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The Panic of 1861 and the Advent of Greenbacks and National Banking (A)

Introduction

On December 10, 1869, Salmon P. Chase, chief justice of the US Supreme Court, and the other seven
justices settled into their chairs to hear arguments in the case of Hepburn v. Grisiwold. Nominally, the case was
about whether a creditor was legally bound to accept payment of the debt in papet currency called “greenbacks”
(see Exhibit 1). The decision would hinge on the constitutionality of the federal government’s authority to
create fiat money.

In 1860, Susan Hepburn of Louisville, Kentucky, borrowed $11,250 from Henry Griswold and promised
to repay the debt by February 20, 1862. She was unable to fulfill her obligation on time. It happened that five
days after Hepburn was due to repay the debt (February 25, 1862), the US Congress enacted legislation to issue
$150 million in greenbacks. The Legal Tender Act stated: “And such notes, and shall also be lawful money and
a legal tender in payment of all debts, public and private, within the United States...”

Hepburn offered to pay the principal and accrued interest, totaling $12,720.! Accordingly, in March 1864,
she presented the total amount to Griswold—in greenbacks. Griswold refused to accept the payment, arguing
that she was obliged to repay the debt in gold, which had been the currency of the United States when the loan
was drawn. Thus Griswold sued to receive payment in gold. A lower court sided with Hepburn. But on appeal,
a higher court sided with Griswold. At that point in 1869, Hepburn appealed to the US Supreme Coutt.

Ironically, Chase had served as secretary of the Treasury during much of the Civil War and had been
prominent in discussions to create the greenbacks.? Although he had been reluctant to endorse the greenback,
ultimately he had advised Congress and President Abraham Lincoln to approve the new currency. Observers
wondered how he would decide the case of Hepburn v. Griswold. To agree with Griswold would threaten the
legitimacy of some $450 million in greenbacks in circulation and return the country to a gold standard. To agree
with Hepburn would enshrine fiat currency into the US Constitution.

! In the late 1860s, a gold dollar purchased a basket of goods worth from $16.00 to $20.00 in 2015. Estimates varied due to differing baskets of
commodities and incomplete information. See the Consumer Price Index statistics from Historical Statistics of the United States: Colonial Times to 1970
(Washington, DC: Bureau of the Census, 1975). All data since then wete from the annual Statistical Abstracts of the United States (Washington, DC:
Government Printing Office, 1974—).

2 Chase served as Treasury secretaty from March 7, 1861, to June 30, 1864. He left office after a disagreement with President Lincoln, who knew that
Chase harbored presidential ambitions. By appointing Chase as chief justice of the Supreme Court, Lincoln dispatched a possible competitor for the
White House. Chase served on the court from December 6, 1864, to May 7, 1873. Previously, he had served as a US senator and as governor of Ohio.
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Winter 1861-62: The Problem of Financing the War

In late December 1861, Treasury Secretary Chase was anxious because the leading East Coast banks had
rejected his financial policies and plans by suspending payments in specie (gold and silver) to the public. He
faced an increasing pile of warrants and requisitions on the Treasury that he could not pay. This was a disaster.
Without the gold held in the vaults of the banks of New York, Philadelphia, and Boston, the government would
have no means to pay its soldiers or suppliers. Sometime in January, Chase pointed to a pile of papers on his
desk at the Treasury and exclaimed: “Here are fifty millions of dollars in these unsigned warrants for adjusted
accounts, and I have not one dollar in the Treasury.””

The events of December to February 1862 constituted a critical financial and political ctisis. The Civil War
now loomed as a longer ordeal than had been expected. The financial crisis was not the result of a boom in
credit followed by a sudden and rapid decline in available credit. Rather, the major East Coast banks had
suspended payments in specie, cutting off the federal government from its principal source of funds to pay for
the Civil War and potentially freezing all credit in the country. The banks had suspended specie payments in
order to preserve their own dwindling specie reserves in the face of demands for gold by the federal
government. In taking this dramatic action, the bankers were rejecting the financial means employed by the
Treasury, especially Chase, up to that point. The financial crisis morphed into a significant political panic when
federal officials struggled to find new ways to restore order to financial markets and provide a long-term means
to pay for the war.*

