at $612,000—the second largest nega
tive number for any state. On an individual basis, Delaware's free 
population owed citizens of the seven creditor states nearly $11 
per capita, more than 50 percent greater than the shortfall in New 
York. Since the deficit was never repaid, Delaware taxpayers were 
the nation's main free riders, making the smallest per capita contri
bution to the American victory in the War for Independence. 

CONNECTICUT 

Connecticut was among the most fiscally responsible and pru
dently governed states throughout the independence era. The legis
lature redeemed a substantial share of the obligations incurred 
during the war at specie values, employing mostly direct taxes on 
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persons and property rather than relying heavily on the mechanism 
of currency depreciation. According to Henry Bronson, the most 
authoritative historian of Connecticut currency, who published his 
treatise more than a century ago in 1865, the state "was moderate 
and conservative . . . compared with . . . the other states . . . ; her 
leading statesmen were, after the standard of that day, shrewd, con
siderate and wise."12 In the early 1780s, a majority of legislators felt 
a keen urgency about retiring the state's outstanding obligations. 
Many in the Connecticut legislature were still under the spell of the 
principles espoused in the Currency Act of 1751, which stipulated 
that emergency emissions of fiat paper and all other extraordinary 
wartime debts should be settled within, at most,five years. 

Even before the outbreak of hostilities with the mother coun
try, Connecticut had departed from its recent monetary past. From 
midcentury until 1770, the colony had been on a specie standard, 
and yearly budget deficits were financed through the placement 
of two-year interest-bearing notes. In 1771, 1773, and 1774 com
bined, however, the legislature authorized the issuance of £39,000 
of two-year paper in various denominations, some reportedly as 
low as 2.5 shillings, which carried no interest component. Since the 
bills paid no interest to holders at maturity, the funds were pre
sumably intended to enter the money stock. As the political crisis 
with Britain deepened, Connecticut issued larger sums of fiat cur
rency to finance military preparedness. In 1775 and 1776 the re
bellious colony emitted two separate issues of fiat monies totaling 
£260,000 with maturity dates staggered over the next two to five 
years. Political leaders justified suspension of the specie standard 
as an emergency measure. 

After two years of indecisive fighting, with its fiat monies de
preciating steadily and an empty treasury, Connecticut reverted to 
financing governmental deficits through public loans. In May 1777, 
the state began exchanging fiat currency—accepting both state and 
continental paper at market rates, not face value—for promissory 
notes with one-year maturity dates paying 6 percent interest issued 
in amounts of £30 or greater. From 1777 to 1779, the treasurer 
negotiated loans of £205,000; a substantial share of the borrowings 
in the last two years brought in no new funds but represented the 
refinancing of the previous year's loans. 

Unlike most other states, which typically postponed programs of 
rigorous tax collection until the resolution of the war, Connecticut 
maintained at least a modest level of direct taxation throughout the 
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late 1770s and into the early 1780s. In 1780 the state participated 
in the congressional currency swap program and emitted £190,000 
in new tenor bills that bore interest at 5 percent after 1785.13 From 
1777 forward, Connecticut revealed a determination to finance its 
share of the war effort with financial instruments ultimately re
deemable in specie values and with funds raised through taxation 
or the sale of loyalist assets—not through depreciation or partial 
repudiation. 

By the signing of the peace treaty with Great Britain, Connecti-
cut's state debts had been calculated fairly precisely at £1,135,000. 
The bulk of the debt, more than 70 percent, was accounted for by 
securities issued to the state's disbanded military forces and its out
standing treasury notes. In May 1783, the legislature approved a 
financial package designed to lengthen modestly the maturity dates 
of half the state's obligations. It authorized the state treasurer to 
seek investors for a loan totaling £609,000 at 6 percent interest and 
maturing in stages during the next three to ten years. The minimum 
investment was £10, an amount probably close to the median in
come in the state. Tax rates were simultaneously increased with the 
goal of retiring the whole principal during the next decade. 

But citizens began protesting about strained financial condi
tions immediately thereafter, and the legislature quickly retreated. 
It voted in May 1784 to suspend for three years the collection of 
new taxes voted the previous year. At the first sign of trouble, the 
gradualists in the legislature prevailed on the urgency camp to re
trench and retire debt at a slower pace. The revised policy called for 
generating sufficient revenue to meet ongoing interest payments on 
the debt plus only modest redemptions. When the federal assump
tion of state debts took effect, Connecticut had redeemed about 
half the debt burden listed in 1783. In the final settlement of 1793, 
the state was rated as the third largest creditor of the union on both 
an aggregate and per capita scale. Given its policy of retiring obli
gations incurred after 1776 at specie values, Connecticut achieved 
a solid record of fiscal rectitude; and it did so without displaying 
the political and judicial rigidities that led to armed rebellion in 
neighboring Massachusetts. 

NEW HAMPSHIRE 

A review of New Hampshire's public finances in the 1780s like
wise reveals the application of fairly sound and sensible principles. 
Like the other three New England states, it had operated on a specie 
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standard from 1751 until independence. From 1775 through 1778, 
the legislature issued £230,000 in fiat monies to fund the war effort, 
with two-thirds carrying an interest component of 6 percent. The 
onset of heavy depreciation in 1777 convinced political leaders to 
shift back to a greater reliance on borrowed funds. The treasury 
was authorized to contract loans totaling £300,000 by 1779, but cau
tious lenders had advanced only £96,000 by the early 1780s. When 
Congress allowed the states to swap continental dollars at the ex
change rate of 20:1 in 1780, the legislature took that opportunity 
to issue another $142,000 of new tenor currency. 

New Hampshire began shifting back to a hard money standard 
in the summer of 1781. The treasury adopted a scale of depre
ciation covering 1777 to 1781 that converted the outstanding fiat 
currency into specie values. The urgency faction was determined 
to sink the public debt in no more than five years—the old rule of 
thumb inherited from the Seven Years' War—but citizen protests 
led to a revision of that aggressive policy. In response to complaints 
about an inadequate medium of exchange, the legislature permitted 
debtors to make tax payments in kind, mainly grains and livestock, 
beginning in 1781. Tax collections fell from £110,000 in 1782 to 
only £22,000 in 1785, with the arrearages of some towns canceled 
outright. During the last half of the decade, the gradualists con
trolledfiscal policy. They raised sufficient revenues to cover interest 
charges and redeem from 5 to 10 percent of the principal annually. 
When the U.S. Treasury assumed the state's obligations in 1790, the 
modest sum of $283,000 was outstanding, or roughly $2 per capita, 
suggesting that the state had redeemed about 40 percent of its debts 
in the 1780s. The settlement committee granted New Hampshire 
creditor status amounting to $75,000, or about $.50 per capita. 



8

Massachusetts and Shays9 Rebellion 

•> •> •> 

T.HE DISCUSSION OF the financial situation in Massachusetts in the 
1  H postwar decade is purposely last for one reason: Shays' Rebellion. 

An understanding of thefinancial histories of the other twelve states 
is an absolute prerequisite for comprehending the underlying rea
sons for the outbreak of violent public protest in western Massa
chusetts in early 1787. Because of its timing, that armed rebellion 
has been cited in most accounts of the Confederation era as the 
single most important event in convincing a majority of the nation's 
political leaders of the need for some readjustment of the powers of 
the central government under the Articles of Confederation. That 
reform movement, in turn, led to the drafting of the new Con
stitution and a much stronger central government. Most historical 
explanations of the causes of Shays' Rebellion concentrate on rival
ries between various classes or groups within society—debtor versus 
creditor, cosmopolitans versus rural communities, agrarian as op
posed to commercial visions of society, soft money (paper) versus 
hard money (specie), or some combination of them all.1 The vari
ous approaches contain elements of truth, but the most powerful 
explanatory force has been overlooked by most historians. 

The interpretation offered here is that the rebellion was pri
marily the predictable outcome of the gross mismanagement of 
the public debt redemption program by extremist elements that 
dominated the state legislature, particularly the upper chamber. 
Members of the extremist wing of the urgency faction set out to ac
complish the impossible—retirement of the entire debt within the 
decade—and they predictably ran into strong opposition and seri
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ous difficulties. Their failure to comprehend the magnitude of the 
task before them, accentuated by a strong dose of human intransi
gence, was more responsible for what transpired in western Massa
chusetts than alternative analyses focusing on underlying social or 
political conflicts. By nature, farmers living in western Massachu
setts were no more restive or confrontational than their counter
parts in other regions—nor was the elite governing class any more 
paternalistic and domineering than its peers in other states. The 
magnitude of financial miscalculations was simply greater in Mas
sachusetts and persisted much longer. Exaggerated optimism about 
what could be accomplished in the short run was at the root of the 
problem. Given that thirteen separate political units were trying to 
cope with the settlement of public debts on an unprecedented scale, 
it was not surprising, in retrospect, that the process would break 
down in at least one state and potentially several others as well. 

Much of what occurred in Massachusetts through 1786 had clear 
parallels with events in other states. In the other twelve states as well, 
legislatures, remembering the successful debt repayment schedules 
established after the Seven Years' War, were initially prone to press 
ahead with speedy redemption programs. But whereas the political 
leadership elsewhere was able to readjust programs and policies in 
the light of public protest and financial realities—namely, a public 
debt many times greater per capita at the provincial level than in the 
1750s and 1760s—their counterparts in Massachusetts were rigid, 
unrealistic, and uncompromising in their effort to retire the public 
debt too rapidly given the magnitude of the state's obligations. 

When the tax burden imposed to redeem the debt proved too 
onerous for middling property holders in other states, gradual
ist factions were usually able to sponsor legislative reforms that 
stretched out the maturity dates of public securities. That exten
sion came in Massachusetts too, but not until after public discontent 
had escalated into armed conflict. Meanwhile, the adherence to an 
irresponsible, impractical, and ultimately unnecessary program of 
fiscal policy in this solitary, critical state contributed to the renewed 
movement for a more permanent and more centralized national 
government with enhanced taxing power.2 

Like the other twelve states, Massachusetts began issuingfiat cur
rency in the early years of the war. Abandoning its long-standing 
policy of funding budget deficits solely through the placement of 
short-term loans in local financial markets, as dictated by the Cur
rency Act of 1751, the legislature authorized the issuance of non
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interest-bearing paper monies to support the state militia beginning 
in 1775. Simultaneously, the treasury sold interest-bearing notes to 
raise additional funds for the military effort as it had done for the 
last quarter century. The emission of currency and treasury notes 
escalated rapidly, however. Tax revenues trailed governmental ex
penditures by a wide margin. In 1776, for example, the legislature 
authorized the expenditure of more than £1.35 million, but it as
sessed no new taxes at all during the calendar year. 

Given the widening gap between cash outgo and inflow, citizens 
holding the state's financial obligations began to doubt the depth 
of the legislature's commitment to generating the tax revenues nec
essary to back the issues fully. By 1777 the fiat currency had gone 
into a tailspin, and treasury notes were exchanging hands at sharp 
discounts as well. Dual efforts to stop rampant inflation through the 
imposition of price controls and legal penalties on persons passing 
monies at less than face value proved ineffective. Massachusetts had 
not witnessed financial disarray on this scale since the late 1740s. 

In another effort to dampen inflationary expectations, the legis
lature authorized the conversion of all fiat monies denominated in 
amounts of $1 or more, a total of £439,000, into treasury notes pay
ing 6 percent interest and maturing in 1781 and 1782. Hoping to 
reassure skeptics about its commitment to redeem financial obliga
tions, the political leadership simultaneously raised taxes. Indeed, 
few state legislatures attempted to tax citizens as heavily both during 
and after the war as Massachusetts—in that respect the accelerating 
tax rates that precipitated the Shays' unrest were no anomaly. Dur
ing the next four years, the legislature assessed $3.6 million (specie 
value) in direct taxes, mostly in the poll and property categories. 
From 1777 through 1786, Massachusetts made a patriotic effort to 
tax its citizens to provide financial support for the war, and it prob
ably achieved more success on that front than any other state in 
the union. Nonetheless, the strategy of converting fiat currency into 
treasury notes and simultaneously increasing taxes failed to stem 
the inflationary tide. The implementation of the anti-inflation plan 
recalls to mind the old adage—too little, too late. 

The market value of treasury notes continued to erode after 
1777. Those financial instruments lost their status as a vehicle for 
prudent investment and quickly degenerated into another form of 
fiat currency. Treasury notes were rarely sold to investors after 1778 
but were paid out directly from the state treasury to settle current 
accounts, thereby sustaining the military campaign. Historian Whit
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ney Bates calculated that Massachusetts issued treasury notes with 
a face value of £11 million between 1775 and 1780, but their specie 
value was only about £1.15 million or $3.7 million. In other words, 
the state's treasury notes had surrendered 90 percent of their pur
chasing power during the six-year period.3 The issue of December 
1779 traded at an exchange ratio of 25:1 vis-a-vis specie.4 

In 1781 the legislature began the recall of its outstanding finan
cial liabilities and moved toward the reinstitution of the specie stan
dard that had prevailed during the third quarter of the eighteenth 
century. Outstanding paper monies and treasury notes were subject 
to adjustment based on an official depreciation schedule that con
verted each chronological series into specie values at progressively 
lower conversion ratios. The residue of the reevaluation process 
became the core of the state's consolidated debt. Some contem
poraries in rural areas complained that state officials had favored 
creditors in formulating the depreciation schedule and argued, in 
turn, that a higher percentage of the potential debt should have 
been repudiated—as happened, for example, in Virginia. Accord
ing to historian E. James Ferguson, the net effect was "to double, at 
least, the state debt."5 

The state adopted a new constitution in 1780, and thereafter 
all taxes were payable in hard money—or the equivalent value in 
other mediums of exchange. The rapid deflation damaged debtors 
—especially farmers—and rewarded creditors, public and private. 
During the transition from paper to coin, the legislature occasion
ally allowed persons who claimed difficulties because of monetary 
shortages to pay obligations in kind with marketable crops and live
stock products. Over the years the treasury received payments in 
various combinations of specie, legal commodities, Morris notes, 
and bank notes issued by the three organized American financial 
institutions. 

During the early 1780s Massachusetts completed the task of con
solidating all its variousfinancial obligations into a single debt issue 
that paid 6 percent interest annually in specie. The total came to just 
over $5 million; per capita debt was roughly $11 to $15, or about 
one-third of prevailing incomes. In general conformity with the fis
cal policies adopted in most of the other twelve states, the urgency 
faction enacted a tax program designed to generate sufficient reve
nues to meet not only interest payments on the existing debt but also 
to produce budget surpluses that could be applied against the out
standing principal. Not all the tax levies were collected on schedule, 
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however, and delinquencies contributed to the subsequent crisis. 
Despite occasional outcries from hard-pressed taxpayers, in the five 
years from 1781 through 1786, the debt reduction program moved 
along generally according to plan. Owners of state securities re
ceived regular interest payments, and about $1 million in debt obli
gations was redeemed, the equivalent of nearly 20 percent of the 
outstanding principal. 

Once the legislature had put its internal affairs in order, the 
state collected a fair amount of tax revenue for the benefit of the 
federal government in response to congressional requisitions for 
assistance. From 1781 to 1788, the state sent Congress more than 
$800,000, of which $363,000 was in specie and $453,000 in fed
eral indents. Only four other states—Pennsylvania, Virginia, South 
Carolina, and Maryland—made larger financial contributions to 
sustaining the national government in the 1780s. 

Based on its overall performance during the first half of the 
decade, Massachusetts would not have appeared to be a likely can
didate to undergo an imminent major political and economic crisis. 
Based on its heavy military expenditures during the war on behalf 
of the union and a laudable record in meeting periodic congres
sional requisitions, it seemed very likely that the Bay State would 
emerge as a creditor of the federal government in the final appor
tionment of war costs among the thirteen states. Thus, the financial 
outlook was by no means bleak in 1785. On the contrary, Massa
chusetts had won the battle against inflation, and most legislators 
believed the state was once again on the path toward fiscal respect
ability. 

Perhaps the state's success in raising tax revenues in the early 
1780s went to the heads of legislators in the populous eastern half 
of the state and produced overly optimistic expectations about the 
prospect of redeeming the state's outstanding obligations. A simi
lar feat of debt reduction had been accomplished in the 1760s at 
the end of the previous war. Whatever the underlying rationale, 
the extremist wing of the urgency faction was in full control of the 
legislature in the mid-1780s, and its leaders were determined to rid 
the state of its overhanging debts posthaste. 

Public officials had no reliable method of determining how much 
taxation a given population could reasonably carry relative to cur
rent income and accumulated wealth since statistical information of 
that nature was not available in the eighteenth century. Leaders of 
the urgency faction realized that taxpayers might suffer financial 
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stress over the short run, but they believed a heavy tax burden could 
be borne for four or five years. Some also were under the illusion 
that thankful citizens in the 1790s would, in retrospect, praise the 
legislature for its resolve in facing up to a mountain of debt. Having 
freed themselves of the debt yoke, taxpayers would soon celebrate 
the return of very low prewar rates associated with an unimpos
ing government. Few legislators in Massachusetts, not even those 
persons that some historians have labeled as hard-headed political 
conservatives, wanted to perpetuate the state debt or to nourish 
thereby an "elite monied interest" living in aristocratic style off their 
investments in government securities. Indeed, their aim was just 
the opposite. On that score, the attitude of the political leadership 
in Massachusetts was in harmony with the rest of the nation in the 
mid-1780s. 

While the legislature was consolidating its debts and debating 
tax policy, the state witnessed the opening of the nation's second 
chartered commercial bank in Boston in 1784. The Massachusetts 
Bank was modeled on the Bank of North America, but unlike its 
predecessor, it attracted little controversy either at birth or during 
the early years of operations. The bank was not viewed as a rival 
of state government in the financial services market. When Mas
sachusetts reverted to a specie standard early in the decade, the 
legislature had forsworn the issuance of fiat paper for any pur
pose whatsoever, including the making of mortgage loans to private 
citizens. 

Since the Massachusetts Bank promised to maintain continu
ous convertibility for its bank notes into coin, few objections, either 
philosophical or practical, arose to challenge its legitimacy. The 
capital invested was fairly small as well—only $100,000 had been 
accumulated by 1785—and dividend rates were rather modest, 
averaging only 5 percent annually the first five years. The emer
gence of a system of privately owned, state-chartered institutions 
to provide financial services to the general public went forward 
smoothly in Massachusetts in large part because the legislature had 
no tradition of sustained involvement in financial markets, particu
larly the mortgage sector. The Massachusetts Bank was never a com
petitor of state government but rather a potentially complementary 
entity; therefore, it received relatively free rein from the outset. 

Dissatisfied with what seemed to them slow progress in terms 
of debt retirement—only a 15 percent reduction by the middle of 
the decade—leaders of the urgency faction formulated a coordi
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nated program of staggered maturities and matching tax revenues 
designed to retire the entire outstanding principal in five annual 
installments beginning in 1785. The general plan called for citizens 
to bear a heavy tax burden for five consecutive years in order to 
generate a series of huge budget surpluses: 1785, $350,00; 1786, 
$1.1 million; 1787, $1.2 million; 1788, $1.1 million; 1789, $750,000; 
in total, $4.5 million.6 Then, with the principal retired, state tax 
rates could fall again to low, prewar levels in the 1790s. From an 
organizational standpoint, the Massachusetts leadership had done 
a great deal of advance planning—ordinarily a laudable strategy; 
but in this case foresight was not rewarded because the plan itself 
was fatally flawed. 

Some legislators who identified with the aspirations of middling 
farmers and artisans went along with the accelerated debt retire
ment program because, over the long run, it promised to lower the 
amount of public monies expended on interest and thus to relieve 
the burden on taxpayers. Not every legislator who supported the 
program was aligned with debt holders in the eastern half of the 
state. Some believed in the wisdom of taking a strong dose of fiscal 
medicine in order to speed along financial recovery in the not too 
distant future. Indeed, if state debt per capita had been 80 percent 
lower—that is, comparable with the level in the 1760s—the legisla-
ture's five-year plan would have likely gone forward with scattered 
protests but no civil uprising. 

To gain a better understanding of what was in store for Massa
chusetts taxpayers in the late 1780s, consider what would happen 
today if Congress voted to pay off the entire U.S. national debt— 
more than $3 trillion in 1990—during the next half decade. To ac
complish that goal federal income taxes would have to be raised by 
50 to 75 percent. Federal revenues would rise from roughly 20 to 
30 percent of GNP, and the federal budget would show a surplus of 
$600 billion for five years in a row. Based on our understanding of 
modern economics, the U.S. economy would sink into a depression 
so deep under those circumstances that the Great Depression of 
the 1930s would seem mild by comparison. While the agricultural-
commercial economy of the 1780s was perhaps more resilient in the 
face of such financial mischief, there were practical limits even in 
that earlier era. 

Some historians have suggested that weak markets for food
stuffs and high household debts were the underlying causes of 
the strained finances of western Massachusetts farmers, but com
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parative analyses of the agricultural sector and debt levels in other 
northern states have failed to generate corroborating data in sup
port of that hypothesis. On the contrary, studies by Gordon Bjork 
and Merrill Jensen indicate that the American economy had fully 
recovered from the impact of postwar deflation and recession by 
the mid-1780s.7 The demand for New England products was strong 
at home and overseas, and Massachusetts farmers should have been 
full participants in the broad postwar recovery. But starting in 1785 
the state treasury began implementing an ill-consideredfiscal policy 
that drained excessive monies out of the pockets of ordinary tax
payers in an effort to produce a huge budget surplus in the state 
treasury. 

Taxes scheduled for collection in 1786—to pay the current inter
est on the state debt, to retire one-fourth of the principal of that 
debt, and to meet congressional requisitions for financial assis-
tance—totaled between $1.3 and $1.6 million, or approximately 
8 to 11 percent of aggregate state income. In the prewar years, pro
vincial taxes had rarely climbed above 2 percent of income, thus 
the revenue demands in the second half of the 1780s were unprece
dented and for much of the population unmanageable. The state's 
fiscal policy alone was capable of inducing a recession in the most 
vulnerable sectors of the state's economy, irrespective of private debt 
levels or the effect of any other internal or external factors.8 High 
taxes were the prime cause of calamities on two fronts: a depressed 
local economy—the result of curtailed aggregate demand—plus 
hundreds of financially-strapped taxpayers facing foreclosures on 
farm mortgages. Moreover, the interplay between those two nega
tive factors caused the economic situation to deteriorate steadily 
during 1786 and into 1787. 

The general hypothesis offered here is not wholly original, al
though it is perhaps more strongly buttressed because of its pre
sentation within a comparative context. Charles Bullock, Whit
ney Bates, and Forrest McDonald are three historians who earlier 
stressed the heavy burden of taxation in the late 1780s as the under
lying reason for Shays' Rebellion. Bullock was an eminent turn-of-
the-century financial historian, and one of the first U.S. scholars 
to venture into this specialized field of historical inquiry. Writing 
during the first decade of the twentieth century, Bullock set out his 
views about causation in a volume devoted to Massachusetts finan
cial history between 1780 and 1905. 

Bates completed a brilliant master's thesis at the University of 
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Wisconsin in 1948, shockingly still unpublished, that spelled out in 
detail the state'sfiscal policies throughout the 1780s and their conse-
quences.9 Although he identified taxation as the main precipitant of 
civil unrest, Bates linked high tax rates to the application of a ques
tionable depreciation schedule in converting paper obligations to 
specie debts because, he alleged, it unfairly rewarded public credi
tors. The consolidated debt figure of $5 million was probably too 
high given the extent of paper depreciation from 1777 to 1780. In 
short, Bates never challenged strongly the prudence or necessity of 
a crash program to retire the debt before the end of the decade. 
He merely raised doubts about the fairness of the formula used to 
establish the magnitude of the debt, with the inference that if the 
consolidated principal had been smaller in 1784, then the direct 
taxes imposed from 1785 to 1789 would have been at lower rates 
and more tolerable. 

The application of aflawed depreciation schedule may, indeed, 
have granted public creditors more than their due. However, it 
seems unlikely that any error was egregious, as borne out by the 
release of the final report of the congressional settlement commis
sion in 1793. It showed that the Congress owed Massachusetts $5.2 
million to reimburse taxpayers for their generous contributions to 
the war effort—a number that exceeded marginally the size of state 
debt at its high point. The state later received an advance against 
that total when the U.S. Treasury assumed $4 million in state debt 
in 1790. Bates came very close to putting his finger on the funda
mental cause of thefiscal and political crisis, but like many contem
poraries, he was too willing to accede to the power of the rhetorical 
flashes of extremists in the urgency faction. 

To date, McDonald has probably come closest to unearthing the 
truth of the matter. A distinguished political and constitutional his
torian who has focused much of his work during the last quarter 
century on the confederation and early national periods, including 
a biography of Alexander Hamilton, McDonald stressed the im
portance of high tax rates in causing unrest. In an essay written 
jointly with his wife, Ellen, and published in 1988, McDonald dis
missed interpretations that emphasized the burden of heavy pri
vate debts as the proximate cause of turmoil in the western counties. 
In response to citizen protests, they noted that the legislature sus
pended new suits for debt collection for eight months during its 
fall session in 1786, yet the rebels did not lay down their arms or 
disband their military units. The most persuasive evidence on the 
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issue is that current and overdue taxes were five times greater at 
ten pounds per capita than private indebtedness at two pounds per 
capita in the three most rebellious counties. The McDonalds con
cluded: "In 1786 the government of Massachusetts, having taken 
on and mismanaged a huge burden of public debt, levied and set 
out to collect an oppressive and, in fact, unpayable array of taxes to 
service that debt."10 

The thrust of that argument is on the mark, although the term 
service is misapplied in this instance, because in financial circles it 
normally implies the generation of sufficient revenue to pay the 
current interest plus the amortization of a small fraction of the 
outstanding principal. In the 1790s Hamilton adopted the strategy 
of merely servicing the public debt at the federal level, with princi
pal retirement strictly optional, whereas the Massachusetts legisla
ture had plans to extinguish all its obligations by the end of 1789. 

A few contemporary political leaders questioned, at least mo
mentarily, the wisdom of trying to sink the Massachusetts public 
debt so rapidly. Oddly, one was Governor James Bowdoin, who 
later declined to back away from a military confrontation with the 
Shays' rebels. In a speech to the legislature in October 1785, soon 
after taking office, he recommended that the retirement period 
be stretched from five to fifteen years.11 But extremists, who had 
supported him for governor, refused to reconsider the imminent 
implementation of the crash program already debated and decided. 
Incredibly, legislative leaders were so confident of their ability to 
generate tax revenues from dutiful citizens that they vowed to heed 
as well the congressional requisition of 1785 for more hard money. 
Bowdoin, in an act of utter folly, proposed a special specie tax of 
£325,000 in September 1786 to meet another congressional requisi
tion. At a time when most other states were hesitant in responding 
to congressional pleas, the Massachusetts extremists were deter
mined to live up to their ongoing financial obligations to the federal 
government while simultaneously paying off the state's creditors 
in full. From 1781 through 1788, Massachusetts sent more than 
$350,000 in specie to Congress—the fourth highest amount among 
the thirteen states overall and tenth ranking on a per capita basis. 

Many legislators thought the speedy elimination of the debt was 
not only commendable public policy but that a positive collateral 
effect would be the financial discipline extended to the middling 
and lower classes. The lazy and chronically idle would be forced 
to put their noses to the grindstone and pursue more productive 
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activities to pay their taxes. Moral improvement was always among 
the expressed goals of public policy in Puritan New England. To 
make the imposition of an admittedly heavy tax burden from 1786 
to 1789 more palatable, the legislature decided to assess no new 
taxes in 1785—none beyond those amounts already scheduled for 
collection during the calendar year, thereby allowing citizens some 
respite from the coming storm. 

Despite the resolve of the urgency faction to coerce citizens into 
meeting the state's financial obligations in short order, signals of 
impending difficulties emerged in the mid-1780s. Tax arrearages 
grew year after year. Of the $930,000 assessed against persons and 
property between 1780 and 1782, nearly half was past due as late 
as December 1785. Between 1782 and 1786 additional taxes of $3.3 
million were scheduled for collection, yet by October 1787 more 
than $1.4 million, or 40 percent, were past due. Under the state's 
internal revenue system, the locally elected tax collector in each 
town was held personally liable for the quota assigned by the state 
treasurer; and after July 1786 county sheriffs became liable for ar
rearages as well. To escape governmental claims against their own 
assets, collectors and sheriffs were forced to file suit against tax de
linquents and to seize farms, crops, livestock, and other property 
when payments were not forthcoming. 

Sometime in 1786 or 1787 tax arrearages were approaching, 
or even possibly exceeded, the amounts scheduled for collection 
during the upcoming twelve months. Due dates for tax payments 
under different legislative programs increasingly overlapped. Some 
taxes due in 1786 and 1787 had been scheduled for collection years 
earlier as a consequence of debt consolidation and the lengthening 
of maturities for treasury notes. Meanwhile, new tax assessments 
were enacted to finance ongoing expenditures. The treasury de
partment anticipated tax revenues of $1.15 million in 1786, with 
$960,000 arising from direct assessments on persons and property 
and the remainder coming from tariffs and excise taxes. The state 
planned to allocate 40 percent of that amount to meet the congres
sional requisition of 1785, 25 percent to pay the current interest on 
the outstanding state debt, and a similar percentage for principal 
retirement. 

No single piece of legislation alone was responsible for trigger
ing a series of civil disturbances aimed at frustrating the activities 
of public officials involved in the collection of public taxes and pri
vate debts. Instead, it was the cumulative effect of past and present 
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legislative decisions regarding the implementation of fiscal policy 
that generated civil unrest. The difficulties in meeting tax assess
ments were unquestionably compounded by the overhanging pri
vate debts that contributed to the atmosphere of desperation. Tax
payers everywhere were feeling the pinch, but the pressure was 
most intense in the western counties; Hampshire, Worchester, and 
Berkshire had the highest percentage of delinquencies. Farmers in 
those regions were hard pressed to catch up with the previous years' 
assessments and were in no position to contribute to the retirement 
of the state debt by the end of 1789. Petitions for relief poured into 
the state legislature in the first half of 1786, all to no avail. 

Bands of rioters closed the courthouses in several inland towns 
during the second half of 1786 in a sustained effort to prevent evic
tions and the forced sales of properties. Under the leadership of 
Daniel Shays, a disgruntled and embittered farmer, armed civilians, 
numbering perhaps two thousand, marched on the federal arsenal 
at Springfield in January 1787. In the brief battle, cannon fire killed 
three rebels and drove off the rest, but they soon regrouped. Rather 
than responding to the crisis in a spirit of compromise, as had hap
pened in every other state where civil unrest to protest taxes had 
persisted, Governor Bowdoin raised an army of more than four 
thousand troops to put down the rebellion, a task accomplished by 
the end of February. 

The rebels lost on the military front but won a huge politi
cal victory. The elections in 1787 sent new blood to the legislature 
and a new governor, John Hancock, who had served an earlier 
term as governor from 1783 to 1785 and then retired from office. 
Shaken by the threat to popular government, Hancock and legisla
tive leaders belatedly abandoned the program of accelerated debt 
retirement and suspended the tax collections associated with that 
program. They sponsored tax reductions and private debt relief 
laws that gave middling citizens some breathing room. Tax assess
ments on persons and property dropped significantly from 1787 
through 1790. 

In the end, Massachusetts public debt stood at about the same 
level in 1790 as originally formulated in 1784—about $5 million. 
Approximately 20 percent of that total had been redeemed through 
1786, but accruals of unpaid interest on outstanding securities dur
ing the next three years canceled out the earlier gains. The seesaw 
policy of very high taxes followed by very low taxes had accom
plished nothing. The misconceived plan to sink the whole amount 
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in half a decade produced a nearly catastrophic political crisis and 
virtually no progress in terms of debt retirement. 

Looking back from the final settlement date in 1793, financial 
conditions in Massachusetts and South Carolina in the 1780s were 
quite similar in several critical respects. Both states had acquired 
substantial wartime debts in the course of making major financial 
sacrifices to support the war effort. That they later became the chief 
beneficiaries of the federal assumption of 1790 is perfectly under
standable. The transfer of their debt obligations to the U.S. Trea
sury, which amounted to more than 40 percent of the total, was a 
partial restitution of monies to which they were genuinely entitled. 
Despite outward appearances, neither South Carolina nor Massa
chusetts taxpayers reaped windfalls in the assumption program, as 
happened in Delaware and New York. The $8 million in state debts 
that Massachusetts and South Carolina combined transferred to the 
federal government in 1790 ultimately proved insufficient to settle 
their accounts with the Continental Congress, and they received 
another $2.4 million in direct payments from the federal govern
ment in 1794. 

The supreme irony of the whole Shays' affair is that, if the Mas
sachusetts legislature had never taken any action to retire any of 
the outstanding debt after 1784, but merely maintained interest 
payments, its creditor position vis-a-vis the confederation govern
ment would subsequently have generated sufficient funds to cover 
the whole principal. The state treasury received financial assistance 
totaling $5.2 million—$4 million indirectly through assumption 
and $1.2 million directly through the receipt of U.S. government 
securities. Massachusetts taxpayers had already done more than 
their share to finance the unified effort against the British, and citi
zens of the other states had the collective responsibility for making 
full restitution. 

Hindsight, of course, is always more lucid. Certainly Massachu
setts political leaders in the 1780s were justified in expressing doubts 
about when, if ever, the national government would actually be in 
a position to live up to its own huge debt obligations, much less 
deal with reimbursements to creditor states. Exactly when Congress 
would become sufficiently solvent to resume interest payments on 
its own outstanding debt was anybody's guess, but the prospects as 
of 1785 did not look encouraging. Thus, the fact that most states de
cided to proceed with debt reduction was a reasonable and prudent 
course of action. Nonetheless, Massachusetts legislators exceeded 
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the bounds of sound fiscal management by adopting a program of 
accelerated debt reduction in 1784 and holding steadfastly to it for 
so long. Slow but steady progress in retiring the state's huge debt 
would have been sufficient under the circumstances and especially 
since reimbursement, partial if not full, in some form was antici
pated at some future date—provided the union held together. 

In fact, the main emphasis, in retrospect, should not have been 
on debt retirement at all but rather on the maintenance of interest 
payments on a regular and steady schedule; and that could have 
been accomplished with tax rates 75 percent lower than those en
acted in 1784 to cover the period from 1785 to 1789. Hamilton 
realized that the mere resumption of interest payments was the key 
to resurrecting the nation's credit standing when he assumed au
thority over the federal debt policy in 1789. If Hamilton's policies 
fall within the dictionary definition of financial conservatism, how 
then would the policies of Massachusetts extremists in the mid
17 80s be labeled? 



9

Financial Services in Transition 

•I* •!• •  > 

JTOR THE THIRTEEN newly independent states, the 1780s were a 
transitional decade in terms of their involvement in financial af
fairs. Initially, most states tried to maintain the basic policies of 
the recent colonial past. With the exception of Delaware, which 
linked its monetary system with neighboring Pennsylvania, each 
colonial legislature had developed a distinct financial system; and 
that diversity was evident in the postwar era as well. Seven legis
latures continued to issue paper monies after Yorktown—three in 
the lower south, three in the mid-Atlantic region, plus maverick 
Rhode Island. That practice came to an abrupt halt in 1789, how
ever, because the Constitution prohibited the state governments 
from emitting bills of credit, which contemporaries interpreted to 
mean all forms of inconvertible currency. Meanwhile, all thirteen 
states had to face up to their lingering debt obligations, and the 
majority made substantial progress in retiring the outstanding prin
cipal. Nine states assumed a portion of the federal debt held by 
residents, and several states began paying the interest due on those 
securities. Responsibility for sinking the joint war debts incurred 
by Congress was passing steadily into the hands of state govern
ments in the mid-1780s, and thereby threatening the prospects of 
securing a stronger central government under the revised Articles 
of Confederation. 

The most radical departure from the colonial past was the estab
lishment of chartered private banks in Philadelphia, New York City, 
and Boston, which issued currency supported by fractional specie 
reserves. The constitutional ban on fiat monies in combination with 

187




188 WAR AND CONFEDERATION 

the emergence of chartered banks fostered the increasing privatiza
tion of financial services in the 1790s and early nineteenth century. 
The creation of chartered commercial banks represented a signifi
cant break with institutional patterns prevailing in colonial times. 
Under British law, no enterprise with more than six partners, or 
stockholders, was permitted to issue currency anywhere within the 
empire unless Parliament granted charter privileges. As a practical 
matter, permission was rarely granted—and never in the colonies. 
On several occasions large groups of investors in Massachusetts and 
Connecticut sought approval for so-called land banks—institutions 
that issued paper money backed by private mortgages—but Parlia
ment always denied charter status and, when necessary, it ordered 
the recall of monies already placed in circulation. 

In addition to providing the legal climate for planting the seeds 
of private commercial banking, the thirteen states also had to face 
up to the monumental debts associated with the war. Unlike the fed
eral government, which suspended interest payments on its domes
tic obligations, most states made progress in retiring their outstand
ing debts in the 1780s. Nine states not only sunk a fair amount of 
their obligations but even voluntarily resumed interest payments 
on portions of the federal debt held by residents. While Congress 
floundered, the state legislatures pressed forward with a variety of 
debt reduction programs. 

The superior performance of the several states is understand
able for two key reasons. First, the states had the power of taxation; 
they could impose a whole range of taxes on imports and exports, 
on luxury items, on property, and directly on persons. Congress 
could merely ask its political subunits for more revenue, whereas 
the states could demand the collection of monies from taxpayers 
and pursue the delinquent through the courts. Second, the state 
legislatures had more experience in coping with the problems of 
public debt retirement since the leadership could draw upon the 
lessons learned in the aftermath of the Seven Years' War. With few 
exceptions—New Jersey was one—the former British colonies had 
extinguished their postwar debts in a decade or less through emer
gency programs of heavy taxation. The success of debt retirement 
in the 1760s provided the model for legislative action two decades 
later. As a result, leaders who felt a similar urgency about the elimi
nation of public debts sprung to the forefront in every state legis
lature in the early 1780s. The universal aim was to rid the states 
and their citizens of the burden of indebtedness as soon as humanly 
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TABLE 9.1 
State Requisition Payments to Congress, 1781—1788 

(in hundreds of thousands of dollars) 

Paid in Per Capita Paid in Per Capita 
Specie in Specie Indents Specie/Indents 

South Carolina $ 445 $4.50 $  - $4.50 
Maryland 400 1.90 — 1.90 
Pennsylvania 645 1.50 435 2.50 
Virginia 600 1.45 390 2.40 
Rhode Island 75 1.15 — 1.15 
New Jersey 150 .90 — .80 
New York 250 .80 400 2.10 
Massachusetts 360 .75 450 1.70 
Connecticut 180 .75 70 1.05 
Delaware 32 .55 45 1.35 
New Hampshire 20 .15 85 .80 
North Carolina 28 .10 — .10 
Georgia — — — — 

Total $3,185 $1.00 $1,875 $1.55 

Note: Per capita figures based on estimated free population in 1790. Based on "Sched
ule of Requisition Payments of the Several States," March 1788, Papers of Continen
tal Congress, 1774—1789. The printed schedule lists quotas and payments on congres
sional requisitions of October 1781, September 1782, April 1784, September 1785, and 
August 1786. 

possible. The problems of dealing decisively with the federal debt 
would be addressed after the general settlement among the several 
states revealed which individual states were debtors and which were 
creditors of the union. 

If public officials throughout the nation had known in the mid
17808 what they subsequently learned in the summer of 1793, the 
financial history of certain states would have been dramatically dif
ferent. Beginning in 1786, after congressional clerks had settled 
the claims of individuals, they began gathering pertinent informa
tion related to each state's contribution to the united military effort 
against the British from 1775 to 1783. The settlement committee 
took into account a host of factors. Among them were how much 
money each state treasury had spent from its own internal resources 
on the war, including the value of the provisions supplied to Ameri
can troops, how much interest a given state had paid to holders of 
federal debt certificates, and how generous each state legislature 
had been in responding to congressional requisitions for financial 
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TABLE 9.2 
Apportionment of War Costs among the States 

(cost in millions of dollars in specie) 

Percent 

Population Cost of Cost 

Virginia 699,265 $15.4 20.0 
Massachusetts 475,327 10.5 13.7 
Pennsylvania 432,879 9.5 12.4 
North Carolina 353,523 7.8 10.2 
New York 331,590 7.3 9.5 
Maryland 278,514 6.1 7.9 
Connecticut 236,841 5.2 6.8 
South Carolina 206,235 4.5 5.9 
New Hampshire 141,722 3.1 4.0 
New Jersey 179,569 3.1 4.0 
Georgia 70,842 1.6 2.1 
Rhode Island 68,446 1.5 1.9 
Delaware 55,540 1.2 1.6 

Total 3,530,293a $76.8b 100.0 

Source: Benjamin Ratchford, American State Debts. Durham: Duke University Press, 
1941, table 5, p. 63. Ratchford reproduced the official government document in its origi
nal form; he alerted readers to two other mathematical errors. The report was titled 
"Abstract of the Balances Due to and from the Several States on the Adjustment of their 
Accounts with the United States, by the General Board of Commissioners for That Pur
pose, under the Several Acts of Congress, for the Final Settlement of the State Accounts, 
per their Report of June 27, 1793." 

aThese population figures are about 200,000 below the census counts for the thirteen 
states in 1790 and about 400,000 below the overall count for the states plus territories. 

bThe official government document has a column footing of $77,666,678; my addi
tion of the figures assigned to the states produced a revised number of $76,766,678. The 
most likely explanation of the discrepancy is that accountants transposed the numbers 
six and seven and produced an error of $900,000. 

assistance. From 1781 to 1788, the thirteen states overall had sent 
Congress $3.2 million in specie and $1.9 million of indents issued 
to holders of federal securities. 

The settlement committee calculated the total expenditures by 
the thirteen states for the general welfare at $114.4 million. It then 
deducted all federal advances to the states, including the $18 mil
lion in debts assumed in 1790, leaving a net balance of $76.6 million 
for the common expenses. Each state was assessed its proper share 
of the aggregate cost on a per capita basis. From each state's as
sessment, all its various contributions were deducted. This was a 
zero sum game in which six debtor states ended up owing $3.5 mil
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TABLE 9.3 
Final Settlement of War Costs among the States 

(in thousands of dollars) 

Final position 
Status as Assumption of Final position per capita for 
of 1790 State Debts as of 1794 free population 

Debtors 
Delaware - 553a 59 - 612 -10.75 
New York - 890 1,184 -2,07 4 - 6.75 
North Carolina + 1,294b 1,794 - 500 - 1.90 
Maryland + 366 517 - 151 - .70 
Virginia +2,843 2,934 - 91 - .25 
Pennsylvania + 702 778 - 76 - .15 

Creditors 
New Jersey + 744 695 + 49 + .30 
Georgia + 266 246 + 20 + .40 
New Hampshire + 357 282 + 75 + .50 
Massachusetts +5,230 3,982 + 1,248 + 2.70 
Connecticut +2,219 1,600 + 619 + 2.70 
Rhode Island + 499 200 + 299 + 4.60 
South Carolina + 5,205 4,000 + 1,205 + 12.00 

Source: Paul Trescott, "Federal-State Financial Relations, 1790—1860," Journal of 
Economic History (1955), table 2, p. 229. 

Note: The seven creditor states received payment from the federal government in 
the form of U.S. government securities, including an additional $700,000 to cover ac
crued interest. The six debtor states never repaid the $3.5 million due to the federal 
government, although New York made a modest reimbursement. 

a Minus sign indicates debtor position vis-a-vis Congress. 
bPlus sign indicates creditor position vis-a-vis Congress. 

lion to seven creditor states. The U.S. Treasury was designated to 
serve as the intermediary, charged with the duty of compensating 
creditors with emissions of freshly drawn U.S. government bonds 
and supposedly collecting the deficiencies from debtor states. Six 
states came out surprisingly close to balancing their books; their 
debit or credit balances were less than one dollar per capita. New 
Hampshire, New Jersey, and Georgia showed small credits, while 
Pennsylvania, Virginia, and Maryland came up slightly short. 

The three largest debtors were Delaware, New York, and North 
Carolina. On an absolute basis New York had the largest deficit at 
over $2 million, followed by Delaware at $612,000, and North Caro
lina at $500,000. On a per capita basis, however, Delaware topped 
the list; each of its roughly fifty thousand free citizens owed their 
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counterparts in the creditor states nearly $11. Delaware devoted 
few of the state's resources to the military effort, and it responded 
halfheartedly to congressional requisitions for funds in the 1770s 
and 1780s. Citizens in New York and North Carolina owed about 
$7 and $2, respectively. Except for New York, which reimbursed the 
federal government for a portion of its deficit, none of the other 
five states sent forward any funds to cover their remaining joint 
obligations. 

The four major creditor states were Massachusetts, Connecti
cut, Rhode Island, and South Carolina. Both Massachusetts and 
South Carolina were owed $1.2 million, while Connecticut was 
due $619,000 and Rhode Island $299,000. All the creditor states 
received payment from the federal government to balance their 
books. The big winners were the citizens of South Carolina; the 
state treasury received federal securities worth $12 per capita for 
the free population. The per capita payments for the others were 
$4.60, Rhode Island; $2.70, Connecticut; and $2.70, Massachusetts. 

How differently might events have unfolded if the settlement 
committee had begun sorting through the claims of the thirteen 
states in the early 1780s and then granted political leaders access 
to fairly reliable progress reports on its deliberations? In actu
ality, the committee started to investigate state claims in 1786 and 
it functioned in strict secrecy, leaving unlimited opportunities for 
outsiders to engage in guesswork based on incomplete facts and im
perfect suppositions. As is predictable under such circumstances, 
some states realized they were likely to come close to balancing their 
books in terms of debits and credits, but others were either overly 
optimistic or too cautious in judging their probable standing. In 
legislatures where working assumptions proved wide of the mark, 
political leaders would have undoubtedly planned theirfiscal strate
gies quite differently if they had been better informed about their 
status relative to the other twelve states in the union. 

North Carolina and Massachusetts stand out as states that could 
have benefited significantly from a measure of advance knowledge 
about their relative status in the ongoing settlement process. North 
Carolina politicians assumed in the 1780s that the state would end 
up a major creditor of the union. Several units in the Continen
tal army had been quartered within the state in the late stages of 
the war, and the legislature had authorized the shipment of pro
visions to supply the troops. The monetary value of the amounts 
advanced was sufficiently great that most legislators intuitively be
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lieved the state's credits would exceed its per capita allocation of 
joint war costs by a wide margin. Meanwhile, the state had steadily 
reduced its debt obligations, which had fallen below $2 million by 
the late 1780s. 

Misperceptions about North Carolina's financial status vis-a-vis 
the other twelve states was an important factor in convincing a 
strong anti-federalist coalition to resist acceptance of the Constitu
tion for nearly two years—until ratification in November 1789. Anti-
federalists feared that a strengthened central government would 
assume the remaining debts of the several states, and that, as a 
consequence, North Carolinians would be forced to pay a dispro
portionate share of the costs of independence—covering not only 
their own obligations but also the reportedly staggering debts of 
delinquent states such as Massachusetts and South Carolina. 

The anti-federalist argument in 1788 contained an element of 
truth, but the state's favorable position was grossly exaggerated. 
Prior to the federal assumption program, North Carolina was, as 
popularly alleged, a creditor of the union on the order of $1.3 mil
lion. But what local politicians failed to realize was that four other 
states—Connecticut at $2.2 million, Virginia at $2.8 million, and 
Massachusetts and South Carolina at $5.2 million each—were vastly 
greater creditors. Moreover, Georgia and Rhode Island were larger 
creditors on a per capita basis. North Carolina was not the shining 
star of fiscal virtue that so many of its inhabitants had concluded— 
at least not in comparison with other states. 

Soon after the state's entrance into the union in late 1789, the 
federal debt assumption program took effect and North Carolina 
was relieved of its remaining wartime obligations of $1.8 million. 
Most legislators believed federal debt relief in 1790 represented a 
mere downpayment and that additional inflows of funds from the 
central government would be forthcoming after the settlement com
mittee had completed its work. That optimism proved unwarranted. 
The committee ultimately listed North Carolina as the third largest 
debtor state on both an aggregate and per capita basis. In truth, 
federal debt assumption had transferred an extra $500,000 to the 
state treasury to which local taxpayers were not strictly entitled, a 
deficit that North Carolina never covered. 

In retrospect, many members of the strong anti-federalist fac
tion, which had delayed ratification for more than two years, seem 
to have been guilty of looking a gift horse in the mouth. The fed
eral assumption program granted more benefits to North Caro
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lina than to ten of the thirteen states in the union. Rather than 
leading the opposition to the Constitution, North Carolina should 
have joined with Delaware and New York, the two main financial 
beneficiaries, in supporting the document that called for a stronger 
national government with the taxing power to relieve the states of 
their postwar debts. 

The story in Massachusetts was very much the reverse. If Massa
chusetts legislators had realized the magnitude of the state's creditor 
position in relation to the other states in the mid-1780s, they would 
have likely been less determined to make such rapid reductions 
in the outstanding principal. The extremist wing of the urgency 
faction almost certainly would have tempered its demands for in
creased taxation. Based on their experiences after the Seven Years' 
War, most legislators believed that speedy retirement of the state 
debt was an absolute requirement and that sky-high taxes were un
avoidable. Had the state's financial status been more fully compre
hended, however, it would have suggested to any objective partici
pant in the political process that there was no reason to rush ahead 
with debt retirement—none, that is, if they believed in the future 
of the new United States and the fair allotment of the aggregate 
costs of achieving independence among all the nation's citizens. 

At the time Massachusetts consolidated its debts in 1784 and 
approved the tax legislation to sink the entire principal by the end 
of the decade, the state's credit balances with Congress already ex
ceeded its debt obligations. Moreover, in the midst of the massive 
effort to generate huge budget surpluses for debt retirement, Gov
ernor Bowdoin twice convinced the legislature, in 1785 and 1786, to 
approve extra taxes in order to respond favorably to congressional 
pleas for further funding. Those sums simply swelled the state's bal
ance on the credit side of the ledger; by the end of the decade the 
state was a $5 million creditor of its peers. Massachusetts had be
haved so responsibly from a financial standpoint from 1775 to 1785 
that its legislature did not know how or when to call a halt to the 
policy of fiscal rectitude. 

It took Shays' Rebellion to produce a gradualist approach to 
debt reduction. Federal assumption led to the transfer of $4 mil
lion worth of debt obligations to the U.S. Treasury, but even after 
deducting that amount from the state's account with the federal 
government, it still showed a healthy credit balance. When the settle
ment commission released its long-awaited report in 1793, Massa
chusetts received $1.25 million in additional monies. If the state 
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legislature had raised sufficient revenue to cover only the annual 
interest on the debt in the 1780s and had made no further volun
tary payments to Congress to meet its quota, the settlement due the 
state treasury from the six debtor states was large enough to cover 
the state's entire outstanding debt. 

Shays' Rebellion was, in retrospect, an unnecessary and pre
ventable revolt because the taxes that triggered its outbreak were 
themselves an unnecessary and unbearable burden placed on the 
shoulders of Massachusetts taxpayers who had already contributed 
as much as citizens anywhere in the nation to the victory in 1783. 
Yet, without that minor rebellion, the movement to reform the 
Articles of Confederation might have never been transformed into 
a closed-door convention to draft a stronger Constitution. From 
that strange perspective, the mismanagement of financial affairs in 
Massachusetts during the late 1780s had a silver lining—namely, 
the beneficial effect of strengthening the nation as a united political 
force under a more powerful central government. 

Even though their own debt obligations were pressing, eight 
state legislatures also assumed at least a portion of the federal bur
den. Pennsylvania, New York, Massachusetts, Connecticut, Dela
ware, Maryland, and the two Carolinas exchanged state obligations 
for existing federal debt certificates. The New Jersey legislature 
missed authorizing a swap program by a single vote, yet it agreed 
to pay the current interest on federal debts until the national gov
ernment was in a position to reassert fiscal responsibility. In every 
instance, citizens had the option of participating in the swap pro
gram. No forced conversions were in store for persons who pre
ferred to wait for Congress to act, and some holders of federal 
securities held back because they did not want to go on record as 
receiving interest payments in the state's fiat money rather than in 
specie. 

As a result of the absorption activities, responsibility for servic
ing the federal debt, which totaled $27 million at the end of the 
war and was expanding at the rate of 5 percent annually because 
of accruing interest, began to pass steadily from the federal gov
ernment into the hands of its political subunits. At one point in the 
1780s, three states—Pennsylvania with $6 million, Massachusetts 
with $4 million, and New York with $2 million—had assumed a 
minimum of $12 million in federal debt. Comparable numbers for 
the other states are less firm, but it seems likely that at least half of 
the federal domestic debt had been absorbed by the states by 1787. 
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In Massachusetts the absorption was primarily a symbolic gesture 
rather than the assertion of fiscal responsibility since federal debt 
holders received little from the state in terms of interest payments. 
But Pennsylvania paid $1.1 million in interest on the federal debt 
in the 1780s, and New Jersey paid more than $400,000. New York 
covered the interest payments on federal securities eligible for its 
swap program from 1786 through 1790. 

This analysis suggests that historians may have exaggerated the 
importance of Secretary of the Treasury Hamilton as the creator 
of a funding program for the national debt during Washington's 
first administration, since several states had already assumed those 
financial responsibilities and were carrying them out. Some states— 
Virginia was one—even talked about the possibility of redeeming 
the principal of the federal debt held by residents after all the state's 
obligations had been retired, presumably in the early 1790s. The 
idea had great appeal in certain southern states because by 1787 
only a small share of the federal debt was owned by persons living 
in the region.1 

The repayment of the national debt, which appeared to be a 
potentially powerful unifying force among the thirteen states at 
the end of the war, was rapidly eroding as a compelling reason 
for greater political centralization in light of state activities in the 
mid-1780s. Nationalists like Morris and Hamilton were becoming 
increasingly alarmed about the eroding prospects for a more power
ful national government given the ambitious financial programs of 
several key states. When Shays' Rebellion dashed the plans of Mas
sachusetts legislators to pay the interest on federal securities held 
by its residents, nationalists rejoiced. That singular event renewed 
the hope in some quarters that financial concerns, which had been 
fading as a potentially cohesive force from 1783 to 1786, would 
lead increasing numbers of influential political leaders to look with 
greater favor on the blessings of a stronger union with independent 
taxing power. 
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Funding the National Debt 

•> •> •> 

D,'URING THE first decade under the new Constitution, the Ameri
can financial services sector underwent significant institutional de
velopment. The innovations provided needed economic, and later 
even political, stability for the experimental form of federal, repub
lican government. The two most important events in the financial 
sector were the creation of a nascent capital market at the national 
level and a reaffirmation of the political commitment to commer
cial banks under private control, but sometimes with partial gov
ernmental investment, as the sole issuers of a circulating currency. 
Those banks became a key source of credit for urban merchants 
and, in the early nineteenth century, for increasing numbers of 
farmers in market-oriented regions. 

The emerging capital market was intertwined with the funding 
of unpaid wartime debts, and there were linkages to increased capi
talization in the banking sector as well. The institutional structure 
of American commercial banking soon took on a dual character. 
One highly capitalized national bank received charter privileges 
from the federal government in 1791, while the states granted mul
tiple charters to banks, mostly medium-sized institutions, operating 
strictly within their borders. Rivalries over the chartering powers 
of the federal government versus those of the several state govern
ments emerged in 1791, and that legacy has more or less continued 
throughout the nineteenth and twentieth centuries. 

The political leader most closely associated with the implemen
tation of innovative financial policies at the federal level was Sec
retary of the Treasury Alexander Hamilton. Consequently, his ini
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tiatives during President George Washington's first term in office 
have been grouped together and dubbed the Hamiltonian finan
cial program by historians. The main components were funding 
the outstanding debt and establishing a strong national bank with 
interstate branching privileges. The Hamiltonian label is fully mer
ited, since no other individual at the time, or since for that matter, 
had such an immediate impact on shaping the structure of the U.S. 
financial system. Nonetheless, after granting recognition of the sec-
retary's preeminence, the tone here is perhaps less adulatory in 
assessing the innovative character of the treasury secretary's contri
butions to the American financial structure than generally found in 
many previously published historical accounts. 

Many of Hamilton's ideas and proposals had obvious precedents 
in the colonial and Confederation periods. Therefore, his exalted 
reputation has arisen very much as a consequence of our limited 
knowledge of the financial histories of the colonies and their suc
cessor states prior to ratification of the Constitution and, second, 
because of the reigning periodization of U.S. history, which has 
split specialists into the distinct subfields of either colonial history 
or early national history. Few historians of the new nation famil
iarized themselves withfinancial conditions at the state level before 
1789, and especially not before 1770. Previous scholars have also 
tended to look overseas to France and England for influential ideas 
that inspired Hamilton's outlook on financial reform, whereas this 
study stresses the domestic origins of the secretary's policies and 
especially the contributions of his mentor, Superintendent of the 
Treasury Robert Morris, under the Articles of Confederation. 

This revised interpretive framework is an outgrowth of the over
arching periodization of this study, which traces events from the 
turn of the eighteenth century through the early years of the nine
teenth century. To be fair, however, Hamilton must be accorded his 
full due. He selected a particular package of financial reforms and 
used all his consummate political skills, including the art of com
promise, to push the enabling legislation through Congress during 
President Washington's first term. He then implemented the com
prehensive program before leaving office in 1795.1 

The most innovative feature of American finance under the 
newly strengthened federal government was the emergence of a 
functioning capital market. The securities that formed the core of 
the early market were U.S. government bonds and the stock certifi
cates of the First Bank of the United States. Together, that combi
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nation of government debt and corporate equity totaled nearly $90 
million, a figure roughly one-third of U.S. gross national product in 
1790. Those securities paid steady returns to holders, and they soon 
attracted a host of European investors—a sure sign that American 
securities had achieved international standing. Organized auction 
markets—infant stock exchanges—for the securities arose in Phila
delphia and New York; and other issues, frequently the stocks of 
other local financial institutions, were often found on the lists of 
securities dealers as well. By the turn of the century, the American 
capital market was established, expanding, and ready to assist in 
the nation's economic development. Indeed, the origins of Ameri
can commercial banking and investment banking virtually coincide, 
and the two sectors developed more or less in tandem during the 
new nation's first quarter century and beyond. 

Origins of Capital Markets in Europe 

In pondering the underlying causes for the phenomenon of sus
tained economic growth in western Europe and North America 
during the eighteenth and nineteenth centuries, what immediately 
leaps to mind is the snowballing effect of technological break
throughs and industrial advancements. Yet, innovations in the 
financial services sector were perhaps equally vital. In several Euro
pean nations, the development of organized capital markets gen
erally accompanied rapid industrialization and enhanced agricul
tural productivity. Whether a cause-and-effect relationship between 
financial innovation and improvements in other, more tangible eco
nomic sectors actually existed is one of those abstract concepts 
always difficult to prove—or to deny. Although the larger debate 
cannot be engaged in this limited space, a small boost can nonethe
less be given to proponents who assert the importance of broaden
ing financial markets in establishing the conditions for increases in 
living standards over the long term. 

