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The Backing of the Currency and Economic Stability
Zack Morrow

The popular conception of the United States dollar is that, as the fundamental bedrock of international trade, it is unshaken and unshakeable.  This view leads naturally to the idea that the dollar’s history has been uneventful and not marked by change.  However, such a view does not do justice to the historical record.  The dollar has evolved constantly since its inception, responding not only to changing economic conditions but also to those in political power.  At various times, it has been backed by government bonds, a monometallic gold standard, a bimetallic standard relying on gold and silver, or nothing at all.  Each of these backing schemes arose out of a unique set of political and financial pressures in its time period.  Some were designed to pay for war, some to encourage international trade, and some to favor politically influential groups.  Common to each of these desired ends is the issue of inflation—whether as an unintended result of policy or as part of a conscious effort to maintain or change the value of the dollar.
Other than Murray Rothbard’s History of Money and Banking in the United States, there does not appear to be a broad survey of the different currency-backing schemes in American history.  There have been many individual articles, however, that focus on particular eras in American monetary history.  Additionally, academics have written scholarly articles on the different monetary systems and the transitions between them.  Selahattin Dibooglu, a free-market professor of economics at the University of Missouri, compares the incidence of economic shocks in the Bretton Woods system relative to the current floating-rate period.  George Selgin, an economic historian at the University of Georgia who specializes in monetary theory, describes the attributes of successful fiat currencies in history, and he has also delivered lectures on the history of the Federal Reserve System.  Lawrence White, a professor at George Mason University, has investigated the conditions necessary for a smooth transition back to a gold standard, assuming that such a transition were to occur.

The history of the dollar has in fact been punctuated by transitions between several different schemes: Continental notes, bimetallism, Civil War-era greenbacks, the gold standard, the Bretton Woods system, and the final severing of the gold standard in 1971 that made the dollar a fiat currency.  Accordingly, a systematic, chronological treatment of each stage will produce the most meaningful analysis.  In particular, wars, political groups, financial pressures, and biographical information of important figures will be included for a full explanation of the dollar’s development.  If available, GDP, unemployment, and inflation statistics for the time periods before and after each new scheme will be studied to examine its effects on the economy, in spite of these statistics’ limitations as measures of economic well-being.  In this analysis, the use of theoretical explanatory models will be useful, and the different approaches offered by the monetarist, Keynesian, and Austrian schools of thought will be compared in order to determine which model fits the historical data best.
I. SURVEY OF THE LEGAL BACKINGS OF THE DOLLAR

The first experiment with paper money in what would become the United States occurred when the Continental Congress authorized the printing of paper currency in May 1775 to pay “for salaries and supplies” (Trask).  The idea behind these Continental notes, which were technically bills of credit, was that the states could eventually collect taxes in the notes and thereby remove them from circulation (Woods).  The typical way of coercing merchants into accepting the Continental for payment was to label them “enemies of the country” if they demanded gold or silver coin (Trask).  In an early instance of political victim-blaming, the Revolutionary government derided the “monopolizers, misers, pests of society, traitors, forestallers, and enemies of liberty” who refused to accept the depreciated cash (Woods).  States experimented with various price controls in 1776 and 1777, but these caused such colossal market disruptions that Congress called on the states to end them in 1778 (Woods).  Indeed, the depreciation of the Continental was so severe that it was worth only 15% of its face value three years after its initial adoption (Trask).  The following year, Congress called on the states to withdraw the Continentals, which were now worth only two cents on the dollar, from circulation (Trask).  The government made two more highly unsuccessful attempts at paper currency during the War for Independence, each resting on the promise to be redeemable in gold at a specified future date (Trask).  

For three years after the adoption of the Constitution, the United States did not have an official monetary standard; the prevailing, organically arising arrangements were evidently sufficient.  The Coinage Act of 1792, passed at the instigation of Alexander Hamilton, placed the United States on a bimetallic standard, in which both silver and gold were minted and convertible by the government (Leavens 18).  Importantly, the official, governmentally declared ratio of the value of gold to silver was fifteen-to-one (Leavens 18).  Gresham’s Law states that, under a bimetallic standard, the officially undervalued metal will displace the officially overvalued metal from circulation.  This is because the officially undervalued metal will be melted or hoarded while the officially overvalued metal will be worth more as legal tender than as raw bullion.  When the Coinage Act of 1792 was passed, the market ratio of the value of gold to silver was close enough to fifteen-to-one that the effects of Gresham’s Law were not marked (Leavens 19).  However, at about the same time, silver production increased while gold production decreased, making silver a relatively cheaper good (Leavens 19).  Gresham’s Law then drove gold out of circulation as the market ratio became higher than the official ratio.  Eventually, this necessitated a change in the official ratio, accomplished by the Coinage Act of 1834, which raised the ratio to sixteen-to-one (Leavens 20).  As Leavens states, “the market ratio in 1834 was between 15.5 and 16.0 to 1, so that the 16-to-1 coinage ratio intentionally overvalued gold,” causing silver to disappear from circulation (21).  In 1853, the government passed laws that heavily favored gold; new silver coins would only go to government accounts, and they were not legal tender for debts over $5 (Leavens 21-22).  

