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chapter 1

Early Experiments in Central Banking
1791: THE FIRST ATTEMPT
The conflict between rural values and urban reality was sharply etched in the
first major political controversy following the ratification of the Constitution
in 1789, a controversy, in the first years of George Washington’s presidency,
which dealt with the myriad of issues regarding the monetary and fiscal powers
of the new federal government. Secretary of the Treasury Alexander Hamilton
advocated the creation of a central bank, a Bank of the United States, to manage the government’s money and to regulate the nation’s credit. Secretary of
State Thomas Jefferson strongly disagreed, arguing that since the Constitution
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did not specifically empower the Congress to create a central bank Congress
could not constitutionally do so. Hamilton responded that Congress could
create just such a bank under the constitutional clause giving it all powers
“necessary and proper” to the exercise of its specifically enumerated responsibilities; since Congress had been given so many monetary and fiscal powers,
Hamilton argued, it would be perfectly proper for it to create a central bank to
carry them out. Hamilton won the argument, and the First Bank of the United
States was created in 1791.
The First Bank of the United States had a capital stock of $10 million,
of which $2 million was subscribed by the federal government, while the remainder was subscribed by private individuals. Five of the 25 directors were
appointed by the United States government, while the other 20 were chosen
by the private investors in the bank. It was not only easily the largest bank of
its time, but it was also the largest corporation in the United States; it was a
nationwide bank, headquartered in Philadelphia but with branches in other
major cities, and it performed the basic banking functions of accepting deposits and issuing bank notes, of making loans and of purchasing securities.
Its power made it useful to American commerce and to the federal government but frightening to many of the American people. Its charter ran for
20 years, and when it expired, in 1811, Jefferson’s Virginia colleague, James
Madison, was President. An opponent of the initial bill in 1791, Madison, like
many other Jeffersonian Republicans, had changed his mind, and now subordinated his initial constitutional objections and favored the bank’s recharter
on the grounds of economic expediency. The vote in Congress was extremely
close, but the bill to recharter the bank failed in both houses by the margin of
a single vote.
Chaos quickly ensued, brought on by the disruptions of the War of
1812 and by the lack of a central regulating mechanism over banking and
credit. State-chartered private banks proliferated, and issued a bewildering
variety of bank notes that were sometimes of little value. Moreover, the
federal government lacked a safe repository for its own funds, a reliable mechanism to transfer them from place to place, and adequate means to market its
own securities.
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1816: THE CONTROVERSIAL SECOND BANK
By 1816, Madison’s final year as President, a bill to charter a Second Bank
of the United States was introduced in Congress. Henry Clay, Speaker of the
House, had opposed recharter of the first bank five years earlier on the grounds
that Congress had no right to charter such an institution. “The force of
circumstance and the lights of experience,” Clay now said, persuaded him that
Congress did have this power. Enough other congressmen felt the same force
and saw the same light so that the bill chartering the Second Bank of the United States narrowly passed both houses and received the President’s signature.
Second Bank of the United States was very much like the first, except
that it was much larger; its capital was not $10 million but $35 million. Like
the first, one-fifth of the stock was owned by the federal government and onefifth of the directors were appointed by the President; also, like the first, the
charter was to run for 20 years.
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So powerful was the Second Bank of the United States that many citizens,
politicians, and businessmen came to view it as a threat to themselves and as
a menace to American democracy. Andrew Jackson, who became President in
1829 when the charter still had seven years to run, made clear his opposition to
the bank and its recharter. Jackson has occasionally been labeled an economic
illiterate, and it does appear that he neither understood nor sympathized with
the functions of money and banking. Nevertheless, many diverse groups in
the nation feared the bank’s power and supported Jackson’s opposition to it.
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It was essentially the bank’s vast economic power which made it politically
vulnerable. State-chartered banks, farmers, businessmen on the rise, and many
politicians saw the bank as a giant monster standing in their way.
Despite the deep opposition to the bank, Henry Clay, Jackson’s opponent
in the 1832 presidential election, was able to push a bill through Congress to
recharter the bank and intended to use Jackson’s veto of the bill as a campaign
issue. Jackson’s powerful veto message denounced the bank as unconstitutional
and described the dangers of “such a concentration of power in the hands of
a few men irresponsible to the people.” Though the President was on shaky
grounds in challenging the bank’s constitutionality (the Supreme Court in the
famous 1819 case of McCulloch v. Maryland had specifically affirmed the constitutionality of the bank), his attack on the bank’s power touched a popular
nerve. Clay and his supporters widely circulated Jackson’s veto message, but
they greatly misjudged the popular response to it, and the President’s impressive victory in the election was the beginning of the end of the Second Bank
of the United States. When its charter expired in 1836, it ceased its role as
America’s central bank.
For the next quarter century America’s banking was carried on by a myriad of state-chartered banks with no federal regulation. Although in some areas
of the country such as New York, New England and Louisiana, the area banking system functioned with restraint, in other areas of the country, banking was
not so stable, and the difficulties in American finance hampered the stability of
the American economy. Under this system of state-chartered banks exclusively,
there were often violent fluctuations in the amount of bank notes issued by
banks and the amount of demand deposits (that is, checking account deposits) held by banks. The bank notes, issued by the individual banks, varied in
quality from the relatively good to the unrelievedly bad. Finally, this banking
system was hampered by inadequate bank capital, risky loans, and insufficient
reserves against the bank notes and demand deposits.
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1863: THE NATIONAL BANKING ACT
During the Civil War Congress passed the National Banking Act of 1863,
along with major amendments in 1864 and 1865, and this legislation brought
a much greater measure of clarity and security to American banking and
finance. Basically, the legislation provided for the creation of nationallychartered banks (all such banks are recognized by the word “National” or the
letters “N.A.”—which stand for “National Association”—in their title), and,
by effectively taxing the state bank notes out of existence, the legislation in
reality provided that only the national banks could issue bank notes.
The legislation also provided stringent capital requirements for the national banks, and mandated that the circulating bank notes be backed by
holdings of United States government securities. Other provisions dealt with
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lending limits, examinations by the newly-created office of the Comptroller
of the Currency, and reserves against both notes and deposits. To the surprise
of many who had supported the national banking legislation, state-chartered
banks were able to survive even though they no longer had the incentive to
issue bank notes mainly because the use of checks was increasing rapidly. As a
result, demand deposits (checking accounts) and not bank note issues became
the most important source of funds to the banks.
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Yet the national banking legislation of the 1860s ultimately proved
inadequate. Though it provided for the national chartering of banks and
national bank notes, it still did not provide the essentials of central
banking. Accordingly, banking remained essentially a local function without an effective mechanism which would regulate the flows of money and
credit and which would assure the security
of the nation’s system of finance. What
institutional arrangements on a national level that were to develop in the next
half-century (correspondent relationships
and check clearing operations, for example) grew up in the vacuum of federal
activity; such arrangements were private
and quite beyond the control or regulation
of national policy.