Scholars usually trace the origins of sophisticated international 
banking transactions to northern Italian merchant bankers in the 
thirteenth and fourteenth centuries. Those initiatives eventually 
waned, however, and for a more appropriate context we must 
race ahead to the rejuvenation of the European financial sector in 
sixteenth- and seventeenth-century Holland. The Dutch govern
ment nurtured a growing capital market in Amsterdam, and it suc
cessfully funded the national debt at Europe's lowest interest rates 
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by attracting thousands of private investors, large and small. To 
quote historian Eric Schubert, the city "had large markets in com
modities, securities, and foreign exchange; trade flows and trade 
financing centered around the Bank of Amsterdam with its large 
cache of gold and silver; and the Amsterdam stock market, the busi
est and most sophisticated in Europe, handled such operations as 
forward sales and options."2 The success of Amsterdam provided a 
model for two major rivals—London and Paris—to emulate. Lon
don ultimately caught up with Amsterdam and pulled ahead, but 
Paris fell by the wayside when the John Law debacle left in its wake 
the French monarchy without a major bank or a viable market for 
securities. 

When King William of Orange and Queen Mary were invited to 
assume the throne in 1689, they carried across the English Chan
nel plans to strengthen the financial markets in London based on 
their experiences in Amsterdam. The largest issue trading at the 
time was the English East India Company, the profitable joint-stock 
company initially chartered by Queen Elizabeth in 1599, which had 
offered its shares to the public in 1657 with no restrictions on owner
ship by foreigners. According to historian P. G. M. Dickson, more 
thanfifty joint-stock firms were regularly listed on price sheets cir
culated among dealers and brokers in the early 1690s as well as 
numerous government issues with short and long maturities.3 In 
1694 Parliament chartered the Bank of England, a privately owned 
bank organized to invest primarily in government securities, and an 
active market in its shares quickly developed. 

During the eighteenth century, London's capital market demon
strated increasing sophistication. The South Sea Company, a joint-
stock company with transferable shares, received a parliamentary 
charter in the second decade of the century, and it copied the 
Bank of England by becoming a large investor in government debt 
issues. South Sea shares later became the vehicle for an unfortu
nate speculative mania, but even after the bubble had burst in 1720, 
the company survived and continued to participate in the financing 
of government securities. Larry Neal has explored the increasing 
integration of the Amsterdam and London financial markets by 
the mid-1720s, highlighted by the cross-listing of the most actively 
traded securities on both sides of the English Channel. 

The so-called financial revolution in the public sector led to the 
issuance in the 1720s of perpetual governmental debt instruments 
called consols. Their popularity, in turn, laid the groundwork for 
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an enormous expansion in the British national debt fueled by esca
lating expenditures related to war, defense, and empire. Accord
ing to historian John Brewer, the increasing effectiveness of the 
tax system, especially the collection of a myriad of excise taxes by 
an efficient public bureaucracy, generated the increasing revenues 
necessary to cover the annual interest on a mounting public debt. 
Although passage in 1720 of the Bubble Act, which outlawed limited 
liability for all business firms without an explicit corporate charter 
voted by Parliament, placed somewhat of a damper on the forma
tion of new joint-stock enterprises, the London financial markets 
were thriving by the mid-eighteenth century.4 

American Colonies 

In British North America, on the other hand, a capital market de
veloped very slowly. The limited size of the colonial market discour
aged innovation. In the seventeenth century, the settled population 
was exceedingly thin, just reaching 250,000 or thereabouts by 1700. 
Although population rose rapidly during the next half century, 
climbing to 1.2 million by 1750, the colonists continued to defer to 
London as the financial center of the British Empire. Americans 
drew on the London houses involved in overseas trade to finance a 
persistent trade deficit; and the accumulated debts, linked mostly to 
southern planters, were normally rolled over year after year—with 
unanticipated requests for settlement during the financial panic of 
1772 the most notable exception. 

In chapter 3, we cited the figures of Jacob Price and Alice 
Hanson Jones who independently estimated that British mercan
tile credit might have run as high as £6 million on the eve of in
dependence. A fair share of that trade credit, perhaps one half, 
had passed from one generation to the next; over the decades it 
had evolved into a more or less perpetual British investment in 
the future prosperity of the colonies. Although the debts were pri
marily in the form of periodic extensions of book credit running 
up to eighteen months and were always subject to a creditor's non-
renewal, from a practical standpoint the aggregate was so high that 
it would have been impossible to collect the balance due in full in any 
less time than several consecutive growing seasons. (The Crisis of 
1772 ebbed before Americans were able to clean up their accounts, 
although many southern planters encountered financial setbacks 
in their efforts at partial compliance.) Under the circumstances, 
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any prolonged retrenchment of trade credit was impractical for 
other commercial considerations as well; its withdrawal would have 
undermined the continued sales of British manufactured goods in 
the extremely lucrative colonial market. On another front, histo
rian Mira Wilkins estimated the total British investment in other, 
more tangible assets—land, shipping, iron plantations—at roughly 
£1.1 million in the mid-1770s. Those numbers suggest that as much 
as £7 million of British capital was committed to North America on 
the eve of independence, and it financed perhaps 6 percent of the 
aggregate physical wealth of the colonies. 

Precision in estimating the numbers is impossible given the tenta
tive nature of the data, but the important point in this context is 
that capital transfers to North America were made almost exclu
sively at the initiative of British citizens. Only Europeans were in 
a position to draw upon the facilities in London and Amsterdam 
to raise funds for investment in the colonies. The thirteen provin
cial governments had no prospect of floating loans in the London 
market, nor could Americans with visions of future profits expect 
to gain access to long-term financing in the English capital—not 
unless they were involved in joint ventures with British investors in 
projects such as developing raw land on the frontier. The colonies 
were thousands of miles across the ocean, and given slow commu
nications and unreliable intelligence about their diverse economies, 
British investors considered the very idea of purchasing colonial 
securities, public or private, too risky to contemplate, even momen
tarily. To raise private investment capital or the funding to cover 
provincial legislative deficits, Americans had to look almost exclu
sively to their own resources. A key reason why the Continental 
Congress turned tofiat currency as the primary means of financing 
the War for Independence was that no viable alternative existed; 
domestic capital markets were still small, regional in character, and 
concentrated in a few northern states. 

The effort to identify the roots of the nascent capital market 
that emerged in the 1790s is frustrated by the lack of knowledge 
about investment patterns in the colonial era. Only limited infor
mation has come forth, and about all that we can do at this date is 
to cite scattered evidence suggestive of future developments. The 
best data come from New England. Following Parliament's passage 
of the Currency Act of 1751, the four New England legislatures 
were denied the option of emitting more fiat currency. Those colo
nies returned to a specie standard, and coins were again the prime 
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medium of exchange for the general population. To finance peri
odic budget deficits, their legislatures raised the needed specie by 
selling treasury notes paying interest at the legal rate, typically 5 to 
6 percent, to local citizens for terms running up to the mandated 
two-year limit—or as many asfive years for shortfalls resulting from 
wartime emergencies such as occurred during the Seven Years' War. 

From 1751 to 1772, historian Leslie Brock calculated that Mas
sachusetts issued treasury certificates in varying maturities totaling 
£2.3 million, or a mean of about £100,000 annually. From 1750 to 
1753 and later from 1771 until independence—after virtually all of 
the lingering debts from the Seven Years' War had been retired— 
the treasury recorded no outstanding debt at the end of the fiscal 
year. A carryover debt from one year to the next totaling £13,000 
first appeared on the ledgers at the end offiscal 1754. It rose during 
the war to £454,000 in 1762 (roughly $1.5 million at the lawful rate), 
which represented somewhere around 20 percent of the colony's 
annual gross output. The ability of the treasury to raise such sub
stantial sums of money over the short to intermediate term was a 
notable achievement, demonstrating that a provincial market for 
government securities, centered in Boston and drawing upon its 
hinterlands, could be developed and sustained under the proper 
circumstances. 

In compliance with parliamentary regulations and its own desire 
to escape the burden of debt, however, the Massachusetts legislature 
embarked upon a resolute program of abnormally heavy taxation 
in 1760. Within a decade the treasury had reduced its annual reli
ance on borrowed funds to less than £100,000, and the maturities 
of all its certificates were for periods shorter than one year. As a 
result, the market for public securities in Massachusetts was rapidly 
dissipating in the early 1770s because of the legislature's success 
in redeeming its outstanding debts—just the opposite of what was 
happening across the ocean in London where the British national 
debt kept rising to new heights year after year. 

The data on the other three New England colonies is more frag
mentary, but they also issued interest-bearing treasury certificates 
to finance occasional deficits from midcentury until independence. 
From 1755 to 1764, for example, Connecticut issued a total of 
£359,000 at 5 percent interest—a mean of £45,000 per annum. At 
the end of the Seven Years' War, the colony had £260,000 in debts 
still outstanding, or from 12 to 15 percent of the colony's annual 
gross output. New Hampshire owed more than £50,000 at the end 
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of the war, or about 10 percent of its annual production, while 
Rhode Island owed more than £80,000, or somewhere around 15 
percent of its annual gross output. Like Massachusetts, these three 
New England colonies also made substantial progress in reducing 
their outstanding obligations, and their credit rating with local in
vestors was presumably very high. 

More early signs of an emerging capital market in Massachu
setts have been identified by historian Winifred Rothenberg, who 
focused on Middlesex County, the agricultural hinterland of Bos
ton, beginning in 1730 and ending in the 1830s. Based on a sample 
of estates, of which 80 percent were those of farmers, she found that 
over the years individual credit networks thickened and widened— 
meaning that the number of credit partners steadily increased and 
their geographic dispersion was greater. In the colonial era, the 
obligations consisted of open book credit, signature notes, and 
mortgages. In the period 1730—50, the number of creditors of the 
average decedent totaled about eighteen; during the period 1751— 
70, the figure rose to twenty-two; and in 1771—90 it had climbed 
to twenty-six. Moreover, in the 1780s various negotiable securities 
started turning up on estate lists for the first time, including Massa
chusetts state bonds, congressional debt certificates, and bank and 
insurance company stocks. All the evidence indicates that many 
New England farmers with surplus funds, as well as urban mer
chants and professionals, were becoming increasingly accustomed 
to including financial assets among their wealth holdings. 

In her massive study of wealth patterns in the colonies on the eve 
of independence, Alice Hanson Jones calculated that 56 percent of 
all estates listed some financial assets. Wealth holders with estates 
greater than £400 possessed more financial assets than liabilities, 
while the reverse was true for lesser estates. Aggregate financial 
claims comprised 13 percent of wealth holders' net worth for the 
whole colonial population, but the figures for New England at 19 
percent and for the middle colonies at 27 percent were far higher 
than for the southern colonies, where only 4 percent of wealth 
holders' net worth consisted of financial claims.5 The low southern 
percentage is a telling number, for it suggests why capital mar
kets developed so unevenly on a regional basis after independence. 
Growth was much slower in the southern states, an area where most 
wealth holders had long concentrated on land, slaves, and other 
tangible property and had generally foregone investments in finan
cial claims. 

The southern reticence to make large investments in financial 
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assets was reflected in the pattern of congressional bond sales dur
ing the War for Independence. Although loan offices were estab
lished in every state, the southern states generated only 10 percent 
of the original subscriptions to the federal debt. Three northern 
states took more than 60 percent of the total. Pennsylvania alone 
produced about one-third of bond sales, while Massachusetts ac
counted for 20 percent and Connecticut 11 percent. Funds raised 
through the sale of securities to citizens generated about $11.6 mil
lion in specie for the Continental Congress—or about 7 percent of 
the total cost of the war. When the proposal to grant the federal 
government the exclusive right to collect a 5 percent ad valorem tar
iff was killed by Rhode Island in 1782, Superintendent of Finance 
Robert Morris suspended interest payments on the domestic debt, 
and the market value of congressional debt certificates plummeted. 
(Some interest was later paid in so-called indents, really a form of 
fiat currency; but indents themselves passed at discounts of 85 to 
90 percent in the marketplace.) The assigned maturity dates for 
outstanding securities were likewise suspended and no new dates 
stipulated, since predicting when the federal government would 
have sufficient financial resources to meet its obligations was too 
problematic. 

Congress was almost as successful in tapping capital markets 
overseas as at home. Foreign loans, mainly in France and Holland, 
brought in another $10 million from 1775 to 1789.6 That favorable 
outcome was not too surprising since the underwriting and place
ment of long-term loans to governmental units had become fairly 
routine in the leading European financial centers by the last quar
ter of the eighteenth century. The most remarkable and encour
aging news for the U.S. representatives on the continent was that 
the credit standing of the federal republic ranked so high among 
knowledgeable and sophisticated private investors in Amsterdam. 
During the eight years following the victory at Yorktown, Dutch in
vestors acquired a total of $3.6 million in U.S. debt certificates at 
4 to 5 percent, interest rates that were fully competitive with those 
commanded by some of the leading European powers. In compari
son, Parliament had raised most of the millions of pounds required 
to cover its military expenditures in North America between 1775 
and 1783 through increases in the national debt. Borrowing huge 
sums to fight wars around the globe had become all too easy in 
England as a result of the mutually reinforcing cooperation between 
the Exchequer and the rapidly maturing London capital market. 

The individual states also sold bonds to local citizens during 
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the war. Chapter 7 estimates the total of interest-bearing securities 
issued by the states as falling somewhere in the broad range of $35 
to $50 million in the 1770s and 1780s. However, it is difficult to 
even guess at how much of that total represented direct sales of 
securities for specie compared to the volume of certificates issued to 
acquire military supplies of all varieties, to pay soldiers' wages, and 
to swap debt for previous currency issues. In this context only debt 
certificates issued to acquire private specie holdings were legitimate 
capital market transactions since they represented strictly voluntary 
exchanges. All the other debt transactions fail to qualify because of 
some measure of unilateral government action—for example, the 
offer of IOUs versus depreciating currency to suppliers—or be
cause currency holders were simply given the opportunity to swap 
depreciated paper for more formal debt obligations. The aggregate 
debts incurred by state treasurers in attracting specie from private 
lenders were certainly a small percentage of their total outstanding 
obligations as of 1783, especially in the southern states; but how 
much smaller? One possibility, however chancy, is a guess in the 
range of 10 to 20 percent overall. 

Hard evidence on specie loans at the state level is sparse in most 
instances. The published data are best for Massachusetts, which, 
for the purposes of this discussion, is unfortunately probably the 
least representative state in the union. From May 1775 through 
April 1781, the state authorized treasury notes totaling more than 
£4 million at interest rates varying between 5 and 6 percent. Of 
that figure, £1.15 million ($3.8 million) represented specie bor
rowed directly from private individuals to finance budget deficits. 
The solicitations to local lenders were often published. On 8 May 
1776, this announcement appeared in the Boston Gazette: "Any per
sons disposed to lend, may apply to the Treasurer, at his Office 
in Water town. Said Money is wanted immediately." The borrow
ings in 1775 and 1776 came due in two years or less. Starting in 
1777 and thereafter the maturities lengthened but never exceeded 
five years—the old maximum under Parliament's currency regula
tions enacted in 1751 for New England. The outstanding balance 
on loans contracted for specie was £250,000 at the end of 1776, fell 
to £100,000 in 1777 and 1778, and climbed to £300,000 in 1779, 
where it remained for two years until the grand debt consolidation 
totaling £1.1 million took effect in the early 1780s.7 

Overall, specie borrowings accounted for just over one-quarter 
of the treasury notes issued in Massachusetts before debt consoli
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dation in the 1780s. On a relative scale, the Bay State had greater 
success in the domestic money market than Congress, which is not 
surprising given the state treasurer's involvement in arranging simi
lar short-term to intermediate placements during the last quarter 
century. Indeed, the aggregate specie borrowings for the state of 
Massachusetts totaled $3.8 million compared to the congressional 
figure of $11.6 million for the whole nation. Comparing specie bor
rowings per capita for the free population, citizens of Massachusetts 
had a record three times better than American citizens generally, 
and it must be remembered that $2.3 million of congressional secu
rities were sold in the Bay State as well. Elsewhere, it is doubtful 
that any other state legislature, except possibly in Connecticut, had 
such an outstanding record in regard to its ability to draw on local 
capital markets to finance wartime deficits. The mid-Atlantic states 
raised a modest percentage of their funding from specie loans, but 
the southern states generated only minute amounts. 

During the mid-1780s, after the fighting had ended and the 
peace treaty was signed, several states faced up to their finan
cial responsibilities and took action to foster the development of 
local and regional capital markets. All thirteen state legislatures 
took steps to recognize their respective obligations and, under the 
urgency ideals in vogue at the time, made progress in addressing 
the financial chaos left over from the war years. Taxes went up 
almost universally. Most states began paying interest on their debt 
certificates, in some instances past-due interest as well as current 
interest. Legislators generally endorsed optimistic programs for re
deeming the outstanding principal during the nextfive to ten years. 
None achieved the goal of total debt redemption, but most states 
had made progress by the end of the decade; and many legislative 
leaders looked forward to afinal payoff sometime during the 1790s. 
Meanwhile, the federal government, without an independent reve
nue, was drifting further and further into debt. The interest accru
ing on congressional domestic securities accumulated year after year 
and thereby increased the aggregate of its financial obligations. 

For nationalists like Morris and Hamilton, the most troubling 
financial development in the mid-1780s was the movement by some 
states to assume as their own obligations significant portions of 
the federal securities held by local citizens. Congress protested the 
legality of the assumptions but it could not halt or reverse them. 
Eight states formally took that route, including Pennsylvania, New 
York, Massachusetts, Connecticut, Delaware, Maryland, and the 
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two Carolinas. In the mid-1780s those states plus New Jersey, which 
never officially assumed ownership, began paying at least a portion 
of the interest due on various federal securities with a face value 
of approximately $9 to $ 11 million—or up to two-fifths of the total 
federal debt. Meanwhile, Virginia made so much progress in re
deeming its state debts after 1785 that legislative leaders there also 
began talking about the assumption of federal debts. No state actu
ally retired any of the federal principal, but the interest that each 
state had paid on congressional securities in the 1780s was credited 
to its respective account in the final settlement of 1793. 

Morris, Hamilton, Madison, and their political allies realized in 
the mid-1780s that if the subunits continued their financial pro
grams unimpeded for another five to ten years, the successes in 
several key states might undermine the nationalist movement. Thus, 
they wanted not merely to reform the Articles of Confederation in 
1787 but to substitute a more centralized form of national govern
ment before financial pressures had eased and the states had started 
to lift the debt burden from congressional shoulders. In a letter 
to Morris back in April 1781, Hamilton had declared: "A national 
debt, if it is not excessive, will be to us a national blessing. It will be 
a powerful cement of our union." He never changed his mind. 

From the Hamiltonian perspective, a national debt also trans
lated into the likely emergence of a sizable capital market that could 
be nourished and systematically drawn upon to provide the financ
ing for a host of worthwhile developmental projects in both the 
public and private sectors. A thriving capital market in government 
securities, as existed in Amsterdam and London, might prove ex
tremely useful in the event extraordinary financial resources were 
required to fight another major war on land or at sea at some future 
date. Given the congressional experience with Continental dollars, 
the possibility of relying onfiat currency as a means of financing any 
future war effort had probably passed for the foreseeable future. 
A centralized, sustainable capital market was not to be shunned or 
scuttled as the debt-averse followers of Thomas Jefferson loudly 
proclaimed.8 To Hamilton's way of thinking, the case was just the re
verse: a capital market, with all the accompanying securities dealers, 
brokers, and, yes, even speculators, was a prospective national asset 
rather than a prospective malady. If, however, the federal debt were 
eventually dispersed in some fashion among the thirteen politi
cal subunits, the opportunity to create a national capital market 
centered in one of the nation's leading commercial cities—Phila-
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delphia, Boston, and New York were the main candidates—would 
probably be lost for decades. 

This discussion leads naturally to a subject that cannot be easily 
skirted in any examination of late eighteenth-century economic 
issues, namely, an ideological struggle that arose soon after ratifi
cation of the Constitution between political leaders who identified 
with Jeffersonian ideals versus their rivals, the Federalist Hamil
tonians. The argument centered on two critical issues: the role in 
American society of an organized capital market consisting largely 
of public securities, and the legitimacy of a potentially large na
tional, quasi-central bank.9 Jeffersonians opposed the creation of 
the new institutions, and by and large they had colonial tradition on 
their side. First, the Jeffersonians argued that the American econ
omy (actually the sum of thirteen economies) had moved forward 
successfully in the past without the presence of either a capital mar
ket or private commercial banks, large or small, and therefore few 
compelling arguments existed for initiating such major institutional 
alterations, which were likely to promote social divisions. 

Most Americans in the 1780s still expressed an aversion for the 
burden of public debt, particularly any hint of perpetual indebted
ness. Under their former colonial status, the legislatures had acted 
decisively to redeem in timely fashion the abnormally high debts— 
abnormally high in the American context—incurred during the 
Seven Years' War. After the War for Independence, the dominant 
urgency factions in state legislatures had likewise moved to extin
guish the wartime obligations of the respective states. Although 
the task had proven more difficult than anticipated, since the most 
recent war debts had risen to such unprecedented heights, most 
Americans probably still agreed with Jefferson's rule of thumb that 
every generation should assume responsibility for repaying its own 
outstanding public debts—meaning within fifteen to twenty years 
at the outside. In a letter to President Washington in 1792, Jeffer
son summed up his differences with Hamilton: "I would wish the 
debt paid tomorrow; he wishes it never to be paid, but always to be 
a thing where with to corrupt & manage the legislature."10 

Most members of the Jeffersonian camp were also in varying 
degrees captives of a conspiratorial interpretation regarding the 
underlying causes for the breakaway from Great Britain. Accord
ing to the general line of argument, crown and Parliament had 
strayed from the maintenance of upright constitutional processes 
during the third quarter of the eighteenth century because of ram
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pant corruption. Among the forces contributing to decaying public 
morals were the allegedly devilish influences of the so-called urban 
monied elite. Who constituted the elite? Prominent in that para
sitic circle were stockjobbers and other speculative elements who 
encouraged Parliament to sink deeper and deeper into red ink and 
then made huge profits underwriting the loans required to prop 
up the bloated ship of state. In his study of the British political 
economy in the eighteenth century, historian John Brewer reported 
that some domestic critics«of government policy expressed similar 
reservations, but in England they constituted a distinct minority.11 

In the United States, the heightened suspicion of persons involved 
in the operation offinancial markets, who were routinely accused of 
excessive greed and questionable patriotism, had its origins in the 
rhetoric of the independence movement. That outlook remained 
alive for decades, surviving through the administration of President 
Andrew Jackson and well into the twentieth century. 

The Jeffersonian opposition to the creation of a permanent 
national capital market was based in part, therefore, on persistent 
fears that a small group of wealthy financiers might worm their way 
into the political structure and reincarnate the undefined, but un
doubtedly dangerous, disease of European corruption on American 
shores. If that happened, U.S. citizens would never escape the bur
den of public debt. Instead, their indebtedness would likely esca
late in future decades, producing more profits for financiers—the 
monied elite—and more miseries for the typical taxpayer. Since 
most participants in the London and Amsterdam capital markets in 
the late eighteenth century were dealing primarily in government 
securities, not company bonds and stocks, the Jeffersonian reserva
tions about the long-term implications of Hamiltonian policies were 
rational. 

Underlying concerns about the link between political corruption 
and capital markets were also elements in the Jeffersonian opposi
tion to the proposal to establish the First Bank of the United States, 
a large institution with $10 million in capital resources modeled 
on the Bank of England. The British financial institution had been 
founded in 1694 with the explicit charge of assisting the govern
ment in financing the growing national debt. The Bank of England 
invested its private resources mainly in government securities and 
conducted only a limited commercial business with London mer
chants. Its origins suggested that the impetus for its founding was 
to create a reliable vehicle to support the English national debt. In 
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short, a powerful national bank and a strengthened capital market 
were integral parts of a British financial system that was geared to 
serve the requirements of an expanding, primarily military, govern
mental sector. Consequently, public policy was highly susceptible to 
the influence of stockjobbers, speculators, and other manipulative 
elements. The congressional debate over a national bank for the 
United States will be discussed in the next chapter. Meanwhile, we 
should keep in mind that linkages clearly existed between Hamil-
ton's overall plan to fund the national debt and then to establish a 
large chartered bank—and both were based on English precedents. 

Hamilton's Funding Program 

The first Congress and first president inaugurated under the new 
Constitution took office in March 1789. A few months later, Presi
dent George Washington appointed Alexander Hamilton as secre
tary of the treasury. In January 1790 the new secretary presented 
the extensive Report on the Public Credit to Congress recommending a 
comprehensive program designed to fund the national debt, which 
meant in this case merely the resumption of interest payments in 
specie (no more indents). Principal repayment was deferred until an 
unspecified date, with the possibility of minimal annual reductions 
in unusually favorable years. The federal domestic debt was roughly 
$40 million, consisting of $27 million in original principal plus $13 
million in accrued interest, which had accumulated at the rate of 
6 percent annually over the last eight years. Overseas, Congress 
owed just over $12 million, mostly to the French government ($8.4 
million) and private investors in Holland ($3.6 million). Only the 
latter had received interest payments in specie regularly through
out the 1780s, and for that reason the Dutch continued to advance 
fresh monies to the U.S. government during the early 1790s. 

Among the most controversial features of Hamilton's debt plan 
was the proposed federal assumption of a large proportion of the 
remaining wartime debts of the several states. The treasury secre
tary argued that the military expenditures from 1775 to 1783 were 
common expenses to be shared among the thirteen states united 
against Great Britain, and therefore, given the structure of the new 
government, it was entirely appropriate for the central government 
to assume responsibility for all unpaid debts. Hamilton's proposals 
made good sense from two perspectives. First, the secretary desper
ately wanted to reverse the previous trend toward state assumption 
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of the federal debt, which he believed threatened the viability of 
the new nation by promoting political dissolution. If the national 
debt were to become the cement holding the union together, as he 
had asserted back in 1781, then a wholesale consolidation under 
the auspices of the federal government was the only means of ac
complishing that nationalistic goal. 

Left largely unsaid in that context was the collateral argument 
that inclusion of the state debts would increase the initial size of the 
envisioned national capital market on the order of an extra $ 15 to 
$25 million. If the federal government could meet the interest pay
ment on that additional sum as well, then its credit rating at home 
and abroad would receive an extra boost. Hamilton was interested 
primarily in enhancing the credit standing of Congress and was 
generally unconcerned about the status of the various states, none 
of which had significant debts beyond those overhanging from the 
war. Despite the states' superior record in meeting their public obli
gations in the 1780s, none had attracted a sizable number of private 
investors beyond its borders, either in neighboring states or over
seas. Thus, their international credit rating was low or, perhaps 
more accurately, nonexistent. For the time being at least, Hamil
ton was satisfied with the states' unrecognized status since he did 
not want any major domestic political rivals while trying to estab
lish a high credit rating for the national government at home and 
particularly abroad. 

Another reason for assuming the states' debts in 1790 was that 
the federal government was already destined to become involved in 
the financial affairs of its subunits sooner or later no matter how 
slowly Congress responded during Washington's first term. The 
delay in congressional involvement was occasioned by the glacial 
work schedule of the congressional settlement commission, which 
had been created in the early 1780s and charged with the task of 
auditing all the debits and credits affecting each state's account. 
After the grand total was accumulated, the cost was to be appor
tioned on a per capita basis according to state population. From 
each state's monetary assessment for military costs the commission 
planned to subtract all its various and validated credits, leaving a 
surplus or deficit. The final accounting would almost certainly show 
that some states were net creditors and others net debtors since 
the apportionment was a zero sum game. According to the original 
plan, the federal government was to act as intermediary—collecting 
monies from the delinquent states and using the funds to reimburse 
the creditor states. 
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TABLE 10.1 
Federal Assumption of State Debts, 1790 

Per Capita 
Amount Free population 

Delaware $ 59,161 $ 1.05 
Pennsylvania 777,983 1.85 
New Hampshire 282,595 2.00 
Maryland 517,491 2.40 
Rhode Island 200,000 3.10 
New York 1,183,716 3.85 
New Jersey 695,202 4.10 
Georgia 246,030 4.90 
North Carolinaa 1,794,803 6.80 
Connecticut 1,600,000 6.95 
Virginia b 2,934,416 7.15 
Massachusetts0 3,981,733 8.50 
South Carolina 3,999,651 40.00 

Total $18,272,781 $ 5.75 

a If Tennessee population included = $6.00 per capita 
blf Kentucky population included = $6.10 per capita 
c Includes Maine 

Hamilton proposed that Congress intervene prematurely in the 
ongoing settlement process by making what amounted to progress 
payments to the states. Several states temporarily burdened with 
high debts seemed virtually certain to prove major creditors of 
their peers and deserved temporary relief. Massachusetts and South 
Carolina were the most prominent in the probable creditor cate
gory; one of the key reasons those two states had accumulated such 
monumental debts was that their citizens had contributed more 
than their fair share to financing the war. Other states, confident of 
their creditor status, also had visions of receiving huge reimburse
ments to help in redeeming their debts, including Virginia and 
North Carolina. The settlement commission's work was far from 
finished in 1790, and its membership estimated that the end still lay 
years ahead. 

Fearful of the negative reaction in Congress if he proposed 
progress payments to some states while denying equal treatment to 
probable debtors, Hamilton followed the path of least political re
sistance. The treasury secretary suggested that advances covering 
the vast majority of the remaining state debts be assumed and in
corporated in the federal total. Many historical accounts continue 
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to report that all remaining state debts were eligible for assumption, 
but a limit of $4 million per state was applied. Only Massachusetts 
and South Carolina received near the maximum federal assistance 
in 1790, and federal accountants later proved in 1793 that those 
advances were fully justified. Two states, Delaware at $59,000 and 
New York at $1.2 million, received debt relief that was completely 
undeserved since their citizens were, in retrospect, already deficient 
in their contributions to the common cause. Four other states that 
merited a measure of debt relief came away with more than their 
due; the excesses were $500,000 for North Carolina, $151,000 for 
Maryland, $100,000 for Virginia, and $76,000 for Pennsylvania. 

Did Hamilton contemplate at the time that adoption of his mag
nanimous premature assumption program would likely benefit his 
home state unduly once all the accounts had been sorted out? Per
haps, but the evidence is lacking. Critics of the assumption plan did 
complain that certain states might realize unwarranted gains, but, 
given the absence of any solid financial data, no one could identify 
exactly which states might reap windfalls or what the magnitude 
might be. According to historian Forrest McDonald, the treasury 
secretary planned to reward creditor states with payment in federal 
government securities, but from the outset he had no intention of 
demanding restitution from states that proved debtors in the final 
accounting.12 

Hamilton's appointment as head of the Treasury Department 
and the implementation of his funding program for the wartime 
securities of the federal and state governments represented the final 
triumph of the gradualist approach to debt repayment. Perhaps 
the word triumph is too strong in this context; the term confirma
tion might be equally appropriate since the movement toward the 
gradualist position had been under way in most quarters for sev
eral years after the magnitude of the financial challenge began to 
sink in. Hamilton absorbed the state debts and made gradualism 
official government policy. His measured approach to debt man
agement was in sharp contrast to prevailing public attitudes less 
than a decade earlier. At the beginning of the 1780s, urgency fac
tions generally controlled fiscal policy at the state level, and they 
were determined to emulate the successes of their immediate prede
cessors after the Seven Years' War. Most state legislatures adopted 
ambitious tax programs to redeem fully their wartime obligations 
in reasonably short order—generally within five to ten years. Some 
states made substantial headway, but others floundered when citi
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zens protested the heavy taxation required to retire the outstanding 
principal. In most states the political leadership quickly reassessed 
the financial situation and then adopted steps designed to string out 
the redemption period well into the 1790s. No state, however, was 
prepared to go as far along the gradualist path as Secretary Hamil
ton: namely, suspending principal repayments more or less indefi
nitely except for token retirements designed to create favorable 
publicity and to enhance thereby the reputation, not to mention the 
market prices, of U.S. public securities. 

The essence of the Hamiltonian fiscal program was to hold fed
eral taxes to the minimum level required to pay the annual interest 
on the government debt, plus all military and other incidental ex
penses. No surplus for genuine debt redemption wouldflow into the 
Treasury's coffers for the foreseeable future. The strategy was in
genious because it appealed so blatantly to one of the two conflicting 
views swirling about in the rival Jeffersonian camp. The Jeffersoni
ans hated a perpetual public debt, but they simultaneously detested 
high taxes. In the 1780s their hatred for debt was the stronger emo
tion; indeed, they were even prepared to suffer high taxes in the 
short run in order to sink the outstanding principal. The aim, of 
course, was to revert as soon as possible to the idyllic world of low 
taxation that had prevailed during most of the colonial era. But 
after more than a decade of abnormally high taxes linked to the 
past war, the debt-averse Jeffersonians were ready for a measure of 
long-term tax relief. 

Progress had been made at the state level, but the original fed
eral debt of $27 million was approaching $40 million and still 
mounting as a result of the accrual of unpaid interest. Despite 
the sacrifices of local taxpayers in some regions, state and federal 
indebtedness combined had changed little during the last decade. 
Hamilton's debt management policy signaled an end to exagger
ated retirement expectations; and, in turn, it promised a lighter 
tax burden distributed more evenly throughout the nation, which 
appealed to persons concerned about equity and fairness. Jefferso
nians temporarily gave up the dream of debt extinction in return 
for immediate tax relief plus the assurance that the resumption of 
interest payments would prevent any further unintended increases 
in the overall level of indebtedness through mounting arrearages. 

Hamilton was able to offer the prospect of a lower tax burden 
by proposing a debt package aimed at reducing the cost of pub
lic borrowing. The secretary proposed the issuance of an array of 
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new bonds that produced an effective interest rate lower than the 
6 percent stipulated on most of the public securities outstanding in 
1789. The plan was somewhat intricate, but it lowered the federal 
government's interest expense to under 4 percent on the outstand
ing principal through the 1790s. The federal domestic principal of 
$27 million retained the official 6 percent rate, but one-third of the 
bonds were not eligible to start collecting interest until 1800. 

Prior to Hamilton's presentation of his report to Congress, 
many informed congressional leaders, including persons drawn 
from across the political spectrum, believed the secretary might rec
ommend a partial repudiation of the accumulated past-due inter
est. Instead, he proposed full funding for the $13 million in ar
rears, including outstanding indents, but at a reduced interest rate 
of 3 percent. For the outstanding state debts assumed by the U.S. 
Treasury, Hamilton suggested this mixture: interest at 6 percent on 
four-ninths of the total immediately, interest at 3 percent on three-
ninths immediately, and interest at 6 percent on the final two-ninths 
beginning in 1800. The net interest cost was 3.66 percent through 
the end of the decade, rising to 5 percent in the next century. All 
the securities paying 3 percent were redeemable by the government 
at any time, but only a fraction of the 6 percents could be retired in 
any given year, irrespective of the size of the government surplus. 
Hamilton made the majority of the bonds in his funding program 
noncallable in any given year because he wanted to ensure that a 
market in U.S. government bonds would survive for up to thirty 
years at a minimum, thereby laying the groundwork for the issuance 
and trading of other securities. Otherwise, he feared that the Jeffer
sonians might seize control of the government sometime within the 
next decade or so and reintroduce a crash redemption program 
designed to pay off the whole national debt in a decade or so.13 

Hamilton hoped that the success of his funding program would 
soon produce market rates as low as those unilaterally imposed 
on frustrated debt holders by his department in 1790. Once Con
gress resumed interest payments on a regular basis, he anticipated 
a sharp decline in market yields on government loans, placing U.S. 
credit on comparable footing with the great European powers by 
the turn of the century. Again his judgment proved correct. Not 
long after the funding program went into effect, U.S. government 
bonds paying 6 percent interest traded at premium prices, and 
yields to investors had fallen to 5 percent or less by 1795. 

Hamilton had instituted the ultimate gradualist program. He 
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needed to raise tax revenues that amounted only to about 2 per
cent of U.S. national income in 1790 to meet the annual interest 
expense. Few state debts remained outstanding to drain away addi
tional tax dollars. After fifteen years of disruption and uncertainty, 
the treasury secretary had reestablished the continuity of American 
taxation policy; the low-level tax rates of colonial times were once 
again a reality. 

The federal government's debt structure in the 1790s was vastly 
different from its modern counterpart. In the late twentieth cen
tury, the U.S. Treasury financed the national debt through a host 
of securities with maturities ranging from short-term bills (three 
months), to intermediate notes (two years), and long-term bonds 
(thirty years). None of the government's debts in 1791 had fixed 
maturity dates. U.S. securities were essentially the equivalent of 
British consols, perpetual debt instruments introduced with great 
success by successive exchequers in the second quarter of the eigh
teenth century. Consols were an important factor in the overall 
structure of parliamentary debt, helping to finance persistent bud
get deficits over the decades; but securities with indeterminate 
maturations never constituted the whole of British indebtedness as 
was true of the American government under its new Constitution. 

Hamilton concluded that the most crucial element in support
ing the debt was the regular payment of scheduled interest. But to 
further enhance the new nation's credit standing, however, he also 
promoted in rather vague fashion the establishment of a sinking 
fund. Its purpose was to provide a measure of reassurance to debt 
holders concerned about the ultimate redemption of the outstand
ing principal. The general idea was to set aside revenues associated 
with a specific tax or with surpluses, when realized, associated with 
the operation of a specific government department—in the Ameri
can case the U.S. Post Office—and then to apply the funds to pur
chases of public securities in the open market.14 The interest earned 
by the sinking fund was, in turn, to be used to acquire more public 
securities. Finally, over a period of, say, twenty-five to forty years, 
the sinking fund would acquire virtually the entire public debt— 
at which point an executive branch of government would own all 
the liabilities of the legislative branch, so to speak, and the whole 
national debt could be blissfully canceled. (The monies accumu
lating in the social security fund in the 1990s represent a roughly 
similar proposition, although they are scheduled to be paid out to 
retirees after 2010.) 
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The monies accumulated in the sinking fund from year to year 
were supposedly considered inviolate; that is, they could not be di
verted by a legislative body at a later date for other expenditures 
but had to be devoted strictly to debt reduction. The creation of a 
sinking fund was one means of ameliorating an otherwise bad situa
tion, namely a debt structure with no regularly scheduled maturity 
dates. The Treasury's plan promised a high degree of flexibility 
since it took effect only under certain favorable conditions such as 
the realization of departmental surpluses. When deficits arose, the 
sinking fund purchases were automatically suspended. 

The implementation of a sinking fund as a mechanism for sys
tematically reducing national indebtedness dates back to a par
liamentary initiative in 1717. The British fund was operational 
through the 1720s and 1730s, and it achieved a certain measure 
of success in lowering the nation's public obligations by £6 million 
during a twenty-year period. Unquestionably, the fund was a fac
tor in promoting Parliament's good credit rating and lowering the 
cost of borrowing. With the military costs of maintaining and ex
panding the British Empire escalating after 1740, the temptation 
to raid the fund to gain access to additional financial resources— 
by selling its assets back to the general public or diverting its inter
est revenues to other purposes—proved irresistible. But under the 
urging of the indefatigable propagandist Dr. Richard Price, Prime 
Minister William Pitt rejuvenated the sinking fund in the 1780s. 
Monies were diligently used to acquire portions of the outstanding 
debt, while even more fresh borrowings in escalating amounts were 
simultaneously being negotiated on the other side of the ledger.15 

Financial historians have differed in their assessment of the 
motivations for the creation of a sinking fund for servicing the 
U.S. public debt. Some experts have cited the adoption of a sink
ing fund as clear evidence of Secretary Hamilton's devotion to the 
principle of the retirement of the national debt. He included a sink
ing fund in his proposals of 1790, shepherded it through the Con
gress, and later in his farewell statement when leaving the Treasury 
post in 1795 called for its vigorous application in the years ahead. 
Those actions, admirers of the Hamiltonian program have claimed, 
disprove the Jeffersonian charge that the treasury secretary was 
wedded to a permanent national debt. His support of the sinking 
fund allegedly indicates his genuine dedication to the traditional 
colonial principle of public debt eradication.16 

Other scholars have expressed a more skeptical attitude, and 
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I too have cast my lot with the doubting-Thomas camp. The lin
eage of skeptics includes Adam Smith, who observed in the Wealth 
of Nations in 1776: "A sinking fund, though instituted for the pay
ment of old, facilitates very much the contracting of new debts."17 

What Smith meant in that context is that the sinking fund was a 
means of maintaining a steady demand for public securities in the 
market, thereby holding up their price, lowering the cost of future 
borrowing, and paving the way for the government to float ever-
increasing amounts of new securities. For every dollar retired, so 
to speak, another two—or three or four—were added to national 
indebtedness. Biographer Forrest McDonald echoes the same skep
tical tone about Hamilton's motivations. In my view, the treasury 
secretary included a sinking fund provision in his financial pack
age because of its anticipated public relations benefits; he hoped it 
would influence positively the financial markets. News of its exis
tence might help in raising the prices of $70 million in public secu
rities with indeterminate maturity dates. If that was the intent, the 
plan worked marvelously well, since prices for the 6 percent bonds 
paying immediate interest quickly climbed above par value. 

A sinking fund could generate favorable publicity, while its prob
able impact on net federal indebtedness was deemed marginal at 
best since the Post Office was not expected to realize substantial 
surpluses over the years. Perhaps $100,000 annually might become 
available—a drop in the bucket. Something could be gained and 
little lost by creating a sinking fund, for its existence did not seem to 
threaten, but rather to enhance, the development of a thriving capi
tal market in governmental securities. In 1792 aggregate U.S. debt 
totaled $80.4 million. When Hamilton left office in 1795, the figure 
had risen to $83.8 million, and it essentially remained flat at $83 
million until the Federalists relinquished political power in 1801. 

Discrimination against Secondary Holders 

The political storm that surrounded Hamilton's funding program 
related to a substantive amendment offered by Congressman James 
Madison, who proposed that the Treasury Department discriminate 
between the original holders and final holders of federal securities. 
Hamilton and Madison had been longstanding allies in promoting 
the institutional changes necessary to create a strengthened national 
government, and their published essays defending the Constitu
tion had been instrumental in its ratification. In the 1780s, their 
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approach to most financial issues had been generally in harmony, 
thus Madison's effort to modify the implementation of his friend's 
comprehensive funding program caught most contemporaries un
awares. Historians have been perplexed as well; some have sug
gested that Madison was insincere in advocating discrimination and 
that he acted only to mend political fences in his home state of 
Virginia, where many constituents were agitated about reports of 
allegedly rampant speculation in public debts in the late 1780s.18 

Knowing his proposed amendments would fail to draw a majority— 
they garnered about one-third of the House vote—Madison was, 
by some accounts, simply grandstanding in an effort to appease his 
critics, rivals, and constituents back in Virginia. 

The issue that Madison raised on the Housefloor sparked heated 
debate in early 1790. Hamilton's message called for the issuance 
of new securities to whomever presented the old certificates for 
exchange, with the presenter receiving full value. But Madison 
offered an alternative method of distribution. He proposed that, 
in issuing new federal securities, the Treasury should devise a for
mula for dividing the proceeds between the original recipient of an 
outstanding debt certificate, whether in the 1770s or 1780s, and its 
final holder in all cases where the two names differed. 

Madison's recommended division was to offer secondary holders 
the highest market prices attained for their security issues at some 
arbitrary date, with the differential between those prices and nomi
nal face value of the securities refunded to the original recipients. 
Accordingly, both parties would realize some of the gains associated 
with the upswing in security prices that had occurred since the 
new federal government had been organized under the Constitu
tion. His suggestion ran counter to the terms explicitly printed on 
the outstanding debt instruments and the English law of contracts. 
Madison argued, however, that the situation was extraordinary be
cause of the exaggerated depreciation of the 1780s, and therefore 
it deserved an irregular but nonetheless more equitable solution. 
Many original holders had sold out to speculators at only a frac
tion of the face value of their certificates—discounts of 75 up to 90 
percent were not uncommon for some federal certificates. Those 
who had sold in desperation after Congress suspended interest 
payments had been shortchanged and treated badly, in Madison's 
opinion, and he urged the government to make some form of resti
tution. 

In that context it should be noted that Madison's amendment 
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offered nothing for any of the intervening holders—that is, tempo
rary owners between the initial and final owners—since determin
ing how many persons might fit into that category and at what price 
they should be compensated was simply impractical given the ab
sence of records related to multiple transactions. Meanwhile, even 
if the new securities were divided between the original and final 
holders of the certificates, most speculators would likely still real
ize a profit on their investments, although less than anticipated at 
the time of purchase. Under his plan both parties stood to gain 
something, and Madison extolled its overall fairness and equity. 

Hamilton objected vigorously to Madison's proposal. He cited 
law and precedent. The treasury secretary expressed particular 
concern about how potential foreign investors might react to such 
a major deviation from standard financial procedures. He feared 
it might discourage Europeans from purchasing American securi
ties in future years. This radical idea threatened to undermine the 
secretary's grand strategy for creating an active U.S. capital mar
ket. Hamilton rejected the unsavory speculative label, arguing that 
secondary investors in public securities were true patriots who had 
supported the credit of the national government when others had 
demonstrated little faith. Those patriotic investors deserved their 
just rewards since they had willingly borne the risk of partial or 
even full repudiation. But the key Hamiltonian argument was, to 
repeat, the sanctity of legal contracts and the well-established cus
toms and procedures governing the operations of European capital 
markets. 

The question of whether to include some form of compensa
tion for the original recipients of federal certificates in any funding 
bill that authorized the assumption of state debts prompted a vig
orous debate. The split in the House was largely sectional. Except 
for South Carolina, whose members favored immediate assumption 
without conditions, most southern representatives supported Madi-
son's proposal to discriminate between original and final holders, 
and they controlled enough votes to prevent the enactment of the 
Hamiltonian plan. Southerners knew that, during the last half de
cade, northern investors had acquired large volumes of federal 
securities originally issued in their region, and they resented the 
fact that those speculators would soon reap all the gains associated 
with funding. 

How the impasse was resolved ranks among the most famous 
backroom political deals in the nation's history, and three of the 
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nation's most prominent leaders were the main participants. Hamil
ton pledged to provide sufficient northern votes to create a new 
permanent capital city on the border between Maryland and Vir
ginia, as opposed to naming New York or Philadelphia. Madison 
and Jefferson agreed to withdraw their objections and to persuade a 
few southern representatives to change their positions on the fund
ing bill, thereby granting the treasury secretary virtually all the 
provisions that he wanted for the funding act.19 In this instance, 
Hamilton revealed another of his masterful attributes: the art of 
compromise. Although he had hoped in the mid-1780s for a re
vision of the Articles of Confederation that would produce a form 
of government more squarely under the control of the proper
tied classes, he was able to put his reservations about an excess of 
democracy aside and write numerous articles favoring ratification 
of the Constitution. When compromise was called for again in 1790, 
Hamilton calculated that creating a strong capital market for the 
United States was more important for the nation's survival than 
the final location of the federal government. Thus, he was ame
nable to negotiating a swap of votes linking assumption with the 
establishment of the District of Columbia. 

Hamilton held out for nondiscrimination and assumption, and 
hefinally won in the political arena. Final holders received full value 
in new government securities irrespective of the acquisition price, 
while most of the unredeemed state securities became the immedi
ate obligations of the U.S. Treasury. This review of the confronta
tion between Madison and Treasury Secretary Hamilton provides 
the proper foreground for tracing developments in the emerging 
American capital market with reference to the trading of public 
securities in the 1780s. The definitive historians remain E. James 
Ferguson and Whitney Bates, and their publications have outlined 
the parameters of these developing markets. 

In heated congressional debates, advocates of discrimination 
between original and final holders cited recent reports of ram
pant speculation in public securities and lamented the prospect of 
parasitic speculators making quick and "undeserved" profits at the 
expense of impatient and ill-informed holders who had sold out 
perhaps a little too hastily—that is, just prior to when the federal 
government was on the verge of resuming interest payments on its 
outstanding obligations. The critics of speculative activity had in 
mind mostly the flurry of transactions in 1788 and 1789, after ratifi
cation of the Constitution; but trading in government securities had 
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occurred throughout the 1780s. Many of the initial recipients of fed
eral certificates transferred their rights to third parties for cash or 
other assets; and many of the latter, in turn, sold their security hold
ings to subsequent rounds of investors—sometimes realizing gains 
but at other times suffering losses. Since no records of intervening 
sales and purchases were maintained, it is not possible to know what 
percentage of securities in the hands of final holders were acquired 
from original holders versus other intermediary investors.20 

The best guess, however, is that the vast majority of transactions 
from ratification until Congress adopted the funding program in 
August 1790 occurred among secondary holders. Presumably, few 
of the original holders who retained their securities through the 
bleak mid-1780s decided to dump them in the final months before 
the funding program took effect. In other words, it seems unlikely 
that more than a handful of original owners were among those who 
missed profit opportunities by selling out to speculators in 1789 
and early 1790, the assertions and lamentations of Madison and 
his legislative supporters notwithstanding. Speculators who profited 
the most did so largely at the expense of their less informed or less 
audacious counterparts who made different judgments about the 
risks and rewards associated with continued ownership of debt cer
tificates at prevailing market prices in the period from ratification 
through the implementation of funding. 

Three main types of federal debt instruments were traded in the 
1780s, and they tended to command differing prices in the market
place. The three categories were bonds ($11.6 million), certificates 
($17 million), and indents ($3.6 million). Those obligations hit their 
lows sometime in the mid-1780s and then rose in price, although at 
differing rates, starting with the calling of the constitutional conven
tion, ratification by nine states, the submission of Hamilton's report 
in January 1790, and congressional approval of the funding pro
gram eight months later. The most highly regarded federal secu
rities were the bonds sold directly to investors for cash—for specie 
at first and later for depreciated currency that was subsequently 
readjusted to a specie basis. 

Contemporaries believed bond obligations would claim first call 
on future congressional surpluses and that redemption at par was 
highly likely. Still, market prices for bonds fell precipitously after 
Treasurer Morris suspended interest payments on the domestic 
debt in 1782. Yet they rarely fell below twenty-five cents on the dol
lar even in the darkest days of the mid-1780s. As plans for the new 
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government moved forward after 1787, the prospects for redemp
tion improved significantly, and the bonds had climbed back to 
near par by 1790. Bond owners were generally wealthier individu
als who were accustomed to holding portfolios of financial assets, 
and Treasury Department records indicate that high-value instru
ments remained in the hands of original holders more frequently 
than other securities. 

Debt certificates issued to soldiers and military suppliers were 
seen as obligations likely to claim a second call on congressional 
coffers, and they traded at lower prices than bonds. Many traders 
worried that the instruments might suffer partial repudiation, and 
those fears were reflected in the marketplace. Certificates sold for 
as low as ten to fifteen cents on the dollar at their low point, and 
even as late as 1789 they had not risen much above the level of fifty 
cents. Most of the speculative activity in 1789 and 1790 centered on 
the $17 million in debt certificates. Indents were also considered 
vulnerable to repudiation, and they too traded at prices lower than 
bonds. As it happened, outstanding indents were fully funded, but 
at the 3 percent rate associated with the arrearages of interest on 
the federal debt.21 

Who exactly maintained active markets in these securities is dif
ficult to state with any certainty except in Philadelphia, Boston, 
and New York, where several firms were involved in negotiating 
sales. Some even advertised their brokerage services and announced 
their willingness to trade on their own account. Elsewhere, scat
tered mercantile firms around the country presumably negotiated 
transactions in debt instruments on an irregular basis. Despite their 
ad hoc nature, markets in public securities existed after 1783 in all 
thirteen states, according to Ferguson. 

Most of the original holders of federal certificates who sold out 
to secondary investors likely did so soon after receiving them in 
payment for goods or services. The vast majority of the $11 million 
in securities issued to common soldiers when the Continental army 
disbanded in 1783 quickly passed into other hands.22 The same was 
true of persons who received certificates totaling about $6 million 
in payment for military supplies. Those citizens typically had little 
interest in holding financial assets, public or private, to an undeter
mined maturity date. They needed whatever cash could be raised 
immediately either to buy goods for immediate consumption, pay 
off private debts, or to invest in more tangible assets such as land, 
livestock, inventories, structures, or bonded workers. 
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The prices sellers received for federal certificates were undeni
ably extremely low in the early and mid-1780s. Ten to fifteen cents 
on the dollar was not uncommon. That sum was as much as in
vestors were willing to pay—and for good reason. The debts had 
no assigned maturity dates, just sometime in the future when Con
gress could secure the financial resources to make good on its obli
gations. Meanwhile, the Treasury could not even pay the current 
interest. Under the circumstances, an investment in federal obli
gations was highly risky, even if most holders believed full pay
ment, plus accrued interest, was fairly certain at some future point. 
Informed guesses about how many years might pass before Con
gress took action exerted a continuing influence over prices. In all 
financial calculations, the timing of future returns is invariably re
flected in market values. Present value theories hold that a given 
amount of money received in an earlier period is always valued 
more highly than the same sum received at a later date since the 
former can be reinvested to earn interest during the intervening 
months. Eighteenth-century financiers did not resort to the sophis
ticated formulas routinely used by modern analysts to evaluate the 
timing of returns on investments, but they nonetheless were famil
iar with the general principle that monies received within a few days 
were more valuable than identical amounts collected years into the 
future. 

This mildly technical discussion leads directly to a perennial 
historical question: were the original holders of government securi
ties who sold out to secondary investors unduly exploited and thus 
entitled to additional compensation in 1790? Most modern finan
cial analysts would argue in the negative—opposing Madison and 
supporting Hamilton. Let us assume that on average sellers of cer
tificates received about twenty-five cents on the dollar from 1783 
to 1785. For example, the soldier who received $25 for certificates 
with a face value of $100 in 1784 had the use of that money for 
seven more years than the investor who was forced to wait until the 
resumption of interest payments in 1791. If the soldier invested the 
money in productive assets that returned 8 percent compounded 
annually, by 1791 the proceeds from that sale would have climbed 
steadily in value to about $43. Meanwhile, the investor in the sol-
dier's certificates received no interest payments or any other form 
of remuneration during those same seven years. 

When investors swapped their claims on the states for new fed
eral securities, they received an investment package consisting of 



228 THE EARLY NATIONAL ERA 

three components: first, securities covering two-thirds of the origi
nal principal that paid 6 percent immediately; second, securities 
covering one-third of the principal that paid 6 percent starting 
in 1801; and third, securities paying 3 percent immediately that 
covered the interest in arrears since 1782. Only bonds in the first 
category rose in price to face value ($100) and above in 1791. The 
bonds in the second and third categories traded in the range of $60 
to $70, or thereabouts. If we assume that the market value of the 
entire package of securities held by a given speculator in 1791 — 
which included past-due interest—averaged approximately $130, it 
follows that the present value of that investment seven years earlier, 
again assuming an 8 percent discount rate, was roughly $75. Under 
those conditions, the adjusted profit realized on a speculator's $25 
purchase in 1784 was $50, not the $75 difference in unadjusted dol
lars. Of course, some speculators acquired debt certificates at even 
lower prices than twenty-five cents on a dollar, and they, in turn, 
earned higher rates of return. 

Further reflection suggests that perhaps lower adjusted profits 
accrued to most investors. The investor had no means of determin
ing when interest payments would be resumed and at what rates. 
Indeed, if political considerations had delayed the resumption of 
interest payments for four additional years—until 1795—then the 
adjusted investment value of the exchange at the same 8 percent 
discount rate would have fallen to $55, which brings up another 
related issue. Were the risk and reward assumptions the same for 
buyer and seller in 1784? Probably not. If the investor's rate of 
return expectation is raised to 15 percent to compensate for uncer
tainty about the timing and adequacy of funding, then the adjusted 
value of the investment in 1784 falls to $49; at 25 percent the ad
justed value drops to $28 and produces a generally fair and equal 
exchange between original holder and secondary buyer. I believe 
the 25 percent criterion is reasonable under the circumstances and 
therefore have concluded that little exploitation of original owners 
occurred. Viewed from another angle, investors in public securities 
from 1783 to 1785 had no superior knowledge about when their 
investments were likely to rise in value, and there was consider
able evidence to suggest that the process might take several more 
decades. Overall, it seems fair to conclude that in most instances 
the actual profits realized on speculative investments were a far cry 
from the exaggerated multiples alleged by Madison and his sup
porters. 
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Madison pointed to an allegedly gross inequity between the 
financial returns realized by original holders of federal debt instru
ments who sold prematurely and the returns of secondary investors 
who held to 1790. However, modern techniques have narrowed 
that gap—and perhaps even eliminated it altogether, depending 
on varying assumptions about the profit and risk expectations asso
ciated with investments in the federal debt and other forms of pro
ductive assets in the mid-1780s. Madison erred on two accounts. 
First, like many contemporaries unaccustomed to analyzing finan
cial data (plus many people in the late twentieth century as well), he 
failed to consider fully differences in the timing of financial returns. 
Secondly, most of the trading in government securities in 1789 and 
1790 occurred among secondary holders themselves. Some decided 
to take their profits on federal certificates, which had risen, for 
example, from thirty cents on the dollar in 1789 up to the fifty-
cent level in 1790. Numerous prudent investors feared that political 
rivalries might delay actual funding for several more years, lower 
the final interest rates, or even produce partial repudiation. 

The most frenzied trading in public securities in the years just 
prior to funding occurred in the obligations of the states. Those 
obligations commanded widely differing prices, depending on the 
records of their respective legislatures in the payment of interest 
and retirement of principal. In states such as Pennsylvania and 
Maryland where debt reduction had proceeded generally on sched
ule throughout the 1780s, the prices of their securities remained 
reasonably close to par. (Indeed, nationalists in Congress found it 
discouraging to note that the credit standing in the domestic market 
of some of the nation's subunits in 1787 ranked vastly higher than 
that of the federal government itself.) In states that had had diffi
culty in generating sufficient tax revenues to service their debts—as 
in Massachusetts and the two Carolinas—the prices of their public 
securities had fallen to very low levels by the late 1780s. 

As soon as rumors about the possibility of an immediate assump
tion of state debts began to circulate—that is, years in advance of 
the final report of the interstate settlement commission—the trad
ing in heavily discounted state securities picked up and prices began 
to move upward. Still, as late as the fall of 1789, just prior to the 
release of Secretary Hamilton's report to Congress, various securi
ties issued by Massachusetts, Virginia, and the two Carolinas could 
be bought for as little as ten to thirty-five cents on the dollar. Here 
was an opportunity for genuinely quick and substantial profits. By 
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this late date Hamilton had been named treasury secretary and the 
risks of governmental inaction had significantly diminished. The 
rewards were potentially great if the prices of securities climbed 
to within striking distance of par over the next few months—as 
actually happened by 1791. 

Historian Whitney Bates has chronicled the vigorous purchasing 
programs of several prominent northern investors in the debts of 
three southern states—Virginia, North Carolina, and South Caro-
lina—in 1789 and 1790. For the three states combined, out-of-state 
investors ended up holding slightly more than half of their federally 
funded state debt, which totaled $8.6 million. Virginia, the most fis
cally responsible of the group, had the least nonresident holders of 
its outstanding debt—just under one-third. The percentage of non
resident investment was highest in North Carolina securities—more 
than 80 percent—in part because the state hesitated before enter
ing the union in November 1789, and many local holders decided 
to sell out in the face of a rise in prices that might not be sustained. 
A mere eighty investors who put up $10,000 or more accounted for 
90 percent of North Carolina's out-of-state holdings. 

Merchants in the large port cities of Baltimore, Philadelphia, 
and New York who had decided to specialize, at least temporarily, 
in financial services maintained fairly steady markets in these issues 
after 1788. In cooperation with their agents in southern commercial 
centers, they bought and sold for their own account and performed 
brokerage functions for third parties. New York City was the hub 
for speculation in southern state debts. Among the major investors 
and traders were two firms headed by Andrew Craigie and William 
Constable; in the latter instance the ubiquitous Robert Morris was 
listed as a partner. About 5 percent of the aggregate debt of the 
three southern states was acquired by foreign investors, with British 
residents claiming $347,000 of the total $428,000. 