War typically interrupts the established economic order, and the War Between the States predictably interrupted the bimetallic standard.  The government’s existing revenue sources—tariffs, bonds, and a new graduated income tax—were proving insufficient to cover the cost of the war (Lause).  In response, the Lincoln administration succeeded in getting Congress to pass the Legal Tender Acts of 1862, which created a new currency called the “greenback” (Lause).  These were not convertible into gold or silver coin, and they were backed solely by government bonds, into which the public only very rarely converted the notes (Lause; Rothbard 124).  Evidently public-spiritedness was not enough to compel many citizens to use the new greenbacks—Congress passed the National Banking Act of 1863 to ensure use of the new money (Rothbard 122).  The National Banking Act allowed the government to tax state banknotes at a rate of 10%, artificially driving them out of circulation in favor of the greenbacks.  As a consequence of the greenback-fueled expansion of the money supply, the cost of living rose more quickly than wage increases (Lause).  Farmers, however, tended to benefit from the easy access to money, since it lessened the severity of their seasonal debt cycle (Lause).
After the War Between the States ended, greenbacks were still in circulation.  It was not until the passage of the Resumption Act that the highly depreciated currency was scheduled for retirement in 1879 (Lause).  Thus, for a brief period, the United States was on a dual monetary system of sorts, with the greenback notes freely circulating alongside traditional metal coin.  After the Coinage Act of 1873, which ended the free coinage of silver, the United States was on a de facto, if not de jure, gold standard (Leavens 24).  This angered middle-class farmers, who, as noted above, benefitted from the inflation that silver provided; indeed, after the period of inflation caused by the greenbacks, a return to hard money would have been deflationary, increasing the debts of the farmers.  Frank Fetter notes that “the difficulties of the debtor class in America were peculiarly great, owing to the [contraction of the] inflated paper currency, from 1862 to 1879” (459).  
The Free Silver Movement was an essentially populist movement designed to inflate the money supply.  According to Fetter, though it originated with debtors, it grew into a movement that celebrated inflation out of the belief that an increased money supply would be beneficial to “wages, welfare, and prosperity” (460).  Nor was it only mildly inflationary in its demands: by 1896, the market ratio of silver to gold was 30-to-1, and the Free Silver Movement was calling for a bimetallic standard with a ratio of 16-to-1, a huge overvaluation of silver (Fetter 460).  The backing of the currency became the central issue in the presidential elections of 1896 and 1900, and in each election, William McKinley, supporting the gold standard, defeated William Jennings Bryan, the Free Silver favorite.  With the passage of the Gold Standard Act of 1900, gold was the sole legal backing of the United States dollar, but there were also provisos in the act allowing for a more “elastic” money supply (Rothbard 203).
No major changes were made to the official backing of the currency between the McKinley administration and 1933.  However, with the election of Franklin Delano Roosevelt, the federal government pursued a more interventionist policy toward money.  The Emergency Banking Act of 1933 gave the president broad powers to regulate the nation’s financial and monetary life (Woods, “Great Gold Robbery”).  A month after its passage, Roosevelt issued Executive Order 6102, which required private individuals to surrender their gold holdings to the government in exchange for paper notes, which had historically been redeemable in gold (Woods, “Great Gold Robbery”).  Later, these individuals would witness these paper notes devalued significantly, amounting to a theft of their wealth by the government (Woods, “Great Gold Robbery”).  In fact, the Gold Reserve Act of 1934 altered the definition of a dollar such that an ounce of gold, previously worth $20.67, was now worth $35.00 (Stockman).  This opened the door for massive inflation, allowing the government to expand the money supply by almost 50% at will.  The United States has never again been on a domestic gold standard since the day that Roosevelt suspended specie payments to every entity except foreign governments. 
