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legalfy constrained by usury laws and the ‘requirement that

‘ notes be redeemable iq specie on demand. They operated on a

ABSTRACT

3
-

.This thesis examines the fluctuations in the money stock of

Upper Canada in the 1830s, and in doing so contradicts the
existing interpretatidn of the monetary - events, and also ‘
sheds further light on .the operation of the early specie
standard. The model of the ‘monetary - system used 7
incorportétes the poten£ia1 for currency. SUbStltUtlon and

expeatatlbns to affect monetary behaviour., -

)

Banking in Upper Cahada is cQaracterized by a system of .
three colluding, charte;ea, banks,” which attempted to

maximize profits in a small -open economy. Thes¢ banks were S .

demand curve determined by the utility maximizing choices bf
individual agents, whose decisions reflected the- perceived %

stability of the banking system and the utility obtained

from the characteristics ~offered by bank money, in
comparison to those of the competitive monei, specie (coins) B

and the utility‘obtained from goods.’ Y
' )

The model is employed to anquse monetary behaviour in

=
Upper Canada during the financzal crises of the late 1830s. g (é%
The results suggest that the American suspension of specie e ?
payments in May 1837 affected the ‘ﬁpper Canadian economy . §?

only indirectly, causing expectations of similiar behaviour
in Uppef Canada, and not, as ‘the .literature “suggepti,

ii1 - hd
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directly through an eiternal drain.

\ . R

"During the subseguent suspension by the Upper Canada .’

banks there was a dramatic increase in the stock of bank
" money. Thé model is modified to allow for the issue of
"temporarily nonjredeeﬁabié‘bank money, but predicts only a
mild g§pansioq>of the bank ﬁoney stock. The explanation\for
the doubling of the bank notes in circulation lay not in the
. suspension of convertibility, but in the coincidental influx
of foreign exc?ange ‘resulting from expenditures by the

British Army 'in 1838/9, . *

w
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CHAPTER 1

INTRODUCTION

1836-41 Qas chagacterized by significant cyclical

- . ) fluciuation§ in economies of xﬁe Western worrd; and the:
‘o behaviour of"* monetéry variables was particularly erratic,
witﬁ the banks of the U.S. suspending specie éayments ‘in

1837. This .thesis: analyzes the operation oi the specie

standard during these years withinh, the context of a re-

examination * of the monetary system of Upper Canada in the .

early nineteenth century. ' ' -

A model of the monetary sector .of a small open economy
is presented in which there are tyo types of money, bank

notes and specie, circulating concurrently. The determinants
- ¢ R ’

pﬁ the'stoéi'of money are examined for both‘a. regi&e where .
ﬁhe two are required to trade at a fixed pride, and a regime
H‘here the relative price is market deterﬁihed¢'8mall open
economy copstraints imply, in the-long.run; that the law of

qne  price holds, so that priéés and interest rates.:

" . (denominated in specie) ére determined by their:
international levels. This in tufn implies that the‘paiancé
'of payments operates to generate'a supply‘of money eqgual %o

the demand at the fixed price level;

The model permits the analysis of the roles of currency

substitution and changing expectations in the q?;drmination
+ é -
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- <
of the stock of money. Agents substitute bei:een monies if
their relative benefits change. Consideration of the

historical. context suggests that a major cause of changes in

the demand for monies was a change in their expected future

purchasing power. The role of expectations is examined.in
(a) thg case where an expected suspension of.specie payments
implies a fall in the demand for bank money, and (b) the
case vhere an expected resumpfidn{of specie payments at a
known exchangé“ rate constrains monetary ‘expansion undef

suspension. ' .