The group of speculators who bought state debts during the 
eighteen months prior to funding realized the greatest percentage 
returns on their investment. In fact, profits could be made after 
Hamilton's proposal to fund the state debts was first announced 
publicly in January 1790, after congressional passage of the funding 
bill that summer, and also during the intervening months before 
actual implementation. Why did profit opportunities last so long? 
One explanation suggests that some holders, after waiting years for 
interest payments in specie, remained skeptical about the federal 
government's ability to generate sufficient tax revenues to make 
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its intentions a reality. Another factor was likely persistent worries 
about the outlook for interest rates on any new issue of U.S. secu
rities. Hamilton boasted that yields would eventually fall to around 
4 percent, and that was fast approaching by mid-1791 —even sooner 
than the secretary could have anticipated. But in late 1790, no one 
could be sure how the market might receive the $70 million in new 
domestic debt. Some astute traders believed that yields might settle 
in the range of 8 to 10 percent, in which case the prices of the high
est quality Treasury bonds, those with coupons paying $6 annually 
for each $100 in principal, would fall below face value and into 
the price range of $60 to $75.23 Instead, prices climbed to more 
than $120 by June 1791. One of the main reasons speculators in 
federal and state securities in the 1780s generally came out ahead 
was that yields to investors on U.S. government bonds almost im
mediately settled in the 4 to 6 percent range after funding. Only 
in England and Holland were contemporary national governments 
able to borrow at comparably low rates. 

A key factor to remember in this context is that the volume of 
trading in the fledgling American capital market was already heat
ing up in the late 1780s—well in advance of Hamilton's program 
to create a more sustained and substantive market for public secu
rities. In one bold stroke the treasury secretary had formulated a 
financial program that elevated the credit rating of the relatively 
new United States to first rank among nations. Almost all of the out
standing debts of the political subunits—the several states—were 
cleared away, although moderate amounts remained in some locales 
even after assumption. Just as the former colonies had escaped a 
heavy debt burden within a decade after the Seven Years' War, their 
successor states were in roughly an analogous position less than 
ten years after Yorktown. Taxes at the state level plummeted every
where in the 1790s—as they had from 1765 until the Declaration of 
Independence. Meanwhile, the federal government had assumed 
the burden of a debt of $70 million; and a lively, functioning capital 
market consisting primarily of U.S. government bonds but supple
mented by shares in the new First Bank of the United States, plus a 
small assortment of public and private securities, had rather quickly 
taken shape. 

By the last decade of the eighteenth century, the U.S. govern
ment was issuing bonds with indefinite maturation dates, virtually 
the same as British consols, with the prospect that portions of its 
existing debt would remain outstanding for at least thirty years 
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and possibly much longer. Only 2 percent of the principal of the 
outstanding bonds carrying a 6 percent interest rate was eligible 
for recall and redemption in any given year, irrespective of bud
get surpluses. The Hamiltonian fiscal program was fully in place 
by 1792 and already basking in its glory since the yields on U.S. 
securities had fallen to within the secretary's target of 4 percent 
by the end of Washington's first term. The gradualist approach to 
debt reduction had lowered the tax burden to tolerable levels and 
simultaneously produced a nascent capital market at the national 
level. That strategy remained intact through the Federalist presi
dencies of Washington and Adams, but it was steadily eroded after 
Jefferson assumed office in 1801. 

To generate the revenues to cover the interest on the national 
debt during the 1790s, Hamilton proposed a tax program noted 
primarily for its light burden on citizens. He hoped to raise about 
$5 million for the federal government annually, with up to $3.5 
million of that amount, or 70 percent, required to maintain inter
est payments on the debt. The $5 million figure represented only 
about 2 percent of GNP in 1792, an extremely low tax burden for 
a central government in comparison with contemporary European 
standards. The level of taxation recommended to Congress in 1790 
was firmly in line with the colonial tradition of imposing minimal 
taxes during peacetime. That was one feature of the overall Hamil
tonian financial program with which the Jeffersonian contingent 
could readily identify. The Federalist party staked its reputation on 
its ability to avoid the repudiation of any of the outstanding prin
cipal of remaining federal and state wartime debts as of March 
1789, while simultaneously holding down taxes to modest, tradi
tional levels. 

As the prime source of federal tax monies, the treasury secretary 
decided on the tariff—a tax on imports. The system was easy to ad
minister through customs houses in major ports, and the incidence 
of taxation was conveniently hidden from consumers in the final 
prices they paid for foreign goods. The imposition of a federal tax 
was expected to help in lowering rates at the state level where levies 
were applied chiefly to properties and persons (polls). A uniform 
national tax was touted as being more geographically equitable. 
That argument had merit, but remnants of inequity remained since 
its incidence fell thereafter on the shoulders of the purchasers of 
imported goods—mostly the middle and upper classes. The tariff 
act prescribed differing rates on various goods and on the distances 
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goods traveled before reaching American shores. Included in the 
bill were some mildly protectionist features, but the aim was to gen
erate revenues equal to about 10 percent of import values. 

Hamilton's plan was fundamentally a resurrection of the impost 
bill that Superintendent of the Treasury Robert Morris had pro
posed under the Articles of Confederation in the early 1780s. After 
Morris had failed to obtain the unanimous consent of all thirteen 
states, the original plan never went into effect. Hamilton came back 
to Congress roughly a decade later with the same strategy, but he 
asked for tariff rates twice as high, and now he needed only a ma
jority in both houses to gain passage. The rates initially enacted 
failed to generate sufficient funds for the central government to 
pay the interest on the outstanding debt and other incidentals, how
ever. Customs receipts were so low in 1791 and 1792 that Hamilton 
convinced Congress to approve a slight increase in overall rates. In 
1793 tariff revenues jumped by a quarter, up to $4.3 million, and 
they revealed a fairly steady upward trend thereafter. The over
all federal tax burden remained relatively light, however. The free 
white population paid, on average, only about $1.25 each—a figure 
less than 3 percent of per capita income. 

Two years after presenting his congressional report on the pub
lic credit, Secretary Hamilton submitted a second report on the 
status of manufacturing in the new nation in December 1791. 
Among his recommended policies to promote manufacturing were 
high tariffs on certain "infant industries" until manufacturers could 
reach a level of reasonable international competitiveness. Some his
torians have asserted that Hamilton was an avowed protectionist 
who was more than willing to provide indirect public subsidies to 
budding manufacturers through high tariff walls. But a careful 
analysis of his actions in the 1790s suggests that Hamilton's support 
was mainly rhetorical, not substantive. While strongly committed to 
promoting the industrial sector in the abstract, as a practical matter 
Hamilton simply could not afford to forego the collection of reve
nues on virtually every class of goods passing through American 
ports. If tariff walls locked out some items, then the lost revenue 
would have to be made up elsewhere. He wanted industry, yes, but 
creating a thriving American capital market was his first priority; 
and to accomplish that outcome, the secretary had decided to gen
erate a steady flow of customs duties to cover the government's 
interest payments. 

The revenue bill that Congress enacted in 1790 also included in
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ternal excise taxes on alcohol, plus small levies on an assortment of 
items. Excise taxes were designed to pull in perhaps $500,000 annu
ally, or less than 15 percent of anticipated federal revenues. A key 
reason for their implementation in the early 1790s was to establish 
a precedent for the enactment of internal federal taxes. An astute 
follower of trends in British taxation, Hamilton undoubtedly knew 
that excise taxes had become a huge source of parliamentary reve
nue during the eighteenth century, and he wanted to keep them 
on the books as a possible source of future monies. British taxes 
on beer and spirits were major revenue producers after 1750. The 
U.S. rate on whiskey, up to thirty cents per barrel, was an anomaly 
in the American context—an instance of a genuinely highly visible 
rate on a specific product. It generated about $350,000 in revenues 
in the mid-1790s, but cost from $50,000 to $100,000 to enforce. 

Vigorous efforts to collect taxes on distilled spirits led to the 
so-called Whiskey Rebellion in western Pennsylvania in 1794. The 
outbreak provided the Washington administration, urged on by a 
militant Secretary Hamilton, with a golden opportunity to demon
strate its commitment to suppressing domestic disorder. The U.S. 
army routed the frontier distillers, but the Federalists handed their 
political rivals a recurring campaign issue for upcoming elections. 
Indeed, President Thomas Jefferson had eliminated all excise taxes 
by 1805. 



11

The First Bank of the United States 

•I* •!• •!• 

T-HE SECOND pillar in Secretary of the Treasury Alexander Hamil-
JLH ton's grand strategy for developing an American financial sector 

that would one day rival the money centers in England and Holland 
was the creation of a large nationally chartered financial institu
tion. The capitalization of the Bank of the United States was $10 
million—an enormous sum by contemporary standards. The Bank 
of North America, by comparison, had started in 1782 with a capi
tal of only $400,000. By July 1791, when the First BUS opened 
its books for stock subscriptions, the total capital of the five state 
banks already operating in Boston, Philadelphia, New York, Balti
more, and Providence was less than $3 million combined. Through
out the life of its twenty-year charter, the First BUS remained the 
nation's largest business enterprise; but its initial overwhelmingly 
dominant position in American commercial banking was steadily 
eroded because of the establishment of more than one hundred 
state-chartered institutions. When the First BUS wound up its af
fairs in 1812, its capital accounted for less than 15 percent of the 
aggregate American investment in the commercial banking sector. 

As most historians have claimed during the last two centuries, 
the First BUS was inspired by the example of the Bank of England. 
Yet some important differences existed in the organizational struc
ture and scope of operations of the two banks. The Bank of England 
had been established in 1694 to serve almost exclusively the needs of 
the national government, including not only the granting of short-
term loans to smooth over temporary cash shortages but also con
tinuing the support for the intermediate- and long-term debts of 
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the Exchequer. During the eighteenth century, most of the earning 
assets in the Bank of England's portfolio were consols and other 
debt obligations with maturity dates of one year or longer. By pro
viding a steady demand for parliamentary debt issues, the English 
bank supported security prices, lowering yields and interest rates as 
a consequence—thereby providing Parliament with the leeway to 
finance a long series of persistent budget deficits. Operating under 
a corporate charter from Parliament, ownership was strictly a pri
vate affair, which theoretically made its directors and managers less 
subject to political pressures; and its shares traded regularly on the 
securities exchanges in London and later Amsterdam. 

The fundamental difference between the First BUS and its En
glish counterpart was that the American version was a mixed enter-
prise—both in terms of its ownership pattern and the range of 
customers served. The U.S. government reserved the right to ac
quire 20 percent of the shares, yet it agreed to waive voting rights 
in stockholders' elections for members of the board of directors (a 
provision altered in the charter for the Second BUS in 1816). The 
government did reserve, however, the right to inspect the bank's 
books regularly. The treasury secretary was authorized to request a 
balance sheet listing assets and liabilities as often as once per week. 

The United States decided to deviate from the practice in En
gland and allow partial public ownership for several reasons. Some 
have explained the public-private mixture as one means of assur
ing that the federal government would have ready access to credit 
facilities. With a bank capital so large relative to the size of contem
porary business firms, the U.S. government loomed from the outset 
as one of the most welcome customers at the discount window. It 
alone had the capacity to negotiate loans totaling in the hundreds 
of thousands of dollars or even millions—loans that could generate 
large inflows of interest revenues with little administrative work, 
provided, of course, the new federal governance system proved 
workable and the Treasury Department could raise sufficient tax 
revenues to keep its head above water. 

The fractional public ownership was motivated in part by the 
desire to maintain some degree of continuity with the colonial heri
tage of legislative loan offices. During the half century before inde
pendence, those publicly owned financial institutions managed by 
public employees produced steady profits that alleviated the burden 
on taxpayers. Many political leaders wanted to preserve a measure 
of that tradition of public involvement in the financial sector. Thus, 



 237 The First Bank of the United States

in an attempt to forestall criticism that the proposed national bank 
would cater strictly to the "selfish" interests of wealthy urban in
vestors, as opposed to the welfare of ordinary citizens, Hamilton 
recommended a mixed enterprise—government ownership of 20 
percent of the shares with 80 percent going into private hands. 

Critics bemoaned the fact that private investors would reap the 
vast majority of the bank's anticipated profits in contrast to the 
institutional arrangements that had existed in every colony prior 
to political independence. The opposition raised a pertinent issue 
since the former loan offices had generated sufficient interest reve
nues to make substantial contributions to legislative budgets in sev
eral locales. In the colonial era, the loan offices had been viewed as 
mechanisms for introducing currency into the economy, expanding 
the credit available for capital building, and, equally important, pro
ducing a steady revenue for provincial governments. Later, through 
investments in bank stocks, chartering fees, and annual taxes on 
bank capital, state legislatures were able to recapture a share of 
that lucrative source of revenue derived from the financial services 
sector. 

To thwart possible objections, Secretary Hamilton was able to 
assure Congress that, according to his plan, a portion of the bank's 
dividend payments would come directly to the U.S. Treasury and 
accrue to the benefit of taxpayers. He also pointed out that divi
dends from the government's investment in bank stock would aid in 
reducing the overhanging wartime debts. As it happened, though, 
the first obligation that required repayment was the bank's loan to 
the Treasury of the entire $2 million purchase price for the acqui
sition of its quota of five thousand shares of stock over a scheduled 
ten-year period. 

The movement toward privatizing banking services was already 
well under way by the early 1790s. However, many voters were 
not yet prepared to forego public ownership and governmental in
volvement at the federal level, especially in light of the constitu
tional prohibition on new issues of paper currency by state legis
latures or their agencies such as mortgage loan offices. The mixed 
banking enterprise, which remained prevalent throughout the early 
decades of the nineteenth century at the state level, was another 
compromise between the proven, but now outlawed, practices of 
earlier decades and the promise of an ever-expanding financial sec
tor based primarily on the initiatives of private citizens. The First 
BUS was predominantly a private institution, but it retained an ele
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ment of governmental ownership—at least until President Thomas 
Jefferson, who had challenged the bank in 1791 on constitutional 
grounds, decided to wash his hands of the whole affair and unload 
the remaining 2,220 shares of the government's stock holdings in 
1802. Jefferson authorized the sale to Baring Brothers, the eminent 
English merchant banking firm, at a premium of 45 percent over 
par, earning a tidy profit of $670,000.1 

Despite the contemporary criticism about his Anglophilia, Sec
retary Hamilton did not envision the First BUS serving as the 
handmaiden of an expansive government in a fashion similar to 
the role played overseas by the Bank of England. While he an
ticipated relying on the national bank for assistance in financing 
temporary shortfalls in the collection of tax revenue, the secretary 
was not expecting the First BUS to accumulate millions of dollars 
of unpaid loans without assigned maturity dates in its portfolio of 
earning assets. Although he had no plans to reduce the principal 
of the funded debt by any significant degree in the foreseeable 
future, Hamilton likewise did not anticipate a series of large bud
get deficits in the 1790s that would cause the national debt to rise 
to even greater heights. Of course, the possibility existed of being 
drawn into a major military confrontation with one of the Euro
pean powers, which might elevate the national debt—as happened 
two decades later during the War of 1812. Nonetheless, Hamilton 
did not envision the First BUS as an institution that would provide a 
convenient vehicle for expanding the debt-carrying capacity of the 
federal government. That aspect of the Bank of England's status 
in the English financial system was not part of the overall strategy 
in formulating the details for the establishment of an American 
national bank. 

To make that fact plain to all, the charter terms expressly pro
hibited the First BUS from adding long-term government securities 
to its portfolio beyond the contributions of stockholders—an effec
tive limit of $8 million. The bank could sell the bonds acquired 
from stockholders who submitted them as partial payment for stock 
subscriptions, but liquidated federal securities could not be subse
quently repurchased. That provision alone virtually guaranteed that 
the First BUS would not evolve into an engine fueling the growth of 
the national debt. Hamilton always had one ear tuned to the warn
ings of critics who were suspicious of the motives of allegedly avari
ciousfinanciers. Therefore, he voluntarily placed severe limitations 
on the latitude of bank directors—limitations that were designed to 
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preclude the federal government's reliance on the First BUS to soak 
up millions of dollars in additional long-term debt. Promoting eco
nomic stability—as an antidote to the instability of the 1780s at the 
federal level—was the prime Federalist motivation for establishing 
a national bank in the early 1790s. 

As it happened, the bank's creation proved timely because the 
Treasury was forced to rely fairly heavily on its resources for inter-
mediate-term funding in the early and mid-1790s. The bank loans 
had assigned maturity dates, and Hamilton's successor made a sin
cere effort to clean up the bank debt before the end of the century. 
Hamilton was forced to resort to bank financing soon after the 
bank's doors opened in December 1791 because income from the 
tariff, which provided the bulk of federal revenues, proved lower 
than anticipated, and expenses were somewhat over budget. The 
initial government loan in May 1792 was for a modest $400,000. But 
later the secretary had to ask for more financial assistance. During 
the next few years, military expenditures rose to cover increased 
costs on several fronts: conflicts with Indian tribes on the frontier, 
raising an army to quell the Whiskey Rebellion in western Pennsyl
vania, and a naval construction program designed to meet threats 
at sea from warring European states. 

By 1796 loans to the federal government totaled $6.2 million— 
more than 60 percent of the bank's capital—and the new treasury 
secretary, Oliver Wolcott, was pressed by bank directors for repay
ment of at least a portion of the $4.4 million coming due during the 
next twelve months. After considering and rejecting the possibility 
of floating a new public issue of $5 million in long-term securities 
to refinance the bank loan, the Treasury decided instead to sell off 
some of its stock holdings in the First BUS and apply the money to 
bank loan reduction. Altogether, the government sold twenty-eight 
hundred of its shares in the First BUS, more than 55 percent of 
its holdings. The entire proceeds of $1.5 million, which included a 
profit of $380,000 because of the premium price at which First BUS 
stock traded in the financial markets, was turned over to the bank. 

In 1798 and 1799, the Treasury went ahead with the earlier 
plan to issue new securities, and it used the proceeds from the new 
issues to reduce its outstanding bank debt to less than $3 million. 
Because of the tense political situation surrounding American rela
tions with France and Britain, potential investors in the 1799 loan 
would not subscribe until the interest rate was raised to 8 percent, 
a much higher rate than the Treasury had paid in the past. In
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deed, the rate was nearly double what Hamilton had forced upon 
debt holders in the early 1790s.2 Soon thereafter financial condi
tions noticeably improved. Budget surpluses in the early years of 
the Jefferson administration gave Secretary of the Treasury Albert 
Gallatin sufficient funds to pay off the bank debt in its entirety. 

The First BUS also differed from the Bank of England in terms 
of the mix of public versus private paper in its loan portfolio. The 
bank directors started pressing the Treasury for curtailment of its 
loans in the mid-1790s in large part because of the heavy demand 
for credit facilities from private borrowers. Beginning with the John 
Adams administration and solidifying with the election of Thomas 
Jefferson in 1800, the bank steadily shifted its customer base away 
from a heavy reliance on government toward the mercantile sector. 

During its second decade of operations, the First BUS became 
almost exclusively a commercial bank—in the true sense of the 
word—and its loans to the U.S. Treasury were much less important.3 

From 1800 until the War of 1812, with the exception of the em
bargo year of 1809, the Treasury ran consistent surpluses and thus 
had no need for bank financing. The First BUS had the flexibility 
to shift its primary orientation from accommodating the needs of 
the U.S. Treasury to granting loans to private parties in the eight 
port cities in its branch network. 

The evidence is not clear about whether Hamilton, on an intel
lectual plane, intended the First BUS to serve mainly the credit 
needs of government or to meet the requirements of private busi
ness firms. Perhaps he had in mind equal or flexible accommoda
tions for both groups, which explains the request for such a large 
initial capitalization. In public reports and pronouncements, he 
cited the inherent advantages for all economic units—merchants to 
farmers to legislatures. As an abstract political and economic theo
rist, Hamilton was free to consider a whole range of possibilities for 
constructing the best possible environment for the new nation. But 
from a practical standpoint, his responsibilities as secretary of the 
treasury forced him to think of the First BUS mainly as an insti
tution on which he could lean heavily for assistance in establishing 
an impeccable credit rating for the United States among long-term 
investors in securities. He certainly expected to have first call on the 
First BUS' loanable funds. As treasury secretary, Hamilton could 
not afford to miss any interest payments on outstanding U.S. securi
ties without doing the nation's credit rating irreparable harm in the 
domestic and European capital markets. No prudent secretary—no 
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matter who it had been—including, dare I suggest, even Thomas 
Jefferson himself, once the constitutional debate had been settled 
and the bank had become a reality—could have, or should have, 
adopted any different attitude about the advantages of having so 
close at hand this powerful financial institution with the largest 
credit lines in the nation. 

A second default on interest payments after the adoption of the 
new funding program would have been an unmitigated national dis
aster, and the margin for error was small because of the uncertainty 
surrounding how much revenue would actually be generated by the 
tariff and excise taxes during the early presidential administrations. 
Hamilton had tried to hold tax rates as low as possible to promote 
the popularity of the new centralized governance system under the 
Constitution. As it happened, revenues were, in fact, slightly lower 
than required to pay the interest and meet all the other pressing 
government expenditures; and Hamilton, and his successor Wol
cott, turned on several occasions to the directors of the First BUS to 
provide the financial resources to keep the government solvent. The 
secretary was also able to raise additional funds simultaneously in 
the Amsterdam capital market. He might have been able to bring in 
even more money from the continent if necessary, but the presence 
of the First BUS was reassuring; it prevented the likelihood of too 
many sleepless nights worrying about how to stave off bankruptcy 
in the event of a major shortfall in tax collection. Robert Morris 
had not had similarly solid support in 1782—neither institutionally 
nor politically—and, of course, he was forced to suspend interest 
payments on all U.S. securities held in the domestic market. 

The desire to keep the First BUS as a more or less captive source 
of funding for the U.S. Treasury during the uncertainties of the 
1790s may go a long way in explaining one of Hamilton's policy 
positions that previous historians have listed as somewhat baffling, 
namely, his expressed opposition to the establishment of branches 
of the First BUS in other major commercial cities throughout the 
several states. Based on his nationalistic ideology, most historians 
calculated that Hamilton figured as a likely advocate of an exten
sive branch system that would extend the influence and power of 
the central government across a broad geographical expanse and 
tie together more tightly the nation's economy. The directors, who 
were elected by stockholders residing in all thirteen states, made 
the establishment of several branch offices one of the first items of 
business on their agenda at the board meeting of January 1792. 
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Four branches were opened that very year in New York, Boston, 
Baltimore, and Charleston, and they received an initial allocation 
of $1.28 million of the bank's capital. By 1800 those four branches 
claimed $3.7 million, or 37 percent, of the aggregate capital—with 
the New York office rising from $550,000 to $1.8 million. In later 
years, the directors added offices in Norfolk, Savannah, Washing
ton, and New Orleans. By 1805 the seven branches commanded 
slightly more than half the bank's capital resources and thus made 
more loans than the main office in Philadelphia. 

Like the widespread and persistent use of fiat currency in the 
colonial era, the adoption of a full-scale branching strategy was an 
innovative feature of the American financial services sector. The 
offices outside of Philadelphia performed all the main functions of 
the parent. No other contemporary business enterprise with such a 
sizable capital had created a branch network to dispense its services 
or market its goods. Administering a bank so geographically dis
persed presented unique and challenging managerial problems. As 
the vote of the directors so amply demonstrates, Americans were in 
an experimental mood in several respects in the late eighteenth cen-
tury—including the creation of a vast system of interstate branches 
in the field of commercial banking. Across the Atlantic Ocean, two 
Scottish banks operating under parliamentary charters had estab
lished branch offices throughout Scotland earlier in the eighteenth 
century, thus Americans were not the first to test the feasibility of 
the branching concept. Still the branches of the First BUS were 
spread out over a much larger territory than their Scottish counter
parts and had much more capital resources at their disposal. Ameri
can offices also possessed much more managerial autonomy under 
the auspices of local boards of directors that made independent 
decisions on loan applications. 

Hamilton opposed the branch system for several reasons—some 
stated publicly, others kept in reserve. He expressed openly his fears 
that the lack of management expertise in other cities, coupled with 
inadequate control mechanisms emanating from the main office 
in Philadelphia, might allow branch officers to make a sufficient 
volume of bad loans or take other questionable actions that could 
threaten the whole institution. Given the novelty of branch offices 
in banking firms and the relative novelty of commercial banking in 
general, that reservation seems fully justifiable. 

Among Hamilton's unstated reservations, because its utterance 
would expose publicly his Anglophilia, was the example of the Bank 
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of England, headquartered in London and possessing no branch 
offices. The English national bank admittedly accommodated the 
loan requests of a few wealthy mercantile customers, but it remained 
primarily an institution oriented toward serving the needs of the 
Exchequer. If adopted in the United States, a branch network had 
the potential of diverting the attention of bank directors away from 
what Hamilton saw as their primary task for the immediate future— 
namely, stabilizing the American political and economic system in 
the nation's capital, then located in Philadelphia. 

In addition, the treasury secretary may have retained some lin
gering doubts about the feasibility of two or more commercial banks 
operating profitably in a single market. A similar issue had arisen 
in Pennsylvania in the mid-1780s. Several concerned proponents 
of private commercial banking, among them Hamilton and Robert 
Morris, had questioned whether the Bank of North America, which 
issued convertible bank notes, could coexist with a revived state 
loan office that would issue unconvertible fiat currency or whether 
it could compete with a second privately funded commercial bank 
without causing both institutions irreparable damage. A plan to 
establish a rival bank had been quashed when its organizers were 
invited instead to invest additional capital in the Bank of North 
America. After considerable political controversy and the negotia
tion of a compromise solution, the public loan office in Pennsylvania 
eventually reopened its doors and, despite some trepidation, the 
bank suffered no negative consequences. 

Old fears about the consequences of competitive banking like
wise contributed to public debate in the spring of 1792 regarding 
the possible absorption of the three existing independent banks in 
Philadelphia, Boston, and New York into the First BUS.4 That ab
sorption strategy would have eliminated all the fancied problems 
associated with multiple banking. In addition, it would have given 
the First BUS a monopoly at the national level and conceivably 
would have resulted in protected markets everywhere in the United 
States, depending on how the several states treated future charter 
applications. 

Once Hamilton was reconciled to the creation of a branch net
work, he toyed with the idea of recommending the absorption of 
the Bank of New York, an institution he had helped to create in 
1784. His own holdings of bank stock in 1792 were minor, but he 
had influential friends who had a substantial stake in the Bank of 
New York. The secretary was plainly concerned about the loss of 
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U.S. government deposits, mostly linked to tariff collections at the 
customs house, that the Bank of New York would suffer once a 
branch office of the First BUS was functioning. But the thought of 
absorption soon passed, and with it went any possibility of creating 
a nationwide banking monopoly. If the absorption proposal had 
taken hold, the institutional development of the American financial 
services sector would unquestionably have been arrested. Instead, 
existing banks continued to thrive and compete with the First BUS, 
and during the next two decades many eager banking entrepre
neurs received charters for new institutions from their respective 
state legislatures. 

Hamilton may have also been worried that local resentment of 
the sudden presence of an out-of-state bank with exclusive inter
state branching privileges might turn local voters against the whole 
concept of a national bank or, worst of all, alienate them from the 
national government itself. In a society so suspicious of central au
thority, the branch offices would serve as a constant reminder of 
the financial power of a giant corporate enterprise chartered by the 
U.S. government, which many Americans, especially in the south
ern states, had argued was unconstitutional and therefore illegiti
mate. For a combination of reasons, therefore, Hamilton preferred 
to maintain the lower profile of a single Philadelphia office. Given 
the persistent opposition that the chartered national bank and its 
1816 successor encountered for the next four decades—political 
opposition that ultimately led to their untimely demise—the secre-
tary's hesitancy to attract too much unwanted attention through the 
strategy of branch banking, in retrospect, probably represented the 
wiser choice. 

Hamilton may have genuinely envisioned the First BUS devel
oping an active commercial business at some future date; but for 
the time being he did not want to risk the possibility that loan 
requests from hundreds of mercantile firms, large and small, in 
the branch offices might soak up a healthy share of its loanable 
funds in the mid-1790s. The bank was already extending credit 
facilities to Philadelphia merchants in competition with the Bank 
of North America, and a third commercial bank opened in the city 
in 1793. The treasury secretary needed to retain ready access not 
just to a mere several hundred thousand dollars in loan funds, but 
possibly to millions of dollars in the event tax collections did not 
match expected inflows and the revenue laws had to be adjusted— 
as occurred in 1793 when Hamilton sought and obtained a modest 
increase in tariff rates. 
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In retrospect, the outcome of the vote at the board of directors' 
meeting dismissing the secretary's objections to a system of branch 
offices was an important defeat. Coming on the heels of a long 
string of Federalist successes, it marked the initial victory in the 
JefFersonian effort to dilute the impact of the Hamiltonian financial 
program and to hold it in check. The rival Republicans were op
posed to the creation of an artificial national financial center ruled 
by the alleged narrow and selfish motives of stockjobbers and specu
lators; and the vote to break up the concentration of bank capital 
in Philadelphia was a step designed to prevent, or slow down, the 
movement to create a small-scale replica of London on American 
shores. The branching strategy was doubly welcome to Jeffersoni
ans because it transferred capital away from the political capital 
and out to cities in other states that hoped to mount challenges to 
the Philadelphia financial community. 

Hamilton got virtually everything he wanted during his first two 
and one-half years in office, but starting in 1792 his power to control 
events began to ebb. The pendulum swung slowly away from the 
principles of Hamiltonian finance during the remaining years of 
the decade and then picked up speed with the election of President 
Jefferson in 1800. 

Given the charter limitations on purchases of U.S. government 
securities in the open market, the closest link between the fund
ing of the national debt and the establishment of the First BUS, 
the two main pillars in the Hamiltonian program, was the provi
sion that allowed prospective owners to acquire shares in the new 
bank by paying one-quarter of the amount subscribed in specie and 
three-quarters in government securities. Based on that formula, the 
treasury secretary expected the bank to begin operations holding as 
much as $6 million in government securities, or about 8 to 9 percent 
of the outstanding federal debt in the domestic market. 

Subscriptions to First BUS shares were accepted from the pub
lic beginning on 4 July 1791, a date picked specifically because of 
its significance in the independence movement. The offering price 
was $400 per share, a high minimum designed to appeal exclu
sively to wealthy investors. The twenty thousand shares available to 
the general public were oversubscribed that very morning, proving 
that Americans had the willingness and capacity to create a finan
cial institution with a capitalization as large as $10 million. How 
times had changed! Just a decade earlier in 1781, sponsors found 
it difficult to raise a mere $400,000 to capitalize the Bank of North 
America. The proximity of Philadelphians gave them an advan
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tage in the acquisition of subscription rights, but local brokers and 
agents had worked for several months to solicit applications for 
shares from wealthy households in other states. Many residents of 
the other major port cities—Boston, New York, Baltimore, Charles-
ton—also invested substantial sums in the First BUS. 

The rush to purchase shares was reassuring on two fronts. It vir
tually guaranteed that the bank would get off to a flying start with 
specie inflows of approximately $2 million. At the same time, the 
mechanics of acquiring shares boosted the demand for U.S. securi
ties. The debt series paying 6 percent current interest was already 
trading above par, and the bank's stock subscription plan helped 
to sustain those elevated prices. With prices on the rise, prudent 
investors had incentives to own both U.S. government securities 
and shares in the federally chartered Bank of the United States. 
Indeed the date—4 July 1791—must rank as among the most cele
bratory points in Secretary of the Treasury Alexander Hamilton's 
distinguished career, and perhaps its pinnacle. His comprehensive 
plan for funding the national debt and creating a national bank 
with a large capitalization were both in place, and the economic 
and financial prospects for the nation under its new federal form 
of government had never looked so optimistic as in the summer 
of 1791. 

As promised in the treasury secretary's report of December 
1790, the First BUS also issued a highly acceptable form of paper 
currency which, thanks to the branching system, spread fairly widely 
throughout the United States. Its bank notes were convertible into 
specie at the branch of original issue, and they proved a useful 
medium of exchange and a reliable store of value.5 The directors 
considered the possibility of allowing the holders of bank notes 
issued by one office to exercise the conversion privilege at tellers' 
windows anywhere in the branch system. That proposition was dis
missed because of concerns that an unexpected inflow of currency 
might deplete local specie reserves and force a temporary suspen
sion of payments, which would likely damage the reputation of the 
bank.6 In regard to the volume of bank notes issued, bank directors 
emphasized safety by maintaining substantial reserves.7 For most of 
the period, the First BUS placed in circulation between $1.00 and 
$1.50 per capita for the nation's free population. Other chartered 
banks added to the supply of bank notes in circulation. In Economica, 
the contemporary statistician Samuel Blodget compiled estimates 
of the contributions of coin and bank notes to the money stock: 
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Metallic medium Bank notes Total 
(million) (million) (million) 

1792 $18.0 $11.5 $29.5 
1800 17.5 10.5 28.0 

Assuming those numbers are fairly accurate, the money supply for 
the free population in 1800 was $6.50 per capita, with bank notes 
contributing more than one-third of the total. 

The bank notes issued by the First BUS did not circulate freely 
among the general public, however, because the $5 minimum was 
high relative to prevailing income levels. Bank notes were used 
more commonly in the wholesale trade than in retail transactions. 
As in colonial times, the typical farmer and worker still relied on 
foreign coins in small to intermediate values for routine exchanges. 
(The U.S. mint played a minor role in augmenting the money stock.) 
The level of specie reserves that directors of the First BUS held 
against bank note liabilities is difficult to calculate with any pre
cision on a monthly basis because of the irregularity of the sur
viving data. Somewhere in the neighborhood of 50 to 80 percent 
seems a fair guess—a figure far more conservative than the prac
tices of many London goldsmiths in the seventeenth century and 
most state-chartered American banks. As a result, the First BUS 
made only modest net additions to the money stock through its 
issuance of currency. 

On the other hand, the bank accepted lodged deposits from 
governments and individuals, and it may have created deposits in 
the process of making loans to borrowers.8 Calculating the reserve 
ratio for the five dates listed in table 11.1 by combining deposit and 
bank note liabilities, the procedure routinely followed by modern 
banks, the figures range from a low of 23 percent to a high of 39 
percent, with 33 percent the overall mean. Those ratios represent 
a relatively safe and conservative figure for a large interstate bank 
with substantial responsibilities to the federal government and for 
the maintenance of monetary stability in general. The directors sac
rificed the potential of increased earning power by holding a tight 
rein on their institution's credit expansion. The holding of frac
tional reserves, nonetheless, permitted a threefold increase in the 
aggregate money supply—one of the advantages of a privatized 
commercial banking system cited by Hamilton in his public report 
of 1790. 

Whether by accident or design, bank directors steered a careful, 
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TABLE 11.1 
First Bank of the United States: 

Reserve Ratios on Selected Dates 
(in millions of dollars) 

A B C D E 
Reserve 

Deposits Bank Notes A +B Specie Ratio 

Dec. 1793 $3.3 $2.0 $ 5.3 $1.2 .23 
Jan.1799 5.2 4.1 9.3 3.0 .32 
Nov. 1801 8.4 6.5 14.9 5.3 .36 
Jan. 1809 8.5 4.5 13.0 5.0 .38 
Jan.1811 7.8 5.0 12.8 5.0 .39 

Source: Table compiled from data in James Wettereau, "New Light on the First Bank 
of th e United States," Pennsylvania Magazine of History and Biography (1937), 263—85. 

prudent course for the nation's largest commercial bank from 1792 
to 1811 both in terms of the volume of bank notes issued and the 
quality of its loan portfolio. Their managerial philosophy generally 
conformed with the policies later followed by Nicholas Biddle, the 
nation's premier national banker in the nineteenth century, during 
his tenure as president of the Second BUS. The directors of the 
First BUS were not profit maximizers; even at that early date they 
adopted some of the policy initiatives that we later came to associate 
with central banking. 

During its twenty-year charter period, the First BUS averaged 
net earnings of approximately 9 percent on its capital base and paid 
out annual dividends of just over 8 percent. Indeed, the directors 
set the maintenance of an 8 percent dividend rate as their goal and 
then let that consideration dictate the size of the outstanding loan 
portfolio, which fluctuated around the $16 million mark most years. 
The bank's stock was a good investment vehicle for persons seeking 
a steady return with a modest degree of risk. The shares became a 
favorite investment of fiduciaries overseeing the financial affairs of 
widows, orphans, and various charities. From the first day of issue, 
bank stock soared to a premium. During most of the next two de
cades, it generally traded at between 115 and 150 percent of the 
par value of four hundred dollars, thereby providing later investors 
with respectable yields of 5 to 7 percent—not much different from 
yields on U.S. government securities.9 

The First BUS' stellar performance—in terms of the safety of 
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its currency issue and its consistent, if unspectacular, profitability 
during the first few years of operations—was another crucial fac
tor in solidifying and further legitimizing the movement toward the 
complete privatization of commercial banking services. The three 
chartered banks in Philadelphia, New York, and Boston all had un
blemished records in the 1780s, thus demonstrating the advantages 
of banks organized and financed by private capital. But the First 
BUS made a greater impression nationwide because of the larger 
volume of bank notes and their wide geographical dispersion. 

The soundness of its convertible paper money verified the claims 
of the proponents of chartered private banking. We can speculate 
on the contrary outcome if, for example, the First BUS had started 
out by expanding its loans and bank notes too quickly, as happened 
after the Second BUS received a national charter in 1816. Sup
pose, as a consequence of mismanagement, the First BUS had been 
forced to suspend payment (refuse to convert bank notes to specie). 
At that point the whole concept of chartered banking might have 
been seriously discredited. A movement to amend the Constitution 
and allow the states to reissue their own paper money would not 
have been out of the realm of possibility. After all, the right of 
legislative issuance had only been recently surrendered; and some 
critics, especially in rural areas, remained dubious about the judi
ciousness of granting that exclusive privilege to private interests. 
Instead, the directors of the First BUS proceeded cautiously. Its 
record for soundness set an excellent standard and thus went far 
in sustaining the trend toward privatization. During the next two 
decades, more than one hundred commercial banks throughout the 
nation received charters from state legislatures. 

The First BUS also served as an unofficial regulator of the opera
tions of the increasing number of state banks. That valuable func
tion had not been envisioned by advocates of a national bank, but it 
evolved in response to changing circumstances. Because of its great 
size and its geographically distributed branch network, the First 
BUS regularly accumulated a substantial quantity of bank notes 
issued by state institutions. By presenting those bank notes routinely 
for conversion into specie, the national bank kept sufficient pres
sure on the reserves of state banks to prevent them from making an 
excessive volume of loans and imprudently expanding the volume 
of currency in circulation. 

Scattered evidence suggests that directors occasionally aided 
state banks vulnerable to the possibility of runs and the prospect of 
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suspended payments because of temporarily inadequate reserves. 
The national bank either refrained from presenting bank notes for 
conversion or made outright specie loans to state banks desperately 
in need of breathing room. When it made such loans, the First BUS 
was acting as a lender of last resort, a function usually associated 
with so-called central banks. Although never assigned broad, super
visory duties in the charter terms, the national bank did perform 
a number of central banking functions. In that context, the label 
"quasi-central bank" seems appropriate, and the First BUS mer
its designation as a legitimate forerunner of the Federal Reserve 
System that emerged in the twentieth century. 

Despite its operational successes that blazed the trail for addi
tional privatization, the First BUS developed two vexing problems 
that stymied its supporters and ultimately led to the failure to gain 
a congressional extension of its charter in 1811. The most critical 
issue related to its alleged unconstitutionality. That subject mat
ter has been adequately covered in the existing historical literature 
and is briefly recapitulated here. Two articles written more than 
three decades apart by Wayne Morgan (1956) and Benjamin Klubes 
(1990) examine the confrontation between the pro-bank and anti-
bank factions in 1791. The outcome was ultimately decided by Presi
dent George Washington in favor of the expansive interpretation 
of constitutional powers put forward by Secretary Hamilton. 

Klubes documents that participants in the battle divided mostly 
along sectional lines, with bank opponents who questioned its con
stitutionality and propriety overwhelmingly representing the south
ern states. That division seems logical and predictable, given that 
four of the existing state-chartered banks were in the northern 
states and a fifth in Baltimore had just received authorization from 
the Maryland legislature. Chartered banks financed by private 
capital were still a distinct novelty from Virginia southward, and 
some opponents were almost certainly influenced by understand
able fears and suspicions about the dangers of unfamiliar economic 
institutions. Once the Jeffersonians became accustomed to enjoying 
the superior services offered by chartered commercial banks, how
ever, their attitudes softened. With a few exceptions, most eventu
ally became staunch supporters and defenders of the privatization 
process—at least until the Panic of 1837.10 

The only factor that perhaps needs slightly more emphasis in 
this context than accorded in previous historical accounts is that 
the constitutional issue was already old hat when it reemerged in 
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the early 1790s. As discussed in chapter 6, that topic had already 
arisen in connection with the issuance of a charter for the Bank 
of North America. After substantial controversy, Superintendent 
Robert Morris initially obtained a federal charter in 1781; but once 
the bank began operating in 1782, the debate about the proper 
limitations on congressional powers resurfaced. Critics reasserted 
that the Articles of Confederation had not explicitly authorized the 
issuance of corporate charters by Congress and hammered away at 
the alleged illegitimacy of the BNA's legal status. Morris mooted 
the issue by convincing the Pennsylvania legislature to offer a sub
stitute state charter, and several other legislatures proved equally 
accommodating. The federal charter was then withdrawn to satisfy 
the complaints of constitutional purists, and there the whole matter 
rested until revived in 1791. 

Because of the earlier political division, everyone active in politi
cal life knew, or should have known, that a similar controversy was 
likely to arise in any discussion about a national charter for the First 
BUS. Madison, Jefferson, and the others who attacked the constitu
tionality of granting congressional corporate charters were, in other 
words, on solid ground in regard to the precedent set in 1782.11 

Advocates of limited powers had won that first round, and they 
believed the same principles prevailed in the 1790s—and in per
petuity for that matter. The proponents of expanded powers held 
sway during the Washington administration, but it was a premature 
and ultimately false victory. The failure of nationalists like Hamil
ton to insert a provision granting corporate charter powers to the 
federal government in the final constitutional draft of 1787 came 
back to haunt them—in this case not in 1791, but decades later in 
the recharter votes of 1811 and 1832. 

A second issue that arose belatedly could not have been so easily 
anticipated by the Federalist camp. Indeed, what at first appeared 
a positive development became instead an unfortunate liability— 
namely, the foreign ownership of stock in the First BUS. During 
Hamilton's tenure in office, foreign demand for bank stock was 
a welcome sign of the nation's resurgent financial respectability. 
Along with steady purchases of U.S. government bonds by overseas 
buyers, the willingness of foreign nationals to acquire ownership 
rights in the American national bank, invariably at a premium above 
the original issue price, was a trend fully in accord with the secre-
tary's plan to boost the standing of American securities in European 
capital markets. Many Europeans possessed surplus capital, and 
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rather than earn lower returns on investments of roughly identical 
risk in their home markets, they sought out better opportunities in 
the United States. Moreover, the inflow of capital to purchase bank 
shares was beneficial to the overall economy as well. Americans pre
sumably took the proceeds of stock sales, which typically included 
a tidy profit, and reinvested the monies in other productive invest
ments in the domestic market that yielded even higher returns than 
the 6 to 7 percent available on bank stock. 

Throughout most of the remainder of the 1790s, foreign owner
ship of bank stock progressed. The directors started paying regular 
semiannual dividends in the second half of 1792, normally 8 per
cent annually, and their steady performance attracted the notice 
of securities brokers in London, Amsterdam, and other European 
money centers. By 1798 foreign residents held title to just over half 
of the shares outstanding; in 1809 their share had risen to more 
than 70 percent. The degree of overseas participation validated the 
attainment of the Hamiltonian goal of enhancing the prestige of 
the U.S. securities in world markets. But it was another example of 
having too much of a good thing. 

Opponents of the First BUS were able to use the pattern of 
foreign ownership to launch stinging attacks in the congressional 
recharter debates of 1811. Critics charged that the bank profited 
mainly foreigners, not American citizens—an undeniable fact that 
incensed politicians prejudiced against British investors, who held 
most of the foreign stock, and stirred up latent xenophobia. Pro
ponents countered that U.S. borrowers benefited from access to 
the loanable funds supplied in large part by foreigners, but they 
could not convert enough doubters. Foreign stockholders were not 
permitted to vote their shares in elections for directors under the 
charter terms, but that provision did little to dissuade opponents 
about the dangers of majority foreign ownership in an institution 
that closely resembled an agency of the U.S. government. 

The rhetoric in 1811 was exaggerated but understandable and, 
in retrospect, not completely unreasonable. For example, how 
would Americans in the late twentieth century likely react to the 
news that Japanese nationals had quietly acquired a majority of 
the outstanding shares, even without voting privileges, in the exist
ing Federal Reserve System? The analogy may be strained, but not 
all that much. (Shares in the Federal Reserve System are closely 
held by member banks and not traded—a prudent arrangement.) 
In retrospect, bank supporters would have been politically astute 
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to rule out foreign ownership altogether or at least limit it to a 
decidedly minority position—say, one-quarter or one-third of the 
outstanding shares. Restrictions on foreign ownership would have 
run counter to the general plan to elevate the status of the Ameri
can capital market, and the absence of overseas buyers would have 
acted, in theory, to restrain price increases in bank stock because of 
lowered demand. But over time tighter rules on foreigners might 
have helped to prolong the charter life of the First BUS. The same 
mistake was repeated in drafting the charter terms for the Second 
BUS in 1816—and with equally disastrous results.12 

During Hamilton's tenure at the Treasury Department from 
1789 to 1795, the First BUS conformed reasonably closely to the 
image that the secretary had in mind—namely, a mixed enterprise 
with numerous similarities to its inspiration, the Bank of England. 
Approximately half of the bank's earning assets were government 
securities and loans. Starting with the $2 million term loan granted 
the Treasury to purchase 20 percent of the initial public offering—a 
100 percent margin transaction with no equity—plus the $6 million 
in long-term U.S. bonds surrendered by private shareholders to 
take advantage of the three-quarters payment option for privately 
held shares, the bank received a minimum of $480,000 in interest 
annually from the U.S. government from 1792 through 1795. That 
sum alone covered about 60 percent of the annual dividend since 
the administrative expenses incurred in managing the government 
portfolio were minimal.13 

Through 1795 the directors simultaneously authorized loans 
of roughly $6 to $8 million annually to commercial customers— 
an informed guess based in part on the scattered information in 
table 11.2.14 Many of the transactions—the majority according to 
some accounts—were so-called accommodation loans, which were 
not always supported by collateral such as mercantile inventories 
or improved real properties but which were secured instead by the 
signature of a second credit-worthy endorser, thus the term two-
name paper. A fairly continuous record of commercial loan activity at 
the Charleston branch during the 1790s has survived, and it reveals 
mean loans outstanding of $637,000 for the three years 1793-95.l5 

That figure was slightly more than double the allocated capital for 
the branch. If the directors of the other three branches followed 
similar policies, the outlying network would have generated annual 
loans of $4.8 million by late 1795, leaving the Philadelphia head
quarters with just under $2 million, or around 30 percent of all the 
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TABLE 11.2 
First Bank of the United States: 

Assets on Selected Dates 
(in millions of dollars) 

Public Loans to Commercial Total 
Securities Treasury Loans Assets 

Dec. 1793 $6.0 $2.8 $ 5.3 $14.1 
Jan.1795 6.0 3.9 6.4 16.3 
Jan.1796 3.5 6.0 7.0 16.5 
Jan.1799 3.3 3.8 9.4 16.5 
Nov. 1801 3.1 2.9 13.3 19.3 
Feb. 1809 2.2 — 14.6 16.8 

Source: Table compiled from data in James Wettereau, "New Light on the First Bank 
of the United States," Pennsylvania Magazine of History and Biography (1937), 279. 

bank's total commercial business. These figures seem quite plau
sible, and so with a proper warning to scholars about their partially 
assumptive character, I offer them as reasonably valid representa-
tions—valid until subsequent historians can reveal flaws in fact or 
interpretation. 

Because of modest but persistent budget deficits, the Treasury 
was forced to seek financial assistance from the First BUS through
out most of Washington's second term. By the end of 1795, in 
addition to the original $2 million term loan extended to purchase 
bank stock, the government had outstanding loans of more than 
$4 million that were routinely rolled over on their assigned maturity 
dates. In an effort to reduce its holdings of Treasury obligations 
and thereby to free more loanable funds for private customers, the 
directors decided to sell off $2.4 million in long-term government 
bonds, a reduction of 40 percent from its opening position in 1791. 
The charter terms dictated that these sales could never be reversed; 
thus open market operations, so common to modern central banks, 
were never an option. By November 1801, long-term government 
bonds in the bank's portfolio had dropped to $3 million. There
after, the directors reduced their holdings only slightly. The next 
surviving date is February 1809, when $2.2 million was still on the 
books, representing 13 percent of earning assets. 

The bank's directors had already started to back off from an 
increasing dependence on government obligations in the last year 
of Washington's second term. Meanwhile, Oliver Wolcott, who as
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TABLE 11.3 
First Bank of the United States: 

U.S. Treasury Deposits at Branch Offices 
(December 31—in thousands of dollars) 

1803 1804 1805 1806 

Philadelphia % 996 1,130 554 878 
New York 1,244 703 1,097 1,341 
Boston 588 667 819 1,174 
Baltimore 617 227 431 295 
Charleston 430 306 159 245 
Washington 230 178 72 306 
Norfolk 472 188 332 181 
Savannah 139 150 120 62 
New Orleans — — 121 237 

Total $4,716 3,549 3,705 4,719 

Source: John Thorn Holdsworth, First Bank of the United States (Washington: Govern
ment Printing Office, 1910), 60. 

sumed the duties of treasury secretary in early 1795, eventually 
curtailed the linkage even further. Wolcott was a carryover in the 
Adams administration, and he took steps tofloat a new issue of secu
rities, described earlier, and to reduce the government's short-term 
obligations to the First BUS. By January 1799, aggregate govern
ment debt in the bank's portfolio totaled $7 million—down from 
more than $9.5 million in 1795 and 1796. Under President Thomas 
Jefferson and his treasury secretary, Albert Gallatin, the govern
ment borrowed only rarely from the national bank. In 1809 the 
only federal obligations listed on the bank's balance sheet were $2.2 
million in long-term bonds. 

During the second decade of its operations, the working re
lationship between the First BUS and the Treasury underwent a 
profound reversal. Whereas the government had leaned on the 
bank for continued financing in the 1790s, in the next decade the 
Treasury left much of the excess revenue produced by budget sur
pluses on deposit in the First BUS, its official fiscal agent. Again 
the data are incomplete, but surviving December reports for 1803 
through 1806 list mean government deposits of $4.16 million (see 
table 11.3). For those four dates, 72 percent of the deposits were 
listed on the books of just three offices. Treasury deposits at the 
New York branch exceeded the main office in Philadelphia on three 
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occasions, and twice at the Boston office. Indeed, the evidence tends 
to suggest that the sharp increase in deposits during the second de
cade of operations was fueled largely by the money management 
policies of Treasury Secretary Gallatin. Bank managers presumably 
took advantage of the interest-free government deposits to make 
loans in the private sector. The federal branch of the American 
governmental system had returned, although indirectly through 
the services of a financial intermediary, to making additions to the 
aggregate money stock and providing loanable funds to citizens. 
However, in the latter case the financing went mostly to urban mer
chants rather than mostly to landholding farmers and a few artisans 
as in colonial times. 

The net result of all the alterations was that, after 1796, the 
volume of business handled by the First BUS shifted more toward 
the private sector. Commercial customers accounted for somewhere 
around 40 percent of earning assets in 1793, more than 55 per
cent in 1799, nearly 70 percent in 1805, and more than 85 percent 
by 1809. The mixed character of the enterprise—the orientation 
toward both government and commerce—had dissipated. Increas
ingly, the First BUS evolved into a large bank with a strong com
mercial orientation, little different except in terms of size and scope 
from more than one hundred competing state-chartered institu
tions. Indeed, if the directors had chosen to liquidate their remain
ing $2 to $3 million in U.S. securities during the first decade of 
the new century, the only important remaining connection with the 
Treasury would have been the routine maintenance of deposit ac
counts to process the collection of taxes and pay the checks covering 
government expenditures. 

The realignment of its loan portfolio beginning in 1795 sig
naled the end of that early phase in the bank's history, the years 
when its operations paralleled most closely the role of the Bank 
of England. The full-throttle Hamiltonian program did not survive 
long his resignation from office in January 1795. During his tenure, 
the First BUS had been primarily an institution that gave first call 
on its loanable funds to its prime sponsor, the federal government. 
On Hamilton's departure, the bank still looked to the Treasury for 
more than 60 percent of its interest revenues; by 1799 the compa
rable figure had fallen to less than 45 percent, and by 1809 to just 
13 percent. 

The Treasury's good fortune to generate sufficient budget sur
pluses to avoid reliance on outside financing also in a peculiar way 
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became a decisive factor in the congressional decision to allow the 
charter of the First BUS to expire in 1812. Although Secretary Gal
latin pointed out repeatedly that the bank had provided a safety 
net for the federal government during his long tenure in office, he 
could not make a powerful argument in favor of its continuance on 
the basis of current necessity. All he could do was to refer vaguely to 
the help it would be able to offer in some unspecified emergencies 
that might arise at some future date. 

In fact, the controversy over recharter was debated mostly on an 
abstract plane. Opponents raised the constitutional issue, a rehash 
of positions argued twenty years earlier, and appealed to xenopho
bia by citing the huge majority of foreign stockholders. In a speech 
to the House in January 1811, Representative John Eppes (Vir
ginia) pointed to the close connection between Parliament and the 
Bank of England. The "union of a monied interest with a govern
ment," he warned, was "dangerous to republican principles." Eppes 
rebutted the assertion that the national bank was necessary to the 
"management of the finances of the United States." The necessity 
argument might have had some merit in the early 1790s, he con
ceded, when few banks had been organized, but the situation in 
1810 was vastly different since more than one hundred chartered 
banks now served the nation. In February, Senator William Craw
ford (Georgia), who favored recharter, emphasized performance 
and other more practical matters in his congressional speech. The 
national bank had performed admirably during the last two de-
cades—as had the American economy. The federal government 
was financially sound, so why, he asked rhetorically, would anyone 
want to "abandon a well-tried system."16 The threats to liberty that 
JefFersonians had articulated so forcefully in the 1790s had never 
materialized, Crawford observed. 

The vote on recharter was extremely close. President Madison 
took no official position, leaving the matter for the legislature to 
decide. In private, however, Madison had dropped his earlier oppo
sition to the bank on constitutional grounds, an old position dating 
back to the congressional debates in 1791. Fellow Republicans had 
heard his former arguments against the bank's legitimacy again and 
again. Most politicians who survive in office long enough eventu
ally find that some of their earlier pronouncements come back to 
haunt them. Madison wanted the bank rechartered, but he refused 
to exert pressure on friends and allies to save it from an untimely 
extinction. He advised everyone to vote his conscience. In the Sen
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ate, Vice-President George Clinton cast the final negative vote to 
break a tie. 

The directors proceeded with the liquidation of the national 
bank's assets. Its bank note and deposit obligations were all paid 
promptly and in full. Stockholders received reimbursement for 
their capital plus a small premium from retained earnings. Up to 
three-quarters of the capital was due to foreigners. Some of that 
money was reinvested in the United States but several million dol
larsflowed overseas. The closing of the First BUS created entrepre
neurial opportunities in the nine cities where it had left the market, 
and numerous state-chartered banks rushed in to meet the loan 
demand from mercantile customers. From 1811 to 1812, the aggre
gate number of state banks jumped from about 115 to more than 
140. Moreover, the capital invested in American banking enter
prises rose as well, climbing from just over $75 million in 1811 to 
$84 million one year later. By 1815 the nation had more than 200 
banks with authorized capital of $115 million. Indeed, the transfer 
of capital and accounts from the national bank to other institu
tions went smoothly, without causing a significant disruption in the 
functioning of the financial system. 

When the charter expired in 1812, the First BUS was a far cry 
from its inspiration, the Bank of England. The institution was no 
longer closely aligned with the federal government in terms of the 
extension of credit facilities, and it had not been critical to the 
success of treasury financing for more than a decade. The bank 
had provided the nation with an extremely safe currency backed by 
substantial reserves of specie, and it had provided leadership and 
some oversight over the operations of mushrooming state banks. 
Many Republicans were convinced that the bank was unconstitu
tional and therefore illegitimate on principle. Moreover, from a 
practical standpoint, it had outlived its usefulness and was superflu
ous in light of the continued growth of the decentralized system of 
state banks. Most critics changed their minds about the need for a 
large national bank in the aftermath of the War of 1812, but before 
the outbreak of hostilities many Jeffersonians and future Jacksoni
ans celebrated their belated victory over one of the major planks in 
the Hamiltonian program. 
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Conclusion 

The Hamiltonian financial program, designed to rejuvenate the 
moribund American capital market and solidify the trend toward 
the privatization of currency issue through chartered commercial 
banks, was an instantaneous success. The funding program for the 
national debt proceeded smoothly, and shares in the First BUS sold 
out within hours. The prices of government securities and bank 
stock rose above par almost immediately—a sure sign of a wel
come reception by investors. Yields on U.S. securities paying current 
interest (one series did not resume payment until 1800) settled at 
between 4 and 5 percent—a rate that compared favorably with 
yields on securities issued by most contemporary governments in 
Europe. The credit rating of the United States climbed from its 
lowly ranking in 1787 up to an elevated status within a relatively 
short time. Foreigners were so strongly attracted to the investment 
opportunities that they eventually owned a majority of the out
standing government debt and shares in the First BUS. In the early 
1790s all signs were positive regarding the possibility of creating an 
active and expanding market in securities, public and private. 

Hamilton's dream of shaping the American financial services 
sector in the image of the British model went mostly according to 
plan during his tenure as treasury secretary from September 1789 
to January 1795. Federal tax rates, mainly the tariff and excise taxes, 
were intentionally set at low levels to generate just enough reve
nue to cover the interest on the debt, which frequently accounted 
for more than half the budget, and other routine expenses. No 
surpluses that might become available to pay off the outstanding 
principal were anticipated or desired since Hamilton viewed the 
national debt as a great cement of the union, a device to retain 
the allegiance of the propertied classes. The gradualist approach to 
debt reduction came to the fore in the early 1790s and proved a wel
come antidote to the financial sacrifices advocated by the urgency 
faction at the state level during the 1780s. 

The treasury secretary also received permission to organize the 
nationally chartered Bank of the United States after a lengthy and 
vitriolic dispute over its constitutionality. Sixty percent of the ini
tial bank capital came in the form of U.S. securities, thereby link
ing closely the two main elements in Hamilton's grand scheme for 
American economic revival. The bank's unblemished safety record 
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TABLE 11.4 
Foreign Investors in American Securities, June 1803 

(in millions of dollars) 

English Dutch Other Combined 

U.S. government bonds 25.1 15.2 3.0 43.3a 

First BUS stock 4.0 2.0 .2 6.2b 
State bank stock 5.0 3.0 1.0 9.0c 

Total 34.1 20.2 4.2 58.5 

Sources: Samuel Blodget, Economica: A Statistical Manual for the United States (1806) 
and reprinted by Augustus Kelley, New York, 1964; data compiled from table on p. 198. 
J. Van Fenstermaker, The Development of American Commercial Banking, 1782-1837, (Kent, 
Ohio: Kent State University Press, 1965), 111. 

aTh e combined foreign investment in U.S. government bonds represented exactly 
half the total outstanding federal debt at the end of 1803. 

bThe combined foreign investment in First BUS stock represented 62 percent of 
outstanding shares. 

cThe combined foreign investment in state bank stock accounted for approximately 
one-third of their aggregate capital. 

confirmed and deepened the earlier movement toward private char
tered banking that had gotten off to a promising start in the mid
1780s and then became a vital necessity following the constitutional 
ban on fiat issues by state legislatures. The bank was created as a 
mixed enterprise with a substantial amount offlexibility in regard 
to the composition of its loan portfolio, yet while Hamilton was in 
office it maintained a strong identification with the Treasury. 