 From the end of World War II until 1971, the world’s currencies were based on the Bretton Woods system.  As Rothbard notes, the United States was, after 1931, the only major country left on any type of gold standard, domestic or international (451-452).  Each country’s currency was pegged at a fixed rate to the United States dollar, and a nation’s government could present dollars to the United States for conversion to gold at any time.  In effect, the United States became an official international gold depository, and the dollar an official reserve currency.  Even today, many countries voluntarily deposit their gold with the Federal Reserve and have decided either to peg their currencies to the dollar or allow the dollar to circulate alongside the national currency.  On August 15, 1971, however, Richard Nixon announced that he had “directed Secretary [of the Treasury John] Connally to suspend temporarily the convertibility of the dollar into gold” (Benko, emphasis added).  According to a Nixon aide who was headed to Camp David, a Treasury official who learned of the closing of the gold window “put his face in his hands and whispered, ‘My God!’” (Benko). This move was in response to international concerns that the federal government was printing too much money and may not have enough gold reserves to cover its obligations as a depository.  Though the differences between this new scheme and the previous Bretton Woods system might seem trivial and few, the most important distinction is that the current system is backed by nothing other than the full faith and credit of the United States government.
II. IMPORTANT BANKING DEVELOPMENTS
The supply of money and credit is determined not only by governmental edict and printing but also by the banking environment.  Through the expansion of credit, banks can exert considerable influence on the monetary life of a nation.  In this context, there are two major banking events to consider: the various systems of centralized banking and the somewhat anomalous (historically speaking) “Free-Banking Era.”
The history of banking in the United States has generally featured some sort of central bank.  During and immediately after the Revolutionary War, Hamilton promoted the Bank of North America, which was responsible for massive graft involving bonds held by Revolutionary War veterans (DiLorenzo 82).  In 1791, he obtained a 20-year charter for the First Bank of the United States, which printed so much money that the price level rose 72% between 1791 and 1796 (DiLorenzo 86), causing a 42% decline in the value of the dollar.  The Second Bank of the United States was later chartered as a way for the federal government to pay off the debt incurred in the War of 1812 and to fund “internal improvements.”  Andrew Jackson saw that the Second Bank of the United States enriched the government at the people’s expense and accordingly vetoed the renewal of its charter (DiLorenzo 87). 
From 1836 to 1863, the United States was without any form of centralized banking.  Though it was known as the “Free Banking Era,” Rothbard notes that it was “free” only in the sense that banks were automatically incorporated if they met a set of criteria, which generally included high initial capital requirements (113).  On a local level, there were very few problems with having multiple banknotes in circulation; however, this became problematic when notes were presented at banks that were a long distance away.  The Suffolk system developed in New England in response to the high transaction costs of redeeming nonlocal banknotes for specie.  Essentially a privately operated clearinghouse, the system was a voluntary association of banks that had to have “at least $2,000 for the smallest bank, plus enough to redeem all its notes that Suffolk received” (117).  This private “central bank” of sorts actually outperformed the later National Banking System, according to Comptroller of the Currency John Jay Knox.  The peak annual redemption of notes by Suffolk was $400 million, compared to $137.7 million for the National Banking System, and Suffolk’s fees were under 10% of what the NBS charged (120). 
Decades later, the National Banking Act of 1863 did more than ensure a market for government bonds—it created an entire scheme of centralized national banks, emanating outward, as it were, from New York City.  “Central reserve city banks” were located in New York, “reserve city banks” were located in other populous cities, and “country banks” were located elsewhere (Rothbard 136).  Rothbard notes that this system allowed banks on the outer levels of this system, eventually including state banks, to back their deposits using banks on the inner levels, essentially pyramiding deposits on top of one another (137, 144).  He also demonstrates how this system permitted an inflation of the money supply, allowing $1 million to support more than $9.6 million instead of $6 million (139-141). Lawrence White observes that nineteenth-century economic panics were more prevalent in the United States and England, which had relatively strict banking regulations, than in Canada, Scotland, Sweden, and “other less-regulated systems” (White).