This model is used to analyze monetary events in Upper

Canada in 1836-41. Figure 1.1 indicates that the amount of

bank notés‘ in. circulatiop fell byiSG%'in 1837, and then =

almost doubled its initial level during 1838/39, before

. e
again falling‘ rapidly in 1839, In the trad1txonal

literature, the 1n1t1a1 fall ,h the bank money stock is
blamed on the fact that the Upper Canada banks dxd not
suspend specie payments when the rest of North America did,
and the ~ gubsequent expans1on is explained by the later
suspension of the banks. Finally; the second fall in the
stock of Sank money is interpréteq as the result of tﬁg
deffatiqn necessary prior to a resymption of specie

payments, . 5"

In this re-examination of the period it is aqggested

that suspens1on by the banks would' have been ‘unnecessary,

and that the majority .of the economic Qistress caused by-
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| N
non-suspension, can be attributed to the effects of usury
be attr 4

laws. The introduction ofiexpectations of resumption into

the model of monetary behaviour under suspension implies
that the monetary expansion was not a result of the
suspension of specie payments by -the banks, and analysis of
the history of the period suggests that a sudden very large.
influx of money from Britain was the cause of both the rise

and later fall in the stock of bank notes.

-

7

The remainder of this Introduction consists of a brief
summary of the literature concerning both Upper Canédién
monetary history, and the nineteenth ceﬁtury specie
standard, and finally'a brief outline of the remainder of

the thesis.

1.1 The Canadian Literature

The history of early Canadian financial institutlons
written by Adam Shortt  (Shortt, 1900-1902) was so
comprehensive that virtualiy all subsequent diﬁcussiéns of
the éubject have relied on his,work.'. In his discussi&n‘ of
the monetary events of the 1830s he focussed particularly én
the behaviour of individual panks, rathér thah viewing'them
as components of a national monetary system interqctingi ip‘
tﬂe international eéonomy. The regult is a very thgfough
descriptive work, but the lack of a theroretical framework

results in incorrect inferences and invalid propositions,




The 'Panic of May 1837 ended the economic boom that had

characterized the U.S. economy for most of the decade. At:

that time the majority of the American banks suspended
specié payments, as.did shortly thereafter the Lower banada
b&hks. The 'suspension of specie payments' by a bank' meant
thég,it would no longer pay out a fixed amount of specie per
$1 or £1 bank note. The bank would continue to transact all

its other wusual business, but it would buy and/or sell

~ specie, in‘éidﬁéﬁéériéi'its—sgng notes} agréhra;; determined
by the markét rather than by law. (In Upper Canada such a
suspension implied the forfeiture of the bank's charter,
unless particular legislation petmitting suspension was
- passed). Suspension of specie -payments by the banks of a
‘qountry or region effectiQe}y removed that area .from the
constraints - of - the international specie standard and
estabiished a flexible exchange rate between domestic and

international currency (or specie).

The Upper .Canada .§ans did not follow the example of
Lower Canada and the United States, and beginniﬁg. in May
1837 there was a dramatic fall iﬁ the money stéck of Upper
Canada and a similiar decline in bank lending. Shortt argues
that these declines resulted Wfrom- the poljpy of non-
suspension, which was erroneous and extrgmelf'é;;flmqptal to
the economy of Upper Canadg,(Shortt, 1902;p. 10?). He states

that the initial decline in the bank money stock was a

result of a run on the banks (Shortt, 1902;p. 105);

a i
] ¢

[543

v
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. : . ] , . . , . ’
subsequently "thé urgent need for money prevented the-
femaihderiof the notes from returning upon;%@hé banks"
(Shortt, 1:902¢p. 106). The impact of the crisis on the stock

N A . .
of,{méney was secondary to its impact on the domestic credit .

.. market. Shortt arques that the volume of discounting fell as

i
a result of the increased profitability of foreign

exchange speculation, and he continues that this caused the

province to suffer commercial distress "more severe than -

elsewvhere on the continent" (Sﬁortt; 1902;p. 1113. This
distré?s would have been alleviated, he implies, if the

banks had suspended specie payments.