The ultimate cause of the panic dated back to events eatlier that spring. On Friday, April 12, 1861, General
P. G. T. Beauregard had ordered the bombardment of a federal fort located in Chatleston Harbor. Beauregard
claimed the fort in the name of an entity that was not a government in the eyes of the United States—the
Confederate States of America (CSA), made up of 11 southern slave states, the bulk of which had seceded from
the Union in reaction to Lincoln’s election in 1860. Secession and Beauregard’s order to fire on the federal
government together represented a watershed moment and the culmination of decades of debate and
confrontation over the future of slavery in the United States that dated back to the 18th century. Beauregard’s
attack launched a war that would kill 620,000 soldiers (about 2% of the US population), lead to the emancipation
of some 3.9 million African American slaves, and transform the United States forever. No one within the
United States or the CSA imagined that this would be the case in the spring of 1861. On the contrary, the
political elite and press of both sides imagined a short war punctuated by little bloodshed. It was only after two
years of fighting'in battles like First Bull Run, Shiloh, and the Peninsula Campaign of 1862 that some Americans
realized how long the war might take. In the midst of a bloody civil war that brought to the fore questions of
liberty, national existence, and equality, almost no one thought about how that war might change the nature of
the financial system or the place of the federal government within the American marketplace. Nevertheless, the
Civil War and the Panic of 1861 would result in a restructuring of the financial system that resonated well into
the 21st century.

The financial problems of the Civil War were tied to the logistical difficulties of building and maintaining
a fighting force to quell the rebellion in the southern states. In the wake of the firing on Fort Sumter, Lincoln
issued a proclamation declaring the insurrection a result of “combinations too powerful to be suppressed by
the ordinary course of judicial proceedings, or by the powers vested in the Marshals by law” and calling for
75,000 state militia troops to suppress the rebellion, take back the forts, and “maintain the honor, the integrity,

3 Stiltwell, 5; On February 25, 1862, Chase estimated that the government owed $26,430,557.83 in unpaid requisitions and debts in excess of $45 million
(see Chase to William P. Fessenden, Februaty 25, 1862, File Sen. 37A-E4 Treasury Department, Records of the Senate Finance Committee, RG 46.11,
National Archives, Washington, DC [repository hereafter cited as NARA]).

*+ Kindleberger and Aliber; Nelson.
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and the existence of our National Union.”s The newly elected Republican leadership in the federal government
and the loyal states would need to use the existing institutions and powers to mobilize the American public for
a war to defend the Union. In 1860, the size of the regular US army was about 16,000 troops, mostly stationed
on the western frontier.® As one historian later put it, this force was “well trained, and at least adequate in size
for the policing of New York City.”” In the War of 1812 and the Mexican-American War, the federal
government had depended on the money and militias of the individual states to mobilize a force that could
prevail. For the Civil War, the Lincoln administration again looked to the states and their militias as the primary
means of mobilization.

The problems of logistics and organization were so great that in July 1861, Lincoln confessed to Congress
that the government was suffering from “one of the greatest perplexities. ..to avoid receiving troops faster than
it can provide for them. In a word, the people will save their government, if the government itself will do its
part, only indifferently well.””

Without a doubt, money would prove to be one of the most perplexing problems facing the government
in the first months and years of the Civil War. While green troops could be disciplined and gain experience, the
government would need a continuous stream of money to supply its forces.” Senator John Sherman of Ohio,
looking back, remarked that by 1862 the United States was “physically strong but financially weak...the problem
of this contest was not as to whether we could muster men, but whether we could raise money.”1? While the
Union possessed volunteers and the industrial capacity to fight a war with the Confederacy, the federal
government labored under serious financial restraints as a result of the political history of the early 19th century.

American Public Finance in its Historical Context

Facing a growing rebellion, Chase would have to innovate the ways and means of American public finance
in the mid-19th century. In many ways, the Legal Tender Act of 1862 and the National Banking Acts of 1863
and 1864 broke with the traditions of federal finance.

The fundamental powers available to governments to pay for war were monetary policy, taxing, taking
(impressment), and borrowing, with borrowing perhaps the most modern of the three. Monetary policy and
the creation of fiat curtency were enduring strategies for rulers in the modern world. During the French
Revolution, theNational Assembly famously issued a paper currency called assignats from 1789 to 1796. In
1790, the National Assembly designated the notes assignats-monnaie or a legal tender. The assignats, coupled with
laws regulating prices and wages, led to inflation and economic chaos. Observing the Revolution from London,
Edmund Burke remarked that the currency issued by the Bank of England retained its value because it was
backed by specie, not enforced by law. He remarked, “Our paper is of value in commerce because in law it is
of none.”!

5 “Proclamation of 15 April 1861,” in Richardson, ed., Messages and Papers, 6:13.

¢ Shannon, 27.

7 Shannon, 27.

8 Lincoln, “Special Session Message,” July 4, 1861, in Richardson, ed., Messages and Papers, 6:26.

°To get a sense of the size of the Union army’s material needs, a few illustrations are in order. Alan Nevins estimated that uniforms for 500 regiments
would cost around $10 million in 1861. Union wool consumption pushed domestic use up as much as 200 million pounds, from 86 million pounds in
1859. Nevins, 291, 294.

10 John Sherman, 1:281.

1 Burke, 341.
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