Tax revenues were inadequate to cover expenditures in the mid
1790s, and the Treasury turned to the First BUS to maintain sol
vency. Across the Atlantic Ocean, the Bank of England had served 
as the government's financial savior for decades. But the charter 
terms of the First BUS, which ruled out the purchase of long-
term government securities, guaranteed that its American counter
part could never duplicate that role. The bank chartered by Con
gress was purposefully denied the means of assisting directly in 
a permanent expansion of the national debt, although it could 
make intermediate-term loans (bridge loans) that might later be re
financed through new issues of long-term securities—as happened 
in 1798-99. 

Until very recently most accounts of the early national period 
have conceded the successes of the Hamiltonian system and ex
plained that, by and large, the Jeffersonian Republicans came to 
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accept its necessity and recognized its significant contributions to 
American economic stability. The nation's credit standing in inter
national financial markets was quickly revived and all Americans, 
whatever their political or ideological persuasion, could be proud of 
that accomplishment. But that interpretative framework has been 
challenged within the last few years by those who argue that fol
lowing the presidential election of 1800, the Republicans began to 
undermine systematically the Hamiltonian foundations. Federalists 
believed more strongly in the efficacy of state intervention and con
trol over the economy, whereas the Republicans were drawn to the 
advantages of freer markets and the encouragement of individual 
initiative—less government, rather than more. 

This study confirms the existence of a growing counterrevo
lution in the financial services sector, although it places the cru
cial turning points earlier in the story. The Hamiltonian program, 
which rested so heavily on the English example and ignored Ameri
can colonial traditions, began to weaken and unravel during the 
Federalist decade itself. Its decline took place in four stages. The 
first sign of its eventual unwinding was the vote of the directors of 
the First BUS to establish a network of branch offices. The second 
crucial development was the bank's shift away from a dependency 
on government obligations for interest revenues toward a greater 
reliance on commercial loans in the private sector. The third event 
was the steady reduction of the national debt during the adminis
trations of Thomas Jefferson and James Madison. The final event, 
which led to the virtual dismantlement of Hamilton's grand strategy 
for American parity with European money centers, was the failed 
effort in 1811, on an extremely close congressional vote, to recharter 
the First BUS for another twenty years. Soon thereafter, the out
break of the War of 1812 revealed that the Republicans had gone 
too far in their repudiation of the national bank. 

The financial crisis surrounding the war rejuvenated the Hamil
tonian vision. The national debt spurted upwards from $45 million 
to $127 million and in 1815 Congress voted to exhume the BUS. 
Developments beyond that date lie outside the time span of this 
volume, although we can quickly note in passing that during the 
mid-1830s the national debt was completely erased and the Second 
BUS was denied recharter and went into liquidation. 

When the First BUS directors voted to establish a network of 
branch offices in 1792, they were engaging in institutional experi
mentation. Europe had no precedents. Secretary Hamilton opposed 
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the idea on principle. Branches could be used either to centralize 
or, equally likely, to undercut the power of the main office in Phila
delphia. It all depended on the administrative rules established and 
on the leadership personnel in the parent office and branches. If 
some of the branches performed poorly, they might dilute the capi
tal of the entire enterprise. Even if they proved successful, Hamilton 
was concerned that the branches might divert the attention of bank 
directors away from their principal task, as he saw it, of standing 
ready to loan the Treasury sufficient funds to prevent any inter
ruption in the payment of interest on U.S. securities. Throughout 
his term in office nothing went awry on that score; the First BUS 
advanced enough monies to cover budget deficits. Nonetheless, the 
seed of decentralization had been planted. 

During Secretary Wolcott's administration of the Treasury De
partment (1795—1800), however, the First BUS turned its attention 
away from serving the needs of its number one customer, the U.S. 
government, and more toward the commercial end of the busi-
ness—primarily loans to mercantile customers in the major port 
cities. When supposedly short-term and intermediate-term loans to 
the Treasury were not cleaned up but continued to mount, reach
ing $6 million in 1796, bank directors pressed for a curtailment, 
and Wolcott responded. The Adams administration was averse to 
raising tax rates sufficiently high to generate a budget surplus, thus 
other means of drawing down the loan were employed. The gov
ernment sold nearly half its stock in the First BUS on the open 
market at a profit and used most of the proceeds for loan reduc
tion. Through that action, the Treasury had simultaneously lowered 
its equity position in the institution and lessened its dependency 
on bank financing. Retreat from the Hamiltonian system occurred 
within months after its originator had departed government and 
several years before the election of 1800. 

Meanwhile, the First BUS started liquidating the U.S. securities 
acquired from original stockholders. In 1795 alone, the directors 
sold off $2.5 million, more than 40 percent of their holdings. Bank 
directors reallocated loanable funds toward the private sector. Be
tween 1794 and 1801, interest earnings from government loans and 
U.S. securities dropped by 40 percent. During those same seven 
years, loans outstanding to merchants and landowners with solid 
collateral or reliable endorsers more than doubled—from $6.4 to 
$13.3 million. Bank capital was steadily reallocated from Phila
delphia, which possessed two other commercial banks, to other 
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ports in the branch network where loan demand was strong and 
rising. From the initial allocation of $1.28 million in 1792, aggre
gate branch capital climbed to $3.85 million by 1800, with nearly 
half that figure assigned to the New York office. It was becoming 
increasingly clear that the vote to establish branch offices in other 
major cities had had a decentralizing effect on the nation's financial 
system, a development that coincided nicely with the outlook of the 
newly dominant Republican party. 

By the turn of the century, the private commercial business con
ducted at the First BUS's seven branch offices (New Orleans, the 
eighth, was added in 1804) was in full swing. The bank had evolved 
from an institution with a strong government orientation in the 
period from 1792 through 1795 into a large commercial bank with 
active offices in major port cities. The BUS was vastly different from 
the Bank of England by the time the institution entered its second 
decade of operations. By cutting its close ties with the U.S. Treasury, 
the bank had become an institution with a strong local focus and 
a business enterprise more in harmony with Jeffersonian ideals of 
service to the local community. 

After the election of President Jefferson in the fall of 1800, 
the counterrevolution against the Hamiltonian program continued 
apace, and it now focused on the retirement of long-term govern
ment debt. Hamilton had restricted the right of the Treasury to 
recall the 6 percent bonds to only a fraction of the securities out
standing, but there were no restraints on the retirement of the 
3 percent bonds arising from the funding of past-due federal inter
est and the assumption of state debts. For the decade starting in 
1801, Treasury Secretary Albert Gallatin trimmed the net federal 
debt from $80.7 to $45.2 million, despite the addition of $15 mil
lion in new debt in 1803 to acquire the Louisiana Territory from 
France. 

The reductions were possible because of the sharp jump in cus
toms revenues, which averaged $12.2 million from 1801 to 1811 
after hitting a high point of $7.5 million in 1797. During Jefferson's 
two terms, the Treasury ran a deficit only once—the embargo year 
of 1808—and surpluses averaged $4.2 million annually. Investment 
bankers and loan contractors had little government business during 
Jefferson's eight-year presidency. What emerged was a compromise 
of sorts between the aims of the urgency faction, which held power 
in the early 1780s, and gradualists who supported the maintenance 
of the status quo in the 1790s. Jefferson's earlier assertion that every 
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TABLE 11.5 
U.S. National Debt, 1791-1820 

(in millions of dollars) 

Increase Decrease Balance 

1791 $ $ 77.2

1792 3.2 80.4

1793 2.0 78.4

1794 2.3 80.7

1795 3.1 83.8

1796 1.7 82.1

1797 2.9 79.2

1798 .8 78.4

1799 4.6 83.0

1800 83.0

1801 2.3 80.7

1802 3.6 77.1

1803 9.3 86.4

1804 4.1 82.3

1805 6.6 75.7

1806 6.5 69.2

1807 4.0 65.2

1808 8.2 57.0

1809 3.8 53.2

1810 5.2 48.0

1811 2.8 45.2

1812 10.8 56.0

1813 25.5 81.5

1814 18.3 99.8

1815 27.5 127.3

1816 3.8 123.5

1817 20.0 103.5

1818 15.0 95.5

1819 5.5 91.0

1820 1.0 90.0


Source: Paul Studenski and Herma n Krooss, Financial History of the United States, (New 
York: McGraw-Hill, 1963), 54, 68, 77, 93. 

generation should assume responsibility for repayment of its accu
mulated war debts—calculated at roughly fifteen to twenty years— 
became more or less official policy once he took up residence in the 
newly constructed White House. 

Hamilton may have had visions of an American financial capital 
capable of competing with the leading European money centers, but 
that flowering was derailed and delayed in the first quarter of the 
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century. Not until the rise of active capital markets first in Boston 
and later in New York in the 1840s and 1850s to finance the con
struction of thousands of miles of American railroad tracks under 
private ownership did the Hamiltonian dream begin to take on new 
life and press forward toward its ultimate fulfillment. 

These developments in thefinancial sector square generally with 
historians Joyce Appleby and John Nelson's hypotheses about the 
strong capitalist/free market orientation of the Jeffersonian phi
losophy. The result came about in a rather backhanded manner, 
but it was real nonetheless. With the possibility of state-issue cur
rency outlawed by the Constitution, the Jeffersonians shifted to the 
next best alternative—soundly managed private commercial banks 
under the guidance of local directors, including even the branch 
offices of the national bank headquartered in Philadelphia. They 
had been ideologically opposed to the establishment of a nationally 
chartered bank with a single office catering strictly to the enhance
ment of the financial power of the central government, since the 
Jeffersonians feared at all costs concentrated money power. But fol
lowing the allocation of more than half the total capital of the First 
BUS to the seven branch offices, Hamilton's goal of transforming 
Philadelphia into a rival of London and Amsterdam in the first 
quarter of the nineteenth century was effectively thwarted. 
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State Banks in the New Nation 

XOLLOWING THE successful funding of the national debt and the 
establishment of a large national bank in the early 1790s, Ameri
can financial services underwent a broad, yet measured, expansion 
during the next quarter century. The economy grew sufficiently to 
support a fair degree of specialization by an increasing number of 
financial intermediaries. Merchants, planters, and lawyers had, of 
course, dabbled in providing credit facilities as a sideline since the 
seventeenth century, but the growth of more formalized financial 
institutions had been stymied. British law was one impediment, for 
it discouraged or forbade the mobilization of capital in corporations 
and the conduct of banking operations by firms with more than six 
partners. 

With political independence the slate was wiped clean, and the 
U.S. legal structure was generally conducive to institutional inno
vation. Limits on the liability of passive investors (nondirectors) in 
corporate enterprises encouraged the marshaling of large pools 
of capital. Bankers, securities brokers, exchange dealers, and in
surance agents were among the new full-time occupational cate
gories that had not existed in the colonial period. Indeed, starting 
in the 1790s an identifiable financial services sector of the econ
omy emerged. Most firms acted as intermediaries; they came be
tween bank depositors and borrowers, between securities buyers 
and sellers, and between the insured and underwriters. Finan
cial firms earned their profits either from commissions, with the 
fees generally diminishing over time, or in the case of commercial 
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bankers on the differential between the cost of acquiring funds and 
interest revenues on loans. 

In the commercial banking field particularly, prudence and con
servatism were the bywords of the era; and historians active in 
the late nineteenth and early twentieth centuries who were seek
ing a model for emulation often cited the period between 1785 and 
1815 as something of a golden age. Because they used soundness 
as virtually the sole criterion for judging the performance of com
mercial banks, they exaggerated the accomplishments of the period 
in comparison with the results of later decades. Many historians 
writing before World War I also claimed that the early banks made 
loans based strictly on so-called real bills, meaning loans secured by 
self-liquidating inventories that were nonrenewable beyond sixty to 
ninety days. More systematic examination of scattered loan records 
suggests that those assertions, while true for some institutions in 
certain periods, were largely a question of wishful academic think
ing. 

The alleged purity of early banking was a myth designed to 
persuade bankers in a later age to adopt more cautious lending 
policies—a perfect example of the misuse of history to achieve 
goals judged laudatory in a subsequent era. In truth, bank directors 
often permitted rollovers beyond ninety days; and they sometimes 
granted accommodation loans, renewable for indefinite periods 
and secured by tenuous mortgages, to finance speculative land de
velopment projects on the frontier. When some projects collapsed, 
such as the one involving former Treasurer Robert Morris in the 
mid-1790s, banks seem to have been able to proceed against the 
assets of endorsers with enough success to avoid massive losses. 
Despite the lurid tales of good men gone wrong because of specula
tive excesses—Morris ended up in debtors' prison—what happened 
in the early national era nonetheless pales in comparison with the 
savings and loan scandals of the 1980s. 

Generally speaking, modern economic historians, writing from 
the perspective of the late twentieth century, have argued that most 
bankers in the early national period were overly conservative. Bank 
directors paid too little attention to the societal advantages of pro
moting faster economic growth through an expansion in loans and 
the money supply. Safety was vastly more important than economic 
efficiency to the directors who set policy for the more than two hun
dred chartered banks, although a few banks were founded explicitly 
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to offer partial financing to specific transportation projects. As a 
rule, however, bank directors made a sufficient volume of loans to 
generate just enough interest revenue to pay annual dividends of 
8 to 12 percent to stockholders. They rarely tried to earn additional 
profits with the aim of boosting a bank's capital base through the 
retention of earnings. As a consequence of their limitations on loan 
volume, the currency issues of chartered banks were, as a rule, ex
ceedingly sound. One phrase in Secretary of the Treasury Albert 
Gallatin's report to Congress in March 1809 reflected the thinking 
of many contemporaries: "Moderate dividends, . . . which check 
the circulation of bank paper, are the best evidence of the safety of 
the institution, and the wisdom of its direction."J Only a few banks 
failed before 1815, and all were linked to a single individual in New 
England who engaged in a series of fraudulent activities.2 

Still, there remains a strong ring of truth to the older lauda
tory accounts of the accomplishments of the first generation of 
American bankers. Compared to the institutional immaturity of the 
colonial past, the early national period witnessed some impressive 
gains. The innovative activities of entrepreneurs in various finan
cial fields created an institutional infrastructure conducive to rapid 
economic development in transportation, manufacturing, and agri
culture after 1815. The slowdown in per capita income growth dur
ing the period from 1775 to 1810 provided a good opportunity 
for Americans to adjust to a privatized system of currency issuance 
that still left room for substantial citizen involvement through di
rect investment in bank stock and the exercise of legislative power 
to approve or disapprove of charter terms and limitations.3 To com
pete with the British and Dutch in the long run, as Treasury Sec
retary Hamilton had envisioned, American entrepreneurs needed 
time to acquire financial skills—and time to accustom the public to 
transacting business with new financial intermediaries. 

The creation of a banking system based on soundness was like
wise important from a political standpoint. The rectitude of bank 
directors went far in blunting the skepticism of Jeffersonian Repub
licans about the societal consequences of encouraging and abetting 
the expansion of the financial services sector. The ideological bias 
against anyone who made a living by specializing in financial ac
tivities, persons often derisively labeled as social parasites, never 
completely disappeared and remained sufficiently strong to thwart 
recharter of the First BUS. Yet the harshest criticisms were gradu
ally modulated. American bank directors did not seem to be cut 
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from the same mold as the Republican image of reckless European 
speculators who allegedly made fortunes by manipulating the secu
rities markets. Directors of chartered banks were typically success
ful local merchants, and their reputation for caution and probity 
became a genuine asset since their reputation for reliability rubbed 
off on the institutions they served. 

The alteration in attitudes toward banks was not all that great a 
leap for many Republicans. Back in the 1780s, pamphleteer Thomas 
Paine had broken ranks with many fellow revolutionaries over the 
issue of privatized commercial banks when he applauded their 
potential beneficial effects on the lives of average citizens as well as 
members of the wealthier classes. Paine was attracted by the con
venience and stability of convertible bank notes and the potential 
expansion of credit facilities for artisans and shopkeepers. Over 
the years other political figures became more comfortable with the 
idea of tolerating and sometimes encouraging the emergence of 
state-chartered financial institutions. 

By the first decade of the new century, most Republicans had 
been persuaded that, under the proper circumstances, banks could 
provide valuable services that coincided with the public welfare. 
Banks in smaller towns were increasingly accepted as legitimate 
enterprises and were particularly welcome in communities distant 
from major port cities. The financial intermediaries could, through 
a reliance on fractional reserves, increase the money supply, expand 
credit facilities, and promote economic development. Banks that 
included among their customers—in some cases because of the dic
tates of the charter terms—artisans, mechanics, and farmers were 
not institutions that seemed overly threatening to society. Moreover, 
state legislatures retained the power to draft charter terms on an 
ad hoc basis that could be tailored to meet the objections of critics. 

Some states outlawed the issuance of bank notes in denomina
tions of less than five dollars, with the aim of protecting the lower 
classes from the potential risk of unexpectedly getting caught hold
ing the currency of a failed bank. With small bank notes branded 
as illegal, citizens were expected to conduct most of their every
day business by relying on book credit or coins in denominations 
ranging from pennies, or fractions thereof, up to one or two dollars. 
As discussed in chapter 6 and at greater length in the Appendix, 
the public received added protection when legislatures made indi
vidual bank directors partially liable for an institution's debts in the 
event of bankruptcy. 
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Legislatures were likewise able to draft corporate charters that 
forced institutions to provide funding for socially useful projects 
such as turnpikes or bridges, and they could dictate the allocation of 
a given bank's loanable funds to state treasuries as well. The states 
could no longer make direct mortgage loans, but they could profit 
from the collection of dividends on investments in bank stock and 
the assessment of various fees, which held down general tax rates. 
Experience soon revealed that government was not falling under 
the thumb of ambitious financiers. Instead, prospective bank orga
nizers were often at the mercy of state legislatures that had the 
power to approve or deny charter applications. 

As a result of the generally favorable performance of commer
cial banks, for the most part the political system maintained a laissez 
faire attitude toward entrepreneurial initiatives in financial services 
generally, and that permissive environment carried over into the 
subsequent decades. Thanks to a steadily declining national debt, 
which had reached a low of $45 million on the eve of the War 
of 1812, and a geographically dispersed commercial banking sys
tem, no American city approached the elevated status of London or 
Amsterdam as a hub of the nation's financial community. As a con
sequence, the ambitions of stockjobbers and speculators, who were 
always few in number, were held at bay. Likewise, special interests 
representing the so-called monied elite made virtually no inroads in 
terms of polluting the political process as Jeffersonians had feared 
and frequently predicted when the Federalists held national power 
in the 1790s. 

Despite the relaxation of Republican vigilance, which sprang 
mostly from southern roots, the development of indigenous Ameri
can financial services occurred predominantly in the northern 
states. Southerners continued to rely heavily on the financial ser
vices provided by European firms, in particular the extension of 
credit against the shipment of cash crops—mostly tobacco and, in
creasingly in the 1790s and early 1800s, cotton, the emerging south
ern staple. The region had received reliable financial services from 
overseas sources in the colonial era, and that tradition was main
tained during the early national period as well. Whether planters 
shipped to Scottish or English houses or instead to firms in France, 
Holland, and other continental destinations, liberal credit facilities, 
which were often one element in an overall package of market
ing services, were invariably forthcoming. Less urbanization in the 
southern states meant less incentive to establish chartered banks to 
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serve the requirements of local merchants in carrying inventories 
and receivables. With a greater supply of services emanating from 
overseas and less demand for mercantile loans, the development of 
financial firms in the southern states trailed the North. 

When the First BUS opened its doors in late 1791, only five 
previously state-chartered commercial banks were already conduct
ing business. They were located in New York, Boston, Philadelphia, 
Baltimore, and Providence. The establishment of four branches of 
the national bank early the next year in New York, Boston, Balti
more, and Charleston nearly doubled overnight the number of 
banking offices serving the major port cities. During the remainder 
of that decade, twenty-six more banks were established, and more 
than 90 percent were located north of the Maryland-Virginia bor
der. New England led the way in the 1790s with sixteen new banks 
scattered throughout the region. The New York legislature char
tered four corporations that entered the banking field. One, the 
Manhattan Company, started out in 1799 as a water company but 
soon diversified into commercial banking through an expansion
ary clause in its corporate charter. Pennsylvania, Delaware, Mary
land, and the new District of Columbia added one bank each in the 
1790s; the same was true for the only two southern states on the 
list, Virginia and South Carolina. 

Overall, including the five branch offices of the First BUS, the 
nation possessed thirty-seven banking offices in more than twenty-
five different locations that issued bank notes, accepted deposits, 
made loans, and performed other related services at the turn of 
the century.4 All the major port cities along the Atlantic Coast had 
at least one banking office. Nine communities with less than five 
thousand inhabitants in the 1800 census situated between Alexan
dria, Virginia, and Portland, Maine, also boasted a chartered bank; 
the smallest, Bristol, Rhode Island, had less than two thousand 
residents. Banks in small towns were not unusual in New England 
before 1815, but that trend did not spread to the rest of the nation 
until a generation later. 

When John Adams left office in March 1801, the United States 
had experienced more than fifteen years of privatized commercial 
banking, and none of the bank notes issued by any of these institu
tions had ever been repudiated or undergone steady depreciation. 
The monetary stability that had characterized the colonial econ
omy in the third quarter of the eighteenth century was generally 
restored by the mid-1790s, but in a more uniform manner than dur
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ing the previous era when varying mixtures of coins and fiat curren
cies had comprised the money stocks in nine of the thirteen original 
colonies. As Adam Smith had argued in Wealth of Nations, after ac
knowledging the success of some colonies in managing their fiat 
paper, privatized banks issuing currency against sufficient specie re
serves represented a superior monetary system. American banking 
during the early national period reinforced the wisdom of Smith's 
proposition. 

During the next decade and one half under Presidents Thomas 
Jefferson and James Madison, the system of state-chartered banks 
continued to expand at a steady pace. New banks appeared in all 
eighteen states, including the southern and western regions. The 
number of institutions climbed fairly steadily to about 115 in 1811; 
then the closing of the First BUS in 1812 triggered a burst of new 
charter applications to fill the gap left by its departure from finan
cial markets. By 1815 the nation boasted around 210 chartered 
banks; that translates into one commercial bank for approximately 
every thirty thousand free citizens, a respectable figure even by 
modern standards. A disproportionate percentage of bank char
ters were in New England; that region, with about one-quarter of 
the U.S. population, was home to roughly one-third of all chartered 
banks, many located in small to medium-sized towns. In terms of 
size, however, New England's banks lagged the rest of the country, 
accounting for just one-fifth of total capital. The mean capital of 
New England banks was around $325,000, whereas bank directors 
elsewhere around the country, on average, had more than $650,000 
in capital resources at their disposal.5 

The data on capital resources highlights a distinctive feature 
of early American banks—their uniformly high capitalization in 
comparison with the modest sums invested in many banks in later 
periods. In the post-Civil War era, for example, federal and state 
governments combined chartered literally tens of thousands of new 
banks, some of which had capital bases as low as $10,000 to $25,000. 
On that score banking in the early national period was sounder and 
safer. The majority of commercial banks operating between 1790 
and 1815 had substantial capital resources relative to the size of 
the local economies they served. Chartered banks in 1815 had total 
capital resources of $115 million, which translates into a mean of 
$540,000 per bank. Not all of the authorized sums were paid in by 
subscribers, so calculations of the actual amounts invested by stock
holders must be lowered. However, recently published data on New 
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England banks suggests that 85 percent of the authorized capital in 
that region was subscribed and collected.6 Medium-sized financial 
institutions were the rule in the early national period. There were 
few disproportionately large banks—the exception being the First 
BUS from 1792 to 1812—and only a handful of very small banks, 
mostly in a few New England towns. In 1815 the nation's largest 
commercial bank, created simultaneously with the liquidation of the 
First BUS, was New York's Bank of America with capital resources 
of $4 million—and no branch offices. Indeed, the overall structure 
of American commercial banking from 1800 to 1815 was probably 
superior to the organizational system that developed in the ensuing 
decades. 

Not surprisingly, the capital invested in commercial banking was 
greatest in the nation's largest commercial cities. A review of data on 
the ports of New York, Boston, Philadelphia, and Baltimore reveals 
that those four cities combined had a total of thirty state-chartered 
banks in 1815, or just under 15 percent of the national total (see 
table 12.1). Those institutions had capital resources of $35 million, 
accounting for 30 percent of U.S. banking capital. The average size 
of institutions was nearly $1.2 million, double the national average. 
With just under $12 million in aggregate banking capital, New York 
City had already pulled away from its two main rivals, Boston and 
Philadelphia, which had $8.5 million and $7.7 million, respectively, 
invested in commercial banking.7 

In short, the leading commercial cities were also becoming 
money centers—as Federalists had anticipated and Republicans 
had feared. Yet given the absence of extensive intrastate or inter
state branch networks, no institution or group of institutions was 
able to dominate a regional economy or, by definition, the national 
economy. A concentration offinancial power in a single urban mar
ket, as had happened in London and Amsterdam, showed no signs 
of replication on American shores. Indeed, the places where mo
nopoly power was exercised most visibly were not the most com
mercially developed urban areas at all. Instead, the greatest degree 
of monopoly power was wielded by tight circles of bank directors 
in communities too small to support more than one financial insti
tution. 

Jeffersonians had feared the aggrandizement of the power of 
urban mercantile elites with the shift to privatized banking, yet the 
main increases in relative economic powerflowed to the owners and 
officers of banks in rural communities since those institutions were 
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State Chartered Banks in Northern Seaports: 

Authorized Capital 

Philadelphia 
1781 Bank of North America $ 843,000 
1793 Bank of Pennsylvania 2,500,000 
1803 Philadelphia Bank 1,000,000 
1809 Farmers and Mechanics Bank 1,250,000 
1815 Commercial Bank 1,000,000 
1815 Mechanics' Bank 500,000 
1815 Schuykill Bank 400,000 
1815 Bank of Northern Liberties 250,000 

Total $ 7,743,000 

New York 
1784 Bank of New Yorka $ 1,000,000 
1799 Manhattan Company 1,850,000 
1803 Merchants' Bank 1,490,000 
1810 Mechanics' Bank 2,000,000 
1811 Union Bank 1,000,000 
1812 Phoenix Bank 500,000 
1812 Bank of America 4,000,000 

Total $ 11,840,000 

Boston 
1784 Bank of Massachusetts $ 800,000 
1792 Union Bank 1,200,000 
1803 Bank of Boston 1,800,000 
1812 State Bank 3,000,000 
1813 New England Bank 1,000,000 
1814 Manufacturers and Mechanics Bank 750,000 

Total $ 8,550,000 

Baltimore 
1790 Bank of Maryland $ 300,000 
1795 Baltimore Bank 1,200,000 
1805 Union Bank 2,250,000 
1806 Mechanics' Bank 600,000 
1810 Marine Bank 600,000 
1810 Commercial and Farmers Bank 700,000 
1810 Farmers and Merchants Bank 500,000 
1810 Franklin Bank 600,000 

Total $ 6,750,000 
All four cities $ 34,883,000 
U.S. bank capital in 1815 $115,000,000 
Four cities' share of U.S. total: 30 percent 

Source: Table compiled from Herman E. Krooss, "Financial Institutions," in The 
Growth of the Seaport Cities, edited by David Gilchrist, (Charlottesville: University Press of 
Virginia, 1967), table 16, p. 111. 

;l Founded in 1784, charter granted in 1791. 
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geographically isolated and thus protected from the competitive 
forces of the outside world. The most blatant form of market power 
was the rationing of credit to a limited number of favored cus-
tomers—often persons connected to major stockholders through 
blood or marriage. By comparison, the old legislative loan offices 
of the colonial era had been vastly more democratic institutions be
cause they had placed modest limitations on how much money any 
citizen could borrow. 

With the formation of the new national government under the 
Constitution, ideological conflicts over the legitimacy of private 
chartered banking were less pronounced than in the 1780s. Some 
Republican diehards continued to assert that the emergence of a 
privatized banking system had usurped governmental powers by 
diverting interest revenues from state treasuries into private hands, 
but those charges fell on deaf ears. Partisan battles over banks con
tinued at the state level—and some contests were frequently highly 
inflammatory. The debates typically addressed more practical mat
ters, such as whether rival organizing groups backed primarily by 
Federalists or, alternatively, by Republicans could maneuver a char
ter bill through the legislature, and on what terms. For example, 
in the legislative debate over the proposed establishment of a char
tered bank in northern Virginia in the early 1790s, John Taylor of 
Caroline voiced his usual warnings about the alleged corruptions 
of chartered financial institutions. Yet the Federalist-backed Bank 
of Alexandria received permission to begin operations in 1793 with 
only minor Republican opposition.8 

Events in New York illustrate the new plane on which political 
battles over banking developed in the early national period. The 
first commercial bank organized in the state, the Bank of New York 
in 1784, drew its supporters mostly from investors with Federalist 
sympathies. That factor was instrumental in forestalling the grant
ing of a formal corporate charter by the state legislature until 1791. 
When the First BUS opened a branch office in New York City, 
its local board of directors, elected by resident shareholders, was 
likewise dominated by loyal Federalists. Federalist directors at both 
banks made loans primarily to their friends, relatives, and business 
associates. Self-dealing was the norm and was encouraged so long 
as it was not imprudently abused, and surprisingly little abuse oc-
curred—or at least not enough to cause a series of bank failures. 
Meanwhile, Republican-leaning merchants in the city felt denied. 
They wanted greater access to discount facilities, and the organi
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zation of a third local bank loomed as the best possible solution 
provided they could muster the votes to obtain a charter from the 
state legislature. They finally achieved that goal before the end of 
the century through a complicated and disingenuous route. 

Aaron Burr, a leader of the state's Republican Party and a politi
cal rival of Alexander Hamilton (whom he later killed in a duel), was 
among the principals who proposed the formation of a chartered 
corporation to build a delivery system for safe drinking water to 
citizens of New York City. The Manhattan Company received broad 
charter powers from the state legislature and the authorization to 
raise $2 million in capital resources in early 1799. Soon after the 
company was formed, the directors, mostly Republican merchants, 
announced plans to scale back their investment in the waterworks 
and to use the "surplus capital" to create a new commercial bank. 
According to historian Beatrice Reubens, the bill was so skillfully 
drafted and lobbied through the legislature that some members of 
the Federalist opposition voted for the original charter bill and even 
invested their funds in company stock. When they discovered that 
Burr had double-crossed them, Federalists raised a howl and used 
the issue of political trickery to sweep the municipal elections of 
1799. In attacking the Manhattan Company for stretching its char
ter powers to enter the commercial banking field, Hamilton derided 
the firm as "a monster in its principles."9 But the political furor 
soon died down, and the Manhattan Company maintained its in
volvement in the financial services field—and it has continued to do 
so up until the present. 

The Manhattan bank was innovative in several respects and mer
its further discussion on that account. Its prime customers were 
Republican merchants, but the directors also offered loan accom
modations to a fair number of artisans, small manufacturers, and 
shopkeepers if they claimed the proper political affiliation. The 
original offering price for shares was set at only $2.50, a low de
nomination deliberately chosen to permit a few persons with mod
est savings to invest in the enterprise. Federalists complained that 
Republicans had politicized the banking issue by using the bank's 
more liberal lending policies to solicit votes from members of the 
lower and middling classes. In New York and elsewhere, banks were 
subsequently organized with the words mechanics and/or farmers in 
their formal titles. Reflecting Republican principles, charter terms 
sometimes dictated that certain middling groups receive minimal 
access to credit facilities—for example, 20 percent of all the names 



 277 State Banks in the New Nation

in the loan portfolio might be required to be mechanics or farmers. 
But the nonmercantile groups were not necessarily granted access 
to the same high percentage in terms of dollar volume. A bank 
could remain in compliance with charter terms if it loaned one me
chanic just fifty dollars and four merchants ten thousand dollars 
each. Despite the continued opportunities for wide discrepancies 
and discrimination, the wider access to loan facilities dictated by law 
was more in harmony with the spirit of the legislative loan offices in 
colonial times. These more liberal rules contrasted with the clubby, 
exclusively mercantile atmosphere that prevailed at most institu
tions founded by Federalist elites. 

Bank chartering remained a highly politicized game through
out the era in New York and elsewhere, with much competition 
between entrepreneurs affiliated with the two main political parties 
as well as rival factions within them. The battles were rarely over the 
legitimacy of state-chartered banks in American society but concen
trated instead on which group of potential investors would receive 
organizing rights in certain locales. Republicans often were as active 
as Federalists, and probably more so after Jefferson's election. Vote 
swapping and bribery became common in some legislative bodies in 
the early nineteenth century when the number of applications for 
bank charters proliferated. As a consequence, the next generation 
of American political leaders finally forswore the ad hoc system of 
legislative chartering and converted the process into a nonpartisan 
mechanism with fixed rules for all applicants. 

The Manhattan Company's banking division was also mildly 
innovative in terms of its overall strategies and administrative struc
ture. The firm opened branch offices upstate in Utica and Pough
keepsie in 1809.10 The directors of the First BUS had voted to estab
lish an interstate branch network soon after its creation in 1792; 
banks in Pennsylvania, Vermont, and Delaware also had branch 
offices, so the concept was not exactly new. Still, only a handful of 
the more than two hundred banks chartered in the early national 
period created networks of intrastate branches. The maintenance 
of satellite offices under the day-to-day management of salaried 
employees was uncommon for firms in any line of business. The 
experiment in geographical expansion was not sustained, however; 
political opposition in the state legislature and economic reverses 
associated with the Panic of 1819 contributed to the decision of 
bank directors to abandon the branch system. 

The Manhattan Company's brief experience in intrastate 
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branching was one of the exceptions that helped to prove the gen
eral rule—namely, that a unit bank conducting business from a 
single office location was overwhelmingly the norm. That pattern 
emerged because wealthy merchants and landowners strongly re
sented and resisted the entry of outside institutions with substan
tial financial resources into their local economies. The introduc
tion of outside bank capital threatened the economic, social, and 
political dominance of local elites and was thus universally unwel
come. Local elites aimed to preserve for themselves the privilege 
of establishing, managing, and profiting from any financial insti
tution functioning in the local market. They were generally able 
to exercise sufficient power in state legislatures to protect financial 
markets from the entrance of threatening outsiders in the commer
cial banking field. Most objections to the establishment of branches 
of banks headquartered elsewhere were fanciful and self-serving, 
but the arguments were nonetheless extremely effective in influenc
ing the legislative and regulatory process. The atomistic commercial 
banking structure reflected the local orientation of most business 
enterprises in an era before the economy had felt the full impact 
of canals, railroads, and other improvements in the transportation 
system. 

State legislatures lost the power to issue currency and collect 
interest from their mortgage loans in 1787, but they soon discov
ered the means of compensating for the loss of revenues from their 
direct involvement in financial services. They generated revenues 
from the financial sector indirectly instead. Revenues arose from 
three main sources: dividends on investments in bank stock, taxes 
on bank capital, and bonuses for granting and extending charters. 
Before independence, loan offices in the middle colonies had pro
duced sufficient interest earnings in some years to cover all, or most, 
provincial expenditures. As a result, many voters had become accus
tomed to viewing the financial services sector as a legitimate target 
for public funding, and that tradition was perpetuated in the early 
national period. 

The first response of legislatures seeking revenue from the 
evolving financial sector was to insist on provisions that allowed 
the state to acquire stock in the newly chartered enterprises. Like 
the First BUS, many state-chartered banks began as mixed enter
prises. In most cases, a majority of the authorized shares went to 
private parties, with the state treasury purchasing a minority inter
est. Taxpayers could share in the profits of these private entities, 
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which were licensed by government to promote the public welfare, 
through their state treasuries' regular collection of dividends. All 
the original thirteen states invested in bank stock. Vermont in 1806 
and South Carolina in 1812 went one step further and created 
commercial banks wholly owned by state government. Despite their 
different organizational format, the two state institutions were remi
niscent of colonial loan offices since they routinely emitted currency. 
The main difference was that, unlike the fiat paper of the colo
nial era, the state-owned institutions issued bank notes continually 
convertible into specie at tellers' windows. 

The several states also generated revenues from banks by tax
ing capital and demanding bonuses for the extension of charters at 
their expiration dates, which typically ran for twenty years or less. 
Tax rates and bonuses varied from state to state and defy meaning
ful generalization. Every bank charter negotiation was an ad hoc af
fair. To measure the overall importance of banks in supporting state 
governments, economic historians Richard Sylla, John Legler, and 
John Wallis calculated the share of total state revenues that could be 
attributed to all dividends, taxes, and bonuses linked to chartered 
banks for the thirteen original states.11 From 1811 to 1815, Pennsyl
vania led the way with nearly half its revenues generated from the 
banking sector, followed closely by Delaware (39 percent) and Mas
sachusetts (38 percent). Only Rhode Island and New Hampshire 
reported no income from banks during the five-year period. The 
collection of public revenues from assessments on banks in the early 
decades of the nineteenth century started a trend that accelerated 
in most states after 1820. Drawing revenues from financial services, 
at first directly and later indirectly, was one of the key continuities 
between the colonial, early national, and antebellum decades. 

State legislatures also used their power to grant or deny corpo
rate status as a means of imposing other demands on applicants for 
bank charters. Since bank entrepreneurs were granted the privilege 
of entering a given market with some degree of limited liability 
and often exercised monopoly or duopoly powers, they were fre
quently expected to return the favor and aid their respective state 
governments in financing budget deficits. Charter terms sometimes 
called for the extension of loans to the state treasury as a condition 
for securing permission to conduct business as a corporation. In 
another arrangement, legislatures directed a bank to provide loans 
to assist a construction project deemed beneficial to the economy— 
usually turnpikes and bridges before 1815.12 
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In return for various financial benefits negotiated with the ap
plicants for bank charters, some state legislatures passed laws for
bidding private unchartered banks, or any other firm whether a 
proprietorship or partnership, from issuing currency. Restraining 
acts emerged in Massachusetts and New Hampshire in 1799. By 
1815 nine states had enacted similar legislation. The laws prevented 
all other firms, including mercantile houses, from issuing private 
paper that might compete with the bank notes of legally sanctioned 
financial institutions. Private bankers could perform other financial 
services, only currency issuance was disallowed. State restraining 
acts helped to preserve the privileges of banking companies by out
lawing competition from enterprises normally beyond the control 
of state government.13 

The restraining laws on private parties were almost the reverse 
of the rules that had governed the financial services sector in colo
nial times. Under parliamentary law in the eighteenth century, all 
individuals as well as partnerships with fewer than seven partners 
were free to engage in unregulated currency issuance. Why the 
different policies on opposite sides of the Atlantic? In England, Par
liament had not looked to the banking sector as a source of public 
revenues. Parliament had granted few corporate charters to banks 
after the South Seafiasco in the 1720s, and thus it had no compel
ling reason to restrict the operations of private bankers. The Ameri
can states, on the other hand, had discovered a means of generating 
revenues from banks in sums that were substantial relative to the 
size of their limited budgets. Consequently, they had strong incen
tives to protect the value of their licensing powers by prohibiting 
the circulation of all private currency within their borders. 

The only large private, unchartered U.S. commercial bank in 
the early nineteenth century was the Girard Bank in Philadelphia. 
Its origins are noteworthy. When the First BUS closed in 1812, 
Stephen Girard, a wealthy Philadelphia merchant, thought he saw 
an entrepreneurial opportunity. He hired George Simpson, the 
former head cashier of the national bank, solicited many of its long-
standing accounts, invested $1.2 million of his own money in the 
enterprise, and became the sole owner. Pennsylvania law forbade 
private bankers from issuing bank notes, and local bankers initially 
refused to accept his issue at their windows. Girard was persistent, 
however. He continued to defy the weakly enforced regulations— 
the state had no enforcement agency—and eventually worked out 
an arrangement with the other banks in the Philadelphia area to 
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accept his currency in local settlements. Girard Bank held substan
tial specie reserves relative to its outstanding bank notes, and there 
was never any serious doubt about the owner's ability to make good 
on his outstanding liabilities. His Republican politics and the assis
tance provided to Secretary of the Treasury Albert Gallatin during 
the financial crisis surrounding the War of 1812 were undoubtedly 
factors that permitted Girard to flout the restrictions on private 
currency issues until the bank wound up its affairs soon after his 
death in 1831.14 

Corporate chartered banking became the accepted norm during 
the formative years of American commercial banking. Except for 
the unending philosophical debate about the constitutionality of 
federally chartered private banking, the issue of privatized bank
ing became progressively less controversial, and especially after the 
election of Republican Thomas Jefferson to the presidency in 1800. 
The role of the First BUS in the national economy likewise di
minished. By 1812 it possessed less than 15 percent of the capital 
invested in commercial banking, and that percentage was sinking 
yearly. Commercial banks served primarily urban merchants, but 
the formulation of their original charter terms and the regular re
newal of those terms every twenty years or thereabouts gave citizens, 
through their legislatures, the opportunity to make those private 
enterprises accountable to the general welfare. In the bargaining 
with financial entrepreneurs, legislatures sometimes forced banks 
to allocate a portion of their loanable funds to state treasuries, vari
ous transportation projects, farmers, and mechanics. Governments 
also used banks to alleviate the tax burden on individuals by gener
ating revenues from investments in banks, taxes on bank capital, 
and bonuses for granting charters. 

This was a calm era for American finance in general. It pre
ceded the storm associated with the multiplying bank failures in the 
aftermath of the Panic of 1819. Except for the collapse of Andrew 
Dexter's banks in New England, the system was safe and reliable. 
Bank notes were esteemed both as a medium of exchange and store 
of value, and they circulated more widely as the years passed. The 
first fifteen years of the nineteenth century were, in fact, surpris
ingly harmonious for state-chartered banks and their myriad of 
customers. 
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Marine and Fire Insurance 

•> • ! • • ! • 

IN ADDITION to substantial institutional development in the com
mercial banking field, the colonies and their successor states wit
nessed a steady expansion of facilities in related financial markets. 
The sectors examined here are marine and fire insurance, with a 
quick glance at the embryonic life insurance market. The follow
ing chapter extends this general line of inquiry by focusing on a 
miscellaneous group offinancial services, including lotteries, securi
ties brokerage, and transactions involving foreign bills of exchange. 
Indeed, marine insurance and foreign exchange trading are func
tional activities with fairly close historical links since, until the emer
gence of organized companies in London, unspecialized merchants 
serving foreign markets were the primary underwriters of insur
ance policies covering risks at sea. 

Marine Insurance 

Marine coverage was the earliest type of insurance to develop orga
nized, yet informal, markets. Issued to protect shippers against the 
risk of financial losses resulting from accidents at sea during peace
time or enemy sinkings and confiscation during wartime, marine 
insurance in one form or another dates back to antiquity. Because 
it rested on the principle of spreading risks among numerous ship
pers, this service was invariably confined to ports with substantial 
volumes of maritime activity. From Babylonian times, through the 
Middle Ages, and up until the seventeenth century, few, if any, spe
cialized firms were devoted solely to underwriting insurance poli
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cies. Instead, prosperous merchants, and sometimes landowners 
with accumulated wealth in agriculture working in conjunction 
with insurance brokers, diversified their interests by underwrit
ing marine policies as an offshoot to their main line of economic 
activity. Underwriters usually issued separate policies to cover in 
the first instance an individual ship and in the second instance its 
cargo. Cargoes with multiple owners frequently generated multiple 
policies. 

In peaceful times, underwriters were able to calculate with a 
reasonable degree of accuracy, if not absolute precision, the likeli
hood of losses arising from such hazards as rough seas and ill winds 
on established trade routes. If the institutional setting was accom
modating, marine insurance became available in port cities with a 
steady volume of seaborne traffic. Depending on the length of the 
voyage, the prevalence of pirates in certain waters, and the time 
of year—whether closer to the stormy or calm months—premium 
rates of 5 percent or less of the insurable value of ships and their 
cargoes were reportedly negotiated in Mediterranean ports on cer
tain routes more than a thousand years ago. In more turbulent eras 
when overseas trading patterns were disrupted because of politi
cal divisions, potential underwriters were not able to measure risks 
accurately, and they withdrew from the market or insisted on pro
hibitive rates. Indeed, rates had a tendency to settle at either the 
lower or the higher end of the price spectrum. 

In wartime, when ships and cargoes were subject to seizure by 
rival navies and armed privateers, rates could climb to as high as 30 
to 50 percent of market values—in extreme cases as high as 75 per
cent or more. Under what circumstances would shippers pay pre
miums that approached the replacement cost of the merchandise 
itself? In those special cases, a few shippers willingly paid astro
nomically high rates because they hoped to realize profit margins 
of 200 to 300 percent or more when their merchandise reached a 
port cut off from its normal inflow of goods from the outside world 
because of a military emergency. Underwriting policies during war
time was a dangerous business—something that went beyond the 
rational calculation of a statistically measurable risk. War insurance 
was more akin to outright gambling and thus avoided by all but the 
most daring underwriters. 

As early as Roman times, the so-called loan on bottomry was 
a common device for providing protection to shipowners against 
risks at sea. The system functioned in an odd manner, almost the 
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reverse of modern business procedures, but the result was virtually 
the same. Owners negotiated collateralized loans in advance from 
underwriters at high interest rates for amounts limited only by the 
market value of a departing ship. The loan principal, plus interest, 
became due and payable when the ship arrived safely at its destina
tion. If the vessel was lost at sea, on the other hand, the loan was 
canceled, thereby compensating for the loss. In effect, the interest 
charges applied to the loans served as the premium for providing 
insurance coverage. 

As with commercial banking,financial historians generally trace 
the origins of modern marine insurance back to Italy in the four
teenth century. By the sixteenth century, Amsterdam and Antwerp 
were centers for underwriting in northern Europe. Underwriting 
was still uncommon in England in the sixteenth century, but de
mand rose steadily in response to the increased volume of English 
shipping in the North Atlantic. In 1575, during the reign of Eliza
beth I, the crown established the Office of Assurances and required 
the compulsory registration of all marine policies. After 1650, Lon
don began to claim an increasing share of the North Atlantic insur
ance market.1 Nonetheless, during most of the seventeenth century, 
the majority of British ships still sailed without adequate insurance 

2coverage.
The most common means of limiting accidental, noncommer

cial losses, and a system widely employed by both British and colo
nial American shippers in the seventeenth century, was the ageless 
strategy of dividing the ownership of vessels and their cargoes into 
fractional shares. Using that system to spread risk, a loss at sea did 
not fall on the shoulders of a single entity but on a group of inves
tors, none of which was likely to suffer ruin because of one unfor
tunate incident. Shipowners seeking greater safety through diversi
fication often took shares of one-third, one-eighth, one-sixteenth, 
and sometimes even smaller fractions in several vessels. Even when 
marine coverage became widely available on reasonable terms, the 
strategy of holding fractional shares was still followed by many cau
tious investors. On busy shipping lanes, a single merchant some
times transported a large shipment of goods on two or more vessels 
sailing for the same port on different dates. 

For protection from pirates or from belligerent vessels during 
wartime, merchant ships sometimes sought greater security by add
ing cannonry to their decks or by sailing in convoy under naval 
surveillance. In the eighteenth century, the navies of the major 
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European powers rooted out a high percentage of the pirates ma
rauding in Caribbean waters, and insurance rates fell on the order 
of 10 to 20 percent to reflect the lower risk of loss due to robbery 
on the high seas.3 Insurance underwriters typically gave rebates 
to the owners of vessels and cargoes that arrived in port under 
naval escort. While slow-moving convoys had a superior record in 
terms of protecting the physical safety of goods in transit, some 
merchants avoided them, preferring to book cargo space on vessels 
whose owners had announced their intention to forego protection 
and take their chances on the open seas. Those merchants claimed 
that a mass of goods simultaneously pouring out of the holds of 
vessels sailing in convoy produced glutted markets and low prices 
and that modest insurance rebates were insufficient to compensate 
for narrow profit margins. 

In seventeenth-century London, persons seeking coverage for 
ships and cargoes secured policies through brokers who conducted 
business at various coffeehouses that served as news bureaus for 
the maritime trade and as informal insurance exchanges. Assisted 
by coffeehouse managers, brokers kept lists of individual under
writers willing and able to provide coverage up to certain monetary 
limits for specific kinds of risks. To protect themselves from the 
possibility of excessive losses linked to just one or two accidents at 
sea, most underwriters adopted the principle of risk diversification. 
They joined with peers to form a myriad of syndicates, with each 
participant accepting responsibility for only a portion of a potential 
loss and earning a proportionate share of the premium. The bro-
ker's function was to assemble a group of individual underwriters 
who, jointly, were able to satisfy the requirements of a shipowner or 
merchandise trader seeking coverage. Brokerage fees were in the 
range of .5 percent or less of the policy's value. 

In the late seventeenth century, Lloyd's Coffee-House in London 
became the main meeting place for agents and brokers represent
ing the largest number of private underwriters in the city. In 1720 
Parliament granted formal charters to two corporations, London 
Assurance and Royal Exchange Assurance. They were the only two 
corporate entities authorized to underwrite marine risks in England 
throughout most of the eighteenth century.4 The two corporations 
shared the marine market with numerous private underwriters who 
continued to issue policies at the coffeehouse exchanges, of which 
Lloyd's of London became the most renowned. 

In the first half of the eighteenth century, the marine insur
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ance sector centered in London developed very rapidly. Its develop
ment was as fast as, or faster, than any other sector of the financial 
services market. The net result was that during the same decades 
that London's capital market was emerging as Europe's largest and 
most sophisticated, the city's marine insurance sector was experi
encing parallel advancement. Coverage on British vessels calling at 
ports throughout the empire was readily available by 1750. Lon
don underwriters sometimes covered ships and cargoes owned by 
the Dutch and other European traders as well; indeed, they offered 
policies on a large share of the maritime trade of other European 
sea powers and their colonies around the world. As members of the 
British Empire, Americans had direct access to those services, and 
their availability helped to provide underpinnings for the foreign 
trade sector of the thirteen colonies. 

Like their counterparts in the mother country, Americans with 
shipments destined for overseas ports had limited access to mari
time insurance during the seventeenth century. Surviving sources 
related to the scope of the insurance market in North America in 
the first century of settlement are extremely thin. Most information 
arises from sources dated after 1725. Generally speaking, colonial 
ships that regularly visited British ports, where they were subject 
to careful inspection to determine seaworthiness, were in the most 
favorable position to obtain coverage. The same generalization ap
plies to cargoes entering or leaving English ports irrespective of 
the ownership of the vessel. A greater number of ships calling at 
southern docks, where they loaded tobacco, rice, and indigo, set 
sail for London and other British ports than the number routinely 
serving northern docks, which concentrated on supplying food
stuffs to the Caribbean and southern Europe. Therefore, a greater 
percentage of the maritime traffic on southern trade routes pre
sumably obtained coverage from London underwriters. Presumably 
is the correct word here because the inference is based on deduc
tive reasoning rather than on any hard data, which is scattered 
and scant. 

By the mid-eighteenth century, when the historical record be
comes more revealing, most colonial merchants habitually ordered 
insurance for shipments on routes deemed eligible for coverage 
by London underwriters. Americans typically requested insurance 
through the same British mercantile houses that handled their mer
chandise account and money balances in the mother country. The 
London market was highly competitive, and most underwriters 
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charged roughly similar premiums on regular trading routes dur
ing peacetime. Whether a few colonial agents may have had the 
authority to issue policies binding on London underwriters is un
known. A few shippers may have chosen to save money in the short 
run by foregoing the purchase of maritime policies, in effect decid
ing by default to become self-insured; but business logic ran against 
such a strategy over the long term. By 1750 underwriters had deter
mined with a fair amount of accuracy the probability of loss on any 
given voyage, and the premiums they charged generally reflected 
the underlying risk. If merchants or planters regularly shipped 
goods for sustained periods of time, the net financial burden, on 
average, of losses at sea equaled roughly the same amount whether 
one paid underwriters small amounts periodically in premiums or 
suffered major setbacks at random when tragedy struck. In the 
short run, two or three untimely losses could result in lost liquidity 
and financial ruin. For that reason, prudent colonials immediately 
took advantage of insurance services as soon as they became widely 
available. It was not an all-or-nothing proposition; some shippers 
bought insurance to cover half the value of the property at risk, or 
some other suitable fraction, and assumed liability for the remain
der on their own account. 

When premium rates climbed to 50 percent or higher in war
time, or because of the perceived threat of a naval confrontation, 
some shippers decided to forego coverage and tempt fate. For ex
ample, wealthy Philadelphian Stephen Girard, who later purchased 
the headquarters of the defunct First Bank of the United States 
and aided the U.S. Treasury in financing the War of 1812, objected 
strenuously to the high premiums demanded by underwriters in 
the embargo year of 1808. At such astronomical rates, "I prefer to 
run the risk of my own property," Girard told one correspondent.5 

The emergence of an indigenous marine insurance business in 
the colonies came in the port cities of Philadelphia, Boston, and 
New York. By the second quarter of the eighteenth century, de
mand was increasing in northern ports for local underwriting facili
ties. Many vessels sailing out of northern ports headed southward 
and rarely, if ever, crossed the Atlantic to undergo inspection at 
docks in Great Britain, leaving them and their cargoes ineligible for 
coverage in the London market. Taking advantage of that market 
opportunity, a few American merchants ventured into the new field 
of insurance underwriting. The first advertisement in an American 
newspaper announcing the availability of marine policies under
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written by local merchants—persons unnamed, incidentally—ap-
peared in Philadelphia on 25 May 1721 under the name of agent 
John Copson in the American Weekly Merchant. Copson invited inter
ested shippers to apply for coverage at his office. The announcement 
claimed that he had made arrangements with several wealthy and 
responsible persons in the Philadelphia mercantile community who 
were ready to assume marine risks. But nothing is known about the 
actual extent of his business. 

A similar announcement about the availability of marine cov
erage was placed by Joseph Marion in several Boston newspapers 
three years later. Marion was still running advertisements in the 
Boston Evening Post in 1745, claiming that his insurance office had 
been a going concern for more than two decades. But again no in
formation exists about how many policies were issued at his office 
or on what terms. By the 1740s other firms had entered the mar
ket. According to insurance historian Edward Hardy, the premium 
rates generally in force in the Boston market in 1743 were: to Mary
land, 6 percent; to London, 7 percent; to Guadaloupe, 8 percent; 
to Jamaica, 10 percent; to Holland, 10 percent; and to Madeira, 
12 percent.6 The rates provided no adjustments for departures at 
different times of the year, a common practice in London, thus 
their uniform application may be in doubt. Nonetheless, they pro
vide guidelines suggesting the price structure for marine insurance 
when the American market was still in its infancy. 

The letter book entries of the Beekman firm, a family of promi
nent New York merchants who diversified into the insurance field, 
also shed light on the origins of the marine market. The Beekmans 
were deeply involved in the mercantile life of New York City during 
the second half of the eighteenth century. Typical all-purpose mer
chants, they were involved in a multitude of business transactions, 
including the import and export of a wide range of goods. The 
Beekmans were simultaneously consumers and suppliers of insur
ance services. The partners routinely ordered insurance to cover 
shipments eastward across the Atlantic through the auspices of their 
London agent. At the same time, they participated as members of 
local underwriting syndicates for American merchants sailing to 
the Caribbean; alternatively, when declining to assume certain risks 
themselves, they acted as intermediaries between reliable out-of-
town customers and other resident underwriters. 

Three letters from the 1740s illustrate the Beekmans' perfor
mance of those three functions. In a letter addressed to the London 
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firm headed by Robert Shaw and William Snell in 1747, Gerard 
Beekman ordered insurance to cover a shipment of flaxseed to Ire
land on the Four Brothers and a second policy to cover a return 
cargo of finished goods from Liverpool. That same year in cor
respondence with Peleg Thurston, a merchant based in Newport, 
Rhode Island, Beekman promised prompt payment of three hun
dred pounds for the loss of the sloop Defiance that his firm had 
underwritten in conjunction with three other New York merchants, 
among them Philip Van Home. A few months later, Beekman told 
Thurston that, because of a war scare in the West Indies, New York 
underwriters were asking for rates of 30 percent to cover shipments 
to the Caribbean—a premium Beekman believed unjustifiably steep 
given the circumstances.7 

The first organized American marine insurance company with 
surviving bylaws was formed in Philadelphia in the late 1750s. Six 
merchants signed the lengthy partnership agreement: Thomas Will
ing, Charles Stedman, Alexander Stedman, John Kidd, William 
Coxe, and Robert Morris. The signators were, incidentally, the same 
Willing who later became president of the Bank of North America 
and the First Bank of the United States and the same Morris who 
served as superintendent of finance under the Articles of Confed
eration. Conducting business under the name Thomas Willing and 
Company, the partners informed correspondents that their com
bined fortunes, which were jointly pledged to cover underwriting 
liabilities, totaled eighty thousand pounds. The partners dissolved 
the firm within a year, however. Thomas Willing provided an ex
planation to one correspondent in September 1758: "We are Con
vinced . . . that Underwrit'g is a bad Business, and are determined 
to Drop a Company. . . . We dont expect any great Loss more than 
time 8c Trouble." He apparently soon changed his mind about the 
prospects, since a successorfirm—Willing, Morris and Company— 
underwrote policies more or less continuously from 1760 to 1774.8 

Thus, in addition to his significant contributions to the early devel
opment of American commercial banking, Morris was also among 
the developers of the marine insurance field. Morris and Willing 
maintained a mutually beneficial business relationship for more 
than four decades with many complementary facets. 

By midcentury or thereabouts, the three main northern port 
cities—Boston, Philadelphia, and New York—possessed the insti
tutional framework to support the rise of an American marine in
surance sector. Underwriters conducted business strictly on their 
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own account or in partnership with others. Some mercantile under
writers tended to avoid agent intermediaries, inviting shippers to 
apply for coverage at their regular counting houses. In other in
stances, unaligned brokers maintained offices where they arranged 
policies to suit the requirements of insurer and insured. Insurance 
brokers rarely underwrote the policies issued through their own 
offices. The prevailing mechanism in North America was compa
rable to procedures in the London coffeehouses that catered to the 
maritime trade. In Boston, Hardy counted 19 different individuals 
who ran advertisements in local newspapers offering insurance ser
vices between 1724 and 1801. In Philadelphia, Harrold Gillingham 
counted 22 insurance offices between 1721 and 1796 and identi
fied 170 persons who acted as underwriters—both individuals and 
partnerships—between 1759 and 1788. How many underwriters in 
the three main ports and other smaller ports participated in the 
American market in the eighteenth century is anybody's guess, but 
more than 1,000 names is certainly plausible. 

Another clear sign of the rapid development of this financial 
sector was the emergence of reinsurance within the underwrit
ing community. In a reinsurance transaction, the initial insurers 
of physical property purchase a second layer of insurance from 
third-party underwriters to protect themselves from the possibility 
of suffering extraordinary financial losses. In 1762, for example, 
Philadelphia underwriter Thomas Ritchie became extremely fear
ful that a slightly overdue vessel on which he had issued a policy 
some months previously had been lost at sea. To limit his potential 
liability, at the last minute so to speak, he paid another underwriter 
a premium rate 20 percent higher than he had originally collected 
from the shipper to assume half of his obligations if the worst in 
fact came to pass. The issuer of the reinsurance policy was lured 
by the premium bonus and decided to assume the risk. Whether 
that specific ship arrived in port is unknown and not particularly 
relevant in this context. The important point is that reinsurance—a 
policy issued by one underwriter to protect the exposure of another 
underwriter—was a sophisticated financial technique already in use 
in the Philadelphia market in the 1760s. 