-~

Chapter 4 of this thesis shows that Shortt }s mistaken
in his discussion of discounting: after May 1837 the sh;re.
of discounts in the bank's portfolios rose because the money
stock fell faster than discounts. Similiarly, there is
considerable doubt as to whether the ecomomic condition of
Upper Canada was more serious than that of other regions of
America, and also whether the causes of the contraction were

.monetary or real. Finally, while Shortt merely states that
suébension would,-have improved the economy, Chapter 4 argueé
that the primary rqfson for the monetatq'contraction vas the
fear of a .sugpension in Upper Canada. The implication of
this argument is that it was continued threats and
discussions o: suspenéion that.increased the severity of the

.crigsis, and that after the initial bank run was over there

was no necessity for a suspensidn of specie payments.

N 1

\

5 -
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. = ‘The 1legitslature of Upper Canada .passed . an°~ AZt

'pérmitting suspension lﬁ June - 1837,'and‘the gﬁper Canada

banks took advantage‘ of the 'Act: 'fyé"Commércial Bank
§u$pended in Septembér - 1837, and the otﬁ;r two chartered
"banks .suspended in March 1838. Shortttargues that the banks
dig- nﬁt need to éuspénd in-March lb38‘because the U,S. and
Lower Cénada bapks were preparing for resumption. He argues

o that it was their political power which enabled them to get

certain profitable amendments made to the originally . strict

legislation, émendments which then made it profifable for
7 -them to suspend ;pecie payments, Shortt sees the suspension
as an exogenous aect, because it,.was ¢caused not by the
a financiai- crisis .per se, but :%thér by - political

maneuverings (Shof@t, 190};p. 112),

Once the banks had suspepded‘specie payments, Shortt
argues, they inflated the money §hpply, and tookA advantage
of th?ir monopoly position pbgcharge exorbitantf;remia on , -
bills.;f exchange (Sho;tt, iQOé;p. 116).‘He states that the
banks uSgd their politié?I powers to continue the suspension
until ghe available brofitéhoqffpreign'exchange fell, and
'tiat they then reduced the money stock outstanding 'in order

. [
to resume specie payments.

Figure .1.1 shows that while :the money supplied by each .
| Y ' -
'::spank rose after it's suspension, the most rapid expansion

did not commence until late inbiaéaﬁ As will be shown later,"

¢
{




, - .« this expansion was not,. as most theor1es of monetary .

-"Ekpansion would pfedict ‘accompanled by pr1ce “inflation.
L

'Us1ng a model of the monetaxy sector under a suspension of
’w~

specie payments, it is shown that the suspens1on may 1mply a

sudden increase in the mopey stock as expectatzons of '

suspens;on are reallzed' subsequently any excess issue would

be of modest. ptoport1ons, -as would the prem1a on specie and

foreign exchange.

. .
‘

\' ’ ‘ ‘u - ’ .
1.2 Analyses of the Nineteenth Century Specie Standard

The operation of the specie standard in 'nineteenth
céqtury Amer1ca vas a subject of cons1derab1e debate in the
1960s. Thxs interest stemmed from~ the‘ work on monétary
history done at Chicago, "and the structure §£ analysiéi
introduced by Friedman and Schﬁ;;tz’ (1963) has yielded
vaih&i&é " insights into nineteenth’ \century monetary
behaviour. _Early discussions. emphasized tH% importance of
analyzing changes in the prox{mate determinants of the money
stock, and suggested that, in the 1830s, L;hanges ~in  the -

u.s. mbney stock resulted -from specie flow; qrising from
capital imports. This approach vas quéstiong@ by Williamsqe
(1961,1964) who argued that a model of mactorequilibrium in
a small open economy was a more appropriate tool with which
to analyze the 1830s than a model of the monetary sector
that assumed exogenous capital inflows. Temin combined the

methodological contributions of ~ both:  these schools of




‘s
-
-

. i RN 9
‘.“b.‘ ) 4 -\-i,#_“,y,'
o thought to exam:ne in coh51detable detail the operation of
’ v °, . .
Ve o .
"3 ‘ the Jacksonlan economy (Tem1n, j969)