The first Wells Fargo office, San Francisco, California
Courtesy, Wells Fargo Bank, History Room, San Francisco

13

BANKING PROBLEMS PERSIST
In the absence of a central banking structure, America’s financial picture was
increasingly characterized by inelastic currency and immobile reserves. The
national bank note currency, secured by government bonds, grew or contracted
in response to the realities of the bond market rather than in response to the
requirements of American business. The amount
of currency in circulation, therefore, depended
upon the value of bonds which the national banks
held rather than upon the needs of the economy. Such inelasticity in the currency tended to
aggravate matters rather than alleviate them,
causing the economy to gyrate wildly and somewhat uncertainly between booms and busts.
Moreover, under the national banking
system the bank reserves were spread around
the country, but they tended to be immobile where they sat. There were three types
of national banks: country banks, reserve
city banks, and central reserve city banks.
Country banks (all national banks located
in places other than the 50 cities which were Courtesy, Philadelphia Record
reserve and central reserve cities) had to keep
part of their reserves in the form of vault cash, and the rest in the form of a deposit with a national bank in a reserve or central reserve city. Reserve city banks
(all national banks located in 47 specific and generally important cities) had to
keep part of their reserves in the form of vault cash, and the rest in the form
of a deposit with a national bank in a central reserve city bank. Central reserve
city banks (all national banks within only three cities: New York, Chicago, and
St. Louis) had to keep all of their reserves in the form of vault cash.
This meant that 50 different cities in the nation served as reserve depositories. Even though the total of reserves in the national banking system
was very large, the economic value of this reserve was largely mitigated because it was so spread out; it was as if the American army were scattered all
over the country, with each soldier assigned to protect his own specific area of
several square miles. Such an army would clearly be infinitely less powerful than
one whose forces were all gathered in a few strategic locations. The reserves of
money could not be shifted easily to areas of the country needing them.
Also, the fact that reserve city banks held reserves for the country banks, and
that their own reserves were held by central reserve cities, meant that the central
reserve city banks, particularly those in New York, were unusually sensitive to the
demands for currency from the country banks. When the country banks needed
currency, particularly during the crop selling season, those banks would get their
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currency by drawing down their reserve accounts with their reserve city banks. Those
banks, now with less vault cash, were compelled to draw down their own reserve accounts with their central reserve city banks.
It was much like a whip, where a little force
at one end produced a tremendous force at
the other; demands for currency from the
country banks often put inordinate pressure upon the central reserve city banks.
As America’s industrial economy became larger and more complex in the waning years of the 19th century and the early
years of the 20th, these weaknesses in the national banking system—inelastic
currency and immobile reserves—became increasingly more critical. It had become clear that the national banking system did not provide the regulating
mechanism for money and banking that the two Banks of the United States
had provided early in the nation’s history. And as the American economy became larger, more urban, and more complex, the inelastic currency and the immobile reserves contributed to the cyclical pattern of booms and busts. These
wide gyrations were becoming more and more intolerable.
Financial panics occurred with some frequency, and they often triggered
an economic depression. In 1893 a massive depression rocked the American
economy as it had never been rocked before. Even though prosperity returned
before the end of the decade—and largely for reasons which this nation could
not control—the 1893 depression left a legacy of economic uncertainty.
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