From the seventeenth to the end of the eighteenth century, the 
cost of marine insurance dropped on the order of 15 to 25 percent 
on major trade routes in the Atlantic Ocean. The reduced threat of 
piracy, more seaworthy ships, better navigational maps, and more 
experienced captains and crews were factors that combined to re
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duce the risk of losses; and premium rates fell accordingly. Greater 
competition among underwriters also played a role in giving buyers 
more for their money. In the previous century, reimbursements 
typically covered only 75 to 90 percent of actual losses, but by the 
mid-eighteenth century underwriters gradually assumed liability 
for 98 to 99 percent of the insured value of lost or damaged prop-
erty.9 

By the early 1770s, premium rates on routine shipments from 
the colonies to ports everywhere in the North Atlantic ranged from 
2 to 5 percent, with seasonal variations. Longer, more atypical voy
ages to the South Atlantic or Pacific oceans elicited higher premi
ums. Few American merchants actually participated in the slave 
trade, but for colonial ships sailing to Africa to pick up a cargo and 
returning to the West Indies in the early 1770s, underwriters sought 
premiums of 8 to 11 percent on hulls and generally declined to as
sume any risk for the loss of slave lives in transit. When the China 
trade began in 1784, the quoted rate was 15 percent, but it fell to 7.5 
percent by the end of the decade. Generally, maritime rates were 
not merely a function of the distance traveled. In peacetime more 
losses resulted from shipwrecks along shorelines than from flooded 
vessels on the high seas—excepting the losses during tropical hur
ricanes. Premiums skyrocketed during the War for Independence 
and in all confrontations involving naval powers. In the months just 
before the signing of the peace treaty in 1783, the rate on goods 
bound for France was reportedly as high as 55 percent. 

After the adoption of the Constitution, state governments were 
anxious to develop a local insurance sector. Unlike the political de
bates related to the establishment of some commercial banks, the 
creation of corporations to issue insurance policies was rarely con
troversial. Marine underwriting steadily passed out of the hands 
of proprietorships and partnerships and into the arms of incorpo
rated enterprises holding charters from state legislatures. Few firms 
were closely held; most had hundreds of shareholders. Initial share 
offerings were sold at low to moderate prices in many instances to 
encourage widespread public ownership and support. Organized 
insurance companies with vast financial resources and hundreds of 
stockholders captured an increasing share of the maritime market. 

Numerous marine insurance companies received corporate 
charters between 1790 and 1815. The list in table 13.1 (see page 
300) is not comprehensive since some mixed companies—fire, life, 
marine—specialized mainly in marine policies. The former sys
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tern of private syndicate underwriting, which had prevailed in the 
colonial era and which was perpetuated in London, gave way in 
the United States to competition from corporate enterprises that 
mobilized large amounts of capital to meet potential loss liabilities. 
Most customers concluded that organized institutions with large 
capitalization possessed superior financial resources to pay exten
sive claims in the event of catastrophe; and, under the leadership 
of ambitious entrepreneurs, chartered insurance companies prolif
erated to meet the increasing demand. Some private parties who 
were already established in the field continued to underwrite risks 
in conjunction with marine brokerage offices after the turn of the 
century, but few new faces entered the market. Shippers preferred 
the new companies over private individuals even though the former 
had acquired the privilege of limited liability whereas the latter still 
did business under the rule of unlimited liability, personal as well 
as business. 

Fire Insurance 

Fire insurance was a highly innovative financial service that made 
a major impact on the American economy in the early national 
period. In contrast to the long lineage of marine coverage, fire 
coverage has relatively modern origins, having become available to 
a large number of property holders for the first time in England 
only about four hundred years ago. Fire insurance was also differ
ent from marine coverage because its initial market was consumer 
households, not business enterprises. It arose to cover structures at 
risk primarily in the residential market, not mercantile inventories 
or workplaces, although business properties became eligible for cov
erage in the early eighteenth century. The coming of fire insurance 
occasioned the emergence of a radically new form of business orga
nization: the mutual company. Not owned by proprietors, stock
holders, or government, the mutual company was owned instead 
by the policyholders themselves. Mutuals were cooperative, self-
help enterprises; their civic-minded sponsors often stayed around 
to manage the companies as salaried employees. In addition, some 
fire insurance companies became financial intermediaries by accu
mulating substantial reserve funds, which were available for longer 
term loans and investments in stocks and bonds. Fire insurance 
companies were innovative in other ways. Some signed up large 
numbers of part-time brigades to battle blazes endangering insured 
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properties, and they purchased pumps, hoses, ladders, and other 
fire-fighting equipment to aid in the efforts. Those public-safety 
functions were subsequently absorbed by municipal governments in 
the nineteenth century. 

The first fire insurance companies were English, which helps 
to explain why the institutional mechanism for spreading the risk 
of financial losses associated with accidental conflagrations crossed 
to American shores so quickly. Protection against fire hazards was 
one of the new products associated with the consumer revolution 
that swept through eighteenth-century England. Fire policies were 
initially issued in the major urban areas but soon spread to rural 
markets as well. The firms that issued fire insurance policies were 
unique at the time because of the grand scale of their operations 
and the long periods over which customers contracted for their 
services. Excepting the postal system, which was primarily a gov
ernmental function, the earliest American fire insurance company, 
which was begun in Philadelphia in the 1750s, can claim the distinc
tion of being the first large privately managed business enterprise 
in North America. 

The inspiration for fire insurance as a modern financial service 
arose from a colossal tragedy: the Great Fire of London in 1666, 
which raged for four days and destroyed thirteen thousand houses 
inhabited by rich and poor. The idea of establishing some type of 
compensation system to protect residents against potential fire haz
ards in London actually predated the Great Fire, but organizers 
were unable to mount a successful drive to get the project off the 
ground. Prospective entrepreneurs had long ago concluded that 
large urban areas, where fire risks could be spread among several 
thousand structures, held out the best prospect for launching a suc
cessful venture. In 1638 Charles I granted a royal patent to William 
Ryley and Edward Mabb to establish a fire insurance company to 
serve London and its suburbs. The decree gave the two men mo
nopoly rights for the next forty years; but the English Civil War 
intervened, and they failed to solicit enough subscribers to start the 
projected enterprise. 

Compared to marine insurance, fire insurance was slow to 
emerge because the organizational requirements were much more 
formidable. The underwriters of marine policies assumed risks for a 
fairly short time, typically measured in terms of weeks or months— 
from the start of a specific voyage to its termination at a desig
nated port. The owners of homes and rental properties, in contrast, 
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thought about fire coverage in a totally different time frame—in 
terms of years and even decades. Independent marine underwriters 
working through brokers could enter and exit the maritime market 
every six months or so without damaging its overall structure, but 
maintaining the stability of a market for fire insurance was another 
matter altogether. Consumers expected a greater sense of commit
ment and permanence. Households wanted to insure their proper
ties for longer periods, and they wanted greater assurances that the 
underwriters would still be presentfive to ten years later, or longer, 
to pay any claim. In an era when proprietorships and partnerships 
were tied strictly to the lifetimes of participants, few business enti
ties had the organizational capacity to offer customers the prospect 
of longevity. Only entities with royal charters possessed the privi
lege of perpetuity, and Parliament granted few corporate charters 
to business enterprises during the seventeenth and eighteenth cen
turies. 

After the London catastrophe, the first measures adopted to re
duce fire risk and promote public safety were municipal building 
codes that encouraged brick and stone construction and restricted 
housing density. The events of 1666 had proven conclusively that a 
fire anywhere in the city was a potential threat to every household 
in every neighborhood irrespective of location. In the rebuilt city, 
the actual risk of fire was substantially reduced, which held out the 
prospect of lower premiums than what would have been required to 
provide similar coverage before 1666. During the next half century, 
the demand for fire insurance steadily increased while the rates for 
coverage kept falling—leading to the birth and rapid expansion of 
this financial service. 

Beginning in the 1670s scattered evidence suggests that a few 
private underwriters began issuing fire protection policies on brick 
and stone buildings on an ad hoc basis. But the haphazard system 
of issuing fire policies by unorganized private parties was actuari
ally unsound and short-lived. Among the early underwriters was 
Nicholas Barbon, who had been one of the principal general con
tractors in the reconstruction of London and who frequently issued 
policies to owners of homes that he had built. Barbon was the prime 
mover behind the formation of the city's first fire insurance com
pany in 1681, called simply the Fire Office. A joint-stock company 
that sought profits for investors, the Fire Office offered coverage for 
a minimum term of seven years, with initial premium rates of 2.5 
percent annually for brick houses and 5 percent for wooden resi
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dences. Policyholders also had the option of prepaying for coverage 
lasting up to thirty-one years at rates discounted by two-thirds. The 
rates were high given the reduced risk of fire, and when competi
tors arrived on the scene a few years later, premium rates started 
falling dramatically. 

By the mid-1680s Barbon claimed to have insured four thou
sand houses in the London area, and the enterprise was a going 
concern. Barbon recruited a brigade of fire fighters and marked 
insured houses with thefirm's symbol for quick identification. After 
three years of operations, the firm had collected eighteen thou
sand pounds in premiums and paid out seven thousand pounds in 
claims. The Fire Office received a royal charter in 1688, which lim
ited the liability of investors in the event of any huge losses such as 
a conflagration similar to the massive fire twenty years earlier. The 
firm later changed its name to the Phenix, and it remained in busi
ness until the mid-eighteenth century when competitive pressures 
dictated closure. 

In 1683, two years after the establishment of the Fire Office, the 
Friendly Society for Securing Houses from Loss by Fire entered the 
London market. At its inception under the leadership of William 
Hale and Henry Spelman, the Friendly Society, despite its chari
table name, was a profit-seeking firm. What was different in this 
case was the use of a clever marketing technique: the solicitation 
of memberships in an ongoing society. Once they had joined the 
private club, which was designed to provide a permanent customer 
base to spread risks, members could look forward to perpetual cov
erage on insured structures. 

Persons joining the Friendly Society paid an initiation fee of 
0.003333 of the face value of the policy, plus an annual premium 
of 0.000666. To cover a residence valued at £1,000, for example, 
the cost was £3.333 up front, plus two-thirds of a pound annu
ally. (Those premium rates were for brick and stone residences; the 
numbers doubled for wooden frames.) Members were also contin
gently liable for an additional assessment of up to 1.5 percent of 
their policy value in the event of a rash of losses. Assessments, when 
necessary, were generally modest and never approached the maxi
mum. Coverage was continuous until a member withdrew from the 
society. Members who resigned got back their initial fees, but the 
company kept the interest earned during the intervening period. 

In 1696 a nontraditional competitor came on the scene with a 
nontraditional name. Called the Amicable Contributors for Insur
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ing Houses from Loss by Fire, which indicated its self-help orien
tation, this London society's structure revealed a sharp departure 
from any financial service enterprise that had ever existed any
where around the globe. A few years later its name was altered to 
a simpler title, Hand-in-Hand, after the symbol routinely displayed 
on its house markings. Hand-in-Hand was organized as a mutual 
company—a nonprofit, cooperative venture that blended the goals 
and functions of charitable organizations and mainstream business 
enterprises. The insurer and insured, acting in unison, were one 
and the same—a variation on the strategy of self-insurance. Policy
holders were invited to general meetings held at least twice annually 
to vote on critical issues, among them the election of twenty direc
tors who assumed the position of trustees. The directors engaged 
managers to run operations. Profits were distributed to policyhold
ers as dividends, with payments divided according to the face value 
of the policies in force. By 1704 the company had issued more 
than seven thousand policies, the vast majority on brick and stone 
properties. The formation of Hand-in-Hand, the first mutual in
surance company, marks the emergence on a significant scale of 
the nonprofit enterprise—a cooperative venture competing some
what incongruously with profit-oriented firms in a predominantly 
capitalist economy. 

By 1720, several additional fire insurance companies had been 
established in Great Britain, mutuals as well as profit-seeking enter
prises. The two corporations that Parliament chartered in 1720 to 
issue marine policies—Royal Exchange and London Assurance— 
added fire insurance subsidiaries a year later. Companies sprang up 
in Bristol and Edinburgh. The policies they issued did not guaran
tee to cover the replacement cost of insured property, which became 
common practice in the United States in the late twentieth century. 
Underwriters were reluctant to promise replacement cost, irrespec
tive of the face value of the policy, because of the incentive for 
arson by owners living in homes in deteriorating physical condition 
or located in deteriorating neighborhoods. Instead, they paid the 
estimated cash value at the time of loss. 

The urban-based firms eventually extended coverage to rural 
residences and even recruited local fire fighters to help protect 
properties at risk. Home furnishings as well as structures became 
eligible for coverage. Mercantile inventories, factory buildings, and 
other commercial properties were likewise added to the risk pool. 
By the end of the first quarter of the eighteenth century, the fire 
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insurance sector of the British economy, like the marine insurance 
sector, was well organized and well along the road to maturation. 

The earliest fire insurance companies organized in North 
America were patterned on the model of the mutual society. The 
very first company had a short, unsuccessful history. The Friendly 
Society was organized in Charleston, South Carolina, in 1735. A 
huge blaze got out of control and spread from street to street in 
1741, destroying most of the homes, which were predominantly 
wooden, in its path. The massive claims wiped out the company's 
modest financial resources; the venture went bankrupt and wound 
up its affairs. 

The second attempt to establish afire insurance company proved 
more lasting. Its main sponsor was Benjamin Franklin. After re
turning to Philadelphia in 1726 from a two-year sojourn in England, 
Franklin became a devoted advocate of improving the city's fire
fighting capabilities. City government was not unaware or unre
sponsive to the threat of fire, and it began appropriating funds for 
the acquisition of fire equipment in the 1720s and 1730s. Simul
taneously, volunteer organizations of fire fighters sprang up in 
various neighborhoods. In 1750 Franklin spearheaded the plan 
to transform his local fire brigade into an organization that also 
provided insurance coverage. Initially, the Union Fire Company 
offered policies only to households that were active members of the 
local voluntary fire company. 

Two years later, in 1752, the insurance company expanded its 
market and began offering policies throughout the city, thereby 
acquiring the economies of scale necessary for long-term survival. 
Renamed the Philadelphia Contributionship for the Insurance of 
Houses from Loss by Fire, the firm adopted the mutual owner
ship organizational structure inspired by Hand-in-Hand in London. 
Policyholders annually elected twelve directors to oversee opera
tions. Before issuing a new policy, every structure was carefully 
inspected and brought up to fire safety standards. Premium rates 
were modest and roughly in line with the losses experienced. 

The firm prospered and endured. By 1781 it had in force about 
two thousand policies covering properties valued at approximately 
$2 million in the Philadelphia area. In terms of the numbers of 
households regularly served, no other business enterprise in the 
colonies probably had a larger customer base. A man of innumer
able talents, Franklin deserves special recognition for his entre
preneurial contributions as founder and dedicated overseer of this 
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pathbreaking enterprise. Despite its shining example, no other simi
larly successful fire insurance company was organized anywhere in 
North America until after the War for Independence. 

Beginning in the 1780s and 1790s, and accelerating rapidly after 
the turn of the century, the United States witnessed the establish
ment of numerous fire insurance companies, both mutuals and 
profit-seeking firms. Between 1794 and 1799 more than twenty-five 
firms received charters from state legislatures. The two organiza
tional forms flourished side by side, which suggests to economic 
historians that the overall insurance packages offered to customers 
by mutuals and nonmutuals, their mix of premium rates and the 
quality of claim services rendered, were highly competitive. Other
wise, one of the two ownership patterns would have soon driven 
the other from the marketplace. The dual ownership system per
sists in insurance markets to this day. The mutual ownership system 
was confined to firms dealing strictly in fire insurance, however. As 
mentioned previously, many profit-oriented general insurance com
panies issued both marine and fire policies—a marketing strategy 
that proved harmonious in most instances. 

The major urban centers along the Atlantic Coast were the 
headquarters of the largest number of firms issuing fire policies; 
but medium-sized inland towns such as Richmond, Virginia, and 
Hartford, Connecticut, attracted companies as well.10 As the insur
ance field matured over the years, the number of risk classifica
tions broadened considerably. Premium rates on structures varied 
according to construction materials, roofflammability, nearby land
scaping, geographic location, and other critical risk factors. By the 
turn of the century, most rates fell within the range of .5 to 1 per
cent annually. Many firms insured rural as well as urban proper
ties in order to generate a large and diversified risk pool. In 1800 
Thomas Jefferson insured Monticello, his mountaintop home near 
Charlottesville, with Richmond Mutual Assurance Society, taking 
out four thousand dollars to cover the main house plus another 
thousand dollars for the outer buildings. While it was difficult to an
ticipate much help from organized fire brigades in fighting blazes 
in remote areas, a distinct advantage of rural properties was their 
relative immunity from the threat of wind-whipped flames leap
ing from nearby structures as often happened in densely settled 
urban areas. 

Some newly formed fire insurance companies accumulated sub
stantial cash reserves and joined commercial banks as financial 
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intermediaries. Most banks focused on short-term loans to mer
chants, although there were frequent renewals and other excep
tions to the normal lending rules. Cash-rich insurance companies 
invested in mortgages, other loans with longer maturities, public 
securities, and occasionally in the common stocks of commercial 
banks. The fire insurance company in Philadelphia, for example, 
had £7,090 out on loan in 1773.11 Few governmental regulations dic
tated the composition of insurance company investment portfolios, 
leaving managers free to exercise their best judgment in choosing 
among the alternatives. As far as is known, no insurance company 
was forced to default on its obligations to policyholders because of 
bad investments prior to 1815. 

One of the new companies organized in the postwar era insti
tuted an innovative premium collection policy that had significant 
long-term repercussions. The Mutual Assurance Company, Phila-
delphia's second fire insurance firm formed in 1784, offered house
holds a new type of policy beginning in 1800: a perpetual policy 
financed by a singular, prepaid premium. The upfront cost was rela
tively high, but after initial payment, policyholders were scheduled 
to make no annual payments for years thereafter—and, if every
thing progressed according to plan, possibly never again. Since 
financial resources at the outset were far in excess of anticipated 
claims during the next several years, the premiums collected from 
members created a substantial reserve fund. 

Some marine underwriters in London may have established sub
stantial reserve funds prior to 1800 so it is impossible to cite fire 
companies as the unchallenged pioneers, but the latter seem to have 
acted as financial intermediaries in a more systematic and sustained 
manner. In the case of the Mutual Assurance Company, the reserve 
fund was invested in various financial instruments, and the interest 
and dividends on the portfolio investments accumulated over time 
and became a form of retained earnings accruing for the benefit 
of policyholders. If the earnings on investments held steady and 
claims arising from fire losses were not abnormally high because of 
extraordinary conflagrations, coverage remained in force without 
the necessity of assessing additional premiums on policyholders. 

Life Insurance 

Some of the general insurance companies that received legisla
tive charters between 1790 and 1815 obtained the right to issue 



300 TH E EARLY NATIONAL ERA 

TABLE 13.1 
American Insurance Companies, 1735—1810 

Philadelphia 
1752 Philadelphia Contributionship 
1784 Mutual Assurance Co. 
1794 Insurance Co. of North America 
1794 Insurance Co. of the State of Pennsylvania 
1803 Phoenix Insurance Co. 
1803 Philadelphia Insurance Co. 
1804 Delaware Insurance Co. 
1804 Union Insurance Co. 
1809 Marine and Fire Insurance Co. 
1810 United States Insurance Co. 

New York 
1787 Knickerbocker Fire Insurance Co. 
1796 New York Insurance Co. 
1796 Insurance Co. of New York 
1797 Associated Underwriters 
1797 United Insurance Co. 
1800 Columbian Insurance Co. 
1802 Washington Mutual 
1802 Marine Insurance Co. 
1804 Commercial Insurance Co. 
1807 Phoenix Insurance Co. 
1810 Fireman's Insurance Co. 
1810 Ocean Insurance Co. 

Boston 
1795 Massachusetts Fire and Marine Co. 
1799 Boston Marine Insurance Co. 

Baltimore 
1794 Baltimore Equitable Society 
1796 Charitable Marine Society 

Norwich 
1795 Mutual Assurance Co. 

New Haven 
1797 New Haven Insurance Co. 

Hartford 
1810 Hartford Fire Insurance Co. 

Charleston 
1735 Friendly Society 
1797 Charleston Insurance Co. 

Sources: Compiled from data in Huebner, "Development of Marine Insurance" 
Gillingham, Marine Insurance in Philadelphia; Hardy, Early Insurance Offices. 

Note: Representative list of companies, not complete. 
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TABLE 13.2 
Investment in Insurance Companies, 1792—1806 

Number % Change 
of firms Capital in Capital 

1792 1 $ 600,000 
1794 4 1,200,000 100 
1796 8 3,000,000 250 
1798 9 3,000,000 — 
1800 15 5,000,000 60 
1802 29 7,500,000 50 
1804 40 10,000,000 33 
1806 50 15,000,000 50 

Source: Mary Elizabeth Ruwell, "Eighteenth-Century Capitalism: The Formation of 
American Marine Insurance Companies," (Ph.D. diss., University of Pennsylvania, 1989), 
p. 109. 

life insurance policies in addition to marine and fire. The poli
cies were strictly term insurance with no forced-saving component 
to build cash-surrender value included in the premium as became 
more common after the mid-nineteenth century. Consumer de
mand for term life insurance proved extremely limited through 
the 1810s, however. The Insurance Company of North America, a 
large capital-stock firm founded in Philadelphia in the early 1790s, 
wrote only a handful of life policies during the next decade. The 
first company expressly organized for that purpose, the Pennsylva
nia Company for Insurance on Lives and Granting Annuities, was 
not incorporated until 1812, and sales were initially slow. This field 
of insurance remained in its infancy throughout the early national 
period. 

Under the circumstances, a full-blown discussion of the origins 
and development of life insurance seems unwarranted in a book 
focusing mainly on the period from 1700 to 1815. This form of 
financial protection from the disruption of an income stream due 
to death only caught on with consumers beginning in the 1840s, 
and sales climbed rapidly thereafter. Suffice it to say that historians 
have traced the calculation of reasonably accurate mortality tables 
back as far as Roman times and discovered policies underwritten 
on lives for relatively short periods of time, typically one or two 
years at most. Several European governments used updated mor
tality tables as guides in the sale of life annuities to investors in the 
early modern period. In 1693 Sir Edmund Halley, for whom the 
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famous comet is named, created one of the first scientific mortality 
tables based on an analysis of the municipal death records of Bres
lau, now in Poland, from 1687 to 1691. The Amicable Society for a 
Perpetual Assurance, a mutual company, began operations in Lon
don in 1706. Subscribers between the ages of twelve and forty-five 
paid an entrance fee and five pounds annually, with the benefits 
to survivors increasing over time. Edward Wigglesworth calculated 
one of the first American mortality tables for insurance purposes 
in 1793 from a sample of nearly five thousand recent deaths. 

Particularly when it came to insuring human lives, many critics 
expressed concerns about the morality of the enterprise because 
of the financial rewards accruing to beneficiaries when another 
suffered the ultimate misfortune. In England after 1700, for ex
ample, some private underwriters regularly sold short-term poli
cies, usually expiring in twelve months or less, on the lives of promi
nent politicians and other famous public figures. Speculators were 
eager buyers until the practice of sales to disinterested third parties 
—that is, to persons unrelated either by blood or marriage or with
out any formal business connections—was outlawed in 1774. Criti
cisms that life insurance underwriting was simply another form of 
gambling and not, therefore, a legitimate business venture were 
repeated in many quarters, especially religious quarters, starting 
in the eighteenth century and lasting well into the early twentieth 
century. 

Despite its relative unimportance before 1815, two aspects of the 
development of life insurance are pertinent to this discussion and 
deserve some attention. First, the very earliest policies on lives were 
offshoots of marine underwriting. In addition to insuring vessels 
and cargoes, underwriters sometimes assumed risks on ship pas-
sengers—frequently a wealthy merchant accompanying his goods 
overseas or perhaps a close relative in transit. The main motive for 
purchasing the policies was far removed from our modern concept 
of life insurance, however; customers were thinking mainly in terms 
of financial protection to pay ransom demands. 

The irregular marine policies were designed to spare the lives, 
or lengthy imprisonment, of wealthy persons captured by pirates 
or a belligerent political unit. If the worst came true, the proceeds 
went to the captors to gain the prisoner's release. By relying on ran
som insurance, the captured merchant hoped to regain his freedom 
without impoverishing his family or business associates in the pro
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cess. Like standard marine policies, the insurance was in force only 
for a limited period—strictly the length of the voyage or round-trip 
travel, typically just a matter of weeks or months. 

The second pertinent fact was the establishment in 1759 of the 
Corporation for Relief of Poor and Distressed Widows and Chil
dren of Presbyterian Ministers. The organization was established 
by the Presbyterian synods in New York and Pennsylvania to insure 
the lives of their ministers. A similar corporation for Episcopalian 
ministers in the colonies arrived a decade later. Some financial his
torians have dismissed the organizations as essentially charitable in 
purpose and thus not legitimate precursors of modern insurance 
companies. Other scholars have labeled them "half-charitable, half-
insurance" institutions. According to Viviana Zelizer, both "were 
structured very much as life insurance companies, except that they 
dealt with a specialized clientele and received gift contributions."12 

Subscribing ministers paid premiums based on existing mortality 
tables; additional monetary gifts to the fund from parishioners went 
primarily to assist the widows and children of deceased clergy who 
never bothered to take out a policy or who let their coverage lapse. 

Conclusion 

In addition to commercial banks, insurance companies organized as 
profit-seeking enterprises attracted large investments in their com
mon stock. The Insurance Company of North America, founded 
in Philadelphia in 1792, began with a capital of $600,000; shares 
were priced at only $10 each and payable in installments to encour
age widespread ownership. By 1806 investments in U.S. insurance 
companies exceeded $15 million. Unlike commercial banks, which 
attracted a large number of foreign investors, more than 90 per
cent of the capital invested in the insurance sector was domestic. 
Many U.S. investors in banks also owned shares in local insurance 
companies and served simultaneously on their respective boards of 
directors. Indeed, the vast majority of American capital invested 
in corporate enterprises from 1790 to 1815 was in firms that spe
cialized in the provision of financial services. Commercial banks 
and marine and fire insurance companies were the first genuinely 
modern business enterprises in the United States. 

Some of the large enterprises organized to underwrite maritime 
risks, including the Insurance Company of North America, one of 
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the nation's first large corporate enterprises, were so-called general 
insurance companies. In addition to marine policies, they extended 
the scope of their operations to include fire and life insurance cov
erage as well. The creation of the general insurance company was 
an American innovation, an organizational schema unduplicated in 
London or elsewhere. 



14

Lotteries, Securities, and Foreign Exchange 

•> •> •> 

A HIS CHAPTER focuses on three distinct financial markets: lottery 
tickets, stocks and bonds, and bills of exchange drawn in British 
pounds and other European currencies. The services were typically 
performed by separate enterprises, but a fair number of exceptions 
could be cited too—instances of institutional overlapping, particu
larly after 1790. Some private firms, for example, dealt in all three 
instruments. Lotteries were one popular means of financing public 
and private projects in an era when taxes were generally low and 
capital markets nonexistent or extremely immature. The rise of a 
national debt, beginning with the securities issued during the War 
for Independence and accelerating in the 1780s and 1790s, created 
new opportunities for specialists engaged in the brokerage field. 
Organized securities markets, with voluntarily agreed-upon trading 
rules governing the activities of the main participants, blossomed 
in the major financial centers in the 1790s, with New York leading 
the way. Other entrepreneurs in the largest port cities turned to de
veloping more active markets for bills of exchange drawn in foreign 
currencies. 

Lotteries 

Lotteries were another feature of the financial landscape in the 
colonial and early national eras. Lotteries fell out of favor with 
public opinion later in the nineteenth century under the relentless 
pressure of the moral reform movement, but they made a major 
comeback in the late twentieth century, and for some of the very 
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same reasons that had led to their previous popularity—which only 
goes to prove that, in human affairs, many practices once discred
ited later experience a rebirth and eventually come full circle. In 
the colonial period, lotteries were held regularly to serve both pri
vate and public purposes. The monies raised went to aid churches, 
charities, and schools or to provide funding for public projects at 
both the local and provincial levels. 

With the exception of the Quakers, a minority everywhere be
yond the borders of Pennsylvania, almost no organized group ob
jected to lotteries on moral or religious grounds. The sale and pur
chase of lottery tickets was widely accepted as a normal social activity 
that aided the community. By the late eighteenth century, most 
private firms that provided brokerage services related to stocks, 
bonds, and foreign exchange also handled lottery tickets. Many citi
zens claimed there were only slight differences between the risks 
associated with buying lottery tickets and investing in stocks and 
bonds—a belief held by somefinancially unsophisticated people to 
this day. 

Like so many of the financial services discussed in this book, 
lotteries have a long lineage dating back to Roman times, or even 
earlier. Buying a relatively inexpensive chance in a lottery, with 
the prospect of personal gain at long odds or, more likely, benefit
ing a worthwhile cause or the government treasury in the event of 
loss, has proven a popular fund-raising device in different societies 
around the world for hundreds of years. In the early modern 
period, Francis I of France was among the first reigning monarchs 
to tap into this lucrative source of public revenue beginning in 1539. 
Across the channel, Queen Elizabeth authorized a public lottery 
in England in 1566. When the Virginia Company, which planted a 
settlement at Jamestown in 1607, ran into serious money problems 
in 1612, it petitioned the crown for relief and received in return a 
new charter that granted the privilege of organizing lotteries to ease 
the financial burden. The company sold lottery tickets for a series 
of drawings for several years thereafter; in 1621 lottery proceeds 
of eight thousand pounds accounted for more than 40 percent of 
the company's net revenues. After 1709 the Exchequer of the Trea
sury and a vast array of smaller promoters throughout the country, 
private and public, were routinely in competition to attract lottery 
ticket customers. In response to complaints about alleged fraud and 
mismanagement, Parliament voted in 1721 to force all organizers to 
obtain licenses and conform to official regulations regarding lottery 
operations. 
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In the North American colonies, religious organizations and 
local governments were the main organizers of lotteries before the 
1740s. Most private lotteries sought authorization from provincial 
legislatures before proceeding to issue tickets and announce draw
ings. Eventually, provincial governments themselves turned to lot
teries as a means of generating revenues. Supporters hailed lotteries 
as an alternative to raising taxes that applied to the general pub
lic. Massachusetts was the first colony to take the plunge in 1744, 
with lottery proceeds used to assist in the military campaign against 
the French in Nova Scotia. The legislature hoped to raise £7,500 
through the sale of tickets with a face value of £37,500, which trans
lated into a 20 percent profit for governmental coffers. The lottery 
was a popular success and was soon imitated in other locales, par
ticularly by Rhode Island officials. 

By the 1770s all thirteen colonies had some experience with 
lotteries, with New Englanders leading the way. Only South Caro
lina and Georgia recorded no officially authorized ticket sales and 
drawings. The Virginia, Maryland, and Delaware legislatures ap
proved just one each, and North Carolina only two. Even in those 
six colonies, churches and various charities held unlicensed draw
ings to raise funds. According to historian John Ezell, the number 
of lotteries receiving official recognition from 1744 to 1775 was 
much higher in the northern colonies: Connecticut held nineteen 
lotteries to raise more than £15,000; Massachusetts held twenty-two 
for more than £60,000; New Hampshire held eight for more than 
£14,000; New Jersey held seven for £7,550; New York held fifteen 
for more than £37,000; and Pennsylvania authorized five lotter
ies to raise more than £13,500. Rhode Island was the undisputed 
leader with more than eighty approved drawings to raise 190,000 in 
proclamation pounds and another 14,600 denominated in dollars. 

For the most part, lottery proceeds provided a mechanism of 
raising monies to fund projects deemed too costly for local govern
ments or beyond the immediate capacities of private organizations. 
Without commercial banks and other financial intermediaries to 
draw on as a source of funding, lotteries filled some of the gaps 
in the uneven financial system. Ezell classified the beneficiaries of 
171 readily identifiable lottery-financed projects as follows: 58 were 
for internal improvements such as bridges, road repair, paving; 39 
aided city and county governments; 27 were for churches; 19 for 
poor relief; 13 for schools; 10 for provincial governments, and 5 
to benefit local industries—for example, a forge destroyed by fire. 
In Rhode Island in 1758, Joseph Fox was permitted to organize 
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a lottery for the purpose of paying off three thousand pounds in 
personal debts, and presumably avoiding thereby debtors' prison. 

In the summer of 1769, Parliament tried to discourage the prac
tice of holding lotteries in the royal colonies. A circular letter went 
out to ten governors instructing them to decline to sign any bill 
authorizing a new lottery for whatever purpose without submitting 
the legislation to the Board of Trade for approval. The tone of the 
letter implied that approval would likely be withheld in the event 
applications were forthcoming. The text cited two main reasons for 
the imperial effort to curb lotteries: allegations of fraud and mis
management plus broader considerations of the public welfare. 
The letter read in part: "such practice doth tend to disengage those 
who become adventurers therein from that spirit of industry and 
attention to their proper callings."l The colonists claimed the text 
reeked of hypocrisy since Parliament itself had scheduled annual 
lotteries for more than half a century to raise money for the crown. 

The loudest critics asserted that the parliamentary directive was 
part and parcel of the overall plan to subject the colonies to arbi
trary rule and, according to their analysis, the attempted prohibi
tion of lotteries was simply another nail to close the coffin on free
dom and self-government. If restricting colonial rights was indeed 
a prime motive, the plan was largely ineffective, since between 1769 
and 1775 Rhode Island alone authorized thirty-five drawings. Con
necticut scheduled another seven, and New York and New Jersey 
recognized one lottery apiece. 

During the war years and throughout the confederation period, 
lotteries maintained their public appeal. Congress approved legis
lation in 1776 to raise a planned $1 million to pay for troops in 
the field through the sale of 100,000 tickets, with listed prizes run
ning from $20 to $50,000. But sales were dreadfully slow, and 
little money was generated by the national government from that 
source. On the other hand, private lotteries to support worthy pub
lic and private projects went forward as usual at the state and local 
levels. Ezell counted at least eighty authorized drawings during 
the 1780s, with all thirteen states represented. Massachusetts and 
Rhode Island were again the leaders; but the Virginia legislature 
was active too, endorsing twelve lotteries for various improvements, 
including five schools and academies. 

After the adoption of the Constitution, the most important insti
tutional change in this field was the involvement of ticket brokers. 
They assumed some of the functions formerly performed by unpaid 
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volunteers. The entrepreneurs expanded the size of the lottery mar
ket from its reliance on prospective buyers in a restricted locality to 
include customers throughout a region and sometimes much of the 
nation. Brokers bought huge lots of tickets at discount prices and 
then sold them to the general public through commission agents. 
By 1815 every town with more than one thousand inhabitants had 
agents who sold and traded lottery tickets. Solomon Allen, son of 
a Presbyterian minister, began selling tickets in Albany, New York, 
in 1808, and soon thereafter established a firm called S. Allen's 
Lottery and Exchange Office. A few years later he formed a part
nership with his brother Moses and opened a branch in New York 
City titled Allen's Truly Lucky Office. By the 1820s the firm had 
outlets in nine major cities—as far south as Savannah and as far 
west as Pittsburgh. In addition to issuing and trading lottery tickets, 
the firm's outlets bought and sold bank notes drawn on out-of-town 
institutions, usually referred to by contemporaries as domestic ex-
change—a term used to distinguish those monies from foreign bills 
of exchange denominated in different currencies. 

Some ticket brokers also sold what contemporaries called "in
surance" or "policy" in connection with lottery drawings. Public 
drawings often extended over days or weeks, and the uncertainty 
prompted some persons to issue contracts that became operational 
contingent on whether certain numbers turned up or were left be
hind. Some purchasers of a block of tickets, fearing that none or 
few of their holdings might be drawn, hedged their position, so to 
speak, by negotiating a contract with underwriters providing for 
at least partial compensation—paying an appropriate premium for 
the service. In other instances, some speculators took chances on the 
numbers by trading tickets or ticket options while the drawing was 
ongoing. This latter activity was little short of outright gambling, 
although some people with knowledge of crude probability theory 
may have achieved an advantage over others. Today, we might clas
sify those financial contracts somewhere within the broad category 
of futures options. The existence of such sophisticated mechanisms 
demonstrates how far financial services techniques had advanced 
by the first decade of the nineteenth century. 

Stocks and Bonds 

Among the newfinancial services to develop in conjunction with the 
emergence of an expanded capital market in the quarter century 
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after the ratification of the Constitution were increased brokerage 
facilities for the exchange of securities among private parties. Bro
kers acted as intermediaries who arranged the purchase and sale of 
transferable securities already in the hands of investors—in what 
today is the secondary market. In that era, few brokers had the op
portunity to perform investment banking services, namely assisting 
original issuers in the floatation of securities.2 They did, however, 
become involved in trading the subscription rights to forthcoming 
issues. Current knowledge about the activities of securities brokers 
in the early national period arises mainly from scholarly studies 
of the New York market, the most prominent source being Walter 
Werner and Steven Smith's Wall Street published in 1991. Parallel 
activities were presumably taking place in Philadelphia and Boston, 
but they have not as yet been well documented. 

From 1780 through 1815 the vast majority of traded securi
ties were either U.S. government bonds or the common shares of 
commercial banks and insurance companies. Today the terms shares 
and stock are used interchangeably in reference to equities, but in 
the eighteenth century many contemporaries referred to public 
debt obligations as "government stock." Unless explicitly defined, a 
vague reference to stocks by contemporaries in the early national 
period could mean either equity shares or public debt. When critics 
complained about the alleged evils inflicted on society by the ac
tions of "stockjobbers," they often meant persons who speculated 
in bonds as well as the shares of private firms. Securities brokers 
in New York City, and probably to an unknown extent in other 
leading commercial centers, occasionally ventured into much more 
speculative transactions such as futures contracts, short sales, and 
put and call options. In comparison with the growth of the U.S. 
capital market in later decades—starting with the boom in railroad 
securities after 1840—the trading volume in the early national era 
was relatively thin. However, in terms of the strategies employed 
by traders in swapping various types of financial instruments and 
the manipulative devices at their disposal, the markets were sur
prisingly advanced and highly sophisticated almost from the date 
of their emergence in the early 1790s. 

The origins of modern capital markets are usually traced back 
to northern Italy in the thirteenth and fourteenth centuries; and 
from that base the techniques of issuing and trading various types 
of financial instruments migrated to northern Europe, where they 
were further refined. Financial historian Larry Neal has explored 
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the rise of capital markets in Amsterdam and London from the 
sixteenth through the eighteenth centuries in a recently published 
book.3 In addition to dissecting the tulip mania in Holland in the 
1630s and the South Sea Bubble in England during the 1710s, 
Neal and his scholarly predecessors have demonstrated that many 
of the speculative techniques so prevalent today, mostly variations 
on futures and options contracts, were already routine transactions 
hundreds of years ago in the most advanced European financial 
centers. 

In England, Parliament periodically cracked down on the most 
speculative types of financial activity. Most of the prohibitions were 
not directed at persons who actually took possession of securi
ties, whether for long-term investment purposes or in the hope of 
making quick profits from short-term price movements. Instead, 
the restrictions were enacted primarily to curb transactions in fu
tures, options, warrants, and other speculative devices that were 
appendages of capital markets. An Act to Prevent the Infamous 
Practice of Stock-Jobbing passed in 1734 and was known there
after as Sir Barnard's Act in recognition of its prime sponsor. By 
the mid-eighteenth century, many similarities existed between the 
speculative activities promoted by brokers who dealt in securities 
and life insurance brokers who offered short-term policies to third 
parties on the lives of famous persons. For example, a daring specu
lator might decide to buy an insurance policy on the life of the 
current prime minister for the next six months. Alternatively, he 
might choose to purchase an option giving him the right to buy or 
sell a certain number of shares of a regularly traded security at an 
established price over roughly the same six-month period. In both 
instances, the speculator was taking a chance on the outcome of 
future events over which he presumably had no direct control. Crit
ics asserted that persons who dealt in futures and options were not 
genuine investors and thus illegitimate participants in the opera
tions of financial markets; but defenders countered that argument 
by claiming that the activities of speculators in peripheral, comple
mentary areas helped to keep the mainstream securities markets 
functioning more smoothly.4 

The unabashedly speculative sphere of the London market 
elicited loud public protests in the eighteenth century. Parliamen
tary efforts to curb speculative excesses by attacking the legitimacy 
of futures and options were ineffective, however. Restrictive laws 
simply drove the activities into other channels. Debts incurred in 
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trading illicit financial instruments became uncoUectable in the 
courts—falling into the same category as other gambling obliga-
tions—but trading in futures and options persisted based on mutual 
trust among participants. Except for denying access to the courts, 
the government did little to enforce the laws applicable to question
able financial transactions. A review of English precedent is perti
nent here because several decades later similarly inspired legislative 
initiatives, designed to outlaw trading in various forms of futures 
contracts, were enacted in New York. Predictably, the response 
of brokers and their customers emulated the response of their 
counterparts in London; the speculative transactions persisted, but 
out of the public eye and without resort to the adjudication powers 
of the legal system. 

Throughout the entire colonial period, no specialized securities 
brokers functioned in North America. Colonial business enterprises 
did not issue stocks, bonds, or transferable partnership shares. 
Few Americans held British securities, and those who did traded 
through the auspices of their London agents. Although the four 
New England colonies routinely issued two-year treasury notes after 
midcentury, most buyers held the investments to their maturity 
dates. Some transfers undoubtedly occurred, but they were iso
lated transactions negotiated without the assistance of recognized 
intermediaries. Futures and options contracts were nonexistent. As 
outposts of the empire, the colonies were thus exempt from the 
potential corruptions of aggressive stockjobbing and speculation— 
a decided advantage in the minds of many citizens who were sub
sequently drawn into the ideological camp of Jeffersonian republi
canism. 

The first American firms to advertise their willingness to act as 
securities brokers on a commission basis date back to the 1780s. 
Joshua Eaton placed an announcement in the Boston papers in 
1784, while Archibald Blair was listed as a securities broker in a New 
York City business directory published in 1786. The exact securi
ties traded are unknown but those individuals were likely involved 
in exchanges of the overhanging wartime debts of the federal gov
ernment and the several states. By the mid-1780s the principal and 
accrued interest were somewhere in the neighborhood of $50 mil
lion, although the market value of the combined domestic debt was 
substantially less, perhaps as little as $10 to $15 million. According 
tofinancial historian E. James Ferguson, trading in the various pub
lic debt issues was common in major commercial centers through
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out the nation.5 Several prominent mercantile houses in New York 
and Philadelphia became aggressive purchasers of state and federal 
debt certificates—among them William Constable, Robert Morris, 
Gouverneur Morris, Andrew Craigie, Herman LeRoy, and William 
Bayard. Whether the investors bought exclusively for their own ac
count or sometimes acted for third parties on a commission basis is 
undocumented and thus unknown. What is certain is that none of 
those prominent merchants eventually devoted a substantial share 
of their energies to brokerage services in the 1790s and thereafter. 
Those speculators may be listed as the forerunners of the special
ized brokerage house but not genuine antecedents. 

Because of the overwhelming preponderance of surviving data 
on the development of brokerage services in New York City, that 
market provides the focal point for the remainder of this discus
sion. The New York capital market came alive in 1790 with the 
announcement of Hamilton's funding program for the combined 
state and federal war debt. Prices for bonds scheduled to begin im
mediate payment of 6 percent interest fluctuated during 1791 and 
1792 from a low bid of 84 in January 1791 to an asking high of 129 
a year later, a rise of more than 50 percent, before falling back to 
a bid of 100 (par value) by the end of 1792. U.S. bonds paying only 
3 percent interest and the 6 percent series scheduled to commence 
interest payments on a delayed basis both traded at lower prices. 
The common stocks of the First Bank of the United States and the 
Bank of New York, with the latter having operated as an unchar
tered firm since 1784, came to the market in 1791 and were quickly 
snapped up by investors. The Society for Useful Manufactures, the 
first American manufacturing company to offer its shares to the 
public, received a charter from the New Jersey legislature, and its 
stock was also traded in the New York market. 

Brokers and auctioneers joined forces to organize regularly 
scheduled auctions of securities in July 1791. From August through 
March 1792, auctions were held at least twice a day to meet the 
demands of eager traders.6 In response to the increase in trad
ing volume and heightened public interest in securities markets, 
newspapers began reporting bid and ask quotations and the prices 
of recently consummated trades. In September 1791, a group of 
auctioneers and brokers met at a local coffeehouse and signed an 
agreement with fourteen specific rules aimed at establishing uni
form procedures for the handling of securities transactions among 
themselves. That document, which was superseded by other joint 
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agreements, marks the first step toward the formal organization of 
the New York Stock Exchange, which occurred in 1817. 

The sudden emergence of active trading in government bonds 
and bank stocks in New York in 1791 stimulated local entrepre
neurs to consider various proposals to tap into this fresh stream 
of liquid capital. Several new ventures were announced, and stock 
subscriptions were, in turn, solicited from interested investors. A 
subscription was a preliminaryfinancial contract, typically acquired 
for a small fraction, say 5 to 10 percent, of the stated issue price. 
It gave the holder the privilege of purchasing actual shares at a 
fixed rate when the corporation wasfinally launched and the secu
rities actually issued. (Subscriptions are similar in their functions to 
warrants.) Persons who anticipated a rise in the price of the shares 
of a newly proposed enterprise, when issued, were often willing to 
pay a premium for the subscription rights, and the so-called scrip 
was actively traded. In early 1792 three proposed new firms—Mil-
lion Bank, Tammany Bank, and Tammanial Tontine Association— 
offered subscription rights to the general public, and their offer
ings were oversubscribed several times over. During the next few 
months, speculators drove the prices of the scrip offerings higher 
and higher. Meanwhile, a large number of futures and options con
tracts were written covering the eight to twelve securities routinely 
traded in the New York market. 

In March 1792 the prices for securities and related contractual 
agreements fell precipitously, forcing many speculators into bank
ruptcy. Political insiders let it be known that the proposed Million 
and Tammany banks were unlikely to obtain corporate charters 
from the state legislature. Realists concluded that years might pass 
before the Society for Useful Manufactures would be in a position 
to pay dividends; indeed, it was possible that profits might never 
accrue. Scrip and stock prices fell sharply. Among those caught 
in the downturn was William Duer, one of Alexander Hamilton's 
key assistants at the Treasury Department and a person deeply in
volved in the Society for Useful Manufactures. Duer ended up in 
debtors' prison after losing his fortune in speculative activities in 
1791 and 1792. 

Financial historians Werner and Smith have referred to the 
collapse in prices in the spring of 1792 as the nation's first bona 
fide stock market crash. In labeling the episode a full-scale crash, 
a strong term, they have followed in the footsteps of most other 
chroniclers of prevailing conditions in the early stock market, in
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eluding most notably Bray Hammond. But the use of the term crash 
is too strong and is unwarranted in this instance. The securities 
markets were in an embryonic stage in 1791 and 1792; American in
vestors were still getting their feet wet in the new financial markets. 
The upswing was too short-lived and the number of issues traded 
and speculators involved were too few to justify the crash termi
nology. Rather than something approaching a genuine collapse, the 
episode was a justifiable market reversal. Admittedly, the prices of 
the securities and scrip associated with several untested and specu
lative ventures plunged fast and far. But other, more proven issues 
fared much better. The average prices for U.S. 6 percent bonds 
dropped from 123 in February down to 102 in April, a decline of 
more than 15 percent, but then held fairly steady throughout the 
remainder of the year, ending up at 103 in December 1792. Bond 
prices never dropped below 100 and were actually still higher in the 
summer of 1792 than during the same three months in 1791. The 
shares of the First Bank of the United States and the Bank of New 
York declined but they stabilized within a few weeks. Moreover, 
no evidence suggests that the panic in New York was paralleled by 
similar declines in Philadelphia, Boston, or any other major U.S. 
financial center. The price movements in March and April 1792 
were a significant reversal of the upward trend in the New York 
market, but what occurred was not a crash because the magnitude 
was insufficiently great on either the local or national level. 

The price reversal led to several important institutional adjust
ments, however. The New York legislature made public auctions 
of securities illegal. The same act outlawed futures and options 
contracts. Because those speculative transactions had been unen
forceable in the judicial system under English law since 1734, the 
new regulations were perhaps redundant; but they reinforced the 
regulatory restrictions in the American context. Despite the new 
law, speculative devices such as futures, options, and short sales re
mained an integral part of the New York market, paralleling what 
had happened in London after the passage of Sir John Barnard's 
Act, according to Werner and Smith.7 

Another noteworthy event following in the wake of the sharp 
market reversal was the signing of the so-called Buttonwood Agree
ment, named after the tree under which many securities were rou
tinely traded, on 17 May 1792. The motivation for brokers and 
auctioneers alike "was to find an alternative to auctions that could 
preserve their market, while eliminating, or at least minimizing, 
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the conditions that had brought on the panic." The goal was to 
"establish structured securities markets without auctions."8 The sig
nators agreed to charge fixed, noncompetitive commission rates on 
regular trades. They also pledged to give preference to each other 
in arranging swaps among customers, and that provision became 
the basis for transforming the leading brokerage houses into what 
amounted to a voluntary, yet exclusive, club. The agreement was 
not intended to create a legal monopoly; enforcement of the rules 
was an internal affair, not a matter for government regulators. Non
signators retained the right to perform all the normal brokerage 
services, but most specialized brokerage firms, and most that as
pired to specialization, decided to sign the Buttonwood Agreement. 
In this early period, the membership was open-ended, with no en
trance fees for admission to the organization. Some brokers and 
former auctioneers who had been reluctant to sign in May 1792 
decided to add their names to the document months or years later. 

One of the leading brokerage firms in New York at the begin
ning of the new century was headed by Nathan Prime. Born in 
Massachusetts in 1768, he worked as a coachman for Boston mer
chant William Gray, who served as a director of the First Bank of 
the United States in the 1790s. Gray exposed Prime to the work
ings of high finance and reportedly loaned him the money to start 
his own business. Prime arrived in New York in 1795, entered the 
securities brokerage field, and almost immediately prospered. Dur
ing the early years his firm brokered not only securities, but also 
out-of-town bank notes, mortgage loans, and insurance. Prime mar
ried the daughter of a wealthy local merchant and gained access to 
additional capital. 

Nathan Prime was an important innovator in the New York secu
rities field because by the first decade of the nineteenth century he 
had advanced from the status of broker to full-fledged securities 
dealer. Most brokers acted merely as intermediaries in negotiat
ing securities transfers, which did not require them to put at risk 
more than small amounts of their own capital. When they required 
financing for two or three days, brokers relied on bank loans that 
were typically secured by the securities in transit. Dealers were more 
deeply involved in the market. They invested capital in acquiring 
a modest inventory of actively traded securities from which they 
could make direct sales to interested parties. Dealers usually estab
lished "bid and ask" prices for those securities in which they "made" 
continuous markets. By 1802, for example, Prime was publishing 
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prices for ten securities on a weekly basis, and, according to Werner 
and Smith, "he was likely making a market in all of them."9 His 
name was found frequently in the stock register of the Manhattan 
Company—the water company that shifted its focus and became a 
bank. In 1800 all dealers combined handled more than one-third of 
the recorded exchanges of Manhattan Company shares, and dur
ing the last five months of the year, Prime was a principal in 61 
of 87 dealer trades, or 70 percent of the total.10 In 1808 Prime 
added a partner and the firm changed its name to Prime and Ward. 
Successor partnerships were closely aligned with Baring Brothers 
and other leading Anglo-American merchant banking houses in the 
nineteenth century. 

From 1792 to 1815, the number of securities publicly quoted in 
the New York market climbed from 5 to 23. At the outset, three 
federal bond issues and two bank stocks were actively traded. By 
the turn of the century, one additional federal bond issue, one 
more commercial bank, and two insurance companies were regu
larly quoted. By 1815 six bonds—four federal and two state and 
local issues—eight bank stocks, and nine insurance company stocks 
had their prices regularly reported in local newspapers; and they 
presumably headed the list of the most actively traded securities. 
These auspicious beginnings laid a firm groundwork for the sub
sequent growth of the New York market. By 1830 the number of 
publicly quoted securities had risen to 75, and by 1840, despite the 
disruptions of the Panic of 1837, the list had climbed to more than 
115. After the War of 1812, more brokers made the transition to 
dealers and some gradually added investment banking functions. 
In connection with the railroad construction boom in New England 
during the 1840s, a few of the Boston brokerage houses briefly chal
lenged their counterparts in New York. However, with the shift in 
construction to the Midwest in the 1850s, New York reclaimed and 
never relinquished the position of leadership in the securities field 
that had been solidly established during the early national period. 

Foreign Exchange 

The financial services available to participants in the foreign trade 
sector also improved steadily after 1790. The new lending facili
ties provided by hundreds of commercial banks made it easier for 
merchants to obtain funding to finance shipments and inventories. 
More intermediaries arose to smooth the sale and transfer of credit 
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balances held overseas by American exporters into the hands of 
their importing counterparts who needed to acquire foreign monies 
to settle routine trade debts in distant lands. So-called merchant 
banking firms, which were typically involved in overseas merchan
dise trade on their own account and simultaneously provided spe
cialized financial services to other foreign traders, expanded their 
operations both functionally and geographically after 1800. 

The bill of exchange ranks as another financial device that 
had its origins in ancient times but became more commonplace in 
Europe during the early modern period. The payment mechanism 
operated in reverse order from today's check writing system. The 
person seeking funds initiated the process by drawing a draft on 
the person responsible for making payment. Once that draft had 
reached its final destination and had been formally presented for 
payment, the debtor accepted the draft as legitimate and simulta
neously agreed to come up with the funds, either immediately (a 
sight draft) or within thirty to sixty days (a time draft). The bill of 
exchange did not require the maintenance of a bank account with 
a neutral third party to expedite the transfer of funds among mer
chants, which explains its popularity. Bills of exchange fell into two 
broad categories. Domestic bills of exchange were drawn in the same 
monetary units recognized as legal tender in the local economy, 
whereas foreign bills of exchange were drawn in differing mone
tary units. In North America, domestic bills were drawn in colonial 
pounds before 1776 and in dollars thereafter, while foreign bills 
of exchange were drawn in English pounds, French francs, Dutch 
guilders, and other European monetary units. 

The fundamental transfer system for foreign bills of exchange 
that functioned in the seventeenth and eighteenth centuries can be 
outlined briefly for clarity. In the typical transaction, four parties 
played a significant role: an American exporter, an American im
porter, a foreign exporter, and a foreign importer. Two critical 
facts worth noting at the outset are that allfinancial transactions in
volving foreigners were ultimately settled on the books of accounts 
maintained overseas, not in the colonies, and that the location of 
settlement was most frequently London—although Paris, Amster
dam, Hamburg, and other continental cities sometimes were pay
ment sites. By the late eighteenth century, a short-term financial 
market for accepted foreign drafts, which were commonly called 
acceptances, was active in London. That institutional development 
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proved conducive to the expansion of British foreign trade and 
more indirectly to U.S. foreign trade as well. 

For the most part, American exporters created the supply of 
foreign bills of exchange, and American importers provided the 
demand. A colonial exporter of tobacco, for example, selling to 
a buyer in Great Britain typically did not wait for payment until 
the shipment had arrived in port and the purchaser had arranged 
to send back silver or gold on a return voyage, a round-trip that 
might take from six to twelve months. Instead, around the date that 
this exporter placed his hogsheads of tobacco onboard ship, he ini
tiated the accompanying financial transaction by drawing a single 
sterling bill, or perhaps a series of small bills, on the British buyer 
for an agreed amount. The tobacco exporter then sought out an 
American importer who had recently bought goods overseas and 
consequently needed to acquire sterling credits in London to offset 
outstanding debts. The colonial importer bought the sterling bill 
from the exporter at or near the prevailing exchange rate for local 
monies, whether coin or fiat currency. With that market transfer of 
financial instruments, the American exporter received immediate 
payment in local monies even though his tobacco shipment was per
haps not yet even halfway across the ocean. The American importer 
endorsed the newly acquired sterling bill and remitted it forthwith 
to his London creditor, who, in turn, took the steps required to 
collect the proceeds from the British purchaser of the American 
tobacco. That completed the wholefinancial transaction—unless the 
British tobacco purchaser refused to accept the bill for whatever 
reason. The refusal to accept, or honor, a bill of exchange led to all 
kinds of complications that will not be explored in the interest of 
conserving space and expediting the discussion. 

The system of transferring foreign bills of exchange among 
colonists—usually denominated in pounds sterling but sometimes 
in francs, guilders, and marks—operated fairly smoothly in areas 
where the timing and monetary value of local imports and ex
ports were fairly evenly matched. In the absence of market inter
mediaries, exporters and importers were forced to seek each other 
out to negotiate sales and purchases of the bills. Financial histo
rian Arthur Cole originally suspected that newspaper advertising 
in major ports had probably served as a medium that brought 
together buyers and sellers of foreign exchange, but he conducted 
a thorough review of leading eighteenth-century newspapers and 
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discovered little supporting evidence. Instead, the market presum
ably functioned mainly by word of mouth and other informal com
munications networks. As a rule, colonial foreign exchange markets 
were institutionally immature, with a decidedly local or regional 
orientation. 

Eventually, some mercantile firms diversified their interests and 
began acting as foreign exchange brokers. For a commission or 
modest markup, they arranged transfers of sterling bills between 
buyers and sellers. Brokers were especially useful to agricultural 
producers in outlying areas who routinely exported foodstuffs and 
generated foreign credits sought by urban merchants importing 
finished goods. To cite one example, a few Baltimore mercantile 
firms acted as intermediaries for Virginia tobacco planters seeking 
sterling buyers. Sometimes brokers took a short-term position in 
foreign exchange, buying bills from impatient sellers at discount 
rates in the expectation that willing buyers would soon turn up. On 
most occasions, however, they refused to purchase a sterling bill 
until they had lined up an offsetting buyer. 

The prices at which sterling bills traded hands reflected the 
current exchange rate between local money and sterling, with occa
sional modifications based on the credit standing of the local drawer 
or the prospective foreign acceptor. Most series of reported ex
change rates, such as those listed in John McCusker's monograph 
covering all thirteen colonies over much of the eighteenth century, 
were generally prices for so-called first-class sterling bills drawn 
on parties believed reliable and who reportedly possessed suffi
cient wealth to cover their liabilities even in difficult times.11 Even 
in areas with stable monetary systems, exchange rates fluctuated 
from month to month and year to year in response to shifts in 
trading patterns and other factors affecting the overall balance of 
payments. Deviations from par in both directions were typically of 
greater amplitude in the period from 1700 to 1815 than after 1820 
when a more integrated national market began to take shape. None
theless, in the absence of governmental foreign exchange controls 
or any other type of regulatory intervention, periodically excessive 
premiums and discounts for foreign exchange were generally self-
correcting over time since the colonies were full participants in the 
evolving international financial system based on the free, private 
exchange of silver and gold bullion. 