~

'3

Friedman and Schwartz view,tﬁ%f}eﬁporary suspension of -
- specie payments as an integral part.of the specie standard.?
In the face of an exogenous increase inm the currency-deposit
ratio which could poten£ially force a Sharb contraction on a
'fractlonal reserve banking system, su§§¢ns1on enables the

stock of money “to fall gradually to a. newﬁ@qu111br1um-ﬂuneby

avoiding the sudden contraction that _c@nvert1b1l1ty and

fractional reserves would imply. If ;hére were no suspension 3:
the attémpt by all economic’ agents to .liquiﬁy their bank -’
money holdings in a fractional.geserve Bankiné system would
neqeséarily resultlin bank failufes, and an unnecessarily-
sharp monetary contraction. On the other hand, suspension'by*

. pfotecting the bank's reserveS'fﬁom,the'(ippéssible in the
éggregate) attempt tc‘fliquify, woufd aiiqﬁ a. -~ gradual
reduction . in thé money stock, thus minimizing th; r;;1» ' ~,

effects of the monetary contraction.

Temin's_view.Of suspension is ’similiér; to that of
Friedman' and Schwvartz, except that he argues that dpring a
suspension of specie payments, the regoval oilconvertgbility ,
removes the imﬁgdiate coﬁstraint on bank actign and there jis
.a tendency for money to bé "too easy‘ (Temin;.[§69;p. 117). ’
Both Temin and Friedman and Séhwarfz.suggest that banks will "

increase their Eese;ée ratios prior to expected resumption,.

thus reducfng the money stock: their motiv;tioq being

. . v -
.o . -
. ,
/ ° ¢
i
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uncertainty about the demand for bank notes after resumption

and the resulting perceived risks of illiquidity.

Neither "of these  analyses are complete, in that they
lack a model ,of the behaviour of a private profit-maximizing

banking system. Without more precise modelling, it is

impossible to determine éhethgr or not suspension.would

. result in money yéing 'too easy', or even whether the bank

-

mopéy'-stock would fall sharply or gradually at .the fgmg of -

~

. resumption. . : ' e ‘{
ﬁ \ . ) ) Y \
. " L s - ) :
1.3 A Revised Model of the Early §peci§ §tandard ~ b
, The body of this dissertation “consists A vf ’the

1 4 - . . . '.'!" 'H
examination of the monetary experience of" Upper Canada

w}thin an analytic framevork that extends exifting' qéfk to
incorporate curfency substitgtion and expebtatfdns of
changes in t;é relative values of the 'a%éilable ‘currencies,
both ag squension threatens and once , suspension is in K
effect. : h | _'~4- )

 'The re-examinafian starts by modelliqg;the operaéion,of
the specie standard as a monetary system in which there are
two -monies. The stocks of specie abd‘banknotes’willzdepéﬂd
on asset holder§ judgement of the-attributes of moniéﬁ and N
can be' easjl& “analyzed in ‘the spécial case wheré the »

exchan;; rate is fixeé, and all expectations are realized.

The historical events require that the model be applied to
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thgee types of situations. First, when there is threat of
'sués;nsion, and the exchange r;te remains fixed but is
expected to change. Second, during suspension, when the rate
of e;change between specie and bank notes i§ not fixed, but
agents expdct it to returh to par at a future date. Third, a
sudden exogenous - increase in stocks of foreign exchange
,occurs cdnditioﬁé of temporary suspension.