The Federal Reserve, however, took central banking to a new level.  In his “eminent criticism of the Fed,” as he calls it, George Selgin offers a brief historical overview of the beginning of the Fed’s existence.  In 1907, in response to a rather serious financial panic that year, the Aldrich–Vreeland Act established a National Monetary Commission to investigate possible changes to the U. S. monetary system (Selgin, “A Century of Failure”).  Selgin notes that the officials on this commission were already predisposed toward the creation of a central bank.  Its stated aim was to create an agency tasked with the “scientific” management of money (Rothbard 242).  Through its open market operations, the Federal Reserve was and still is the only force—other than aggregate supply and aggregate demand—able to change the quantity of money in circulation and therefore the purchasing power of the dollar.

III. ANALYSIS
Because a government’s ability to increase the money supply is largely determined by the backing of its currency, the issue of inflation is inextricably linked to the currency-backing scheme.  According to the quantity theory of money, the price level is directly related to the quantity of money in circulation.  An increase in the price level amounts to inflation; a decrease amounts to deflation.  The three main schools of thought within capitalism—Keynesianism, monetarism, and the Austrian school—emphatically recognize the power of changes in the money supply to affect the economy as a whole, for better or for worse.  To the Keynesian, who questions the short-run applicability of the quantity theory, an increase in the ability of the government to inject money into the economy is generally thought to stimulate economic activity in the other sectors: consumption, investment, and net exports.  To the monetarist, the drop in interest rates brought about by an increase in the money supply is thought to increase short-term lending when the economy shows signs of slowing.  To the Austrian, a change in the money supply by a governmental agency confuses the price signals of the market by making interest rates artificially low and leads to an inefficient allocation of resources.  
Paper currency in general leads to inflation, and the worst offenders of all in the history of the United States were those that were not convertible into specie.  The Continental dollar is possibly the most egregious example, as it was not even backed by government bonds.  Thomas Woods describes the social havoc that the Continentals brought about.  Far from providing short-term liquidity of funds and “greasing the wheels of the economy,” the currency occasioned an extreme shortage of goods in Boston, leading to the near-starvation of the city, according letters during the American War for Independence (Woods, “Revolutionary War”).  Merchants were simply unwilling to accept as payment a currency that may well be worthless before very long.  Creditors were going to extreme lengths, such as “leaping from the rear windows of their houses or hiding themselves in their attics,” to avoid being paid by debtors in massively depreciated legal tender (Woods, “Revolutionary War”).  
Like the Continental, the greenback also led to an inflationary monetary policy.  Rothbard observes that over the course of the war, the money supply increased by a total of 137.9%, annualized to 27.69% (130).  During the tenure of Secretary of the Treasury Salmon P. Chase, the value of the greenback relative to gold was typically between 55 and 60 cents, dropping at one point to 40 cents (Rothbard 125).  Lause, in his treatment of the same subject, attempts to justify the greenbacks by saying that “the availability and fluidity provided by paper currency permitted a redeployment of capital.”  This misses the main problem with any inflationary measure designed to increase liquidity: it decreases the value of the currency that is being made more liquid.  Indeed, in a classic case of pecuniary externality, the costs are not borne only by the people who benefit from inflationary measures, such as debtors and the government—they are borne by society as a whole in the form of decreased purchasing power of each unit of currency.  This also makes Lause’s statement that the greenbacks benefitted farmers less and less convincing as a justification for the currency, seeing as some group must bear the costs of inflation, if not the farmers themselves. 
Selgin argues in his paper “On Ensuring the Acceptability of a New Fiat Money” that history’s successful fiat currencies have all had some tie to a commodity money to ensure the public of its safety and value (824).  Public receivability laws and legal tender designations are insufficient in and of themselves in launching a new currency because they rely on a rate of exchange between the new currency and the old (Selgin 819-20).  He cites as examples three currency experiments by European governments in the 1920s: the German Rentenmark, the Polish zloty, and the Russian chervonets—all of which were only indirectly backed by gold via an exchange rate with a gold-backed currency (Selgin 822-23).  Selgin’s theory may explain why the greenbacks did not fail as badly as the Continentals.  The public had become relatively accustomed to the money issued by the federal government, in a sense becoming path-dependent and “learning” to use the money provided to them.  By contrast, the Continentals were an entirely new scheme of money in colonial America, and the Continental Congress was new enough to lack whatever small standing the federal government had in the 1860s to gain individuals’ trust.