Although New York and Philadelphia were more important 
financial centers in terms of the volume of transactions, the Balti
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more foreign exchange market provides a good focus for analysis 
because of the survival of a critical document listing monthly prices 
for sterling bills of exchange from January 1791 through Decem
ber 1829. Discovered tucked away in published government reports 
only in the early 1980s, the long-lost data were used by financial 
historian Lawrence Officer to calculate a pure exchange rate series 
on a quarterly basis for the entire early national period. He ad
justed the reported prices to eliminate the distortions of interest 
rates and other extraneous factors. Officer's revised dollar-sterling 
exchange rate series reveals much less volatility than a predecessor 
series based on the less complete records of a Philadelphia mer
chant starting in 1803. Comparing exchange rates from the two 
series between 1803 and 1815 reveals other striking contrasts. The 
older series indicated that the dollar traded at below par more than 
80 percent of the time, with a mean monthly discount of nearly 
17 percent; Officer's series showed the dollar above par more than 
two-thirds of the time, with a mean monthly premium just shy of 
3 percent. The greater stability of the more recent series suggests a 
higher degree of maturation in the U.S. foreign exchange market 
than scholars had previously assumed. 

The first decade of the nineteenth century witnessed the emer
gence of one of the nation's earliest foreign exchange dealers. Alex
ander Brown, a linen merchant who had emigrated to Baltimore 
from northern Ireland at the turn of the century, was an innova
tor in this market. By the mid-nineteenth century, the House of 
Brown, as it was commonly known, had established branches in 
Philadelphia, New York, Boston, Mobile, and New Orleans, plus 
critical outlets in Liverpool and London. As early as 1803, Brown 
was corresponding with tobacco shippers in locales as distant as 
Petersburg, Virginia, about brokering bills of exchange in the Balti
more market. He dealt mostly in sterling, but Dutch guilders and 
French francs occasionally passed through his hands as well. Other 
merchants in ports along the Atlantic Coast frequently performed 
similar brokerage functions. Some firms advertised that they dealt 
in a whole range of financial services, among them stocks, bonds, 
out-of-town bank notes, lottery tickets, marine insurance, domestic 
exchange, and foreign exchange. 

In 1810 Alexander Brown sent William, his second eldest son, 
to Liverpool to open a branch office of the family partnership. Soon 
thereafter the Baltimore office announced its intention to main
tain a continuous market for foreign exchange, which meant that 
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it would always be prepared to either buy or sell sterling bills of all 
valuations at its quoted daily rates. In making this public announce
ment, the Brown firm rose above the status of brokers to become a 
full-fledged dealer. The Baltimore office no longer brokered ster
ling bills drawn by third parties but drew drafts instead directly 
on its Liverpool office; the sterling bills it purchased from local 
exporters were not resold to local importers but remitted directly 
to the Liverpool partners for collection. Unlike the brokers with 
whom they regularly competed, the Browns felt less pressure to 
match fairly evenly their sales and purchases of bills in a given week 
or month. Instead, they adopted coordinated transatlantic strate
gies that took advantage of seasonal swings in exchange rates to 
boost profit margins. The Liverpool branch arranged access to the 
London acceptance market to provide financing during seasonal 
shortfalls. In sum, the Browns were near the forefront in the move
ment to integrate more closely thefinancial sectors of Great Britain 
and its former North American colonies after 1810. The First Bank 
of the United States and the vast majority of chartered state banks 
avoided involvement in the foreign exchange market in the early 
national period. In this sector, private merchant banking houses led 
the way. In subsequent decades, the Browns' sterling bills ranked at 
the very top of the international credit scale—on a par with those 
of the Second Bank of the United States and Baring Brothers. 

The Browns' two branch offices, positioned advantageously on 
opposite sides of the Atlantic Ocean, also permitted the firm to offer 
an improved marketing and financial package to cotton export
ers shipping to Great Britain on consignment. By 1810 cotton was 
already well on its way to becoming the main southern export. The 
partners sometimes speculated in the cotton market on their own 
account. Working through independent agents in Charleston and 
Savannah, the Browns also tried to lure the consignments of a sub
stantial number of high-volume shippers. Because of its proximity 
to the Manchester textile manufacturing region, Liverpool was the 
key port for raw cotton shipments. To attract consignments to the 
Liverpool office, the Browns offered American exporters advance 
payments restricted to approximately 75 percent of the expected 
proceeds of cotton shipments, with the actual differential remitted 
after the conclusion of the sale. Exporters received sterling bills 
drawn on the Liverpool branch in payment, and they had the option 
of selling them immediately to the issuing branch or disposing of 
them elsewhere. Some chose the latter option because the Browns' 
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bills usually commanded high prices from third parties, including 
other foreign exchange brokers. When exporters decided to allow 
the Browns to perform all merchandising and financial functions, 
the Browns were able to combine in a single transaction the making 
of advances and the negotiation of an exchange transaction. In ex
panding the scope of their services for foreign traders, the Browns 
were important innovators. 

The Browns were involved in otherfinancial markets as well and 
dabbled in marine insurance. Here again they performed the dual 
functions of broker and underwriter. The firm offered to arrange 
insurance coverage with other insurers for exporters consigning 
goods to the Liverpool branch; occasionally, the Baltimore office 
decided to assume risks on its own account. The partnership under
wrote marine policies on ships as well as cargoes. In yet another 
field, the Browns began issuing letters of credit to American import
ers who wanted to enhance their buying power in overseas markets. 
For a fee, ranging from 2 to 5 percent of the amount contracted 
in this period, the Brown firm in essence guaranteed the overseas 
debts of trusted third parties. The U.S. letter of credit market was 
still in its infancy in the early national period, and a full discussion 
of its origins and operations is thus unwarranted here; but the scat
tered transactions occurring before 1815 blossomed into a substan
tial business later in the nineteenth century.12 Generally speaking, 
merchant bankers were unspecialized enterprises typically involved 
in a broad array of mercantile and financial services. Several of the 
leading firms became more deeply involved in investment banking 
activities after the War of 1812. 
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Financing the War of 1812 

•> •> • ! • 

T.HE WAR OF 1812, sometimes called the second war for Ameri
1  H can independence because it reaffirmed the break with Great Brit

ain, immediately created serious difficulties for the Treasury De
partment. Congress eagerly voted to declare war to avenge British 
transgressions but hesitated to raise the taxes to pay for increased 
military budgets. As a result, Treasury Secretary Albert Gallatin 
was forced to turn consistently to debt financing to cover the cost 
of the conflict. From the outset he ran into resistance in securing 
adequate funding from the commercial banking community and 
private investors. 

The war made heavy financial demands on the nation for four 
years, but unlike the earlier war against Great Britain, it did not last 
nearly as long. The cost of the war for the free population was just 
under $ 15 per capita, or roughly one-fifth of the comparable figure 
for the War for Independence. Military expenditures were nearly 
$95 million, of which $82 million, or 85 percent, was borrowed 
money. The per capita addition to the national debt was slightly 
less than half the comparable figure in 1790. The war ended with a 
diplomatic settlement in late 1814, although the news did not travel 
fast enough to prevent a major battle at New Orleans in January 
1815 that gave a huge boost to General Andrew Jackson's political 
ambitions. Heavy expenditures on military accounts continued well 
into 1815 and put an added strain on congressional budgets. 

The problems associated with financing the war effort breathed 
new life into the Hamiltonian financial program. Hamilton's grand 
plan for the development of U.S. financial markets had deterio
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rated under Republican assaults since 1801, culminating with the 
congressional refusal to renew the charter of the First BUS in 1811. 
At the outbreak of hostilities, the United States no longer pos
sessed a large nationally chartered bank that could be relied upon 
to make more-or-less obligatory loans to the government in tight 
situations—a reverse of the situation prevailing in the 1790s. Mean
while, the national debt, which Hamilton had proclaimed as the 
cement of the union, was a shadow of its former self and moving 
well along the road to extinction. Ignoring the $15 million purchase 
price of the Louisiana Territory, the Jefferson and Madison admin
istrations had retired more than 60 percent of the debt inherited 
from the Federalists in 1801. At the end of 1811 the aggregate 
federal debt stood at only $45 million. Republicans congratulated 
themselves on their progressive dismantlement of the Hamiltonian 
system, namely a large national bank combined with a sizable and 
perpetual national debt. 

The difficult wartime experiences challenged traditional Repub
lican attitudes about the proper relationship between the nation's 
banking system and its capital markets. In the 1790s, Federalists 
had promoted a close connection between banks and public securi
ties based on the British model. In contrast, Republicans, who often 
thought about financial issues in conspiratorial, moralistic terms, 
had viewed the Hamiltonian program as potentially dangerous to 
representative government because it seemingly enhanced the op
portunities for political corruption. For example, close ties between 
the Exchequer of the Treasury and the Bank of England during the 
eighteenth century had promoted the escalating British national 
debt, Jeffersonians frequently asserted.1 To prevent a repetition of 
that allegedly misguided institutional arrangement in the United 
States, they had worked assiduously since 1801 to diminish the role 
of the national bank in government affairs and to limit the influ
ence of specialized securities dealers, who remained relatively few 
in number in the United States. 

During the War of 1812, those rhetorical flourishes came back 
to haunt Republicans. They were forced to reassess the reasonable
ness and practicality of their views, and in most cases they reversed 
their earlier positions about the proper organization of the finan
cial services sector. National banking proponents had argued in 
the congressional debate over recharter in 1811 that, despite the 
reservations of many critics, the nation had prospered and matured 
politically during the charter life of the First BUS. Having witnessed 
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firsthand the problems associated with financing the war with a de
centralized, leaderless institutional structure, Republican critics of 
the national bank were reluctantly forced to reconsider the fateful 
decision to deny recharter. With the memories of more stable times 
clearly in mind, Congress voted to resuscitate the national bank in 
1816 and authorized a capital 3.5 times larger than its predecessor. 
For a decade or so after the War of 1812, political leaders every
where willingly paid homage to Hamiltonian principles—principles 
that seemed less threatening to the Republican majority given the 
steady erosion of the polling power of Federalist candidates for 
public office. 

When Secretary Gallatin sought to borrow money from the pri
vate sector in 1812, he met the first in a series of sharp rebuffs. 
His worst fears had come true. Gallatin had warned Congress on 
several occasions beginning in 1809 not to reject an application 
for recharter from the First BUS because, in an emergency, the 
Treasury might need the national bank's assistance in funding ex
traordinary governmental expenditures. The government had been 
generally free of bank debt for nearly a decade, he observed, but 
those favorable conditions might not last indefinitely. 

Congress ignored Gallatin's pleas on behalf of the bank and then 
a year later declared war, placing him in the difficult spot that he 
had so accurately forecast. When war preparations began, directors 
of the First BUS were in the process of managing a smooth liquida
tion of assets. Most of its former branch offices were taken over by 
independent state-chartered banks with no ties or obligations vis-a-
vis the federal government. When Gallatin appealed to the financial 
community for assistance, bankers gave only token responses to re
quests for short- to intermediate-term financing since the treasury 
secretary could give no assurances about when the loans might be 
repaid or subsequently refinanced through the issuance of long-
term debt. Some large urban banks offered to purchase a limited 
volume of government bonds for their investment portfolios but not 
in sufficient quantities to accommodate the federal government's 
escalating requirements. 

Not only was help from the banking community difficult to ob
tain, but Gallatin ran into resistance in trying to attract the invest
ment of individuals in government securities. Congress authorized 
the issuance of $11 million in new bonds at 6 percent interest in 
March 1812, three months before it actually declared war. Optimists 
believed government securities could be placed at relatively low 
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TABLE 15.1 
Quoted Prices and Yields for U.S. Government Bonds: 

Boston Stock Exchange 
(yearly averages) 

1801 1805 1810 1813 1815 

Prices 
6% bond 93 94 103 95 85 
3% bond 56 55 65 55 48 
8% bond 110 105 paid — — 
5.5% bond 93 paid — — 

Current Yields 
6% bond 6.4 6.4 5.8 6.3 7.1 
3% bond 5.3 5.4 4.6 5.4 6.3 
8% bond 7.3 7.6 — — — 
5.5% bond — 5.9 — — — 

Source: Joseph G. Martin, Boston Stock Market, (Boston: privately published, 1886), 
p. 127. 

Note: Average price is mean of Martin's reported annual high and low. 

interest rates—meaning around 6 percent—given the gilt-edged 
status of U.S. government securities that had generally prevailed 
from the implementation of the Hamiltonian funding program in 
the early 1790s. Since 1801, government bonds had typically yielded 
from 5 to 6 percent according to quotations on the Boston securi
ties exchange.2 U.S. obligations had a solid international reputation 
as well, with more than half of the bonds outstanding held by for
eigners. The United States was one of the few nations that had 
followed a consistent policy of paying off substantial amounts of its 
national debt for more than a decade; less outstanding debt reduced 
the interest drain on budgets and lowered the risk of any possible 
default. So the outlook seemed reasonably good for generating a 
strong demand for U.S. government bonds at modest interest rates. 
But uncertainties surrounding the war altered the investment cli
mate. 

The American capital market had undergone development dur
ing the last quarter century, but it was still institutionally immature, 
with barely a hint of a truly national base. Hamilton's successful 
funding of the $80 million national debt in the early 1790s was not 
an accurate gauge of the strength of the market since investors were 
not asked to advance new monies but merely to swap old obligations 
already in default for fresh securities judged more likely to resume 
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interest payments. In the first true test of the government's status 
as an issuer of new securities in 1799, Treasury Secretary Oliver 
Wolcott sold $5 million in bonds to private parties. Wolcott had 
hoped to place the bonds at 6 percent, but after lengthy negotiations 
with potential investors, he reluctantly agreed to raise the nominal 
rate to 8 percent in order to float the entire issue at par.3 

Four years later, in 1803, Secretary Gallatin raised $11.25 mil
lion at 6 percent interest to assist in financing the purchase of the 
Louisiana Territory from France; most of the investors were for-
eigners.4 Investors proved willing to advance funds with little en
couragement since the purpose was to finance a moderately priced 
territorial acquisition in peacetime. After that date the Treasury ran 
huge surpluses and had no reason to return to the capital market 
for funding. 

Although the federal government was generally inactive as an 
issuer of securities during the decade prior to the War of 1812, it 
did play a critical role in the reverse process, returning $40 mil
lion in principal to investors. Some payments went to citizens and 
some to bondholders living overseas.5 A portion of that capital was 
reinvested in American business enterprises whose shares traded 
on local exchanges in the largest northern port cities—especially 
financial institutions such as banks and a few insurance companies. 
In 1810, before the dissolution of the First BUS, the capital invested 
in banks in Philadelphia, New York, Boston, and Baltimore totaled 
$22 million; by 1815 that figure had climbed to $35 million. 

Most institutions were tightly held, and the volume of securities 
traded was undoubtedly small by later standards. Nonetheless, a 
core of securities brokers in the major cities typically maintained 
lists of buy and sell prices for bank shares in their localities. Beyond 
the main money centers, the aggregate sum invested in bank stocks 
was even larger—$80 million by 1815. Trading in bank stocks out
side the emerging money centers was presumably more sporadic, 
with brokerage functions performed mostly by nonspecialized firms 
that normally stressed mercantile activities but periodically acted as 
financial intermediaries. 

Securities markets for stock issues were mostly regional. For ex
ample, few New Englanders invested in institutions in New York, 
Philadelphia, and Baltimore—and vice versa. Brokers quoted only 
the prices of local enterprises. Given the thinness of markets, the 
American economy was devoid of prominent merchant banking 
houses or any specialized firms that engaged in underwriting new 
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securities offerings or in related investment banking activities. Bro
kers handled the sales of outstanding securities in secondary mar
kets, but underwriters capable of taking an exposed financial posi
tion in an issue of new securities that ran into the millions of dollars 
were nonexistent. American agents of European bankers occasion
ally bought shares for their foreign clients, but none had the facili
ties for underwriting American issues. Despite the Federalists' best 
efforts to nurture a domestic capital market, the climate was vastly 
different in Washington, Boston, New York, or Philadelphia than in 
Amsterdam or London, where numerous firms stood ready to assist 
European governments in placing their debt issues by drawing on 
their lists of eager investors at home and abroad. 

The task facing the Treasury Department in 1812 was more 
formidable than in 1799 or in 1803 because prospective investors 
had no means of judging the likely volume of fresh borrowings 
associated with a wide-scale war of unknown length on land and 
sea against Great Britain, a nation possessing enormous military 
power. The initial amount sought from lenders was only $ 11 mil
lion, no more than the amount borrowed in 1803; but that figure 
was only a beginning. The total seemed likely to multiply several-
fold before the conflict was settled one way or another, and there 
was always the chance of unfavorable results—geographically and 
financially. The open-ended character of the potential drain on the 
economy shrank the pool of potential investors. 

Moreover, as in the past, the Treasury Department attempted 
to manage its bond sale without the assistance of private under
writers. If one thrust of Jeffersonian ideology had been to prevent 
the emergence of a network of securities dealers capable of under
writing skyrocketing increases in the national debt, then the events 
surrounding the War of 1812 indicate that they had succeeded glo
riously. The federal government's initial effort to place its new debt 
with interested investors was typically an in-house effort—and thus 
decidedly amateurish at its core. The Treasury Department simply 
announced the subscription date for its bonds and waited patiently 
for investors to respond. But not enough money came forward to 
float the entire $11 million issue at a 6 percent yield to investors. 

The Treasury began accepting subscriptions starting in May, 
but only $6.2 million of the initial offering was taken—$4.2 million 
by banks for their long-term loan portfolios and a mere $2.0 mil
lion by individuals. Meanwhile, requests for military expenditures 
kept pouring in. Under different circumstances, Gallatin might have 
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given greater consideration to the possibility of paying more than 
6 percent interest or perhaps offering to sell bonds at discount 
prices in an effort to attract more investors, but those two options 
were rejected by Madison and his closest advisers. The president 
insisted on borrowing at relatively inexpensive rates or pursuing 
other alternatives. 

When the terms offered to long-term investors were insuffi
ciently remunerative to float the issue, Madison instructed Gallatin 
to ask Congress for permission to pursue an option that had not 
surfaced at the federal level since 1780: the issuance of some form 
of inconvertible fiat paper to meet the pressing demands of mili
tary suppliers. In this case the secretary was not anticipating the 
emission of a huge volume of non-interest-bearing paper money 
with no redemption dates—nothing to compare with the disrep
utable Continental currency of the revolutionary era. Instead, Gal
latin proposed short-term debt instruments fairly similar to the one-
and two-year treasury notes issued by the colony of Massachusetts 
starting in 1751. The exact plan called for the issuance of negoti
able treasury bills that were legal tender in public, but not private, 
transactions with maturity dates of one year or less and carrying an 
interest rate of 5.4 percent, a shade below the yields on long-term 
U.S. bonds. 

In June 1812 Congress authorized $5 million in treasury bills 
to cover the shortfall from the unsuccessful bond sale. During the 
war the government issued a total of $36.7 million in treasury 
bills, although no more than $17.6 million were outstanding on 
any given date. Most were issued in denominations of $20, $100, 
and $1,000. There were exceptions, however. In 1815 the Treasury 
issued about $2.75 million in treasury bills in small denominations 
($3, $5, $10) bearing no interest. Those small bills, little different 
from the Continental currency of the 1770s, immediately entered 
the money stock, thereby helping to fuel inflationary expectations 
and push prices higher. Small bills constituted less than 4 percent 
of the Treasury's total indebtedness, however, and their overall im
pact was fairly modest. Unlike Continental currency, the purchasing 
power of the small bills held up fairly well since holders had the 
option of converting them at face value into long-term government 
bonds paying 7 percent interest. 

Meanwhile, Gallatin tried again in early 1813 to float another 
debt issue. In light of the unsuccessful loan of 1812, military inde
cisiveness, and the opposition of many wealthy New Englanders to 
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the war, the prospects were not encouraging. Congress authorized 
up to $16 million, and it allowed the Treasury to pay a commission 
of 0.0025 to private agents who solicited bond sales if outside help 
was deemed necessary. That provision opened the door to more ag
gressive marketing. In response to its appeal for funds—the tradi
tionally passive system of merely announcing a subscription date— 
the Treasury received applications for only about one-third of the 
sum required through the end of March. That left $10 million un
sold. Gallatin then invited interested parties to submit proposals 
indicating the terms under which they would be willing to purchase 
the remainder of the issue, with everything on the table for discus
sion including higher interest rates, discount purchase prices, call 
privileges, and other features. 

During the first week of April 1813, Gallatin engaged in nego
tiations with representatives of a syndicate of private underwriters 
and investors. The three principals were Stephen Girard in Phila
delphia, John Jacob Astor in New York, and David Parish, the agent 
of an international banking house who had resided in Philadelphia 
since 1806. The son of the senior partner in Parish and Company, 
a firm headquartered in Hamburg, Germany, David Parish was the 
chief initiator and organizer of the American syndicate.6 He was 
presumably familiar with the techniques of forming syndicates and 
underwriting large issues of government securities, and he trans
ferred those skills to the American capital market. Girard likewise 
had European origins; born in France in 1750, he had been a resi
dent of Philadelphia since 1776 and had accumulated a mercantile 
fortune. Diversifying his interests into commercial banking, Girard 
purchased the headquarters office of the First BUS in 1812 and took 
over many of its former accounts. Like Parish, Astor was another 
German-born immigrant who arrived in New York in 1784. Astor 
had a variety of business interests, but most of his fortune arose 
from the fur trade and investments in Manhattan real estate. 

Gallatin traveled from Washington to Philadelphia in early April 
to work out the details with Parish and Girard. The syndicate agreed 
to assume responsibility for marketing the remaining $10.1 million 
of 6 percent bonds at a discounted price of $88, which produced a 
current yield to investors of 6.8 percent.7 Girard and Parish ended 
up taking $3.1 million each and Astor assumed responsibility for 
$1.5 million—a total of $7.7 million. To complete the transaction, 
the principals recruited several independent firms—at least seven 
and possibly up to twelve—in New York and Philadelphia (and per
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haps one or two in Baltimore) to act as junior members of the syn
dicate. Altogether the junior participants sold about $2.4 million in 
bonds to various customers.8 

Boston was not represented on the syndicate list since the war 
was extremely unpopular in New England, and the prospects for 
bond sales seemed dim. Nor did the syndicate organizers look for 
assistance from Charleston and other cities south of Baltimore—a 
telling omission that was indicative of the immaturity of organized 
capital markets in the southern states. From the start, Parish had 
planned to generate sufficient funding in just three money cen
ters: $5.8 million in Philadelphia, $3 million in New York, and $1.2 
million in Baltimore. 

Broadly speaking, the whole arrangement had most of the ele
ments characteristic of loan contracts routinely negotiated in Lon
don and Amsterdam between European governments and various 
firms involved in underwriting securities offerings. The American 
syndicate took the government bonds on a "best efforts" basis, 
meaning that they pledged to do their utmost to place the bonds 
with bona fide investors at the stated price as rapidly as possible; 
but they were not unconditionally committed to guaranteeing the 
transfer of the entire $10 million to the Treasury irrespective of 
how investors responded. The syndicate organizers had made a 
serious effort to test the capital market before agreeing to offer 
investment banking services, however. Thus, they were reasonably 
certain $10 million would be forthcoming. Nonetheless, the trio of 
Parish, Astor, and Girard made no irrevocable guarantees and bore 
no substantial financial risks either individually or severally. Once 
the transaction was finalized, another aspect of American unique
ness had vanished; the U.S. Treasury had broken with precedent 
and cooperated on a commission basis with private banking firms 
capable of raising funds speedily and efficiently.9 

This precedent-setting transaction benefited all participants. 
The principal organizers—Girard, Parish, and Astor—assumed re
sponsibility for marketing $7.7 million in government bonds to 
investors on terms deemed acceptable, and they earned $11,510 
in commission fees for their services.10 Seven other firms received 
another $6,130 in commissions, a modest 0.0025 of face value, 
for handling $2.4 million in bond subscriptions, all of which were 
completed within the month. Treasury Secretary Gallatin had rea
son for satisfaction as well. With the cooperation of private under
writers, he was able to avoid the embarrassment of a second unsuc
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cessful or unduly prolonged fund-raising campaign. Moreover, the 
cost of marketing the bonds totaled $17,600—a mere fraction of 
1 percent (0.0017 to be exact) of the face value of the bonds, which 
were unsubscribed when the syndicate entered the picture. 

The U.S. government thus experienced itsfirst involvement with 
financiers performing essentially investment banking functions in 
April 1813. Fortunately, the venture was reasonably successful. The 
favorable negotiations with private parties helped to put to rest 
many of the fears Republicans had expressed since the 1780s about 
the alleged dangers of allowing the Treasury to come under the 
influence of loan contractors and securities dealers. The American 
financiers, by the farthest stretch of the imagination, bore no re
sponsibility either for initiating the war or for attempting to prolong 
it with the aim of expanding the size of the national debt. Girard 
was a professed Republican and supporter of President Madison. 
On the contrary, members of the syndicate of 1813 were considered 
favorably as patriots who had come to the rescue of the Treasury 
during trying times. 

The association between government and underwriters was a 
singular event, however, in the context offinancing the War of 1812. 
Despite the success of the 1813 public offering, the participation 
of underwriters was not repeated. During the next two years the 
Treasury stuck to the former practice of managing the distribu
tion of new securities without the assistance of outside financiers. 
Parish, Girard, and Astor made a second attempt to function as 
loan contractors in connection with the congressional authorization 
for a $25 million loan in the spring of 1814, but negotiations with 
the Treasury broke down. Other wealthy men, who had little invest
ment banking experience, were reluctant to step forward. Parish 
pondered on several occasions the possibility of using his connec
tions in Hamburg to market U.S. government securities in Europe, 
but the idea never held much promise because the overseas demand 
for American securities seemed too uncertain in light of the Euro
pean preoccupation with Napoleon and the consequences of his 
ambitions. 

Gallatin left the post of treasury secretary in May 1813 soon after 
the conclusion of negotiations with the syndicate. He was succeeded, 
in turn, by Secretary of the Navy William Jones (later president of 
the Second BUS), who served as acting treasury secretary through 
February 1814, by George Campbell through October 1814, and 
then by Alexander Dallas. Jones managed to sell $8.5 million in 
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6 percent bonds at $88 in August 1813—the same terms established 
by the syndicate three months earlier. Thereafter, treasury secre
taries had difficulty raising sufficient funds in the capital market to 
cover military expenditures on equally favorable terms. They re
sorted to a mix of short-term treasury notes plus occasional sales of 
long-term bonds to keep the government afloat. 

In early 1814 Congress authorized a second bond issue for $25 
million, but Secretary Campbell, worried about the difficulties he 
would likely encounter if he attempted to raise such a large sum in 
a single public offering, decided on an incremental approach. He 
sought bids on an initial $10 million loan at 6 percent in May. Appli
cations for $11.9 million at a range of prices poured in, which dem
onstrated that the Treasury had substantial drawing power even 
without the assistance of loan contractors. Campbell agreed to sell 
$9.2 million at a subscription price of $88, which produced a cur
rent yield of 6.8 percent to investors, and summarily rejected ap
plications for the additional $2.7 million submitted at lower prices. 
In selling the $9.2 million, the Treasury agreed that, if any of the 
remaining authorized bond issue was sold later at a price below 
$88, then current subscribers would be entitled retroactively to the 
same consideration—in other words, some form of rebate either 
in the form of cash or additional securities. The general success of 
this public offering was primarily the result of a single subscription 
for $5 million—more than half the issue—from Jacob Barker, a 
wealthy New York merchant. In this leveraged transaction, Barker 
had arranged to borrow much of the purchase price from several 
commercial banks in major cities along the Atlantic Coast by using 
the newly acquired bonds as collateral.11 

Secretary Campbell tried to raise another $6 million in August 
1814, but with the British threatening to invade the nation's capital, 
the timing was inopportune. Investors submitted subscription ap
plications for only $2.8 million, and more than four-fifths were at 
prices yielding 7.5 percent or greater. Campbell accepted subscrip
tions for $2.5 million at $80, but the transaction netted only $1.3 
million because the Treasury was required to adjust the accounts 
of Barker and others who had subscribed in May. The adjustment 
was necessary to reflect their negotiated right to any reduced issue 
price—now $8 lower. In light of the failure of the August offering, 
about $3 million in government securities were reportedly sent to 
Europe for sale—consigned to persons unnamed, but plausibly to 
Parish and Company in Hamburg or other firms named by David 
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Parish. Secretary Dallas claimed in February 1815 that no sales had 
occurred in overseas markets, however; so the conclusion that for
eign investors played no role in financing the new American war 
debt seems reasonably safe. 

The military campaign on American soil suffered setbacks in 
the late summer of 1814, exemplified by the British burning of 
public buildings in Washington and threats to Baltimore. The de
teriorating military outlook was reflected in the market value of 
outstanding U.S. government securities. Government bonds paying 
6 percent interest traded at from $75 to $85, which produced yields 
ranging from 7 to 8 percent. 

Soon after accepting Madison's invitation to become treasury 
secretary in October after Campbell had resigned, Dallas solicited 
bids on a supplemental loan of $3 million. He focused his atten
tion on commercial banks rather than individuals and placed the 
loan at the nominal price of $80 in November—the same figure his 
predecessor had settled for in August. The proceeds realized were 
actually far less than the nominal figure, however, since payment 
was largely in the form of bank notes from institutions that had 
temporarily suspended convertibility into specie. Their bank notes 
passed at discounts averaging 15 percent of face value, which meant 
that the net price realized by the Treasury was little more than $65 
in real terms, which produced a current yield of more than 9 per
cent to investors.12 The acceptance of thosefinancial conditions was 
the low point in the Treasury's wartime funding operations. The 
status of the nation's credit had not been so questionable in more 
than a quarter century—not since the prevailing financial disarray 
on the eve of the constitutional convention of 1787. But the gloom 
of 1814 was short-lived. 

Following the announcement of the signing of the Treaty of 
Ghent and news of General Jackson's victory in New Orleans early 
in 1815, the market for government securities began to revive. 
Prices rose and the yields on outstanding issues had fallen from 
9 percent to 7 percent by the spring of 1815. Dallas—paralleling the 
thinking of Oliver Wolcott, the treasury secretary under President 
John Adams—decided to halt the issuance of securities at heavy 
discounts merely to preserve the nominal $60 annual interest pay
ment on every $1,000 bond sold. Instead, he proposed to boost the 
nominal interest rate closer to existing yields on government bonds 
already outstanding. 

Secretary Dallas sought subscriptions for an issue of $12 mil
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lion at 7 percent interest in March 1815, and adamantly refused 
to consider all bids of less than $95, a price that yielded 7.4 per
cent to investors. Dallas had to face the consequences of his rigid 
pricing policies, however, namely an undersubscribed issue. Only 
$9.3 million in new securities were sold that year at $95. The Trea
sury accepted payments in unconvertible bank notes that passed at 
discounts as much as 10 percent below face value, so the real cost 
of borrowing may have risen above 8 percent. The $2.7 million 
shortfall in sales was not seriously missed as events unfolded. With 
the rebound in foreign trade after the war, customs duties started 
to climb in mid-1815 and jumped to $36 million in 1816—a sum 
slightly greater than the total amount collected in the four previous 
years. The budget surplus in 1816 exceeded $17 million, and most 
of the excess revenue went to retire maturing treasury notes.13 By 
1817 current yields on government bonds had fallen to 6.5 percent 
or less—the level at which they had held most of the time from 1790 
to 1810. 

Although the federal government failed to raise all the funds it 
wanted from 1812 to 1815 at interest rates within the range of 6 to 
8 percent, given the extenuating circumstances—namely the liqui
dation of the First BUS—the record of the Treasury Department 
was fairly respectable. Its performance far outdistanced the legacy 
of its predecessor department during the War for Independence. 
One critical difference was that Congress did not need to rely on 
state legislatures to share the responsibility of raising troops and 
financing the war effort in 1812. The nation had made substan
tial progress in terms of strengthening its financial markets during 
the last quarter century, and the federal government was able to 
draw upon commercial banks and individuals for direct financial 
assistance. 

No market for long-term securities, stocks or bonds, had existed 
prior to 1790, but by the 1810s the capital market was functioning 
sufficiently well that Congress was able to avoid the option of resort
ing to the wholesale issuance of fiat monies to generate purchasing 
power. Of the $80 million added to the national debt during the 
war years, about $60 million, or 75 percent, arose as a result of the 
direct sale of government securities to American investors—both to 
individuals and tofinancial services firms such as commercial banks 
and insurance companies.14 By comparison, less than 15 percent of 
the cost of the War for Independence had been financed by the 
floatation of debt issues, and approximately half of that total had 
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come from French and Dutch sources rather than domestic inves
tors. The average interest rate paid to attract investors for the five 
major bond floatations combined was 7.1 percent—again a reason
ably respectable rate given the absence of a national bank to provide 
bridge loans between issue dates. If the interest rate of 5.4 per
cent associated with short-term treasury notes is included in the 
calculations, the cost of all the money borrowed by the federal gov
ernment to fight the War of 1812 averaged about 6.8 percent. All 
things considered, Alexander Hamilton himself would have been 
hard pressed to have performed much better than the four trea
sury secretaries—Gallatin, Jones (acting), Campbell, and Dallas— 
who held office from 1812 to 1816. 

The treasury notes emitted during the war were only distant 
relatives of the Continental currency issued in the 1770s. In truth, 
the notes were closer in lineage to the two-year interest-bearing 
bills that the colony of Massachusetts had begun issuing in the early 
1750s. The vast majority of U.S. Treasury notes were printed in 
denominations of twenty dollars and above and carried an interest 
component of 5.4 percent. Some circulated as a supplement to the 
money stock but most holders presumably retained them as short-
term investments—as had happened in Massachusetts in colonial 
times. All issues were refinanced promptly on their maturity dates; 
moreover, within three years of the end of the war, every short-
term treasury note had either been retired with payment in specie 
or converted into long-term bonds paying 7 percent interest. Not 
a penny of the cost of the War of 1812 was financed through the 
partial repudiation of a depreciated fiat issue. 

Treasury notes may not have always changed hands at uniform 
prices during the war years, but all were redeemed at face value. 
In that respect, both Hamiltonians and Jeffersonians had reason 
to stand proud.15 Hamiltonians could do so because every wartime 
obligation of the federal government proved a reliable store of value 
if held to maturity, and Jeffersonians were pleased as well because 
the public debt associated with the issuance of treasury notes was 
quickly retired. The federal government's aggregate debt obligation 
dropped more than 15 percent from 1815 to 1818, and then held 
fairly steady at about $90 million throughout the remaining years 
of President James Monroe's two terms. 

Despite occasional setbacks, the Treasury was generally success
ful in its wartime borrowing for two key underlying reasons. First, 
federal debt even at its high point in 1815 was only eighteen dollars 
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per capita for the free population—one-quarter below the com
parable figure for 1790. Second, and probably more crucial in the 
minds of lenders, the nation had never missed an interest payment 
since 1790, and it had retired nearly one half the outstanding prin
cipal over an eight-year period starting in 1803. Investors in U.S. 
debt instruments knew that the likelihood of repayment in specie 
dollars was very high, and they ultimately responded positively. 

Most of the slowness in filling subscription lists was not because 
of a dearth of potential investors but arose instead because the 
Madison administration sought to float its bonds at a fraction of a 
percent below prevailing yields on government bonds in second
ary markets. The government was determined to borrow money 
at extremely favorable rates irrespective of market conditions. The 
strong attachment to a maximum allowable rate of 6 percent inter
est on government bonds, with 8 percent the absolute outside limit, 
caused the government to muddle through several years of fiscal 
uncertainty. 

That rigidity was more important in explaining the tribulations 
at the Treasury Department during the war years than the absence 
of a national bank. To view the situation from a different perspec
tive, if the Treasury Department had conducted auctions of its debt 
obligations without preconditions and had agreed in advance to 
accept whatever interest rates emerged by following the same pro
cedures that its modern counterpart routinely employs in capital 
markets today, then most of the difficulties Gallatin, Jones, Camp
bell, and Dallas encountered in selling the $80 million in U.S. secu
rities would have likely never arisen. By trying to save their fellow 
American taxpayers relatively modest sums in interest payments 
during the next decade or so, the four treasury secretaries only 
made life unnecessarily difficult for themselves and other influential 
decision makers in the Madison administration. With the exception 
of August 1814 when the British captured Washington and burned 
the capitol building, in all likelihood the Treasury could have raised 
all the money it required throughout the war if the Madison admin
istration had been more flexible in the management of its interest 
rate and bond pricing policies. 

The wartime emergency also adversely affected the operations 
of commercial banks in the mid-Atlantic and southern states. For 
the first time since the creation of a system of privatized banks, a 
large number of financial institutions faced the prospect of resist
ing customer runs on their specie reserves, and directors voted to 
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suspend payment temporarily—meaning that they refused to con
vert bank notes into specie on demand. The suspensions violated 
the pledge of continuous convertibility into hard money that was 
usually included in bank charters. The pledge was an expression 
of the good intentions of bank organizers, not a firm guarantee. 
Every chartered institution issued bank notes against fractional re
serves, which meant that if all the holders of bank notes demanded 
specie simultaneously, conversion was physically impossible. In an 
unabated run on bank reserves, only persons who stood near the 
front of the line at tellers' windows could hope to walk away with 
specie. Prior to federal deposit insurance in the 1930s, banks often 
suspended payments in an effort to survive a serious financial crisis. 
The general suspension in 1814 was the first of many similar epi
sodes in American banking throughout the nineteenth and early 
twentieth centuries. 

Military setbacks in the summer of 1814 produced a panic atmo
sphere and predictions that requests for conversion might escalate 
across much of the nation. To forestall that possibility, directors 
in bank after bank voted to suspend payment in order to hold 
on to the specie reserves still in their vaults. Even the directors of 
banks with strong loan portfolios suspended because of the fear that 
some unfounded rumor might spread throughout the local com
munity and lead to an unwarranted drain of their reserves. Thus, 
they took defensive steps to protect the institution. The strategy 
was to suspend payment temporarily and then reinstitute conver
sion privileges after the war had ended and the financial crisis had 
safely passed. Directors were unsure about how long the interrup
tion would last—whether weeks, several months, or perhaps even 
years—but they were determined to wait it out. They were likewise 
unsure about exactly how the restoration of specie payments would 
be managed—whether that goal would be accomplished piecemeal 
or whether some private or public agency to promote interbank 
cooperation would arise to establish uniform procedures and a com
mon reconversion date. 

Commercial banks in the United States in the early national era 
normally maintained more than adequate specie reserves against 
their current liabilities, which included both outstanding bank notes 
and deposits. Directors learned that reserves of 15 to 25 percent 
were usually sufficient to meet occasional requests for the conver
sion of currency or deposits into specie. Since the emergence of 
chartered institutions in the 1780s, banks had had little difficulty 
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maintaining convertibility, even during trade embargoes and peri
odic business downturns. Given the lack of comprehensive docu
mentation for the period, it is impossible to claim that no bank 
had ever suspended payment, even momentarily, prior to 1814; but 
except for the failed banks controlled by the fraudulent Andrew 
Dexter, suspension was certainly rare. More to the point in this dis
cussion, no general suspension of payments had ever occurred in 
the United States; never had virtually all banks in a given area de
cided to disallow conversion for a sustained, indeterminate period 
of time. 

The general suspension of 1814 was triggered by an extraordi
nary event: the successful invasion of Washington by British troops 
in August. Citizens suddenly feared the possible loss of the war and 
a prolonged economic crisis. The public had done business with 
banks for years without suffering losses from the depreciation of 
paper currency, but under the changed circumstances, most indi
viduals decided to protect themselves and play it safe. Specie was 
virtually certain to retain its value irrespective of what happened 
on the political or economic fronts, but the status of paper money 
was less certain. Holders of bank notes no longer believed they were 
absolute substitutes for hard money. Therefore, substantial num
bers of note holders descended on banks in the mid-Atlantic and 
upper south states and demanded conversion. By early fall two-
thirds of the nation's banks holding 80 percent of aggregate bank 
capital suspended payment. 

The exception was New England. The British invasion was suf
ficiently distant that note holders never panicked, and banks in 
the region offered conversion privileges throughout the period. No 
statistical evidence indicates that New England banks held higher 
reserves prior to 1814 and thus were more fortified to ward off the 
demands for conversion.16 The difference was that citizens behaved 
more calmly. The holders of bank notes retained their confidence 
in the future of the economy and the strength of chartered institu
tions, and bank directors returned the favor by deciding to conduct 
business as usual. Meanwhile, the arrival of news about the signing 
of a peace treaty in early 1815 ended any talk about the necessity of 
suspending payment in the New England states. Its regional banks 
had weathered the storm. 

Banks elsewhere that were under siege from note holders, or 
thought they soon might be under siege, had two tactical choices. Di
rectors could either continue to pay out specie in an effort to satisfy 
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anxious customers and possibly defuse the panic, or they could, in 
a more defensive stance, suspend payment. Acting independently, 
they chose the latter because the former plan risked the possibility 
of thoroughly depleting their reserves and thereby making resump
tion at a later date much more difficult. From a theoretical and prac
tical standpoint, bank directors made the prudent choice. Although 
some note holders were angered, the business community adjusted 
rather quickly to altered circumstances. 

None of the banks that suspended payments actually closed its 
doors and halted operations. Instead, the banks remained open for 
business and continued to offer most of the same financial services 
previously available—everything except conversion. Bankers made 
new loans as in the past by issuing currency—now nonconvertible— 
to borrowers and, in turn, accepted their own currency at face value 
in repayments of outstanding loans. Meanwhile, bank notes traded 
hands at fluctuating exchange rates. The situation was analogous to 
conditions in colonial times when legislative fiat issues circulated in 
tandem with specie at floating rates. 

Once banks had suspended payment, directors were in a favor
able position to expand their loan volume since the key restraint 
on currency issuance had been removed. Yet most bank directors 
exercised a fair degree of caution. Their behavior can be judged 
by indirect means, with reference to price changes in the American 
economy during the war years. In response to accelerating domestic 
demand and the sharp decrease in the supply of imported goods, 
wholesale prices for basic commodities climbed by one-quarter in 
1813 and then another one-fifth in 1814—an overall rise of 55 per
cent. Following the treaty signing in late 1814, however, and the 
resumption of active foreign trade, prices began to retreat, falling 
nearly 15 percent in 1815 and nearly 20 percent in 1816. When 
the Treasury forced the resumption of specie payments in 1817, 
wholesale prices dropped another 5 percent. By the end of the year, 
prices had reached the same level prevailing in 1810.17 

Despite the complaints of some disgruntled holders of bank 
notes, most citizens understood the rationale for the suspension of 
specie payments and accepted the inconvenience. The public real
ized the banks' protection of remaining reserves was strictly a tem
porary measure—a policy likely to be reversed in the not too distant 
future when conditions had improved. The best gauge of public 
sentiment was the discount rate at which nonconvertible bank notes 
passed in routine transactions. The notes did not fall precipitously 
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in value vis-a-vis coin, foreign bills of exchange, and other monetary 
instruments denominated in specie. The discount rates at which 
bank notes circulated varied by locale and the perceived strength 
of the issuing bank, but contemporary reports indicate that paper 
money passed at 90 to 95 percent of face value in New York, 85 per
cent in Philadelphia, and as much as 75 to 80 percent in Baltimore 
and Charleston.18 The holders of bank notes believed that issuers 
would, in fact, offer conversion privileges again someday, and pub
lic confidence in the viability of the banking system prevented bank 
notes from spiraling downward in value. 

Few banks actually failed during and immediately after the war 
since the quality of their loan portfolios held up sufficiently well— 
meaning that the vast majority of borrowers repaid their loans. The 
favorable outcome merits emphasis because it contrasts so starkly 
with the sorry performance of the banking system during the next 
quarter century—starting with the Panic of 1819 and culminating 
with the aftermath of the Panic of 1837. In the later period, many 
banks that had suspended conversion privileges eventually declared 
bankruptcy when the quality of their loan portfolios irreversibly 
deteriorated either as a result of mismanagement or misfortune. In 
those cases, a resumption of specie payments never occurred and 
holders of the currency of a failed bank received nothing, or only a 
pittance, in liquidation proceedings. 

Many writers in the 1820s and 1830s misleadingly used the terms 
suspension and failure almost interchangeably, implying that suspen
sion meant failure, which confused not only contemporaries but 
many subsequent historians. From 1818 to 1840 numerous banks 
suspended payment as a precautionary measure during troubled 
times, not because they were in immediate danger of collapse. Some 
banks that suspended payment in the nineteenth and early twen
tieth centuries ultimately failed, but most eventually got back on 
their feet and allowed bank note holders to convert freely to specie. 
Revival was the scenario generally followed in the period from 1814 
to 1817. 

Most banks that suspended payment in 1814 were in technical 
violation of their charter terms. Charters were ad hoc legislative 
documents and varied from bank to bank even within the same 
state, yet most agreements specified that any bank that failed to sat
isfy its debts—meaning the conversion of bank notes and deposits 
into coin—was subject to the forfeiture of its charter privileges. 
That provision was aimed at an errant bank in an isolated case, 
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however. The forfeiture rule had little practical application during 
a universal suspension of payments. No state government wanted to 
declare a wholesale revocation of all bank charters and order the liq
uidation of existing institutions since the result would have been to 
make a difficult situation worse for everyone. Long-standing oppo
nents of privatized banking, of institutions that failed to hold 100 
percent reserves, and banks that issued small notes (often defined 
as below twenty dollars) used this opportunity to gloat about the 
accuracy of their predictions of imminentfinancial disaster. The we-
told-you-so contingent roared loudly, but it made little headway in 
terms of altering the institutional structure of the American finan
cial system. Few, if any, commercial banks were asked to forfeit their 
charters because of the suspension of specie payments in 1814. 

Following the general suspension of payments by banks, the 
federal government fell into line and waived its insistence on the 
collection of customs and other taxes in specie. The Treasury also 
willingly accepted bank notes in payment for new issues of secu-
rities—a procedure that proved a boon to investors who paid in 
discounted currencies since the principal was later retired in specie-
equivalent funds. By way of comparison, investors who had bought 
congressional bonds in the late 1770s subsequently had their secu
rities holdings adjusted downward to take into account the depre
ciated value of the currencies used as a medium of exchange. In 
the earlier situation, congressional fiat paper had fallen to 50 or 25 
percent of specie values—and later plunged to fractions approach
ing zero. In 1814 through 1816, however, bank notes in the major 
urban areas did not depreciate by much more than 15 percent at 
their low point. Investors purchasing government securities with 
bank notes in 1815 received a small bonus when their principal was 
returned years later, but their gain was nothing extraordinary. 

In the spring of 1816 the federal government was instrumen
tal in coaxing the suspended banks to resume specie payments. 
The Treasury announced that beginning in February 1817 it would 
again require the use of specie in the collection of customs, tax 
revenues, and all other transactions involving the federal govern
ment. That gave bankers in the mid-Atlantic and southern states 
more than nine months to accumulate reserves and prepare for the 
restoration of conversion privileges. The newly chartered Second 
BUS assisted the state banks in making the transition back to con
vertibility, and the shift occurred smoothly on the designated date. 

In addition to the innovative use of an investment banking syn
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dicate to distribute government bonds and the general suspension 
of specie payments by two-thirds of the nation's commercial banks, 
the War of 1812 era is notable infinancial annals for a third reason. 
The final act in this unfolding historical drama, so to speak, was 
the chartering of the Second Bank of the United States—an event 
viewed perhaps more accurately as the belated rechartering of the 
First BUS. Secretary Gallatin had warned congressional critics of 
the first national bank in 1809 and again in 1811 that, if recharter 
failed, a national bank would be sorely missed in the event of a 
major war or some other unanticipated crisis. Virtually everything 
Gallatin outlined as an unfortunate possibility came true. The fed
eral government encountered difficulty in floating bonds at interest 
rates and prices that administration officials found acceptable dur
ing the war. Without a national bank to provide convenient bridge 
loans, the administration had resorted to the issuance of treasury 
notes to pay suppliers. By 1815 most members of Congress, except 
a few diehards, were convinced that the task would have been easier 
if a national bank had existed to aid the Treasury in financing the 
war. Southerners and westerners, including foremost John C. Cal
houn of South Carolina, confessed the mistaken judgments of 1811 
and vowed to provide a huge congressional majority for a revived 
national bank. 

As a result of the altered circumstances, the ghost of Hamilton 
returned to roam congressional halls in 1816, after a brief four-year 
absence; and the ideals of the nation's first treasury secretary were 
widely accepted in Washington circles for the next dozen years or 
so. But in 1828 a change in the political winds blew into the office 
of president a deadly opponent—Andrew Jackson—who had been 
infected early in his political career by Republican biases against 
private institutions and large concentrations of financial power. For 
reviews of the outcome of the confrontation between Jackson and 
Nicholas Biddle over the continuance of the national bank, in the 
seesaw battle between Hamiltonian and Jeffersonian ideals dating 
back to the early 1790s, readers must consult other sources deal
ing with later historical periods.19 Meanwhile, in the aftermath of 
the War of 1812, Hamilton's plan for organizing the nation's bank
ing system around a single institution with huge capital resources 
enjoyed the fleeting warmth of Indian summer. 

The first effort to test congressional reaction to the possible re
establishment of a federally chartered national bank came early in 
1814. A few interested citizens lobbied for reconsideration of the 
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issue. But Representative John Eppes, son-in-law of Thomas Jeffer
son and chair of the Ways and Means Committee, derailed that ini
tiative. Eppes used his political clout to dismiss the proposal out of 
hand on constitutional grounds. The political outlook changed after 
Alexander Dallas accepted President Madison's invitation to assume 
the duties of treasury secretary in October 1814. Dallas was deter
mined to play an active role in pressing for a national bank. A good 
friend and close associate of many bankers and financiers—among 
them the trio of Girard, Parish, and Astor—the secretary corre
sponded and talked with persons committed to overcoming the 
reservations of powerful committee chairs in Congress. Dallas also 
received the green light from Madison to move forward, although 
the president reserved the right to scrutinize carefully any charter 
bill that emerged from the legislative process. Dallas and Madi
son were in agreement that any new national bank formed in 1815 
should be required to meet its obligation to assist the government 
in dealing with the current financial crisis. 

Within weeks, Dallas presented a bank plan to Congress for con
sideration. The new bank was modeled on the predecessor institu
tion with a few modifications. The secretary recommended a capital 
five times larger: $50 million, with private ownership of 60 per
cent of the outstanding shares and government ownership set at 40 
percent. Dallas proposed that the government appoint public rep
resentatives to the board of directors and name as well the president 
of the institution. The most significant deviation from the original 
charter terms was the requirement that any newly chartered bank 
immediately loan the government from $20 to $30 million in bank 
notes to help in financing the current deficit. Since the administra
tion had proposed that the bank start with only $6 million in specie 
reserves, Secretary Dallas and President Madison clearly intended 
that the Second BUS begin operations by issuing millions of dollars 
in inconvertible bank notes. The state-chartered banks had already 
suspended payment, the administration reasoned, and it saw no 
reason why the federal bank should not open its doors on the same 
footing. 

Congress was amenable to approving the establishment of a 
national bank, but members were unwilling to countenance the issu
ance of inconvertible bank notes or to approve an amendment re
quiring directors to offer loans to the Treasury or any other loan 
applicant. Stripped of those controversial provisions, a bill reestab
lishing a national bank passed both House and Senate by wide mar



346 THE EARLY NATIONAL ERA 

gins in January 1815. Angered by congressional deletions, Madison 
vetoed the measure. Since the bank was under no obligation to as
sist the government in its current predicament or in future crises, 
Madison argued that such an institution would make a marginal 
contribution to the public welfare at best and that was too little to 
merit his consent. 

Nearly a year passed before Congress and President Madison 
made another concerted effort to create a second national bank. 
The war had ended months ago; military expenditures were dwin
dling; and customs revenues were generating substantial income for 
government coffers. The budget was shifting rapidly from a deficit 
position to a healthy surplus, and the Treasury no longer needed 
short- or intermediate-term financing. The administration dropped 
its insistence on privileged status for the government at the bank's 
discount window, and it agreed that all bank notes should be im
mediately convertible into specie. The legislation passed through 
Congress in the first quarter of 1816, and Madison signed the bill 
on April 10. 

For longtime survivors in public office, politics can be a curious 
enterprise that follows winding routes to radically different desti
nations. The truth of that axiom was vividly illustrated when Presi
dent James Madison affixed his signature to a bill reestablishing a 
national bank. A quarter century before, he had led the fight to 
block the creation of the First BUS on the grounds of its alleged 
unconstitutionality. In 1811 he remained neutral in the recharter 
fight and, largely because of his passivity, one key fixture in the 
Hamiltonian program was dismantled after a tie-breaking no vote 
in the Senate by his own vice-president. Despite his reluctance to be
come involved in the legislative deliberations, Madison had moved 
far down the road from outright opposition to neutrality between 
1791 and 1811. That trend continued during the war years; by 1816 
he had become a mild advocate of a renewed national bank. Madi
son never fully embraced the concept; but as a pragmatic leader, 
he appreciated how the First BUS had served the public interest 
during the lifetime of its charter and acknowledged the validity of 
the arguments for its rejuvenation. On that issue he finally allowed 
his Republican attachment to decentralized financial power to lapse 
and acceded to the Hamiltonian vision of a financially strong and 
secure nation, crowned with one truly gigantic commercial bank in 
a position of unchallenged leadership. 

The Second BUS was almost an exact replica of its predecessor. 
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The main office in Philadelphia and its branches were designated as 
depositories and payment agents for the Treasury. The main differ
ence was that the invested capital was three and a half times larger: 
$35 million instead of $10 million. Since the size of the U.S. econ
omy was approximately two and a half times greater in 1816 than 
in 1792, a substantial increase in capital resources was warranted 
if organizers expected the institution to once again assume a domi
nant position in the nation's financial markets. Measured on a per 
capita basis, the Second BUS was only 40 percent larger than the 
First BUS. Congressional leaders anticipated continued population 
growth during the next two decades, which meant that the relative 
position of the bank in the overall economy was likely to decline 
gradually as the years passed. 

Despite the controversy that had swirled around the national 
bank since the early 1790s, very few of the original charter terms 
were altered. Congress had a golden opportunity to demonstrate 
foresight through the reform of certain rules and regulations that 
might have precluded the reemergence of objections repeatedly 
voiced against the national bank prior to 1812. Some had com
plained about its monopoly status, arguing that the granting of ex
clusive privileges ran counter to republican values and equal access 
to market opportunities. When a handful of privatized commercial 
banks initially went into operation in the 1780s and 1790s, acknowl
edged experts, among them Hamilton and Morris, had occasionally 
expressed fears that competitive banking was potentially destabiliz
ing. But the experience of the previous fifteen years had shown con
clusively that numerous commercial banks could compete and pros
per in local and regional markets. Thus, the success of the Second 
BUS was not dependent, by any stretch of the imagination, on the 
retention of monopoly status. The likelihood that Congress would 
create another competitive institution with a large capital as well as 
the authority to establish a network of interstate branches during 
the next twenty years was infinitesimal. No major, or even minor, 
political figure had visions of multiple bank charters at the federal 
level. The monopoly provision easily could have been dropped, and 
in retrospect should have been foregone. 

The ownership of stock in the national bank by foreign investors 
was another lightning rod that should have been eliminated in 1816. 
Over the years foreigners had invested heavily in the stock of the 
First BUS. The institution paid a steady and predictable dividend, 
and it provided a higher return relative to the risk involved than 
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many Europeans could earn on investments in their home markets. 
Soon after the turn of the century, if not before, foreigners owned 
more than half of the outstanding stock; by 1810 their share had in
creased to about three-quarters. Opponents of the national bank in 
1811 hammered away at the large number of foreign stockholders 
because dividend payments went overseas. Defenders argued that 
the initial inflow of foreign capital to purchase bank stock aided the 
American economy, and they dismissed the accusations of critics as 
irrelevant and immaterial. 

The critics may have been misguided in their analysis, but they 
had marshaled sufficient votes in the political arena to defeat a bill 
to recharter the national bank in 1811. Sponsors of the bank's re
incarnation in 1816 could have protected the bank more effectively 
from future political attack if they had the foresight to enact an 
outright ban on stock ownership by foreign nationals. A ban on 
foreign participation would have defused another potentially divi
sive issue that might arise again in a subsequent recharter debate. 
Americans had sufficient capital resources to finance the Second 
BUS without any assistance from overseas. But the issue was passed 
over and never seriously considered by members of the Madison 
administration or congressional leadership. 

In the nationalist fervor following the war, Congress hoped 
to return as quickly as possible to normalcy. Legislators wanted 
to recreate the status quo before the war. Almost everyone now 
agreed that the First BUS had served the nation well, so no ad
justments seemed necessary. Former opponents of the bank had 
been silenced. In retrospect, the failure to alter the two charter 
terms most vulnerable to political attack, neither of which was vital 
to the institution's success, was a misfortunate oversight. Because 
those weak spots were not eliminated, they left a door wide open for 
opponents to reorganize and mount a second frontal assault on the 
Hamiltonian plan for a national bank at the center of the American 
financial system. As it happened, President Andrew Jackson and his 
allies cited both issues—foreign ownership and monopoly powers— 
in the successful campaign to deny recharter to the Second BUS in 
the 1830s. 



• • • 

Conclusion: Continuities and Innovations


TH.HE COLONIAL, Confederation, and early national periods com
bined constitute a momentous era for the institutional development 
of the American financial services sector. The era was marked by 
organizational, rather than technological, innovations. For most of 
the seventeenth century, the economy functioned with a financial 
system consisting exclusively of coins, no organized banks, and an 
imperceptible capital market. But beginning in 1690, the economies 
of North America witnessed a series of innovative financial mea-
sures—measures that deviated in certain respects from practices in 
England and other parts of the British Empire. By 1755, for ex
ample, all thirteen colonial legislatures had become involved in the 
issuance of various forms of fiat currencies, a monetary device that 
had been disavowed in England in the third quarter of the seven
teenth century. Nine colonies persisted in their emission through 
the 1770s. However, in compliance with restrictive parliamentary 
legislation, the New England colonies reverted to a system based 
solely on coinage in 1751. After midcentury those four legislatures 
were instrumental in nurturing an emerging capital market in the 
New England region. Their treasuries routinely financed periodic 
budget deficits through the public sale of transferable notes with 
one- to five-year maturities to local investors. 

More innovative policies were implemented in the United States 
after the signing of the Declaration of Independence. Fiat currency 
played a significant role in mobilizing resources for the military 
effort. Congress and the several states relied on huge emissions of 
paper money—which in most instances depreciated steadily and 
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thus served as an indirect form of taxation—to finance approxi
mately two-thirds of the cost of the War for Independence. The 
remaining one-third of military expenditures was financed through 
debt obligations, with roughly three-quarters raised at home and 
one-quarter overseas in France and Holland. The individual states 
extinguished from one-third to one-half of their debts in the 1780s; 
but the federal government made no progress whatsoever, even sus
pending interest payments on all its obligations, except those held 
in Holland. In 1790 the entire federal debt and the unretired state 
debts, plus accrued interest, formed the core of an enlarged capital 
market that arose in connection with Treasury Secretary Hamilton's 
consolidated funding program. The plan was hugely successful, and 
less than two years after the federal government began function
ing under the Constitution, the new nation possessed an expanding 
capital market that supported the securities issues of governmental 
bodies and soon thereafter numerous private enterprises—includ-
ing banks, insurance companies, turnpikes, and bridges. The im
provement in the nation's credit standing between 1785 and 1795 
was nothing less than spectacular. 