The‘predictions of the model in these situations are
applied to the behavi&ur ofl monetary variables in Upper
Canada. This exercise sugéests sthat the  Upper Canadién
suspgnsion was not .necessary, nor was it particularly
inflationary. The economic distress in 1837 was caused
largely$ by poor hafvgsts, but expectations of suspension in.
Upper Canada, coupl;d' with the effects of usury ia?s;
rgsuited'in‘; fal}l in bank commercial lending which had some

nreal effects. The shbsequent temporary monetary expansion

LY

owed more to British military spending than’ té. the bank
- . .

suspension.,

This analysis of the 1830s results in modificétign of

existing views of Caﬂadian monetary developm;nts in the
1830s. Aéam Shbrtt,' in the traditional interpretation,
interprets‘the fluctﬁations in the Upper ‘Canadian money
stoék in ‘terms of the monopoly of banking-aﬁd political
pover of the Banks (and Bank of Upper Canada in particular),
and also emphasizes the close ties betveen the U.S.,andi
Upper Canada. The analysis reportéd here, argues 'that

- R4
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economic fluctuations in the U.S. were not the sole causes
of ‘economic" fluctuations in Upper Canada, and that many of

,th§ actions of the banks did not depend. on their political

]

' power. .
A\ \

)

This thesis begins byfdiScussing the Upper kanada and
kinternational economies during the 1830s, which provides the
historical and’ ecogomi; background néceSSary ~ for
constructing a model of the monetary sector in that pe;ipd.
‘Within thjs context there is“a discussion of the literatﬁre

_ " on the fluEluaxions‘in monetary variables ip the U.S. in the

late '1836s. The core of Ehé thesis is the'moéel of the

%\ monetary sector and its behaviour during an anticipated and

~ durin§ a {reélized sqspension of specie payments, and the
application of this model to the cﬁse.of Upper Canada.

-

’ 4

\
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CHAPTER 2

UPPER CANADA IN THE 1830S

Modelling the monetary behaviour of Upper Canada in the

early nineteenth century requirxes.knowledge of the economic.

institutions of the period. This chapter presents a brief

description of the political and-administrative stfuctu;e of
the brovinceﬁ followed by a discussion of the DUpper Canada
ecdoomy‘i% the 1830s. The economy is shown to appfoximate a
small ééen v%conomy which exports one staple product, and
opérqii‘ inf a specie standasg world. This economy, if
frictions in ‘the operation of markets are abstracted from
will have a pfice level, iﬁterest rate and money stock,
determined -by their -international counterparts. The
P

description of the monetary institutions - banks, coins, and

monetary legislation . shows that .the‘“banking sysfem of

~ Upper anada_ias vell established by the mid-1830s, and that

bank notes and specie qejefboth significant components of
tPe jﬁpey stock. Finally, thére is a short discussion of ;he
causes of ﬁ%liticgl_pnregt in the 1830, and its culminétiqn
in the Upper Canada Rebellion. These political events by
léading to a significant increase in the British military
involyemen{-in‘the Province are shown (later in the thesjsy

to have had a significant impact on the economy.




2.1 Sketch of the History of Upper Canada

”

Economic policy is determined both by the structure of
government and by the politics of the Parties involved. In
Upper Canada both of those factors were basically determined

in  the 1late eighteenth century by Lord Simcoe, the first

[ ‘

Lieutenant Governor of the Province. The Canada Act (1791)

divided the existing colony of Quebec into Upper and Lower

Canada (yith the former being the area now called Ontario

.and the latter Québec).‘ At that time Simcoe determined the:

structure of government and the land settlement policy of
the province, based on his desire to establish a landed
aristocracy. The result of his. policies, evident in the

1830s, was a political system 'Eomposed of two bitterly

~ opposed parties, and an administration controlled by a small

landed eljte. Since that political structure determined the

structure of the economy -~ by, for example, its impact

_government involvement in development projects and bfnking

laws - its origins and background will be br‘efly'described.