Though the federal government showed some restraint with the removal of greenbacks from circulation through the Resumption Act, ultimately the trend toward inflation was simply too strong.  Coupled with the expansionary clauses of the Gold Standard Act of 1900, the creation of the Federal Reserve System in 1913 set the stage for an indefinitely inflationary money policy.  Interestingly, the Fed’s policy of managing inflation at a predictable rate, according to data synthesized by Selgin, actually reduces the long-term predictability of the price level, and this has manifested itself notably in today’s almost total absence of 100-year bonds (“A Century of Failure”).  Selgin notes in his analysis of the Federal Reserve that the highest rates of inflation tended to occur when the restrictions placed on the Fed by the gold standard were relaxed.  In fact, the worst inflationary period was not in the Great Depression or Nixon Shock, but in the period immediately after the Fed’s establishment (Selgin, “A Century of Failure”).  He observes that the Fed’s near-obsession with avoiding deflation is not healthy.  If aggregate demand falls, then deflation causes the most efficient reallocation of resources, even though it may not be a pleasant experience for society.  If, on the other hand, aggregate supply increases, then deflation is merely a result of more goods being available at each price.
Nor did the policies of Franklin Delano Roosevelt tend to help matters in the 1930s (Selgin, “A Century of Failure”).  With the seizures of private gold holdings by Roosevelt in 1933, the United States was de facto off the gold standard for domestic purposes, with specie payments discontinued.  The 50% increase in the value of gold announced by the Roosevelt administration effectively amounted to a theft of private wealth: not only was the gold taken in a forced transaction; the paper that citizens received in return now possessed much lower purchasing power.  This governmental “robbery,” as it was called by Thomas Woods, did not even accomplish its intended aim of helping the economy recover.  In 1930, according to Table B-11 of the Economic Report of the President, the unemployment rate was 8.7%, and it grew worse, not better, as Hoover and Roosevelt tried to intervene.  Statistical analysis of data from the Federal Reserve Bank of St. Louis reveals that annual government spending as a percentage of GDP rose from 15.7% in 1929 to an average of 22% under Hoover and Roosevelt.  This increase in government spending must be financed either by inflation or taxes, and in either case individuals lose the ability to make economic decisions for themselves in the free market, leading to lessened real prosperity.
Selahattin Dibooglu, examined the effects of the later Bretton Woods system as compared to the current system of floating exchange rates in an article on international money regimes and macroeconomic shocks.  He found that supply shocks were approximately equal under the two systems, demand shocks were more prevalent under Bretton Woods, and money and capital flows shocks were more prevalent in the floating period (605).  This is precisely what the Austrian view would predict: demand shocks will be more common under systems that are less able to inflate the currency and therefore mask the effects of demand shifts.  Contrarily, money and capital flows shocks are to be expected under systems that inflate the money supply and artificially lower the interest rates, which will create a misallocation of resources and cause the rates eventually to rise again.
Believing the current monetary system to be too entrenched and the gold standard to be historically antiquated, mainstream economists typically balk at the suggestion of returning to a gold-backed dollar.  However, even some mainstream economists have begun to question the accepted dictum that the gold standard was destabilizing.  Gabriel Fagan, working with the European Central Bank, published a study along with James Lothian and Paul McNelis (both at Fordham University) that used a stochastic model to compare the stability of the Great Moderation with that of the Gold Standard.  Their conclusion is that “the high volatility seen in the Gold Standard era was attributable to the high volatility of the shocks hitting the economy rather than to the monetary policy regime” (Fagan, Lothian, and McNelis 248).  Lawrence H. White argues that the transition back to a gold standard is actually quite possible.  Network effects and path dependence, he says, will result in the United States remaining on the current fiat money until inflation becomes so high that it forces a change; thus, it is preferable to do a managed, coordinated switchover before the situation becomes dire (White).  In order to avoid massive inflation by setting the price of gold too high or deflation by setting it too low, White proposes setting an exchange rate close to the current market value.  Given the Treasury’s official statements of its gold holdings, he observes that this would result in a 19.9% backing of the present currency and checking accounts, which “a more than healthy reserve ratio by historical standards” (White).  Though not completely prohibiting inflationary practices, such a standard would go far in restricting government interference in the money supply.
IV. CONCLUSION
The United States dollar has been backed many different ways through its history.  Paper money easily permits an expansionary money policy, especially if it is not backed by specie.  A banking environment that is less restricted by regulations tends to perform better than one with more restrictions.  The Federal Reserve’s activity reduces the long-term predictability of the price level and confuses the price signals in the market with its artificially low interest rates.  On the whole, a carefully orchestrated return to the gold standard would curb the inflationary practices of the government and lead to long-term predictability of prices.
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