Meanwhile, privately owned commercial banks issuing convert
ible bank notes were established in Philadelphia, Boston, and New 
York in the 1780s. Their immediate success increased public confi
dence in the possible public benefits accruing from the adoption of 
a broader system of chartered banks. A political maneuver at the 
national level was critical in the privatization movement as well. To 
make certain that the golden opportunity to revolutionize the finan
cial system would not be lost, opponents of fiat paper inserted a 
clause in the Constitution that disallowed any future currency emis
sions by state legislatures. Then, to advance their reform agenda, 
advocates of privatization induced Congress to create the First Bank 
of the United States with an enormous capital of $10 million and 
the power to engage in interstate branching. The federal govern
ment retained ownership of one-fifth of the shares in the new insti
tution but management was left strictly in the hands of private 
stockholders. Congress established no other financial institutions, 
but the states were active in chartering competing banks. By 1815 
more than two hundred state-chartered commercial banks issued 
convertible bank notes and maintained deposits. With only a few 
isolated exceptions, the banks were conservatively managed, and 
their bank notes proved valuable as a medium of exchange and a 
reliable store of value. 
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Two-thirds of the nation's chartered banks suspended payment 
during the War of 1812, but the inconvenience to holders of bank 
notes who sought conversion into specie proved only a temporary 
interruption in most cases. Few American banks actually failed be
cause of heavy loan losses during the war years, and they resumed 
full service to customers in 1817. Thus, the still experimental sys
tem of privatized chartered banks weathered its first serious storm 
without sustaining any irreparable damage or attracting a host of 
anti-bank critics. The detractors came out of the woodwork a few 
years later in the aftermaths of the financial panics of 1819 and 
1837 when many commercial banks actually failed and produced 
losses for irate currency holders and depositors. 

In this period of political and financial innovation, the political 
leadership soon split over an issue related to privatization. Leaders 
debated whether the nation should work toward the creation of a 
centralized financial system modeled on British and Dutch prece
dents or whether, in contrast, the republic should establish a more 
decentralized system that allowed the direct participation of thou
sands of propertied citizens residing in hundreds of communities 
from Maine to Georgia. Attitudes about the exercise of financial 
power generally coincided with ideas about the proper distribu
tion of political power. The battle over the locus of financial power 
was simply another round in the perennial contest between cen
ter and periphery that Jack Greene has identified as ongoing in 
British North America throughout the eighteenth century.1 Most 
Federalists leaned toward centralization as the best means of avoid
ing the possibility of anarchy and disunion, and they supported 
Hamilton's contention that maintaining the national debt at near its 
existing level—then about $80 million—would serve to strengthen 
the loyalty of wealth holders to the federal government. 

In the opposite camp, Republicans inspired by Jeffersonian 
ideals were fearful of the potentially corrupting influence of con
centrated financial power on the body politic. They abhorred the 
prospect of a perpetual national debt and the financial institutions 
typically associated with its maintenance—meaning a domineering 
national bank, a bevy of ingratiating loan contractors, and untold 
numbers of irresponsible speculators in public securities. Any suste
nance provided to those alleged parasites undermined the nation's 
virtue. Given the constitutional ban on legislative loan offices at the 
state level, Republicans favored a more decentralized commercial 
banking system with hundreds of small- to medium-sized enter
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prises under the management of local citizens. That theme of local 
ownership of financial institutions has remained, incidentally, one 
of the strongest and most unshakable shared beliefs of American 
citizens throughout the nineteenth and twentieth centuries even in 
the face of periodic instability—often instability on a massive scale. 
Jeffersonians encouraged directors of the First BUS to establish 
several geographically dispersed branch offices. Thus, despite the 
objections of a few diehards such as John Taylor, most Republicans 
were prepared to endorse the policy of allowing private initiative 
in the financial sector. Following the lead of Thomas Paine, they 
soon acknowledged the legitimacy of Adam Smith's arguments in 
favor of the creation of financial institutions issuing bank notes 
convertible into specie. 

Treasury Secretary Hamilton was alert to Jeffersonian com
plaints about the dangers of a close linkage between a large national 
bank and an expanding federal debt, as existed in eighteenth-
century Great Britain. Therefore, to forestall objections Hamilton 
included a reassuring provision in the charter terms. The charter 
forbade the First BUS from acquiring additional public securities 
for its loan portfolio beyond the amounts initially contributed by 
subscribers to the bank's stock. That meant that the national bank 
would hold no more than $6 million in public securities at the high 
point, or less than 10 percent of the total federal debt outstanding in 
1790. Bank directors were granted the authority to sell government 
bonds, but they were denied the option of later replenishing the de
pleted portfolio with similar assets. In modern parlance, directors 
could engage in open market operations in one direction only, and 
no repurchase agreements were permitted. The inclusion of that 
charter provision went far in calming Republican fears about the 
possibility of excessive financial centralization arising from a cozy 
relationship developing between the U.S. Treasury and bank man
agement. Under those tight restrictions, the national bank was effec
tively eliminated as an engine for inflating the size of the federal 
debt in future decades. On that score Jeffersonians were reason
ably satisfied, although nothing prevented the bank from making 
short- to intermediate-term loans to the Treasury that could later 
be refunded, and thereby perpetuated, through the issuance of 
long-term securities in the capital market. 

During President Washington's two terms in office, the Hamil
tonian vision was in the ascendancy. The Treasury raised just 
enough money to pay the scheduled interest on the national debt, 
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which drove up security prices and lowered yields to 6 percent or 
less. At the same time there were insufficient funds to make mean
ingful reductions in the outstanding principal. Meanwhile, the First 
BUS got off to a flying start. Everything was in place and pro
gressing as Hamilton had hoped by 1792. U.S. government secu
rities and the common stock of the First BUS quickly caught the 
attention of wealthy Europeans who willingly paid handsome prices 
to make portfolio investments in American securities. Although 
neither Philadelphia, Boston, nor New York emerged as a finan
cial center with an international reputation, the movement toward 
achieving parity with the financial services sectors in England and 
Holland at some future date had been launched and progress was 
clearly evident. 

Beginning in 1795 with the appointment of Oliver Wolcott to the 
position of treasury secretary and then accelerating after Repub
lican victories in the election of 1800, Hamiltonian principles suf
fered steady erosion. Wolcott succeeded in reducing the Treasury's 
dependency on the First BUS for intermediate-term financing by 
refunding several million dollars in bank debt with an issue of new 
securities. Soon thereafter, persistent budget surpluses gave Repub
lican administrations the wherewithal to pursue policies designed to 
foster greater financial decentralization. Presidents Jefferson and 
Madison together retired more than half of the outstanding federal 
debt. With the loss of its best customer at the loan desk, the First 
BUS shifted the focus of lending activities to mercantile accounts at 
its branch offices along the Atlantic Coast. Failing to gain enough 
votes for recharter in 1811 in an extremely close vote that divided 
Republicans, the national bank went into liquidation. With its depar
ture, one pillar supporting the Hamilton structure had crumbled, 
and the national debt was being steadily eaten away. True-blue 
JefFersonians rejoiced at the repudiation of Hamiltonian policies 
and the continued diffusion of financial power, but the celebration 
abruptly ended when a second round of warfare with Great Britain 
revealed the naivete of their understanding of complex financial 
affairs at the national level. 

The Jeffersonian smugness was shattered by events associated 
with the effort to finance the War of 1812. Without a national bank 
to extend more-or-less obligatory loans to the government in a crisis 
situation, the Madison administration was hard pressed to raise the 
funds to cover huge budget deficits on favorable terms—meaning 
at interest rates of 6 percent or less. To cover about one-fifth of 
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the cost of the war, Congress authorized the issuance of so-called 
treasury notes to military suppliers. The instruments were different 
from the congressional fiat currency emitted during the War for 
Independence since they bore an interest rate of 5.25 percent and 
were promptly retired or renewed on their annual maturity dates. 
Nonetheless, the necessity of resorting to such unorthodox fiscal 
measures was politically embarrassing. It just proved that Federalist 
critics as well as numerous Republicans such as Treasury Secre
tary Albert Gallatin had been right all along in pleading for the 
continuance of the First BUS on the grounds of practicality and 
expediency. 

The Treasury also raised money through the floatation of more 
than $60 million in long-term bonds in the domestic capital market. 
That sum covered about two-thirds of the cost of the war, a vastly 
superior performance compared to the low percentage of military 
expenditures financed by the sale of securities to hesitant investors 
during the War for Independence. 

The presence of a national bank to provide convenient bridge 
loans would have undoubtedly given the Treasury more flexibility 
in raising long-term funds in the capital market and might have 
saved the government a modest amount in future interest expenses. 
As it stood, the net interest rate paid on new issues of securities was 
7.1 percent, a very respectable wartime performance irrespective 
of occasional setbacks in attracting investors. The domestic capital 
market proved remarkably vibrant under the circumstances. But 
the favorable response had a distinctly regional flavor since most of 
the investors resided in the mid-Atlantic section, with Philadelphia 
and New York City strongly represented. 

The Treasury handled most of the transactions without the aid 
of third parties, but in 1813 it broke with precedent and signed a 
loan contract with a syndicate of underwriters that marketed $10 
million in bonds for a very modest commission. For decades Re
publicans had expressed contempt for the allegedly parasitic loan 
contractors that provided similar investment banking services for 
bloated European governments, thus the deviation from past prin
ciples marked a significant turning point in American financial 
history. The experience of dealing with an underwriting syndicate 
proved harmless to American liberties, and the favorable outcome 
paved the way for more mutually beneficial interaction between gov
ernment agencies and independent financial services firms during 
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subsequent wartime crises. In the postwar nationalistic euphoria, 
much of Hamilton's original plan for bolstering the performance 
and reputation of the American financial sector was resuscitated 
and reinstituted. Foremost was the chartering of the Second BUS— 
really the belated rechartering of the First BUS since the new insti
tution was virtually the spitting image of its predecessor except for 
the expansion of 3.5 times in its capital base to $35 million. 

One of the striking characteristics of the increasing sophistica
tion of the American financial services sector in the late eighteenth 
and early nineteenth centuries was its evenhanded development: 
parallel movements were noticeable in several distinctfinancial mar
kets. The refinements were mutually reinforcing, thus creating a 
favorable climate for further advances—in short, a snowball effect. 
An increasing number of intermediaries arose to quicken financial 
markets. Beginning in the last decade of the eighteenth century and 
then strengthening in the years after 1800, the U.S. financial sys
tem became a genuinely comprehensive, integrated network. The 
expanded financial system offered citizens a widening range of new 
services. 

In harmony with trends elsewhere in the financial services sec
tor, innovation was a byword in the insurance, foreign exchange, 
and securities markets. Whereas commercial banking and public 
debt financing were often controversial political issues after inde
pendence, advances in ancillary financial markets went forward 
quietly and largely unchallenged—underlining the pronounced pri
vatization thrust in the financial sector after 1790. Political figures 
rarely divided along partisan lines over the expansion of ancil
lary services. With few exceptions ambitious entrepreneurs in the 
financial sphere received solid backing from shifting coalitions of 
Federalists and Republicans, and they generally had a free hand to 
respond to the growing demands of market forces. 

The insurance sector in Britain and its North American colo
nies was boldly experimental in the seventeenth and eighteenth 
centuries. By the early nineteenth century, the insurance field dem
onstrated a surprising degree of institutional maturation. Insurance 
companies that concentrated on marine and fire coverage received 
numerous charters from state legislatures after 1790—at least thirty 
firms by 1815 with a combined capital totaling in the millions of 
dollars. Indeed, a strong case can be made for commercial banks 
and insurance companies as the two most advanced sectors of the 
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U.S. economy in the early national period. They were the largest 
scale enterprises in terms of capitalization, with thousands of share
holders. 

Lottery organizers made progress as well. A common method 
of raising funds for private and public purposes in the colonial era, 
lotteries maintained their popularity in the early national period. 
Public debates over the morality of gambling with reference to lot
tery tickets were subdued. Initially local, some lottery organizers 
expanded their horizons after the turn of the century and sought 
buyers in regional and even national markets. Lottery ticket bro
kers, a new vocation, sprang up in almost every locality with one 
thousand or more residents. A few of the larger brokerage firms 
headquartered in the major cities bought tickets from lottery orga
nizers at wholesale and then recruited out-of-town agents to distrib
ute them at retail prices to the general public on a commission basis. 

Another financial sector that experienced marked institutional 
improvement in the early national period was the foreign exchange 
market. In the colonial era few, if any, broker specialists functioned 
even in the largest port cities. After 1800 the services available to im
porters, who typically purchased foreign bills of exchange to settle 
overseas debts, and exporters, who sold bills to reimburse them
selves for the cost of shipments, were enhanced because of the more 
vigorous activities of broker intermediaries. 

Securities brokers made an impact on financial markets starting 
in the 1780s and accelerating after Hamilton's funding program be
came a reality early in the next decade. During the colonial years, 
securities brokers were unknown since neither provincial govern
ments nor organized companies issued long-term debt or equities. 
From 1790 forward government bonds, federal at first but later 
including state and municipal issues, and the common stocks of 
commercial banks and insurance companies formed the core of 
the trading market. Imitating the practices of securities traders in 
Amsterdam and London, brokers in New York moved rapidly to 
create an active market with formal rules and regulations. Some 
were mandated by state governments—for example, no public auc-
tions—and others were agreed to voluntarily by most of the leading 
brokerage houses. Futures and options contracts of all varieties, 
although legally unenforceable in the courts, were commonly issued 
and traded from 1792 through 1815 and beyond. 

A few of the most innovative firms in New York, the one headed 
by Nathan Prime in particular, advanced to the position of broker
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dealers. Prime kept a modest inventory of the most regularly traded 
securities and made a market for them by offering to buy or sell 
continuously at published bid and ask prices. Hamilton's ultimate 
goal of duplicating in New York the capital market atmosphere that 
had evolved in London during the eighteenth century got off to 
an encouraging start in the quarter century after ratification of 
the Constitution and presaged the more positive developments that 
accompanied the railroad boom of the mid-nineteenth century. 

The preceding overview of some of the major events in Ameri
can financial history through 1815 suggests some of the major 
themes and arguments developed at greater length in the core of 
this study. One strong undercurrent was the contest between the 
advocates of institutional experimentation and those forces more 
comfortable with accepted theories and traditional practices. With 
reference to components of the money stock, colonial Americans in
herited the conventional wisdom that ruled, virtually unchallenged, 
in the mother country. The prevailing system assumed the primacy 
of hard money—silver and gold. By the eighteenth century, the 
British money stock consisted of two elements. Coins produced at 
the government mint formed the monetary base; the coinage was 
supplemented by paper monies issued by private firms, which were 
supported by reserves and were continuously convertible into hard 
money upon demand. Any deviation from that dual system and the 
institutional structure supporting its maintenance was dangerous in 
the eyes of British overseers of colonial affairs. 

Members of Parliament's Board of Trade believed that the adop
tion of alternative monetary systems by colonial legislatures was ill-
advised because their implementation was almost certain to leave 
local economies vulnerable to the consequences of financial insta
bility. In the North American context, however, several legislative 
initiatives in the monetaryfield disregarded the dire warnings of the 
cautious and paternalistic members of the board. Several colonial 
experiments contradicted the expectations of skeptics and proved 
enormously successful in meeting the monetary needs of local citi
zens, including most social classes and occupational groupings, for 
decades. 

Within the field of monetary and banking history, as distin
guished from developments in capital markets and other related 
financial services, the colonial era was one of the most innovative 
periods in American history. Denied the convenience of a subsid
iary mint to produce English coins for the local population, colo
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nial legislatures experimented with the issuance of fiat currency 
to supplement the inflows of foreign coins, which were mostly of 
Spanish origin. 

All thirteen colonies eventually emitted similar monies, and nine 
persisted right up to independence despite British efforts to dis
courage the practice. Twelve colonial legislatures, all except Vir
ginia, also created loan offices that issued unconvertible currencies 
to private borrowers who offered mortgages against real estate as 
security. In contemporary Europe every effort to supplement the 
money stock with tax anticipation bills or to introduce either pub
lic or private currency backed by private mortgages rather than 
specie reserves had ended in disaster. Thus, the more positive per
formance of fiat currencies in the British North American colonies 
was precedent setting. 

Indeed, throughout the period from 1690 to 1815, monetary 
stability was the rule in most regions. This conclusion runs at odds 
with most previous depictions of the status of American finance 
through the confederation period. The discrepancy between fact 
and fancy occurred because historians past and present devoted too 
much attention to the most dramatic episodes of genuine financial 
dislocation and neglected to grant similar coverage to more ordi
nary times. Except for irreversible currency depreciation in North 
and South Carolina from 1710 to 1740, in New England during 
the 1730s and 1740s, and when the nation was at war from 1777 to 
1781, the American economy was blessed with reasonable monetary 
stability. During the quarter century before independence, every 
colony experienced financial tranquillity, and a bold acknowledg
ment of that fact reemphasizes why Parliament's passage of the 
Currency Act of 1764 was such an ill-considered, unnecessary, and 
counterproductive piece of imperial legislation. Some provinces 
such as Pennsylvania, New York, New Jersey, and Maryland consis
tently maintained stable currency systems for decades even though 
they routinely included fiat monies in their money stocks. 

After Continental currency—Congress' massive addition to the 
money stock—had fallen in value to near zero and ceased to circu
late, monetary conditions settled down and stayed on a fairly even 
keel for the rest of the confederation period. Treasurer Robert 
Morris put the federal government on a strictly specie standard in 
1782 where it remained for the next three decades. Six states had 
likewise adopted a specie standard by the signing of the peace treaty 
in 1783. On the other hand, seven state legislatures refused to aban
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don a system that had served their citizens so well for so long, and 
they continued to emit new issues of fiat currency—both the tax an
ticipation and mortgage-secured varieties. The postwar issues were 
modest. They did not exceed in value the stock of coins circulat
ing in the local economy, and therefore Gresham's Law regarding 
the hoarding of specie did not take effect. In some states those 
monies dropped sharply in value within months of issuance because 
of widespread fears about a repetition of the downward wartime 
spiral. By the end of the decade, however, public confidence in the 
backing mechanisms—taxes and private mortgage payments—was 
generally restored. The rate of depreciation slowed and eventually 
halted. By 1788 most of the currency issues had staged a rebound, 
and the paper circulated at fairly close to face value. 

In those seven states, the role of the legislature in shaping the 
composition of the local money stock was recreated in conformity 
with the principles of the successful colonial model. That govern
ment role was sustained until a majority attending the federal con
stitutional convention in 1787 voted to adopt a provision that pre
vented the direct intervention of state governments in monetary 
affairs. None of the states already involved in currency issuance re
versed course voluntarily in the 1780s and moved toward an exclu
sively specie standard—only the ratification of the Constitution ac
complished that result. The constitutional ban must stand as one of 
the supreme ironies of the postwar period since nine colonial legis
latures had battled Parliament tooth and nail from 1764 to 1773 
and even threatened rebellion over the very same issue—namely, 
their right to interject fiat currencies at will into the stock of money. 

The confederation period witnessed another bold experiment 
that affected the monetary system: the chartering of the first priva
tized commercial banks in the western hemisphere. Privately owned 
banks issuing convertible currencies were not a novel concept since 
they had operated in Great Britain for decades. What was differ
ent in the new nation was the proliferation of chartered banking 
enterprises with the authority to pool the capital resources of hun
dreds of stockholders. In Great Britain, Parliament had granted 
similar charter powers to only a handful of banks. As a result the 
British commercial banking system had oligopolistic origins, while 
its American counterpart was decentralized and atomistic. Even the 
First BUS, a national institution with large capital resources, created 
a system of locally managed branch offices. 

American chartered banks were reasonably well capitalized and 
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prudently managed. They issued bank notes convertible into coin 
upon demand. Only three or four small banks, all linked to the 
same fraudulent individual, failed prior to 1815. With the success of 
privatized banks, the American economy enjoyed another quarter 
century of uninterrupted monetary stability. The placid atmosphere 
was disrupted for nearly three years because of the pressures and 
uncertainties associated with the War of 1812. The banks outside of 
New England suspended specie payments. Nonetheless, the bank 
notes of institutions in areas where suspension was in effect gen
erally retained from 85 to 90 percent of their stated values. The 
American public had confidence that once the wartime crisis had 
passed those banks would recognize their liabilities at full value 
and reinstitute the conversion privilege. And that confidence was 
well placed, because in the spring of 1817 chartered commercial 
banks resumed payment. Few banks actually failed because of the 
economic dislocations associated with the war. 

An overview of monetary and banking developments from the 
early eighteenth century through 1815 reveals a contradictory pat
tern. Initially, American legislatures deviated significantly from the 
guidelines recommended by imperial officials in London. A politi
cal contest between locally elected colonial governments and mem
bers of the supervisory Board of Trade was recurring in some prov
inces. Once independence had been achieved, however, American 
monetary policies moved quickly in the direction of conformity with 
British principles. 

As colonies, American legislatures often challenged traditional 
notions of financial responsibility. More than half the colonies rou
tinely kept in circulation fiat monies that not only served as a con
venient medium of exchange but a reliable store of value as well. 
The 1780s witnessed a mix of the old and the new. Some states re
issued fiat currency, while others refrained. Pennsylvania and New 
York experimented with the simultaneous circulation of fiat cur
rency and bank notes; and despite fears of potential incompatibility, 
the monetary systems of both states functioned satisfactorily. 

In the effort to establish a more lasting union, the political 
leadership opted for the more traditional, more conservative option: 
fiat currency was prohibited after ratification of the Constitution. 
Hamiltonians and Jeffersonians expressed fundamental agreement 
about the shift in economic strategy. Federalists hoped to dupli
cate the British system as much as possible; thus, they automatically 
favored privatization. Once the rival Republicans realized that the 
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states could exercise control over the chartering of private banks 
within their borders and generate public revenues from the process, 
they embraced the circulation of coins and bank notes as a superior 
system. Tainted by the disreputable performance of congressional 
continentals, the public's fond memories of the positive role of fiat 
monies in the colonial era faded very quickly. As a consequence of 
the American reversal, British and U.S. attitudes about the proper 
organizing principles for an effective monetary system were very 
much in unison by the 1790s. 

The emergence of a system of privatized, chartered commercial 
banks proceeded with little controversy in the early national era 
because opportunities for participation by interested investors, par
ticularly persons of modest wealth, expanded as time passed rather 
than narrowed. The number of charters proliferated, and the num
ber of persons owning stock had multiplied enormously by 1815. 
Bank directors were citizens with a wide range of political alle
giances; in the 1780s and 1790s nationalists and Federalists were the 
prime investors in the earliest banks, but Republicans played catch
up after 1800. In terms of their ownership patterns, banks became 
much more democratic institutions than many Jeffersonians had 
originally feared. Financial institutions served primarily the needs 
of merchants and governments, but farmers and artisans were also 
able to gain access to limited services in many locales. Banks were 
certainly not committed to egalitarian principles, but neither were 
they overly aristocratic in their organization and operations. State 
legislatures no longer had the privilege of issuing fiat currency, but 
the division of powers under the federal political system provided 
the breeding ground for a fragmented, atomized banking structure. 

In Europe, by way of comparison, banking was typically a vastly 
more elitist enterprise. During the nineteenth century, the most 
powerful European banks, through growth and merger, moved 
to consolidate control over their national financial markets. Com
mercial banking across the Atlantic Ocean became increasingly oli
gopolistic. A similar scenario of banking consolidation occurred in 
neighboring Canada as well. But the path of institutional centraliza
tion was not followed in the United States because that arrangement 
conflicted with long-standing American attitudes about the propri
ety of denying citizens with moderate wealth the opportunity for 
widespread entrepreneurial participation in the commercial bank
ing sector. 

As the nineteenth century progressed, federal and state legisla
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tures discovered that efforts to limit the size and growth of industrial 
and transportation firms through their power to specify charter 
terms was a futile exercise, but they were enormously successful at 
achieving those ends in the field of commercial banking. Granting 
high priority to the maximization of opportunities for local par
ticipation in ownership and management was a choice dictated by 
the persistence of a rather unique American obsession. In other, 
more class-bound societies, circumstances that might have per
mitted widespread entrepreneurial activity simply never emerged. 
Elsewhere, the issue was largely moot, and its consideration in re
counting historical developments within other nations would prob
ably contribute little to an understanding of the evolution of their 
financial sectors. In the American context, however, the entrepre
neurial factor, with all its idiosyncrasies, holds powerful explana
tory powers. 

A second major topic deserving more focused analysis was the 
early development of an indigenous American capital market. Its 
origins lay in the workings of the local economy, but over the de
cades capital markets became more regional and finally national in 
scope. Political disputes about the merits of creating a deeper and 
broader capital market—in particular market institutions highly 
responsive to the fiscal requirements of the federal government— 
were very near the heart of the ideological split between Hamil
tonians and Jeffersonians. Hamilton aimed at creating a vibrant 
American capital market in the British and Dutch tradition. At its 
center, he envisioned a perpetual national debt—not necessarily 
an escalating debt that reflected thefiscal policies of the European 
great powers but nonetheless something sufficiently sizable to place 
a firm grip on the loyalty of wealthy citizens who participated in 
political life. U.S. public securities would act as market leaders; their 
high credit rating at home and abroad would translate into relatively 
low interest rates, perhaps as low as the 3 to 4 percent associated 
with British public securities. 

The treasury secretary made enormous headway toward that 
goal in the early 1790s, but antagonistic Republican majorities frus
trated those policies after the turn of the century. They dismantled 
the First BUS and cut the national debt in half. The events sur
rounding thefinancing of the War of 1812 led to an unexpected and 
uncharacteristic rejuvenation of Hamiltonian principles. The war 
produced a nationalistic euphoria and a reconciliation of the two 



Conclusion 363 

opposing camps that lasted for another decade or so—until the elec
tion of President Andrew Jackson in 1828. Thereafter, Hamilton's 
grand strategy again came under unrelenting attack. 

In the absence of banks and other organized financial insti
tutions in colonial times, persons seeking financing for long-term 
investments in assets such as land, farm improvements, and bonded 
workers usually turned to local elites. Kinship and community ties 
were often instrumental in bringing together borrower and lender. 
Loans were arranged in an informal person-to-person atmosphere 
with few intermediaries. Savers willing to loan their money at 
interest sought security in several ways. Formal notes co-signed by 
friends and relatives were one mechanism for securing loans. Mort
gages also provided fairly reliable security since the value of im
proved properties in settled areas held steady or rose through
out the period. (The same could not be said about unimproved 
speculative land on the frontier—witness the bankruptcy of Robert 
Morris.) In arranging sales of real properties, sellers were typi
cally called upon to assist the buyer in financing the transaction 
over a three- to five-year period. The so-called creative financing 
associated with real estate deals in the 1970s and 1980s was, in 
truth, nothing new under the sun. In urban areas, wealthy persons 
seeking a fairly safe return on invested funds often funneled their 
money into the rental housing market. But as far as we know, few 
Americans invested heavily in British consols and other overseas 
securities. 

One sign of the growth and maturation of capital markets was 
the increased involvement of third parties, or financial intermedi
aries. The first institutions to become heavily committed to provid
ing long-term financing to citizens were the colonial legislatures. 
Starting with South Carolina in 1712, every colony except Vir
ginia established legislative loan offices. In harmony with egalitar
ian principles, colonial governments placed modest limits on how 
much a given individual could borrow, a policy that guaranteed 
broad access to the pool of authorized funds. Virtually any voter 
with some equity in real property, whether in land or houses, with 
the latter classification included to satisfy artisans, was eligible to 
receive financing for up to twelve years at relatively low interest 
rates, typically 6 to 8 percent. Recipients could use the funds for any 
purpose without advance approval, but most borrowers presumably 
invested in boosting their productive capacity. 

In administering their loan offices, the legislatures exhibited 
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an unusual degree of farsightedness in stipulating that borrowers 
amortize their loans regularly. Balloon loans, with the entire princi
pal coming due on a distant maturity date, were typically not written 
by the loan offices. That point merits emphasis because the greater 
degree of safety and stability associated with amortization was all 
too frequently ignored in the nineteenth century. Not until the im
plementation of New Deal reforms of the 1930s—after a pause of 
more than 150 years—was the amortized mortgage loan extend
ing over a period of ten years or longer rediscovered and com
monly adopted in the U.S. economy. The reinvention of prudent 
devices and policies previously abandoned has occurred frequently 
in American financial history. 

European intellectuals often theorized about the potential bene
fits of so-called land banks as a stimulus for economic growth, 
and many writers authored pamphlets and treatises recommending 
their establishment. Yet, Americans were the first to demonstrate 
their viability over the long haul. Members of the Board of Trade 
were invariably dubious about their operations because the loan 
offices issued inconvertible currency. Despite the reservations of 
skeptics, the vast majority of the monies issued by the loan offices 
were ultimately redeemed at face value. Meanwhile, the loans aided 
in developing the productive capacities of local economies. The ac
tivities of the public agencies proved a boon to taxpayers as well 
since interest revenues were frequently substantial relative to the 
size of provincial budgets. In the middle colonies, interest revenues 
generated by the mortgage assets of loan offices covered all legisla
tive expenditures for several years, and sometimes even decades. 

The next important phase in the movement toward a more 
visible capital market arose in connection with the shift in New 
England away from fiat currency toward the adoption of an ex
clusively specie standard. Parliament had dictated that monetary 
realignment in the Currency Act of 1751. The four colonies affected 
were prevented from issuing non-interest-bearing tax anticipation 
bills or any form of fiat currency through loan offices. At the same 
time they were granted the power to finance budget deficits through 
the sale of treasury notes with two-year maturities in peacetime, 
and five-year notes when at war. 

After midcentury the New England colonies successfully tapped 
into local capital markets to finance periodic fiscal deficits. The 
public securities earned high ratings from lenders since they regu
larly paid the interest due, usually at the legal limit of 6 percent 
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or thereabouts, and legislatures promptly retired in specie, or re
financed, all maturing notes. The borrowing activities of legislatures 
reinforced economic trends already under way. Estate records indi
cate that, by the mid-eighteenth century, members of the upper 
class exhibited an increasing willingness to hold notes, private mort
gages, and other financial assets as a proportion of total wealth. The 
legislative involvement widened, thickened, and deepened financial 
markets. On the eve of independence, New England possessed a 
functioning regional market for public securities with intermediate-
term maturities that was unmatched elsewhere in North America. 

When the War for Independence erupted in the mid-1770s, 
Congress set up loan offices in every colony in an effort to borrow 
directly from citizens some of the funds needed to prosecute the 
war. That initiative was the first step toward the creation of a capital 
market genuinely national in scope. In the absence of a tradition 
of publicfinancing outside of New England, the results were modest 
at best. From 5 to 7 percent of the overall cost of the war was raised 
through the sale of U.S. securities in the domestic market. My best 
estimate is that the thirteen states raised between 5 and 10 percent 
of the funds to cover their military expenditures through the sale 
of their respective securities to local investors. Congressional bond 
sales revealed a distinctly regional character; most transactions oc
curred in four northern states—Massachusetts, Connecticut, Penn
sylvania, and New York. The southern states combined produced a 
small volume of subscriptions to federal debt issues. That weak re
sponse was understandable since southerners in general, including 
great planters, were unaccustomed to investing in financial assets. 

During the 1780s the movement toward a stronger capital mar
ket suffered a serious setback at the national level. Congress failed 
to generate sufficient revenue to meet the interest payments on its 
outstanding obligations, which jumped several million dollars after 
soldiers and officers were paid in debt certificates when the army 
disbanded. With the suspension of interest payments in specie, the 
market value of U.S. securities fell to one-quarter, or less, of par. 
Some interest was later paid with so-called indents, another variety 
of fiat currency, but the symbolic gesture of good faith had little 
positive effect on financial markets. 

The individual states performed much better in terms of meet
ing their debt obligations. Imbued with a sense of urgency, several 
state legislatures applied enhanced revenues from stiff new taxes, 
plus the monies raised from the sale of the confiscated properties of 
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loyalists, to make a significant dent in their public debts in the 
second half of the decade. One justification for the reissuance of 
fiat currency in seven states was the opportunity to resume inter
est payments to holders of public securities. Some of that money 
went not only to owners of state obligations but also to residents 
in possession of federal debt certificates. While the market for the 
securities of a temporarily bankrupt federal government stagnated 
in the 1780s, most states were holding their own financially; and 
some legislatures made genuine progress in retiring a portion of 
the outstanding principal. 

The main reason Massachusetts and South Carolina became 
embroiled in divisive controversies over escalating taxes was their 
mindless determination to accomplish too much too soon in regard 
to debt settlement. Retiring the entire principal in four years was the 
announced policy in Massachusetts, and the sustained effort to col
lect the required taxes despite widespread public protest triggered 
Shays' Rebellion. In South Carolina wiser heads assumed control 
of the state legislature at the first sign of trouble and defused the 
potential for escalating violence. 

Events in Massachusetts were particularly noteworthy, however, 
since until the disturbances of the late 1780s, the state had been in 
the forefront of developments in thefinancial sector, having created 
an active market for its own treasury notes after midcentury. Per
haps overconfidence in its ability to meet the sternest financial test, 
a belief engendered by its enviable record from 1750 through the 
1770s, was the root cause of the state's predicament in the 1780s. 
The supreme irony was that, in retrospect, stringent tax policies 
were totally unnecessary because the release of the final report 
of the congressional settlement committee in 1793 revealed that 
Massachusetts (and South Carolina) had contributed more than its 
share on a per capita basis to the common military effort and that 
compensation due from the debtor states would be sufficient to 
cover most of the state's overhanging war debts. 

With business leaders in Boston diverted by the effects of Shays' 
Rebellion, ambitiousfinanciers in Philadelphia and New York seized 
leadership in the capital market. In particular, they arranged with 
southern agents to purchase a huge share of the outstanding public 
securities of the southern states after the announcement of Hamil-
ton's proposal that the U.S. Treasury would assume up to $21 mil
lion of the states' obligations. Northerners already owned most of 
the original federal debt, thus their acquisition of southern debts 
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concentrated even further the geographical ownership pattern for 
public securities. 

The birth of a sizable American capital market coincided with 
the implementation of Hamilton's funding program in 1790. The 
states' assumption of federal obligations, which in the mid-1780s 
had threatened to dilute one of the nationalists' key arguments 
in favor of a more centralized and powerful federal government, 
was quickly reversed. The gradualist position with respect to debt 
retirement won out, and its implementation was carried out at 
the national level. Under Hamilton's leadership, Federalists advo
cated the gradual, indeterminate approach; and Jeffersonians gen
erally concurred given the nation's precarious situation—politically 
and economically. Congress set taxes at modest levels—just enough 
revenue to cover current interest with nothing left for principal 
reduction. 

Hamilton calculated that the government's firm pledge to main
tain regular interest payments alone would be sufficient to drive up 
bond prices and lower yields to 6 percent or less. It would make 
little difference to investors that the bonds had no fixed maturity 
dates. And the treasury secretary's intuition proved absolutely cor
rect. Once the Treasury had begun to issue new public securities, 
the credit standing of the federal government functioning under its 
new Constitution soared. News about the establishment of a sinking 
fund boosted investor confidence. The U.S. credit rating overseas 
rose almost as fast as at home, and foreign investors, especially the 
British, purchased millions of dollars worth of government bonds 
from American holders on secondary markets. The huge success 
of the subscription offer to raise $10 million in stock for the First 
BUS one year later provided further convincing evidence of the 
emergence of a more extensive capital market. 

Most of the improvements in the financial services market oc
curred in the northern states in the early national period. The pre
ponderance of investments in commercial banks was in institutions 
north of the nation's capital. Philadelphia, New York, and Boston 
emerged as the main investment centers. A small number of private 
financial firms organized securities exchanges with strict admission 
requirements and uniform trading rules. Neither federal nor state 
governments established regulatory controls over those voluntary 
associations of brokers and dealers. Private controls were appar
ently effective since contemporary newspapers reported no sensa
tional stories about major scandals linked to dishonest securities 
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dealers prior to 1815. The number of persons possessing stocks and 
bonds was a fraction of the general population, and most owners 
presumably qualified as knowledgeable and sophisticated investors. 

Adding to their initial holdings of government bonds and stock 
in the First BUS, investors increased their investments in the equi
ties of numerous state-chartered commercial banks plus a few insur
ance companies. In 1795 U.S. public debt issues, which had arisen in 
the domestic economy (not foreign) and totaled around $45 million 
at current prices ($60 million face value), dominated the market 
in terms of their aggregate market value. Following the implemen
tation of Jefferson's debt reduction program and the organization 
of more than one hundred state banks by 1810, aggregate stock 
values surpassed debt obligations in the portfolios of U.S. inves
tors. By that date the total value of publicly traded American stocks 
and bonds was approximately $150 million—which translates into a 
growth rate of about 8 percent annually over a fifteen-year period, 
an increase of more than twice the rate of population growth. 

Thus, despite initial political and ideological resistance, Hamil-
ton's ambitious plan for deepening and broadening the capital mar
ket was proceeding on schedule, but with a Jeffersonian twist. The 
shift to equity investments in a host of geographically dispersed pri
vate enterprises—mainly banks and otherfinancial services firms— 
was more in harmony with Republican principles of economic and 
political decentralization and the avoidance of the burden of long-
term public debt. 

The funding of the War of 1812 primarily through massive bor
rowing created greater balance between public debt and private 
equities in the American capital market. Outstanding U.S. bonds 
rose from $45 million in 1812 to $95 million in 1818, with perhaps 
one-quarter of the latter figure held overseas. The sum invested in 
the equities of commercial banks, state institutions plus the Second 
BUS, climbed to nearly $200 million. Add in collateral investments 
in insurance and turnpike companies, and the overall American 
capital market had risen to something in the neighborhood of $300 
million in the postwar era, with the federal debt component ac
counting for less than one-fourth of the total. 

Another clear sign of the maturation of the domestic capital 
market was the relative success of the Treasury Department in float
ing several bond issues during the war years. Unlike the previous 
War for Independence, the War of 1812 was financed mainly with a 
mixture of short- and long-term debt rather than concurrent taxa
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tion. If the government had been more willing to compromise on 
the payment of slightly higher interest rates, rather than trying to 
hold closely to a 6 to 7 percent return to investors, the whole pro
cess likely would have gone forward smoothly without the hitches 
and delays actually encountered. 

An institutional breakthrough occurred in 1813 when the Trea
sury agreed to pay a syndicate of underwriters, or loan contractors, 
a small commission for the speedy placement of $10 million in 
undersubscribed bonds. Based on their limited understanding of 
investment banking activities in London and Amsterdam, Jefferso
nians had warned voters for years about the susceptibility of gov
ernments to the allegedly corruptive influences of stockjobbers and 
speculators. Thus, the absence of anything remotely suggesting sin
ister motives or activities on the part of syndicate members helped 
to put Republican minds at ease about the dangers possibly aris
ing from fruitful negotiations between elected governments and 
persons performing investment banking functions. 

The rise of the financial services sector in the first quarter cen
tury after Washington's election in 1788 was the result of a thor
oughly incestuous relationship between commercial banking and 
capital markets. The two sectors supported and reinforced each 
other's mutual development. Government bonds supplied 60 per
cent of the capital sources initially invested in the First BUS. Soon 
thereafter, directors of the national bank loaned the Treasury sev
eral million dollars to cover budget deficits and maintain the inter
est payments on U.S. securities that supported their market value. It 
was not unusual for American wealth holders to arrange to borrow 
funds from a newly organized bank for the purpose of financing 
their subscription to its forthcoming stock. The rules against con
flict of interest and self-dealing commonly applied in our modern 
economy were less stringent in this earlier era. 

Investments in financial assets had been exceedingly uncommon 
in the colonial era, except for short-term paper in New England; 
but that tradition ended abruptly with independence. The capital 
market expanded more rapidly than the size of the general econ
omy. The securities issued and traded were rarely in manufacturing 
or transportation enterprises but concentrated instead in banks and 
insurance companies. The expansion of financial markets occurred, 
therefore, very nearly within the confines of a closed circle, with 
only the marginal participation of other sectors of the economy. 
Manufacturing was conspicuously missing from the organization 
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of local capital markets; few firms were incorporated and fewer 
still, if any, had their shares regularly traded on local exchanges. 
Moreover, to demonstrate even further their remoteness from the 
institutional framework of thefinancial services sector, most manu
facturers received only a fraction of their financing through bank 
loans since directors typically avoided granting accommodations to 
such nontraditional customers. The limited availability of outside 
financing for manufacturers differed only slightly from colonial 
times. It must be noted in this context, however, that some bank 
charters granted to applicants residing in the largest port cities 
dictated the allocation of a certain portion of the institution's loan
able funds to persons identified as artisans. But that exception does 
not invalidate the general proposition that manufacturers remained 
largely isolated from the effects of improvements in financial ser
vices through 1815. 

Although manufacturing missed out, the transportation sector 
was able to participate modestly in the expansion of local and re
gional capital markets. Turnpike and bridge companies, like com
mercial banks, were chartered corporate enterprises granted the 
privilege of raising capital through the sale of securities, overwhelm
ingly equities, to the general public. Turnpike construction began 
in Pennsylvania in the mid-1790s, but it was heaviest in the New 
England states and New York. By 1815 approximately $10 million 
had been invested in the stocks of turnpike and bridge companies, 
and those shares occasionally changed hands; but transactions typi
cally occurred after direct negotiations between buyer and seller 
rather than from the intervention of brokers or other financial 
intermediaries. Aggregate investment in the shares of transporta
tion firms was no more than 5 percent of the sum invested in finan
cial institutions, however. 

In the United States, the segment of the economy that made the 
earliest contribution to the creation of an infrastructure conducive 
to institutional change and economic advancement was the finan
cial services sector. For subsequent eras, economic historians have 
pointed to textile manufacturing, canal building, railroad construc
tion, and steel mills as key stimulants to economic advancement. But 
not enough credit has been given to the groundwork laid by banks 
and securities exchanges in the early national era. Building upon 
the base established in 1815, the number of chartered commercial 
banks grew from several hundred to more than fifteen hundred 
by the end of the antebellum era. What emerged was a decentral
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ized commercial banking system with a strong local orientation just 
as Jeffersonians had advocated from the outset. The foundations 
laid down in the capital market were drawn upon later as well to 
finance the huge American investment in canals and railroads after 
the proven success of the Erie Canal. Although New York continued 
to lag London as an investment banking center, the international 
reputation of U.S. securities, both public and private, reached new 
heights in the second half of the nineteenth century. 





Appendix: 

Stockholders' Liability 

If viewed strictly from a dejure standpoint, the historical evidence regard
ing whether stockholders in the late eighteenth and early nineteenth cen
turies had limited or unlimited personal liability for a firm's potential losses 
is inconclusive. When the charter terms approved by governmental bodies 
failed to address the issue of stockholder liability, contemporary Ameri
cans often expressed uncertainty about the extent of legal responsibility.1 

In practice, meanwhile, it appears that few creditors of failed U.S. banks— 
consisting mainly of the innocent holders of outstanding bank notes plus 
a bank's depositors—ever succeeded in recovering even a portion of their 
losses by proceeding against the personal assets of stockholders.2 Until the 
depression following the War of 1812, the legal point was largely moot 
because there was only one incident of failure during the first three de
cades of chartered commercial banking. The Farmers Exchange Bank of 
Glocester, Rhode Island, failed in 1809 because of the grossly fraudulent 
activities of its principal owner and president, Andrew Dexter. 

Based on the precedent of common law in the eighteenth century, in
corporation in Great Britain typically did not alleviate stockholders of their 
responsibilities to creditors in the event of business failure. Only Parlia
ment could charter corporations, and it did so infrequently for business 
enterprises after thefiasco of the South Sea Company in the 1720s. Stock
holders in corporations held the same legal status as multiple participants 
in the partnership form of business organization. The law recognized no 
difference between business and personal assets in bankruptcy proceedings 
involving all types of business enterprises. 

The legal question had never arisen in connection with the banking sec
tor, however, because British law, in the aftermath of the South Sea Bubble, 
had restricted the issuance of paper currency to the Bank of England and 
to unchartered partnerships with six or fewer partners. Members of British 
firms that issued currency never doubted their unlimited personal respon
sibility to creditors. Possibly because of the preemptive competition from 
the colonial legislatures, no private American firm is known to have issued 
paper money in substantial quantities for any extended period prior to in
dependence, although no laws appear to have prevented proprietorships 
and small partnerships from entering the market. 

373 
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When the founders of the Bank of North America submitted char
ter applications to Congress and simultaneously to the legislatures of the 
several states in 1781, the question of stockholder responsibility for the 
excessive debts of the corporation beyond its own assets was not a subject 
covered in the charter provisions. Since the question of liability was left 
unaddressed, stockholders were presumably unsure about their status.3 A 
few years later, in the debates in the Pennsylvania legislature in late 1786 
and early 1787 over a new state charter for the BNA, the issue was aired in 
local newspapers. William Findley, a critic of the bank, asserted that limited 
liability was unwarranted because it would give stockholders the "power to 
ruin their neighbors and benefit themselves without risque."4 But Robert 
Morris in a rebuttal argued that since bank shares often changed hands, 
determining which group of stockholders might be personally liable would 
likely prove impractical. "I am a stockholder today, but not so tomorrow; 
and how is the party to prove that I had any share or interest during the 
term of his transactions?"5 Legislators were unable to resolve the issue, and 
following precedent, they avoided any definitive statement about liability 
in the charter terms of 1787. 

The extent of stockholder liability arose in the organizational history 
of the Bank of New York, which opened for business in 1784. The bank 
began as a variant of the joint-stock form of organization—defined here as 
an enterprise with numerous owners who subscribed to stock certificates 
with a stated par value but a firm which held no corporate charter from 
any governmental body. The bylaws written by Alexander Hamilton stated 
that "no subscriber or stockholder should be answerable for the debts of 
the bank beyond the amount of his stock." But some skeptics doubted that 
the bylaw would hold up in the event of a suit. Five years later in a petition 
to the state legislature, a group of owners formally requested the privilege 
of corporate status. The petition stated that the bank was contemplating 
an expansion of its capital but that potential investors had been deterred 
because of the fear that stockholders would be personally responsible for 
all the bank's engagements. 

The charter granted by the New York legislature in 1791 contained a 
provision that represented a compromise position between the extremes of 
narrowly limited liability and completely unlimited personal responsibility. 
The focus of the liability clause was in conformity with the charter terms, 
which stated that the total debts of the bank, its currency issue and deposits, 
should never exceed three times the capital stock. In case of failure, stock
holders were liable for up to three times their stock investment; but the 
bank's directors, who were invariably stockholders as well, were held per
sonally and unconditionally liable for all "excess" debts if they had voted in 
favor of exceeding the charter limitation. Directors absent when the vote 
was taken or voting in the negative were absolved from personal responsi
bility for debts arising from deviations from charter terms, although they 
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were still liable along with other stockholders for three times the value of 
their investment.6 The federal charter for the First Bank of the United 
States in February 1791 had a similar provision regarding directors.7 

In two precedent-setting cases in Massachusetts in 1819, the courts ruled 
that, in situations where the charter terms did not specify the extent of 
owner liability, stockholders were not liable beyond the amount of their 
investment. After the Hallowell and Augusta Bank closed its doors and 
liquidated, two creditors filed separate suits against one of the principal 
stockholders. Chief Justice Isaac Parker, who drafted the court's opinion 
covering both suits, wrote that under American common law, which he re
ferred to casually as an expression of "public opinion," stockholder liability 
was restricted. He pointed to several bank charters recently approved by 
the state legislature that made stockholders explicitly liable for losses be
yond the original capital investment and thus reasoned that earlier charters 
that were silent on the subject had not intended expanded responsibility. 

In another critical case decided in the Maine circuit court district in 
1824, Justice Joseph Story was even more adamant about the absence of ex
panded owner obligations. Story wrote: "The individual stockholders are 
not liable for the debts of the bank in their private capacities. The charter 
relieves them of personal responsibility, and substitutes the capital stock in 
its stead." Legal historian Merrick Dodd has argued that, with the issuance 
of this opinion, Story was instrumental in introducing the trustee concept 
to American law as it relates to incorporated enterprises. The directors 
were acting in a fiduciary capacity toward a group of passive stockholders 
who had, from a certain perspective, entrusted them with the sound man
agement of their capital under the terms of the corporate charter.8 

American courts were fairly consistent in upholding one aspect of stock
holder liability, however. Stockholders were responsible for the full value 
of their pledged subscriptions; partial sums paid in to capital accounts were 
not considered the limit of their investment obligation nor a restriction on 
liability. During the period of financial distress surrounding the War of 
1812, when virtually every commercial bank temporarily suspended the 
right of noteholders and depositors to convert their claims into specie coins, 
a few creditors sued the deficient subscribers of certain banks, asking the 
courts to require payment in full—in specie, of course—of the subscribers' 
obligation to the chartered corporation. Before those suits could be finally 
adjudicated, however, the banks had resumed convertibility.9 

As these examples make clear, the American common law evolved in 
an entirely different direction from the English tradition regarding the lia
bility of stockholders in corporate enterprises. In the absence of explicit 
charter provisions specifying responsibility, the courts generally ruled that 
stockholders were not personally liable beyond the amounts invested or 
subscribed. In instances where liability was assigned to passive investors, 
it was normally limited to a specific amount, often a multiple such as two 
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or three times the par value of the shares registered in an owner's name. 
Meanwhile, the bank directors were identified as a small subset of stock
holders with a special responsibility to follow faithfully the terms of the 
charter and to prevent thereby the implementation of risky lending poli
cies that might lead to excessive losses. In most bank charters the directors' 
liability was more open-ended and sometimes even unlimited, a status that 
corresponded more closely with British precedent. 

Meanwhile, the attitude of American courts, which looked with favor on 
the limited liability status of investors in chartered commercial banks and 
other incorporated enterprises, served to encourage savers who possessed 
neither the time nor ability for active management to invest their funds in 
bank equities. Having escaped the restrictions of parliamentary legislation 
regarding the legality of firms with more than six partners to engage in 
the issuance of currency, and having received some degree of limited per
sonal liability for corporate debts from state legislatures and the courts, the 
door was opened wider for savers to place their monies at risk in the equi
ties of banking enterprises. Merchants, planters, and other investors were 
eager to invest in commercial banks once they had reasonable assurances 
that their personal liability for the losses incurred by the corporation was 
not without limit, but an obligation that had clear and specific parameters. 
Moreover, the belief in restricted stockholder liability arose very early in 
the nation's history; its presence coincided closely with the creation of pub
licly chartered commercial banks in the last two decades of the eighteenth 
century, and that general outlook was confirmed by court rulings in the 
decade following the signing of the Treaty of Ghent in 1815. 



Notes


Chapter 1 

1. Governors and colonial assemblies established several unauthorized 
mints in the seventeenth century, which produced coins for periods ranging 
from a mere few months to three decades. The mint in Massachusetts 
began operations in 1652 and produced coins in denominations of three 
penny, six penny, and one shilling—with a smaller two-penny coin added 
a decade later. When the King's Commissioners discovered the existence 
of the illegal Massachusetts mint on a tour of New England in the years 
after the Restoration, they ordered the suspension of its operations in a di
rective dated May 1665. However, whether due to indifference, oversight, 
or—most likely—the outright defiance of English authority, the mint con
tinued to function as late as 1682. Half a century later, in the 1720s, the 
owner of an English mint received permission from the crown to manufac
ture a special series of coins exclusively for export to the colonies. But the 
scheme failed, largely because the variously denominated coins contained 
only about 50 percent of the metallic weight of their English counterparts 
and the colonists simply refused to accept them as a store of value and a 
medium of exchange. Spanish coins in circulation in the colonies, by way 
of comparison, were officially overrated by only about one-third, a far cry 
from the nearly 100 percent overvaluation proposed by the English mint 
operator. For more information on early American mints and coins, see 
pertinent chapters on the colonial period in Bowers, History of U.S. Coinage, 
and in the Newman and Doty, eds., Studies on Money in Early America. 

2. According to Myers, Financial History, 5, the separate charters 
granted to Virginia and Maryland permitted local mints, but the two 
colonies never established them. 

3. For a broad discussion of the ideas of seventeenth-century English 
leaders related to money and the coinage, see the chapter titled "A Crisis 
over Money," in Appleby, Economic Thought, 199-241. She cites flaws in 
Locke's arguments. Contrary to his assertion regarding the immutability of 
monetary principles, silver coins had been circulating at face value, or near 
face value, among the English population for decades in the seventeenth 
century even though prevailing market prices for their metallic content 
was about 50 percent of their nominal monetary value. As Appleby points 
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out, there were numerous instances in England (and we could add other 
countries) when coins passed routinely at values much higher than dictated 
simply by the market price of their metallic component. However, Locke 
was by no means the first individual in the history of economic thought 
to repudiate the lessons of daily experience or to contradict irrefutable 
evidence passing right under his nose. 

4. For data on the monetary stock, see Horsefield, Monetary Experi
ments, 14. 

5. Feavearyear, Pound Sterling, 172. 
6. Bullion, Great and Necessary Measure, 164. About six thousand red

coats were stationed in North America from 1765 to the early 1770s, sug
gesting that, on average, soldiers and officers received about £16.5 in cash 
payments annually. Most of the remuneration for foot soldiers and sailors 
actually came in the form of food, clothing, and lodging, which were paid 
for with bills of exchange issued against the British Treasury—not with 
coin. Alden, South in Revolution, 51. 

7. McCusker and Menard, Economy of British America, 338. In the early 
1770s the British government allowed Virginia to place an order for about 
950,000 half-pennies, stamped "Virginia," with the Royal Mint in London. 

8. Newman, "American Circulation of Halfpence," 134. As a result of 
reading more about the circulation of Spanish and English coins with rela
tively low denominations in the colonies, I have been led to question the 
hypothesis raised by John Hanson in "Small Notes" (1980). He suggested 
that one of the prime motives for the persistent use of paper money might 
have been a strong desire to introduce monies into the economy that would 
make easier the negotiation of small transactions. The fact that colonial 
paper was issued in a wide range of denominations, including some as low 
as one penny, may indeed have contributed to its popularity; but I would, at 
present, discount that factor as a very significant reason for the enactment 
of the currency laws. Hanson cited as prime evidence a publication, signed 
by seventy-five Philadelphia merchants in 1742, offering prices for vari
ous types of specie, "which presumably reveals the denominations of the 
most common coins circulating in the colony." The lowest value listed was 
7 shillings, 6 pence—admittedly an astoundingly high amount. But Han-
son's presumption may be incorrect: merchants may have simply chosen 
not to deal in smaller coins because of the limited potential for profit in 
exchange and arbitrage. Whatever the explanation, I believe it highly likely 
that Spanish coins in denominations of eight reales and less were reason
ably commonplace in Philadelphia and other coastal areas in the eighteenth 
century. 

9. Flynn, "New Perspective," analyzes how the demand for money af
fected the size of national stocks of money. McCallum, "Money and Prices," 
estimates that the per capita stock of money in sterling values, specie and 
paper combined, varied from region to region: £.70 in New England, £1.75 
in the southern colonies, and £2.0 in the middle colonies. 
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10. McCusker and Menard, Economy of British America, 338, likewise 
assert that the money stock was adequate. 

11. See Michener, "Shortages of Money," for the most vigorous ex
position of this general line of argument. Michener believes temporary 
shortages were genuine enough in the eighteenth century, and that con
temporaries were correct when they asserted in pamphlets and petitions 
that such shortages had caused depressions. Depressed business conditions 
in foreign markets, however, often caused outflows of money in the colo
nies. In addition to shortages of money, the episodes of depressed eco
nomic activity were typically characterized by high interest rates, frequent 
bankruptcies, unemployment, and widespread resort to the use of shop-
notes (private paper issued by merchants), book credit, and barter. When 
the money supply began to increase, often in response to a rebound in 
the export sector, economic conditions in the local economy improved and 
complaints about money shortages declined. 

Chapter 2 

1. The Chinese were apparently the first society to experiment ex
tensively with fiat currency, but its use ceased in the fifteenth century. 
Yang, Money and Credit in China. The Wexelbank in Stockholm, Sweden, 
began issuing convertible bank notes in the 1660s. McCusker, Money and 
Exchange, 119. 

2. The best brief surveys of banking in England and Scotland have 
been written by Rondo Cameron in a collection of essays that he also edited 
titled Banking in Early Stages of Industrialization. 

3. For estimates of the amounts in default, see Feavearyear, Pound 
Sterling, 111—16, and Horsefield, "Stop Revisited." 

4. The best analysis of the Law scandal is Neal and Schubert, "First 
Rational Bubbles." For an amusing, brief account of the debacle, see Gal
braith, Money, 27-34. 

5. Joslin, "London Private Bankers," 169; Presnell, Growth of Country 
Banking, 2—14. 

6. In 1732, for example, a group of 170 persons in Connecticut re
ceived a charter from the provincial legislature permitting the establish
ment of the New London Society for Trade and Commerce. It soon began 
issuing notes against mortgages totaling more than £15,000. Governor Tal
cott suspended operations the next year on the grounds that the enterprise 
had exceeded the terms of its charter. The best account is Stark, "New Lon
don Society," but Bushman, From Puritan to Yankee, also provides coverage. 

7. Perkins, "Conflicting Views on Fiat Currency." The article discusses 
in much more detail colonial efforts to form private banks. 

8. Lester, "Currency Issues," and Schweitzer, Custom and Contract. 
9. Pennsylvania allowed tenants without real property to use the loan 
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proceeds as part of the down payment for the acquisition of land that they 
were currently farming. 

10. Massachusetts, Rhode Island, and South Carolina were the excep
tions. Currency issued by the loan office depreciated heavily because hun
dreds of borrowers simultaneously defaulted on mortgage debts, and the 
legislature failed to authorize the seizure and sale of the properties pledged 
as collateral. As this manuscript was being written in the late 1980s, debate 
raged in academic circles about the extent to which tangible backing was 
a factor in maintaining currency values vis-a-vis specie and foreign bills 
of exchange not only over the long run but also on a monthly and yearly 
basis as well. Bruce Smith has argued that collateral was at all times ex
tremely important in preventing depreciation. Smith, "American Colonial 
Monetary Regimes" and "Some Colonial Evidence." Ron Michener disputes 
that hypothesis. Instead, he offers an explanation of currency values and 
commodity prices based on the quantity theory of money. He believes that 
currency maintained purchasing power mainly because of the existence of 
de facto fixed exchange rates enforced loosely, but effectively, by wealthy 
mercantile firms. In colonies with fixed rates, Michener argues that when 
paper money was introduced into the economy, offsetting specie exports 
prevented the overall size of the money stock from expanding. Later, when 
paper was retired, specieflowed back into the colony to replenish the stock 
of money. As a result of the alternating inflows and outflows of specie, 
prices rose and fell within a fairly narrow band. The exceptions were in 
New England and South Carolina, where the volume of currency placed 
into circulation in the decades before midcentury greatly exceeded the 
original size of specie stocks. Michener, "Shortages of Money" and "Fixed 
Exchange Rates." Elmus Wicker has challenged Michener's thesis because 
of the absence of solid data on the actual size of aggregate money stocks in 
the colonial era. Wicker to author, private correspondence, October 1986. 

11. Benjamin Franklin recommended in the mid-1760s, during the 
controversy over the Stamp Act, that Parliament establish a land office of its 
own throughout the colonies. By issuing paper money against mortgaged 
land, Parliament would provide a uniform monetary system for all thirteen 
colonies and simultaneously generate sufficient revenues to assume the bur
den of paying the salaries of the royal governors and make a sizable contri
bution toward imperial defense expenditures in North America. Franklin's 
proposed solution had the virtue of linking together the two most divisive 
issues in colonial-imperial relations: money and taxes. In retrospect, the 
idea had substantial merit. Its adoption certainly would have been a better 
choice than the tax policy that parliamentary leaders ultimately selected, 
namely, their ill-fated decision to attempt to raise revenues through stamp 
taxes and duties on certain colonial imports. 