The government of Upper Canada was chprised of a .
Lieutenant Governor appointed by the <Crown, an Executive
Council, whose role wab strictly advisory, selected by the

)

Lieutenant Governor, and the Legislature. This last body was

composed of the Legislative Council, between 33 and 40

" members in the 1830s, who were all life time appointees of

the Lieutenant Governor, and the Legislative Assembly of 64
J

members (after 1836) who were popularly elécted (Armstrong}
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1967).% Any bill before the Legislature had to be approved
by both Houses and was then passed oﬁ to the Lieuténant
Governor for Royal Assent. The Lieutenant Governor had the
power .to give or withhold this Assent, or 'reserve' a bill
to be sent to England for considerétion, and “the Colonial
Office had the right to disallow any bill, even after Royal

Assent had been given by the Lieutenant Governor.

The first settlers in Upper Canada ﬁerg primarily
United Empire Loyalists who moved up from the United States
after the American Revolution and settled-on‘.the edges of .
Lake Erie and Lake Ontario. It was-\estimated that the
population of the province in 1806 was 70,718 (;s compared
to a population. of 250,000 in Lower Canada).? ﬁy 1824 the
population ﬁad riseﬂ\to 150,000 half of whom rééided in the -
Eastefn District (Spelt, 1972; p. 34). The only towns were

York and Kingston; "no other settlement yas larger than a

hamlet” (Spelt, 1972; p. 46). | ,

’

Prior to the 1830s, immigration was almost exclusively
a result of gréup assisted mig}ation schemes, such as the
Scottish immigration to Perth, and the Irish settlers whom ?j
Peter Robinson organized to settle around 'Peterborough.
After~1830_the population of -the P;ovin&e rose dramafically:. o

Private unassisted migration generdted a steady increase in

the population which rose from 197,815 in 1829 to 295,863 in

1833 -and over 400,000 by 1839.°

/7 .
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p Kingston, the more proSperous town at the turn of the

century, had lost its dominance by the 1830s., In 1797, the
town of York (now Toronﬁo)’waS'named the prébincial capital
bgbsuse of 'its good harbor and its distance from the
American border. Initially York grew slowly, since the port

was not on the main trade route between Kingston and

Niagara., 1Its fertile hinterland, powerful political

F o

, influence and the impact of the canal system, however{
‘resulted in rapid growth. In 1834 the town of York became D e

; incorporated as the city of Té}onto, and By 1839 its

e population wés approximately 12,000.° The American canal

system cqypleted in 1828, connectea Lake Ontario with New

York City by way of the Erie and Oswego canals, which

reduced the dependence of Toronto on the ‘Kingston and

Montreal export route.

i Tﬁe‘political power of Toronto arose out of the land-
granting system. In his attempteto establish a landed elite,‘

Simcqe ‘gave large land grants to a select pfoup‘of settlers

E : (Craig, 1963; p. 34). Many of these settlers ‘emerged as
! members of the 'Family‘Compact', a Tory aristocracy based in
fork/Térénto,'whose members obtained thei; povwer through the
favour - of successive Lieutenant Goberno;h, anq/pbsftions on
ihe appointed Legislative and Executiéé'éoupcf&s. |
Althoughythere is considerableldebate in the. historical

litérature on the size and import;;ce of the Family Compact,

A it is"generally accepted that it existed and wielded a

PR A ARCA TP ST
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significant influence ow government policy'in the period
1821-41,% The Compact members shared many attributes: they
were predominantly Anglican Loyalists; -mo;; owned
considerable land holdings and also financial wealth; many
were merchants involved in foreign trade. They all belonged
to the fory party, which controlled the poiitical process to

the frustration of the other political party, the Reformers,

who represented the agrarian populist interests.

There were many questions on which the Tories and
Reformers differed. The key issues including- land
settlement, public works, economic policy and government
reform. The land settlement policy in Upper Canada was
stated in the Proclamation of February 1752, which made
provision for Clergy and Crown .Reserves.. An area was
surveyed and townships delineated, each of which was divided
into 200 acre lots. One-seventh of the lots. vere reserved
for the Crown and one-seventh for the 'Proﬂéstant* clergy.
These lots were.scattered throughout the township, aqgilwpré
intended as a source of reuenue_ighgn.;hgx_xgﬁg,ﬁoid;la;et)
for the Protesfant Cﬁurch and the gerrnmént. The reserved
lands became a source of dispute, initially because the
reserved lands were held by the Church and the government.
As a result many of the roads (which settlers were requiréd
to build in front of their property) vere inferrupted at
reserved iots since no-one cleared in front of‘the unsold

-

lots. Later, when the clergy reserves were sold, there was
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argument over the definition of Protestant, with the
Anglican Tories arguing that Protestant meant Anglican, and
the Baptist, Methodist and Presbyterian Reformers decrying

this interpretation.

The debate over public works and economic policy arose
because the Reformers were largely farmers, while the
leaders of the Tory barty were merchants. Thus the Tories
wanted to see a canal system built between Lake Huron and
Montreal in order to capture the shipping and forwarding
trade from the American West. They also wanted the
government to bear tﬁe cost of these caﬁals as then it wouid
be borne by the entire province (and presumably priQate

capital on such a scale was unavailable).

Similiarly, the Tories wanted tariffs on American
agricultural produce reduced to encourage shipment by the
Canadian route., The aéricultural community on the other hénd
saw no reason why they should finance canals to transport
someone else's produce, and no reason why competitive

American products should be admifted to Canada, vhen thé

reciprocal arrangement was not in place.

In addition to the Provincial government involvement in

the economy, the Impérial ‘"government also played an

‘important role. In Section 2.2 the role of Imperial

commercial policy is described, but the Imperial authorities

also had  an econpomic impact thrdugh their - military
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establishments 1in Upper Canada. In the.early years of the
province's history, the role of the British military was the
most important facet of the Imperial connection. At the turn
of the century the British garrisons on the Great Lakes vere
coﬁparable to export markets as a market for‘the _éurplus
prbduc;s of the area. In- later years as the province grew,
and the garrison remained of approximately the same size,
its relapive importance declined. From 1828-37 the Provinces
of Upper and Lower Canada together held 2500-3000 men of the

British Armed Forces; that is, 5 or 6 regiments.’

The economic role of the garrison was twofold. With
many of its supplies impprtéd,'there was inereased business
for forwarding companies whé shipped goods through the Great
Lakes. Secondly, the purchase of‘provisions that could be

produced lécaliy, supplied«a market for local farmers.®

There were four divisioﬁs in'the military forces: Army,
Navy, Ordnance, 4nd the Comﬁissa;i&t. The Ordnance
Department ‘included the Engineering..Cofps, and were
responsible for construetioﬁ, communications and
transportation. When the British government decided to build
the Rideau Canal between the Ottawa River and Kingstoh, it
was const;uéted by the Ordnance’Department. The can#l, built
between 1826.and 1832 at a cost of about £1,000,000, was a
source of employment and stimulated the growth of the
commercial sector of Kingstqn; The Commfésariat Department

was in charge of the administra;ioﬁ of the armed forces and

- - s+ e e B - ey > w——
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in particular was respoﬁsible for all payments. Since the

military expenditures play an important role in later

discussions, I willlbriéfly describe the payment system,

The Commissariat was under the contfél of the
Commiss§ry General, who resxded in Québec, .and several
Assistants and.Deputieéfat the various garriséns acrsss the

) Canadasr Unfortunately, -as far as-data are concerned, the
Militar& acéounts were never; divided between the iwo
prov}nces, but a ‘centtal accounting was done for the

anadas. in Britain, Pariiament annualiy voted money ‘for
military expendltures in Canada. The (knmlssary General would
usually draw_'on th1s money by selllng Treasury Bills to
banks.and merchants in Canada who would supply him with
specie. All payments by the Commissariat, for example, fof'