12. In 1755 Virginia enacted legislation to allow courts to settle all suits 
involving sterling debts in either local coinage or paper currency at "just" 
rates of exchange, meaning the market rate prevailing on the date of the 
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court judgment rather than the colony's official rate of exchange—a fixed 
rate based on the legal value of its proclamation money. Ernst, Money and 
Politics, 54. English creditors would have preferred, however, the granting 
of judgments at the market rate prevailing when a debt initially became 
past due or, alternatively, on the date when the lawsuit was first entered on 
the court's docket. Some cases were not settled for years; and during the 
interim between the date of filing and the court's final ruling, the market 
value of a colony's currency was subject to further depreciation. 

13. Richard Lester argued a positive impact from the issuance of fiat 
currency in a pioneering article published in 1938 titled "Currency Issues 
to Overcome Depressions in Pennsylvania, 1723 and 1729." In Custom and 
Contract, Mary Schweitzer reinforces that general position. She claims that 
when government currency replaced commodity money, transaction costs 
were lowered thus stimulating economic activity. According to her cal
culations, per capita income rose steadily in Pennsylvania from 1723 to 
the 1750s. 

14. Main, Society and Economy, 82. McCusker and Menard point out that 
probate figures in general may be misleadingly low, however, since money 
was among the items most likely to be distributed outside of routine pro
bate proceedings, either as gifts made in anticipation of death or by the 
secretive actions of close relatives—Economy of British America, 338, n. 14. 

15. Webster, Political Essays, 142. Alexander Hamilton's estimate of 
£6.75 million sterling, offered in a letter to Robert Morris in April 1781, 
was until recently granted a fair amount of accuracy byfinancial historians. 
But Michener, "Fixed Exchange Rates," 277—80, has questioned its validity. 
He argues that Hamilton's estimate is much too high—on the order of 2 00 
to 300 percent. 

16. Jones, Wealth ofa Nation, table 5.1, p. 128. More recently, McCallum, 
"Money and Prices," has produced estimates of cash holdings per capita in 
local money and in British sterling for several colonies over a series of years. 

17. The colonial economy was advancing at an annual rate of 3.5 per
cent versus only 0.5 percent for Great Britain from 1650 to 1775, accord
ing to the comparative data in McCusker and Menard, Economy of British 
America, 57. 

Chapter 3 

1. Book credit was common not only to merchants but to farmers, 
artisans, and other occupational groups as well. Some scholars have argued 
that the sums recorded in account books should be included as a legiti
mate component of the money supply—West, "Money in Colonial Econ
omy." But that reasoning is wrongheaded from several perspectives. As a 
practical matter, a credit balance listed by one person's name was rarely 
transferred through offsetting bookkeeping entries to settle an outstanding 
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debt owed by a third party. Rarely is the key work here, because advocates 
of the "book credit as money" position can point to instances when such 
transactions did, in fact, occur; but in my mind those instances are the ex
ceptions that prove the general rule. Unlike coin and currency, book credit 
was not universally transferable nor was it officially recognized as legal ten
der in the settlement of private debts and the payment of public taxes. On 
the other hand, those account balances, positive and negative, were cru
cial components of the credit system. In the absence of banks to extend 
commercial loans to firms and then later in our own era to finance con
sumer purchases through credit cards, the provision of credit services in 
the colonies can be viewed as a system functioning in a much more atom
ized manner than holds true today. But the basic idea of allowing persons, 
firms, or governments the privilege of delaying payment—whether made 
at a subsequent date in form of monetary units, in kind, or in services ren-
dered—is a concept no less applicable in the seventeenth century than in 
the twentieth. 

2. Shammas, "How Self-Sufficient?" She estimates per capita expen
ditures of £3.5 on imports across provincial borders in the 1760s. 

3. Rothenberg, "Market and Massachusetts' Farmers," reveals just how 
frequently farmers arranged overland transportation for their output to 
markets in locations fifteen to one hundred miles away. 

4. Bellesiles, "Community Strategies," examines in detail the thou
sands of transactions that William Heywood of Charleston, New Hamp
shire, recorded in his four-hundred-page account book in the second half 
of the eighteenth century. 

5. Jones, Wealth of a Nation, table 5.1, p. 128. In Society and Economy, 
Main was able to generate data for receivables but not for accounts payable 
in Connecticut. By the late colonial era, he found that receivables accounted 
for about one-fifth of personal wealth (p. 36). His Connecticut data are 
generally compatible with Jones'figures for the entire region; her numbers 
show financial claims, good and doubtful, accounting for 19.3 percent of 
personal net worth in New England. 

6. Shepherd and Williamson, "Coastal Trade," calculated between 
£600,000 and £700,000 in coastal trade among the colonies, with New 
England accounting for 45 percent of the imports (p. 87). Since the middle 
colonies sent substantial amounts of wheat to New England after 1750, 
it seems likely that Philadelphia grain merchants regularly granted fair 
amounts of credit to wholesalers in Boston and other ports in the region. 

7. Price, Capital and Credit, table 2, p. 8. 
8. Jones, Wealth of a Nation, table 5.3, p. 130. 
9. Main, Society and Economy, found that accounts receivable climbed 

from about one-eighth of personal wealth during most of the colonial 
period in Connecticut to 20 percent toward the end. Jones' data revealed 
that rural residents in Pennsylvania, New Jersey, and Delaware held almost 
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twice as many financial assets (£61) as liabilities (£33). Rothenberg, "Mar
kets, Values, and Capitalism," argued that farmers in New England became 
net suppliers of capital, not borrowers, in the decades immediately after 
independence. 

10. The figures in Jones' study represent the aggregate debts outstand
ing in a specific year—1774. The numbers include a substantial amount 
of double counting, however, because one seller's initial decision to ex
tend credit could lead to several derivative transactions within the Anglo-
American mercantile network. Suppose, for example, a British merchant 
granted credit to an American importer who then sold goods to a third 
merchant in a nearby town and he, in turn, repeated the procedure with a 
fourth participant—perhaps a storekeeper or the ultimate consumer. The 
aggregate volume of debt linked to an initial £100 transaction at the top of 
the chain of credit might generate £500 or more in accounts receivable over 
a period of twelve to eighteen months. To calculate the net investment in 
mercantile working capital, all the overlapping receivables associated with 
the sale of a given item of merchandise must be subtracted from the aggre
gate debts subsequently generated. Unfortunately, there are no estimates 
of exactly how much overlapping occurred. It is possible, however, to arrive 
at a minimum figure for net colonial indebtedness. The number to start 
with is the sum that British creditors had invested in the American market 
to finance their trading activity. Exclusive of markups for profits, Price put 
the number at £4 million in the early 1770s. Aubrey Land, in "Economic 
Behavior," asserted that debts among Virginians themselves exceeded by 
far all the amounts owed to British creditors, but Jones' data on patterns 
of southern wealth holding cast doubts about the validity of that assertion. 
My guess is that much of the domestic lending in the southern market 
represented a recycling of British credit. Why, after all, would indigenous 
merchants find it profitable to commit their own funds heavily to working 
capital if the British were already extending generous lines of credit at very 
low interest rates? It seems likely that Virginians would take advantage of a 
favorable situation and allow their suppliers to provide most of the financ
ing for the trade sector. In the northern colonies, where British creditors 
maintained fewer accounts, American merchants were required to tie up 
much more of their own capital infinancing inventories and receivables. In 
addition to working capital requirements, we must add the credit applied 
to finance real estate, building projects, the purchase of bonded workers, 
and other types of business improvements. Making a guess about the mag
nitude of net domestic capital invested in the provision of credit services is a 
risky venture, but I believe £9 million to £12 million embraces its probable 
parameters in the early 1770s. 

11. Breen, Tobacco Culture. British firms operating stores in the south
ern colonies made an effort to call in overdue balances in 1772, and a 
flock of lawsuits was filed to force payment. Many lawsuits were eventu
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ally settled, however, by converting the sums owed on open account to 
signed notes at interest. Price, private correspondence with author, Decem
ber 1987. 

12. Price, Capital and Credit. Sources of the missing 45 percent are un
known. 

13. In Custom and Contract, Schweitzer reveals another unique method 
of raising a down payment that was among the options available to most 
young people. Like many penniless prospective immigrants, domestic 
youths could sign indenture contracts specifying the provision of labor 
services over a period of months or years in return for maintenance and 
the payment of substantial freedom dues. That mechanism was perhaps a 
drastic means of creating forced savings, but it was an effective device for 
some individuals who either lacked self-discipline or simply had no viable 
alternative. 

14. In Custom and Contract, Schweitzer found that some Pennsylvania 
tenants were able to obtain funds from the government loan office to assist 
in financing the acquisition of an occupied farm from the current landlord. 

15. In "Consumer Credit," an article written in the 1940s, Plummer 
cited cash loans granted by one Philadelphia merchant in amounts ranging 
from one shilling to more than one hundred pounds. 

Chapter 4 

1. Some fiat issues did contain an interest component. In instances 
where interest compounded over the years, some holders decided to re
tain the bills as an investment vehicle rather than use them as a medium 
of exchange. Monetary historians still differ about whether the two-year 
interest-bearing paper issued in New England after 1751 merits inclusion 
in the money supply or should be counted instead as a debt instrument. I 
favor the latter choice. We may need to employ someday the modern device 
of M • and M 2 to estimate the size of alternative money stocks in colonial 
New England. 

2. I believe that previous explanations of the law of the land relating to 
the powers of the state legislatures to issue currency under the Constitution 
are lacking in certain respects. Most historical accounts state flatly that the 
national government was granted exclusive authority over all monies, thus 
precluding the states from augmenting the monetary stock on their own 
initiative. Section 8 gives Congress exclusive power to "coin money, regulate 
the value thereof, and of foreign coin." That authority corresponds to the 
power that Parliament had exercised over the monetary system through
out the British Empire during the seventeenth and eighteenth centuries. 
Parliament had complete control over the coinage, which meant the estab
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lishment and operation of any mint authorized to manufacture metallic 
coins. But Parliament did not claim exclusivity within the realm of paper 
monies, which were routinely issued by private banks in England and Scot
land. It failed to set rigid rules regarding the emission of fiat currency in 
the colonies, in large part because few public officials in Britain were will
ing to recognize nonmetallic forms of money as wholly legitimate. Mean
while, Section 10 prohibited the states from coining money, emitting bills 
of credit, and "making anything but gold and silver coin a tender in pay
ment of debts." The language here is imprecise since it fails to make clear 
whether the legal tender prohibition extended to public payments as well 
as to private debt obligations. The assemblies had repeatedly battled Parlia
ment in the 1760s and 1770s over the legal tender issue, and a compromise 
wasfinally reached in 1773. The negotiated settlement denied legal tender 
status for paper in private debts, which covered the accounts of British 
creditors, but paper money was recognized as a legitimate form of payment 
in all public transactions. My reading of the documentary evidence and the 
detailed discussion in Hurst's learned treatise on the legal history of U.S. 
money suggests that the states and localities were prohibited from monetiz
ing their public debts through the issuance of tax anticipation bills, but I see 
no legal obstacle preventing them from issuing such monies through the 
other mechanisms relied upon in colonial times. For example, the issuance 
of currency by a government loan office, a system operational in twelve of 
the original thirteen colonies, was not presumably outlawed by the word
ing of the Constitution. Another acceptable procedure would have been 
the method adopted by Maryland in the 1730s, when the assembly issued 
an equal amount of currency to every taxable person in the colony, plus 
extra sums to owners of taxable slaves; those monies represented neither a 
public debt nor private loan. Moreover, depending on one's interpretation 
of the wording in Section 10, the states might have been able to declare 
such paper monies an unrefusable form of payment at their own respective 
loan offices, and perhaps for all state and local obligations, including taxes. 
More support for this hypothesis about the leeway in the Constitution re
lates to subsequent institutional developments in thefinancial sector; in the 
early nineteenth century, some states established publicly <$wned banks that 
issued paper money in the course of making loans. If state-owned banks 
had the right to issue currency in the course of transacting business with 
private citizens, I see no reason why the states could not have accomplished 
the same result more directly without creating a chartered corporation. 
One major difference between the colonial loan offices and state-chartered 
banks was that the latter had the enhanced power to accept deposits. The 
ability to perform the deposit function may have been the factor that tipped 
the scales in favor of chartered banks over public loan offices in the new 
nation. James Willard Hurst, A Legal History of Money in the United States, 
1774-1970 (Lincoln: University of Nebraska Press, 1973), 3-27, 176-85. 
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Chapter 5 

1. Ferguson, Power of Purse, 333-34, n22. A report prepared for the 
House of Representatives in 1790 put the cost at $135 million, but that 
calculation was made before the final settlement of state accounts in 1793; 
see Myers, Financial History of U.S., 50-51. 

2. The total cost of the Civil War consumed about 20 percent of the 
nation's aggregate output from 1861 to 1865, but the relative costs borne by 
geographical sections varied substantially. The war diverted about 15 per
cent of northern output but consumed approximately one-third of south
ern production. The differential helps to explain why southern incomes 
fell so far behind the national average in the postbellum era. 

3. Foreign coins, mainly Spanish, remained in circulation well into the 
nineteenth century and many were granted legal tender status. Coins, both 
U.S. and foreign, accounted for about one-third of the monies in circula
tion in 1810 and about 20 percent of the aggregate money stock (coins, 
bank notes, and deposits). 

4. Wicker, pointing to Brock's massive study of colonial finance, has 
disputed Smith's claim that a substantial volume of Massachusetts notes cir
culated as currency and therefore merit inclusion in estimates of the provin
cial money stock. Wicker, "Colonial Monetary Standards," 872—73. Brock 
stated that some interest-bearing notes in small denominations, under £6 
colonial (£4.6 sterling), were issued as bills of credit to meet military pay
rolls. But, citing a letter from Governor Francis Bernard in 1764, Brock 
concluded that most treasury notes were denominated in high values, prob
ably £25 to £100, and represented specie loaned directly to the provincial 
government by a small group of wealthy investors who held the notes until 
the assigned maturity dates. Brock, Currency, 274. I concur with Brock and 
Wicker. 

5. Ferguson, Power of Purse, 29, 43. 
6. Alexander Hamilton reported to Congress in 1790 that old tenor 

emissions had totaled $357 million. Other sources have reported numbers 
in the range of $250 million, and the exact figure may never be known. 
Hamilton estimated the currency's purchasing power in specie at $92 mil
lion, but I have accepted Ferguson's recalculated figure of $47 million 
specie for old tenor monies, which reflects the application of a more rapid 
depreciation schedule. In his biography of Hamilton, Ver Steeg claims the 
specie value was only $37 million. 

7. New emission currency sold at discounts of 80 to 85 percent in Bos
ton as late as 1789, but market prices rose sharply during the next two 
years; by 1792 the discount was only 15 to 20 percent. Davis, Essays in Earlier 
History, 1,339-40. 

8. The states had a better record in regard to maintaining the pur
chasing power of their currencies than Congress. Overall, state currencies 
purchased goods and services valued in specie at about 30 percent of their 
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nominal values. The comparable figure for the federal government was only 
20 to 25 percent, with the lower or higher range dependent on whether 
we count or disregard the counterfeit issues officially withdrawn. Congres
sional currency had a good record in 1775 and 1776 and a respectable 
performance in 1777, but it deteriorated apace in 1778 and 1779. 

Chapter 6 

1. The first unchartered bank in the new nation was the so-called 
Pennsylvania Bank, formed in the summer of 1780 by about ninety Phila
delphia merchants to supply provisions to the Continental army. The an
nounced capital was £300,000, although it remains doubtful that the sums 
actually paid in approached even a fraction of that figure. Morris sub
scribed £10,000. Congress agreed to guarantee the firm's interest-bearing 
notes, and the Treasury put up as security £15,000 in bills of exchange 
drawn on U.S. accounts in Europe. The subscribers purchased military 
supplies with promissory notes having maturity dates running up to six 
months, and they later received reimbursement from the Treasury. The 
Pennsylvania Bank did not maintain deposits, hold specie reserves, or make 
direct loans to borrowers. Since the firm never functioned as a formal 
commercial bank, the title was an unfortunate misnomer. Nonetheless, it 
formed the loose organizational nucleus for the Bank of North America 
since many subscribers decided to transfer their investment into the char
tered institution. The firm wound up its affairs in 1784. Soon thereafter, 
a group of Philadelphia merchants proposed the establishment of a char
tered commercial bank tentatively titled the Bank of Pennsylvania (simply a 
reversal in word order) to compete locally with the Bank of North America. 
Their plans were thwarted in the mid-1780s as one outcome of a huge 
political controversy, but a revived Bank of Pennsylvania opened under a 
state charter in 1793. 

2. When the Bank of New York was in the process of formation in 
1784, there was some discussion about converting it into a branch of the 
Bank of North America; but New York investors decided that they did not 
wish to see their local institution come under the administrative control of 
outsiders, especially rival Philadelphians. 

3. Morris to Benjamin Harrison, 15 January 1782; quoted in Fergu
son, Power of Purse, 135. 

4. Only diehards like John Taylor of Caroline continued to rail against 
bank notes and the alleged evils of privatized commercial banking through 
the first decade of the nineteenth century. Taylor's warnings fell mostly on 
deaf ears, because until the War of 1812 and its aftermath, banks almost uni
versally maintained convertibility. Johnson, Foundations ofEconomic Freedom, 
113. When some banks failed in the 1820s and repudiated their outstanding 
paper, however, the more extreme hard money rhetoric was reinvigorated, 
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and it had a profound effect on Andrew Jackson's attitudes toward banks 
and bank notes throughout his two terms in office. 

5. Lamoreaux, "Banks, Kinship," 659. Her study focused on New 
England, however, and it is possible that liability patterns in the middle 
Atlantic states differed. 

6. The first statement date with numbers on reserves is the end of 
1793, when coin and specie holdings were listed at $462,000. Bank note 
and deposit liabilities were around $1.5 million, implying reserves of 30 
percent or so. Most contemporaries simply ignored deposits and calculated 
reserve positions strictly against outstanding bank notes, however. 

7. I am unaware of any data indicating how far and wide BNA notes 
might have circulated in the 1780s. During the colonial period, it was quite 
common for Pennsylvania paper to flow across borders into contiguous 
colonies, where it frequently passed at rates little different from home. 

8. Doerflinger, Spirit of Enterprise, 303; Molovinsky, "Pennsylvania's 
Efforts to Finance the War," 206. In discussing the composition of the Penn
sylvania money stock in a comparative context, Doerflinger focused strictly 
on two numbers: the size of outstanding colonial issues versus the volume of 
bank notes issued by the BNA. He mentioned in passing the paper monies 
emitted by the state legislature, but he failed to make any estimates of their 
magnitude or their contribution to the aggregate money stock in the 1780s. 
Molovinsky reported that the Pennsylvania issue of 1780 had depreciated 
by almost 90 percent a year later, but appendix table 4 in Bezanson's mono
graph on Philadelphia prices indicates that, after falling precipitously from 
April to July, the issue rebounded sharply in the second half of 1781. By 
February 1782, the paper traded at only a 20 percent discount from specie, 
and the exchange rate remained at about that level until its retirement in 
1785. Bezanson, Prices and Inflation, 345. 

9. Doerflinger, Spirit of Enterprise, 308. 
10. A name similar to the Bank of Pennsylvania's had been affixed to 

an earlier enterprise organized by a group of local merchants under the 
leadership of Robert Morris in 1780. Despite the title, it never functioned 
as a commercial bank but rather as a purchasing agent for the Treasury 
during the last year or so of the war. The prior firm had wound up most 
of its affairs by 1784. For more details, see footnote no. 1 on the Pennsyl
vania Bank. 

11. Hamilton to Gouverneur Morris, 4 April 1784, in J. Hamilton, edM 

Papers of Alexander Hamilton, 1, 418; Morris to Jefferson, 8 April 1784, in 
Sparks, ed., Diplomatic Correspondence, 12, 485. Letters cited in Schwartz, 
"Beginnings of Competitive Banking," 419-20. 

12. Lewis, Bank of North America, 67. 
13. Quoted in Hammond, Banks and Politics, 59. 
14. The Bank of New York operated as an unchartered bank from 

1784 to 1791, when the goal of obtaining statute limitations on the liability 
of stockholders led the directors to apply to the state legislature for a cor
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porate charter. For more information about the Bank of New York and the 
evolution of limited liability for stockholders, see the Appendix. 

Chapter 7 

1. The entire national debt was not paid off until the mid-1830s, but 
it rose sharply as a result of the Louisiana Purchase in 1803 and escalating 
military expenditures linked to the War of 1812. I calculated a payoff year 
of 1817 for all debts linked to the War for Independence by applying every 
annual federal surplus from 1790 forward against the initial indebtedness 
of $70 million. 

2. Soltow, Distribution of Wealth, 142—44. Loyalist claims totaled about 
10 percent of the nation's estimated total wealth in 1774. 

3. Becker made the perceptive argument that the South Carolina 
legislature's actions prevented rebellion in "Combustibles in Every State," 
a conference paper presentation several years ago and, unfortunately, still 
unpublished. 

4. The percentage of outstanding principal that was paid off in states 
pursuing a vigorous policy of debt redemption was undoubtedly much 
higher. That assertion seems reasonable since some of the $18 million ab
sorbed in 1790 represented accrued interest linked to the debts of laggard 
states. Treasury officials had estimated that $21 million in state securities 
would prove eligible for the swap program. 

5. After the temporary withdrawal of its corporate status by the Penn
sylvania legislature, the Bank of North America also operated as an un
chartered joint-stock company for several months in late 1785 and early 
1786. The Bank of New Yorkfinally received a state charter in 1791. 

6. The majority of the federal debt held in New York consisted of 
settlement certificates issued to military personnel for back wages at the 
end of the war plus a variety of federal debt obligations originally issued to 
citizens of other states, mostly in the South. The debt obligations had been 
acquired subsequently for speculative purposes by a few firms in New York 
City that were active in the secondary market. 

7. New Jersey minted three thousand copper token coins valued at 
one-fifteenth of a shilling, or about 80 percent of an English penny, for the 
convenience of citizens in negotiating small transactions. 

8. In the colonial era, when amortization schedules called for uniform 
principal reductions starting in the second year—versus starting in the 
eighth year under the existing program—loan office officials had reissued 
monies associated with the repayment of principal to other eligible borrow
ers. In this instance, monies paid to cover the interest due on public loans 
in the late 1780s and early 1790s were not burned but instead reissued by 
the state treasury to meet routine public debts as had been the practice 
before independence. 
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9. In one of those bizarre political moves involving financial affairs for 
which Rhode Island was notorious, the individuals who had earlier agreed 
to participate in the debt settlement program in 1787, and who had re
ceived only about twenty cents on the dollar, later tried to convince the 
federal government to grant them full compensation as well. In June 1791 
the state legislature resurrected all war debts and repealed every law re
lating to their previous liquidation through the issuance of fiat currency. 
After boasting that all its debts were completely retired in 1788, Rhode 
Island was now arguing the exact opposite, namely that all its old debts re
mained outstanding. The U.S. Treasury rejected that contention, however, 
and refused to cooperate in any program that might have compensated 
some persons twice for the same claim. Historian Irwin Polishook's brief 
account of the controversy over the retirement of Rhode Island's wartime 
debts in the period from 1790 to 1830 is unclear about the exact outcome. 
He suggests, however, that the state may have made additional payments 
to individuals who had reluctantly but voluntarily participated in the debt-
for-currency swap in 1787. Polishook, Rhode Island, 240. 

10. I estimated the mean depreciation ratio of 200:1 as follows: the $15 
million of old currency retired prior to 1790 was divided by the $70,000 
worth of new emission monies specifically allocated for the currency swap 
program in 1783. 

11. The plan for sending funds to the federal government was convo
luted. The state paid newly printed currency to local farmers to purchase 
tobacco; it expected to sell the crop to an overseas buyer for specie and re
mit the proceeds to Philadelphia. The market price for tobacco apparently 
fell during the interim, however, and the operation realized losses rather 
than the anticipated profits. Morrill, Practice and Politics, 198. 

12. Bronson, "Connecticut Currency," 123. 
13. The announced exchange rate was 40:1, but the states had the 

privilege of reissuing so-called new tenor bills at an effective exchange rate 
of 20:1. 

Chapter 8 

1. Analyzing the origins of Shays' Rebellion has been a historical pe
rennial since its occurrence in 1787. We can sample here only a few of the 
most recent and prominent interpretations. In "Shays'," Pole argued for a 
political rather than an economic interpretation, pitting the western coun
ties, which were underrepresented in the legislature—in part because of 
the high cost of travel and lodgings—against rivals along the eastern sea
board over a whole host of political issues, including the balance of sec
tional power in state government. Szatmary's monograph Shays', published 
in 1980, suggested that the roots of the insurrection can be traced to the 
clash between traditional, agrarian values versus the encroachments of a 
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more commercial, market-oriented society. In Politics without Parties, Hall 
carefully described the legislative debates over tax and debt policy in the 
1780s. Taylor's earlier study, Western Massachusetts, emphasized commer
cial indebtedness more than taxation, whereas the McDonalds, Requiem, 
focus on high tax rates more than private debts. In "Political Economy of 
Shays'," an unpublished manuscript loaned to the author, Ernst reviews the 
monetary and fiscal history of Massachusetts during the entire eighteenth 
century and ends with an assessment of factors contributing to the rebel
lion. The only study that attempts to analyze tax policies in a comparative 
framework is Becker's "Combustibles in Every State," a paper delivered at 
a national conference in 1982 that remains unpublished to date. 

2. Feer, "Shays' Rebellion," disputes the contention that the rebellion 
weighed heavily on the minds of the delegates attending the constitutional 
convention in Philadelphia. 

3. Bates, "State Finances," 42—52; Norton, "Paper Currency," 63. 
4. Bates, "State Finances," appendix 3, p. 159. 
5. Ferguson, Power of Purse, 254. Massachusetts appraised its fiat cur

rency and treasury notes at their value when issued rather than the full 
extent of their depreciation. For example, treasury notes issued in 1778 
were rated at 4:1 vis-a-vis specie, the prevailing market on the issue date, 
rather than the 40:1 exchange rate that was current for those issues in 1781. 

6. Hall, Politics without Parties, 203, n. 28, from Governor Bowdoin's 
speech to the legislature in June 1786. 

7. Jensen, New Nation, and Bjork, "Weaning of American Economy." 
8. The only modern parallel to Massachusetts' fiscal policy was the 

disastrous policy (by Keynesian standards) implemented by Romanian dic
tator Nicolae Ceausescu in the early 1980s to pay off the nation's substantial 
foreign debt in less than a decade. The goal was accomplished but at an 
extremely heavy cost to the economy and the people. Living standards re
portedly declined on the order of 50 percent in Romania during the 1980s 
because the nation ran huge surpluses in its foreign trade account. After 
the final payment was made in 1989, Ceausescu's government was able to 
boast that the nation was free from the dictates of foreign creditors and 
that avaricious capitalists would no longer be earning interest income from 
the labor of struggling Romanian citizens. He found little political or eco
nomic support anywhere for his bizarre fiscal policies, either in capitalist 
or socialist camps. However, if Ceausescu had been able to travel back two 
hundred years to the United States, he might have been able to elicit en
dorsements from members of the urgency faction in confederation Massa-
chusetts—and possibly from Jeffersonians southward who likewise wanted 
to rid their governments of all debt obligations as rapidly as possible. Ceau
sescu was arrested and shot by a firing squad during the political uprisings 
in eastern Europe in December 1989. 

9. Bates, "State Finances." 
10. McDonalds, Requiem, 32. 
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11. Bullock, Historical Sketch, 1—22, endorsed the fifteen-year redemp
tion period as practical and reasonable, arguing that retirement over that 
time frame would have caused taxpayers little economic hardship. 

Chapter 9 

1. Much of the debt issued to southerners—for example, to soldiers 
returning from the war—was subsequently sold to northern investors. Par
ticularly active were several mercantile firms in Philadelphia and New York 
City that diversified into the financial services sector. Federal debt certifi
cates traded at low prices from 1782 to 1788 because Congress had sus
pended payment of interest. Certificates acquired on the secondary market 
from out-of-state residents were generally ineligible for the various swap 
programs at the state level. 

Chapter 10 

1. The best Hamilton biographies are by Forrest McDonald and John 
Miller cited in the bibliography. An excellent introductory sampler of the 
reactions of contemporary political rivals plus the interpretations of later 
historians remains the Cantor edition, Hamilton, in the Great Lives Ob
served series. A representative collection of contemporary views about debt 
funding and the national bank, as well as other economic issues in the 1790s, 
is found in Johnson, Foundations of Economic Freedom. For an outstanding 
explanation of Hamilton's financial program, see Swanson, Origins of Fis
cal Policies. The author grants the treasury secretary too much credit for 
originality and stresses too strongly the influence of European financial 
theorists for my tastes—still it remains an indispensable book. 

2. Schubert, "International Integration of Financial Markets," 300. 
3. Dickson, Financial Revolution, 487. 
4. See Neal, "First Rational Bubble"; Brewer, Sinews of Power; Patter

son and Reiffen, "Effect of Bubble Act." 
5. Jones, Wealth of Nation, tables 5.2, 5.5, 5.7, 5.10. 
6. Congress also received a subsidy of $1.6 million from the French 

government, plus a subsidy of $180,000 and loans of $175,000 from the 
Spanish. 

7. Norton, "Paper Currency," chart of treasury notes, 49; the news
paper quotation is from fn. 11, p. 48. 

8. The Jeffersonians tended to identify strongly with France, and the 
immature character of the Paris capital market relative to London and 
Amsterdam may have elicited more votes of approval in some quarters. Yet, 
it is difficult to conceive of Americans, whatever their political leanings, 
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condoning the sale of venal offices as was common in France under the old 
regime. 

9. Economic historians long ago disavowed the assertion that the two 
nationally chartered banks in 1792 and 1816 were genuine central banks, in 
large part because the banks failed to act as lenders of last resort in financial 
crises. Yet, in my view, continued use of that term along with the qualifier 
"quasi" or "embryonic" is justified since the national banks did seek to con
trol the activities of the smaller state banks through the regular redemption 
of their outstanding bank notes and, under Biddle in the 1820s, the Sec
ond BUS occasionally took limited responsibility for the short-term perfor
mance of the overall economy. Biddle, for example, occasionally intervened 
in the foreign exchange market to dampen seasonal fluctuations. Contrary 
to the later assertions of President Andrew Jackson, both national banks 
also gave the nation an exceedingly safe paper currency—similar to what 
the Bank of England had accomplished overseas. 

10. Jefferson to Washington, 9 September 1792. I found the quotation 
in Swanson and Trout, "Alexander Hamilton's Hidden Sinking Fund," and 
they reported the source as Paul L. Ford's The Writings of Thomas Jefferson 
(10 vols. New York, 1892-99), vol. 6, 105. 

11. Brewer, Sinews of Power. The author explains: "Perhaps the single 
most frequently made complaint about the expansion of the eighteenth-
century fiscal-military state was that it had created a 'financial interest,' a 
consortium of bankers, 'monied men,' investors, speculators and stockjob
bers who lived parasitically off the state's need to borrow money to fund its 
wars. According to their critics,financiers were responsible for a multitude 
of sins. They were commonly viewed as part of a whig plot to tie the pub
lic to the new regime of 1688 and as the true power behind ministry and 
monarch" (p. 206). 

12. McDonald, Hamilton, 168. See Hamilton Papers, 6:81-84, 111. 
13. Hamilton's fear of a crash redemption program was justified be

cause during Jefferson's eight years in office, the government ran an ag
gregate surplus of $41 million. Because of legal limitations on the recall 
and retirement of U.S. securities, Secretary of the Treasury Albert Gallatin 
was unable to use all the financial resources at his disposal to retire even 
larger chunks of the federal debt. Some of the surplus monies went to pay 
for the Louisiana Purchase in 1803. Even so, when Jefferson left office, the 
debt was down to $57 million and steadily sinking. On a per capita basis, 
the debt burden had fallen from more than $25 in 1790 to less than $10 
by 1810. 

14. The government could also borrow up to $2 million annually at 
interest rates not exceeding 5 percent to purchase securities with coupon 
rates of 6 percent. Such refunding did not reduce the overall indebtedness 
but did allow the Treasury the opportunity to refund a portion of the debt 
at slightly lower interest rates. 
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15. Swanson in Origins of Fiscal Policies provides an outstanding sum
mary of the arguments offered by advocates of sinking funds. 

16. In his 1790 report, Hamilton proposed that creditors be given the 
option of swapping their old debts for other types of financial devices as 
an alternative to new federal securities. Among the ideas advanced was 
one proposal, which Congress failed to approve, that would have allowed 
holders to accept so-called tontines—interest-bearing insurance policies of 
sorts in which persons were grouped into various age categories and sur
vivors received shares of the interest previously allotted to the deceased. 
Those who lived the longest began with returns of only 4 to 5 percent but 
ended up with many multiples of that amount in their last years. The plan 
was innovated by Lorenzo Tonti in France in the 1650s and used thereafter 
at times by both the French and English governments. A key advantage, 
in this context, was that the government was never obligated to pay back 
the principal outstanding to any of the participants. When the last survivor 
of a given group of subscribers died, the whole obligation was canceled. 
Three joint authors—Jennings, Swanson, Trout—in "Hamilton's Tontine 
Proposal" argued that Hamilton's advocacy of a tontine scheme for the 
United States proves that the treasury secretary was serious about the elimi
nation of the national debt. But I remain doubtful. Certainly, he did not 
press the issue with Congress in 1790. Perhaps Hamilton realized that the 
success of tontines might diminish the prospects for his plan to create a 
thriving capital market based on marketable securities. 

17. Smith, "Of Public Debts," quote in vol. 5, chap. 3. 
18. Risjord and DenBoer, "Evolution of Parties," 204. Ferguson, Power 

of Purse, 298, called Madison's statements in 1790 a sharp reversal of posi
tion. Madison had publicly opposed the concept of discrimination in 1783, 
and he never raised the issue in November 1789 when Hamilton explicitly 
asked for comments and criticisms of an advance draft of the message deliv
ered to Congress in January 1790. Madison explained his actions by claim
ing that he was suddenly overcome with sympathy for the original holders 
because of reports of rampant speculation, but Ferguson labeled that justi
fication "dubious" since speculation had been continuous for the last seven 
years. Banning, "Hamiltonian Madison," adds that Madison wanted a wider 
dispersion of benefits, believing Hamilton's plan inappropriate for a re
publican government. 

19. Hamilton was initially keen on retaining New York as the capital 
city in 1789, but he failed to generate much support from his own con
gressional delegation, which favored Philadelphia or another location in 
Pennsylvania. With New York City out of the running, Hamilton was more 
open to compromise on the site of a permanent capital city. 

20. Treasury documents do list the names of persons who registered 
for the receipt of indents linked to securities initially issued in states differ
ent from the owner's residence. Of the domestic principal of $27 million, 
10 percent was registered by December 1787, 17 percent by March 1789, 
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and 34 percent by June 1791. Those numbers suggest that the volume of 
interstate trading in federal securities rose dramatically after the new gov
ernment was successfully organized and congressional debates about the 
debt had begun. Ferguson, Power of Purse, 255-57. 

21. In one verified transaction in 1793, the 3 percent bonds sold for 
$65, which translates into a current yield of 4.6 percent. The deferred-
interest 6 percents sold on the same date for $70. Assuming they rose 
steadily to par in 1800 when interest payments were scheduled to begin, 
their rate of appreciation would have produced a return of about 6 per
cent. How high bond prices actually rose (or possibly fell) was dependent 
on prevailing yields seven years hence, thus there was an element of un
certainty regarding future interest rate trends. That factor was reflected 
in the prices of this series of U.S. securities during the 1790s. The interest-
deferred securities had some of the properties of today's so-called stripped 
treasury bonds. Collins, "Continental Bonds." 

22. Ferguson, Power of Purse, 252. 
23. Yields of 8 to 12 percent on government obligations were com

mon in France during the eighteenth century, and the same was true for 
securities issued by many continental governments. 

Chapter 11 

1. The financial data on the bank are found in Holdsworth, First Bank, 
48-49. 

2. Some members of the Adams administration favored the issuance 
of discounted securities at a 6 percent coupon rate; priced at 75 or there
abouts, the bonds would have produced an 8 percent current yield to in
vestors. But Wolcott was against the idea of discounted bonds on principle. 
Bolles, Financial History, 198. 

3. Blodget reports a Treasury loan of $700,000 on the books of the 
First BUS in 1805 in his Economica, p. 185. 

4. Bruchey, "Hamilton and State Banks," discusses the possible ab
sorption of state banks into the BUS network. 

5. The main office also issued so-called post notes, payable in specie 
at some future date, typically thirty days, which were transferable by en
dorsement. (Post notes are similar in concept to post-dated checks in the 
modern era.) The demand bank notes issued by the main office were in
stantaneously convertible at all branches; those issued by one branch office 
were normally convertible at the other six branches, but not typically at the 
Philadelphia office. Wettereau, "First Bank," 282. 

6. The Second BUS under the administration of President William 
Jones initially allowed interbranch convertibility, and that liberal policy 
contributed to the bank's difficulties in 1818 and 1819. 

7. The official records and accounts of the First BUS have not sur
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vived; the supposition is that all the official records perished in the great 
Treasury fire of March 1833. Scattered and incomplete information for 
the 1790s was discovered at the Cincinnati Historical Society in the papers 
of Oliver Wolcott, who succeeded Hamilton as treasury secretary in 1795. 
For more information about archival sources on the bank, see Wettereau, 
"New Light." 

8. Redlich, "Origins of Created Deposits," claims little deposit cre
ation through bank lending occurred much before the 1820s and 1830s, but 
other evidence suggests that the practice was fairly common in the 1790s. 

9. The data on stock prices comes from Holdsworth, First Bank, 136. 
After 1810, market prices dropped to slightly below par in anticipation of 
the bank's imminent liquidation. 

10. Johnson, Foundations of Economic Freedom, emphasized in 1973 that 
despite differences over congressional charter powers and the discrimina
tion between original and final holders of public securities, Hamiltonians 
and Jeffersonians shared similar views on a whole host of economic topics, 
including the duty of government to create an atmosphere that permitted 
citizens every opportunity to become property holders and thereby useful 
members of society. 

11. Curiously, in my view, the opponents of the charter did not con
centrate on the exclusiveness issue in the debates of 1791. The proposed 
"monopoly" status of the First BUS would, on the face of it, seem to have 
been vulnerable to attacks from persons drawn to the liberal, antimonopoly 
ideology espoused by Adam Smith. Anti-federalists were opposed to any 
and all congressional charters whether multiple or singular. The monopoly 
issue did not play a prominent role in the defeat of the recharter bill in 
1811, but acted as a lightning rod in the 1832 confrontation over the Sec
ond BUS, and unnecessarily because exclusivity was not a prerequisite for 
the success of either bank. I addressed that topic in an article published 
in 1989 on the Second Bank, but most of the arguments advanced would 
apply equally well to its predecessor; see Perkins, "Lost Opportunities for 
Compromise." 

12. In 1832 President Andrew Jackson cited the high percentage of 
foreign ownership as among the many reasons for denying recharter to the 
Second BUS, and he gave the issue a new twist. Since so many shares had 
fallen into nonvoting status, Jackson alleged that Americans owning only a 
minority of the aggregate shares but a majority of the voting shares were 
in a position to exert excessive control over the elections of members of the 
board of directors, which was grossly unfair because it placed too much 
voting power in too few hands. Privately, he complained that most U.S. 
stockholders were his political opponents—probably true—who purposely 
voted against candidates for the board who Jackson hoped to see elected— 
almost certainly a grossly exaggerated accusation. Whatever the real truth 
about the partisan activities of American stockholders, the failure to place 
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limits on foreign ownership was politically dangerous both in 1791 and 
1816; see Perkins, "Lost Opportunities for Compromise." 

13. The government received 8 percent dividends on its investment in 
bank stock so the net expense was only $320,000, or only 4 percent—the 
same interest due on the aggregate funded debt through 1800. Once the 
Treasury started borrowing from the bank to cover budget deficits in 
the 1790s, it paid the standard 6 percent rate and the net expense to tax
payers rose. After Hamilton departed, the Treasury Department began 
selling its shares in the bank, and the revenue from dividends that had 
offset some of the interest expenses was correspondingly reduced. 

14. A second means of estimating the additional loan volume is to cal
culate the interest revenues necessary to pay dividends of 8 percent on the 
par value of capital stock. Following the custom of the era, bank directors 
voted to retain few earnings to strengthen the capital base. Minus expenses, 
which were probably low since directors received no compensation, and 
minus the small number of salaried officers, often only the branch's cashier 
plus a few clerks, the bank needed on the order of $ 1 million in gross reve
nues. Subtracting the fixed inflow of $480,000 from the U.S. government, 
the additional revenues required could have been generated by loans out
standing of $8.7 million. If true, the portfolio of earning assets would have 
exceeded capital by only two-thirds in the first year of operations. 

15. Wettereau, "Branches of First Bank," 93. 
16. Both speeches are reprinted in Krooss, ed., Documentary History, 

386-400. 

Chapter 12 

1. Gallatin, "Report on the Bank of the United States," 3 March 1809. 
Reprinted in Ferguson, ed., Selected Writings of Gallatin, 265. 

2. The story of Andrew Dexter's elaborate scheme to print volumes 
of bank notes without adequate specie reserves and to keep several banks 
afloat in Massachusetts and Rhode Island for months by shipping currency 
to distant points is colorfully told in Hammond, Banks and Politics, 172— 
76. The record suggests that Dexter may have been the first American 
to negotiate an early version of an LBO—the leveraged buyout that be
came so popular in financial circles in the 1970s and 1980s. According to 
Hammond, Dexter was able to buy the Glocester Bank in 1808 "with the 
bank's own assets" in a creative transaction that simultaneously made him 
the "bank's chief debtor." 

3. Goldin and Lewis, "Role of Exports." The authors estimated that 
per capita income fell at an annual rate of 0.34 percent from 1774 to 
1792 and then rose at 1.1 percent from 1793 to 1805. During the entire 
three decades, incomes climbed overall only 7 percent, an average of only 
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0.25 percent annually. Estimates of comparable growth rates in the colo
nial period range from 0.3 percent to 0.5 percent. Those numbers suggest 
that the revolutionary generation experienced one of the slowest periods 
of income growth since European colonization in the seventeenth century. 

4. For a list of the banks in operation in 1800, see Klebaner, "American 
Banks, 1781-1801," 530-33. 

5. Naomi Lamoreaux in "Banks, Kinship" characterized early New 
England banks as institutions created primarily to serve the aspirations of 
their creators and owners rather than the financial requirements of the 
wider community. Banks in the region provided a safe currency for the 
general public but offered little else in terms of credit facilities and other 
financial services. My guess is that her generalization would be less valid in 
other parts of the nation in the early national period, where banks typically 
had larger capitalizations and broader ownership patterns. In the larger 
cities many merchants who agreed to serve on boards of directors, a task 
often viewed as public service to the community, owned just a few shares. 
As a result, the names listed in the loan portfolios of early banks were likely 
more diverse than twenty-five years later in most communities. 

6. The data on New England banks come from Fenstermaker, Filer, 
and Herren, "Money Statistics"; the authors' long-term goal is to chase 
down comparable information on early banks in other states as well. 

7. For a discussion of financial services in the four major port cities, 
see Krooss, "Financial Institutions," 111. 

8. Risjord, Chesapeake Politics, 473-76. 
9. Quoted in Reubens, "Burr, Hamilton," 114. 

10. Hunter, "Manhattan Company," 137-42. 
11. Sylla, Legler, and Wallis, "Banks and State Finance," 401. 
12. Hammond, Banks and Politics, 187-88. 
13. According to Sylla, "Forgotten Men of Money," a substantial num

ber of private bankers performed a variety of financial services from in
dependence through the Civil War. Most of the firms he cites were doing 
business between 1830 and 1860. Presumably, private bankers were con
ducting business in the early national period as well. Only four states had 
passed laws restricting currency issues by unchartered firms as late as 1809, 
and enforcement was lax in many areas. Sylla suggests that many private 
bankers decided to apply for charter status when restraining orders went 
into effect in their states. The proposition seems plausible since the number 
of applications for chartered commercial banks rose sharply after 1810; 
eight states passed restraining acts from 1810 to 1818. Nonetheless, private 
banks were generally on the periphery; few had a major impact on the size 
of the money supply, with the exception of the Girard Bank in Philadelphia. 

14. The Girard Bank's founding comes near the end of the period 
under review, and therefore it receives less attention than might have other
wise been the case. In his Finance and Enterprise, Donald Adams noted that 
Girard required loan customers to maintain compensating deposit balances 
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with the bank even though he paid no interest. Girard may have been 
an innovator in that respect. The effect of compensating balances was to 
increase the real interest rate on borrowed funds. For example, with the 
requirement of compensating balances of 20 percent, the real interest ex
pense on a loan with the nominal rate of 6 percent jumps to 7.5 percent. 
Through the 1960s many American commercial banks demanded compen
sating demand deposits, on which no interest could be legally paid, from 
business customers—at least that was still the rule when I worked briefly 
for the Chase Manhattan Bank in 1963-64. Since that date, deregulation 
has dramatically altered the relationship between borrowers and lenders. 

Chapter 13 

1. One of the oldest surviving English policies, dated 1547, covered 
the Santa Maria on a voyage from Cadiz, Spain, to London. As a result of 
a lawsuit, details ended up in the records of the Admiralty Court. Raynes, 
British Insurance, 29. 

2. Brewer, Sinews of Power, 194. 
3. Shepherd and Walton, Shipping, Maritime Trade, 76. 
4. Stock quotations for shares of London Assurance and Royal Ex

change Assurance appeared in Boston newspapers as early as 1721. Royal 
Exchange Assurance stock was quoted at 30 and London Assurance at 22 
to 25 in the News-Letter of 17 April 1721; the quotations were based on a 
London news source dated 8 October 1720. Hardy, Early Insurance, 27. 

5. Gillingham, Marine Insurance, 102. 
6. Hardy, Early Insurance Offices, 25—26, 32. 
7. White, Beekman Papers, 17, 32, 38, 73. 
8. Gillingham, Marine Insurance, 31—33. From April to December 1762, 

Kidd & Bradford covered risks totaling £670,000. The firm collected pre
miums of £71,000 (an average rate of 10.5 percent) and paid out losses of 
£21,000—yielding a profit of £50,000. 

9. Shepherd and Walton, Shipping, Maritime Trade, 76. 
10. For information on the earliest firms in Connecticut, see Wood

ward, Insurance in Connecticut, 1—14. 
11. Ruwell, "Transformation of Marine Insurance Companies," 45. 
12. Zelizer, Morals and Markets, 2. 

Chapter 14 

1. Ezell, Fortunes Merry Wheel, 49. 
2. The federal government had no need for investment banking ser

vices in the early 1790s since its massive issue of bonds arose from the 
conversion of debt certificates already outstanding. Commercial banks and 
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insurance companies sought investors primarily in local markets and relied 
on newspaper announcements, handbills, and word of mouth to market 
their shares to investors. The evidence suggests that they were remarkably 
successful, with millions of dollars placed in private hands at low distribu
tion costs. 

3. Neal, Rise of Financial Capitalism, plus a series of complementary 
articles cited in the bibliography. 

4. A similar debate arose in New York financial circles after the 1987 
stock market crash with reference to the role of computer-driven program 
trading by leading U.S. brokerage firms. A government investigation subse
quently concluded that program trading was not a significant destabilizing 
force in securities markets. Some brokerage firms that had suspended the 
practice in the wake of the crash decided to resume program trading after 
the release of the government report. 

5. Ferguson, Power of the Purse, 251, 258. 
6. Earlier historical accounts had suggested that brokers and auction

eers were at odds over the scheduling of daily auctions, but Werner and 
Smith, Wall Street, 12—19, show that cooperation rather than conflict was 
the rule. 

7. The Pennsylvania legislature considered a similar bill to forbid 
futures contracts in April 1792, but it was tabled and never came to a 
vote. Werner and Smith, Wall Street, 101. The restrictive New York law was 
repealed in 1858. 

8. Werner and Smith, Wall Street, 25. 
9. Werner and Smith, Wall Street, 51. 

10. Werner and Smith, Wall Street, 175. The volume of dealer trading 
was 2,894 shares, with Prime accounting for 2,465, or 85 percent. 

11. McCusker, Money and Exchange. Bills on second- and third-class ac
ceptors, often new firms with little credit history, traded at lower rates 
unless endorsed by persons in the colonies with impeccable credentials. 
Organized credit rating systems such as those later formulated by credit 
and mercantile agencies did not exist in this era; estimates of credit worthi
ness were often imprecise and subject to the whims of rumor. Longevity 
in meeting debts at certain levels was probably the most reliable indica
tor of credit worthiness, but that system was always subject to breakdowns 
when the tide turned against established merchants or a general business 
contraction caught them overextended. 

12. Cole, "Evolution of Foreign-Exchange Market," 398, cites a letter of 
credit issued in 1800 by a merchant in Beverly, Massachusetts, as an early 
example of the performance of that financial service. I know of no earlier 
instance of issuance by an American guarantor. 
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Chapter 15 

1. See Drew McCoy's entry on political economy in Peterson, ed., 
Thomas Jefferson, 101—18. 

2. Price quotations starting from 1799 are in Martin, Boston Stock Mar
ket, 127. 

3. Most of the $5 million went to refinance loans on the books of the 
First BUS, as discussed in chapter 11. If Wolcott had decided to hold out 
for a nominal interest rate of 6 percent, investors would have advanced 
no more than 75 percent of par value—the price adjustment necessary to 
convert 6 percent interest into an 8 percent yield for bond purchasers. 

4. The contemporary statistician Samuel Blodget, Economica, 198, esti
mated that in 1803 foreigners owned $43 million of the U.S. federal debt, 
or slightly more than half of the bonds outstanding. English investors held 
$25 million and Dutch investors $15 million. English and Dutch inves
tors combined held another $14 million in the stocks of various American 
commercial banks. 

5. The government retired some securities outright and bought others 
in the open market for accumulation in the sinking fund. In either event, 
monies were returned to individuals for investment in other assets. 

6. An outstanding account of the activities of the underwriting syn
dicate is found in an article in Pennsylvania History, a somewhat unusual 
source for business and economic history; see the bibliographic citation 
under Adams, "Beginnings of Investment Banking." Information about 
Parish is scattered and not always reliable. His Scottish grandfather estab
lished a firm based in Hamburg in the mid-eighteenth century. The family 
enterprise was actively engaged in the performance offinancial services for 
European governments and wealthy investors in northern Europe. David 
Parish was born in 1778 and sometime in his twenties opened a branch 
office of Parish & Co. in Antwerp. In "Parish and War of 1812," Hits-
man recounts the voyage to the United States in connection with a large 
shipment of gold in 1806 and discusses the involvement in land specula
tion and iron production in upstate New York. Parish was also involved 
in negotiations with his friend Treasury Secretary Dallas about chartering 
the Second BUS in 1814 and 1815. In Rise of Merchant Banking, Chapman 
identified him as a resident of Hamburg in 1818. According to Walters in 
"American Career," Parish left the United States never to return in July 
1816, later joined Fries & Co. in Vienna until its failure in 1825, and the 
next year, despondent about his insurmountable debts, committed suicide. 

7. Adams, Finance and Enterprise, 29—44, and "Beginnings of Invest
ment Banking," 110. All subscribers to the $16 million loan received the 
same terms, including those who had subscribed before the April deal was 
struck between Gallatin and the syndicate. 

8. Adams, "Beginnings of Investment Banking," table 2. The junior 
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members of the syndicate in Philadelphia specifically identified in gov
ernment documents as earning sales commissions were Biddle & Whar
ton, William Overman, William J. Bell, Joseph Taggart, George Simpson, 
and Louis Clapier. Government records are less complete for New York. 
However, the associates of Astor likely included former treasury secretary 
Oliver Wolcott, Herman Le Roy, George Griswald, David Ogden, George 
Newbold, and the firm of Minturn & Champlin. How many bonds junior 
members of the syndicate in New York sold to their respective clients is im
possible to state with precision because government documents show Astor 
receiving a lump sum payment of $3,750 for all commissions earned on 
transactions in the New York market. The bond purchases by Baltimore 
investors may have been handled primarily, or perhaps even exclusively, by 
Philadelphia firms. 

9. For a detailed analysis of bond sales in the Philadelphia market by 
subscription sizes, see the statistical tables in Adams, "Beginning of Invest
ment Banking." 

10. Except for Girard and Parish, all the underwriters, including Astor 
and his associates in New York, earned the authorized commission of 
0.0025 on their sales volume. For reasons not fully understood, Girard and 
Parish agreed to market their share of the securities for half that rate— 
only 0.00125. In subsequent eras, the principal underwriters and syndicate 
organizers typically earned higher fees than their subcontractors for the 
services performed, not less. So why the reduced fees in this instance? One 
hypothesis is that the lower rate arose because of a negotiated tie-in with 
Girard's commercial banking activities since Girard Bank was named as a 
major depository for government funds. 

11. Barker's memoirs, Incidents in Life, written forty years after the fact, 
are the main source for the events surrounding the loan of March 1814 
and thus may not be absolutely reliable. His account is imprecise about how 
much of the $5 million represented funds already in his possession versus 
how much he anticipated buying on margin by using his newly acquired 
securities as the collateral for bank loans. He mentioned arrangements to 
borrow funds from commercial banks located in six cities: Boston, Salem, 
New York, Philadelphia, Baltimore, and Charleston. During the next sev
eral months, Barker and other subscribers encountered obstacles in meet
ing the schedule of deferred payments because the Treasury refused to 
release securities against partial payments; it insisted that the entire sub
scription balance be paid before the distribution of any securities. That 
requirement made it difficult for purchasers to collateralize their escalating 
bank loans. Later, rumors circulated that Barker was dumping securities 
on the market in order to raise money in violation of his agreement with 
the Treasury—allegations that he took great pains to deny in his memoirs. 
Barker also tried to pressure Campbell to transfer government deposit ac
counts to those banks that were committed to financing his huge purchase 
order—and thereby indirectly financing the government. But Campbell 
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balked, explaining that if he granted Barker's requests, he would, in effect, 
be penalizing those banks that had assisted the government in floating the 
loan of 1813. Campbell presumably had foremost in mind the Girard Bank 
in Philadelphia and Wolcott's Bank of America in New York. 

12. Subscribers to the May and August offerings of $16 million com
bined later claimed that they too were entitled to adjustments in their pur
chase prices to bring their net cost down to $65 as well. Secretary Dallas 
resisted their demands, but four decades later, in 1855, Congress agreed 
to settle the claim. BoUes, Financial History, 231-32. 

13. Congress reimposed excise and direct taxes during the war, but the 
administration was reluctant to reach too deeply into the pockets of citizens 
because of the fear of stirring up more antiwar sentiment and antagonizing 
even further New Englanders, who were vocally opposed to the trade re
strictions linked to the war. Tax revenues from 1812 through 1815 covered 
only 15 percent of the cost of the war. Customs duties remained the key 
source of revenue for the federal government during and after the war. 

14. Studenski and Krooss, Financial History, are normally very reliable 
as a source for facts and figures, but their statement on page 76 of the sec
ond edition about bonds being sold for bank notes worth a mere 65 percent 
of face value is grossly exaggerated. Only the bond issues in late 1814 and 
1815 were sold for bank notes passing at discounts—about $12 million, or 

just one-fifth of total bond sales. The authors were probably taken in by the 
flamboyant rhetoric of the nineteenth-century financial historian Albert 
Bolles, a card-carrying gold bug, who repeated and endorsed the accusa
tions of contemporaries who criticized the suspension of payments in 1814. 
To support their accusation that the Treasury received only $28 million 
in specie value from roughly $60 million in bond sales, critics included 
in their calculations the discounts allowed investors on 6 percent bonds to 
bring yields up to prevailing market rates. The discounts had absolutely 
nothing to do with currency depreciation. My recalculation of the loss in 
purchasing power from the acceptance of discounted bank notes is vastly 
lower—in the neighborhood of 3 percent for the aggregate long-term debt, 
a figure far less than reported in many otherwise fairly reliable secondary 
sources. 

15. Former president Thomas Jefferson suggested at one point late in 
the war to his old friend Gallatin that Congress should consider the revival 
of policies dating from the 1770s and issue from $200 to $300 million of 
fiat currency tofinance the war effort if thefighting continued. Fortunately, 
such irresponsible advice was casually ignored. Secretary of State Monroe 
expressed an interest in Jefferson's proposal but President Madison was 
not impressed. Apparently Jefferson had a limited understanding of how 
much American financial markets had matured during the last three de
cades, including the eight years of his own administration. Bolles, Financial 
History, 237-38. 

16. Smith and Cole, Fluctuations, 28, claim that American banks sus
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pended payment in part because of the drain of silver to Canada, but their 
evidence for that allegation is unstated. They argue too that New England 
banks accumulated specie in 1812 and 1813 because the federal govern
ment bought a large volume of goods in the region with bank notes issued 
by institutions in the mid-Atlantic and southern states. New Englanders 
thereupon demanded conversion into specie and built up their reserves at 
the expense of others. Documentation of those interregional specie flows 
is still unavailable as far as I know. 

17. Price data from Warren and Pearson, Wholesale Prices, table 29, 
p. 73. Although the subject is far beyond the scope of this study, a cur
sory glance at the price data raises questions about the linkage between the 
events surrounding the war and the subsequent Panic of 1819. Perhaps the 
postwar recession, in fact, had little connection with wartime disruptions. 
The resumption of specie payments by all commercial banks in early 1817 
had restored price levels to their prewar levels by the end of the year. The 
additional price decline of 20 percent from 1817 to 1820 dropped levels 
way below those prevailing from the date that the series begins in 1798 and 
continues through 1811, the last prewar year. 

18. The estimates of discount rates are found in Hammond, Banks and 
Politics, 228. 

19. Literally hundreds of publications touch on the recharter battle 
over the Second BUS. Readers interested in my singular contribution to the 
scholarly literature should consult "Lost Opportunities for Compromise." 

Conclusion 

1. Greene, Peripheries and Center. 

Appendix 

1. Handlin, "Origins of Corporations," 1—23. 
2. Hammond, Banks and Politics, 179. 
3. Davis, Essays in History of Corporation, 45. 
4. Findley, Pennsylvania Herald and General Advertiser, 30 Dec. 1786. I 

thank Hans Eicholz for calling the debate in Philadelphia over a new state 
charter for the BNA to my attention. 

5. Morris, ibid., 3 January 1787. 
6. Domett, Bank of New York, 8; Livermore, "Unlimited Liability," 683. 
7. Holdsworth, First Bank, 126. 
8. Dodd, Business Corporations, 90-91. The three case citations are: 

Vose v. Grant, 15 Mass. 505 (1819); Spear v. Grant, 16 Mass. 9 (1819); and 
Wood v. Dummer, 3 Mason 308, 30 Fed. Cas. 435, no. 17, 944 (C.C.D. Me. 
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1824). In a related case filed in 1819, which did not involve a bank, a 
New York court interpreted the state's general incorporation law of 1811 to 
mean that stockholders assumed liability for the face value of their shares 
plus an equal amount—in other words, double liability. See the discus
sion of Penniman v. Bridge, 8 Cowan 392, 395 (1926) in Seavoy, Origins of 
Corporation, 72. 

9. Hammond, Banks and Politics, 179. 
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