__brovisions or labor supplied, were made in specie (that Iis,
‘not in bank notes), which subsequently féund‘its wa§ back to
the banks. N

- 2.2 The Economy of Upper Canada in the 18308\

In the 1830s the Upper Canadlan population was composed
pr1mar11y of farming small- holders. There was also a limited
mercantile class res1dent in-the small towns and ports, vho
were iﬁvolveq in ‘wholesaling, retailing, shapplng and’“\\
forwarding. There was little industrial dqvelopmeﬁt,ki‘
North's aéns; of "the q¢yelophent of ' manufacturing fétl_a

larger market than the particular‘geograpﬁic area” (North
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19663 p. 157). Milling was the primary manufacturing

activity, with grain being ground for both "domestic

-
.

consumption and export. The timber industry was the most
important activity in the Ottawa valley and Bytown area, but

was less important in South-Central Ontario. - o
~
V.C.Fowke (1962) has debunked the myth of the self-
sufficient Canadian pioneer, and %hown that mosf farmers,
while they produced goodé‘ﬁér their own consumption, were
also involved in market transactions. Their _surplus
proddction was sold either to repay debts incut}ed in

starting the farm, or to finance the purchase of implements,

textiles and other dry goods.

The data on .goods involved in internatignal trade,
provide some ‘'insight into the behaviour of the economy in
Upper Canada. Hp?eiétiﬁ;although these data are more
aQailable th;n Ep;i otﬁ;r‘ real goods data, they are still

extremely scarce. There was no port in Upper Canada ‘that

" handled ocean-going vessels, so that all the trade between

N3
Great Britain and Upper Canada went .through the port of
Montreal in Lower Canada. It is possibie nonetheless to
obtain data on ‘Upper Canada exports because the Lower

Canadians kept‘ records of imports at Coteau du Lac (up the

! .
St. Lawrence from Montreal) classified by place of origin

(that was' the port of entry into Lower Canada of Upper
Canadian good8). Unfortunately, no similiar record was ‘kept

of the imports of Upper Canada through Coteau du Lac. Data

.
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on trade -between Upper Canada and the U.S. are even more
scarc€, and the only systematic informatjon is the customs
duties collected at the Upper Canada ports on imports from

the U.S.

The gaps in the trade data for Upper anada <an be
partially closed by drawing inferences from the 'more‘
plentiful data' on the trade of British North America as a
whole. These data are summarized in Tables 2.1 to 2.4, and
they 1illustrate that éhe majority (60 - 70% of imports and
exports) of British North Amefican trade was with Great

Britain, The most important imports from Britain were

textiles and metal manufactures, which together accounted

for over 60% of the imports of British North: America.

The direction of trade was determined by both the
commercial policies, and the production -mixes of Upper

Canada's two major trading partners.

%he major exporte of Uppef Canadé was wheat and wheat
flour, and Table 2.5 shows that, on average, they we;e 40 -
50% of ﬁpper Canadian exports to Lower Canada (either for
Lower Canadian consumption or re-export to Britain). Under
the British Corn Laws (described in’ Appendix 1) Caﬁadian
wheat and flour exports were given preferential treatment by
Britain. Conversely, Canadian yhéat faced a tariff of 25c a

bushel on e;ports to the United States which usually ‘

‘constituted a prohibitive -tariff (wheat prices averaged
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Table 2.1
Exports of British North America: 1834-43
-~ (by destination)
Year . Destination
U.K. % u,s. % Total
£stqg. lstg. ~ £ stg.

. 1834 1,721,441 65.9 95,787 3.7 2,611,018
1835 1,719,995 63.5 149,212 5.5 2,706,694
1836 1,862,797 65.1 153,054 5.3 2,861,500
1837 1,819,849 63.0 @146,658 5.1 2,888,075

. 1838 . 1,936,765 66.3 139,974 4.8 2,921,985
1839 2,061,241 62.3 228,632 6.9 3,307,169
1840 2,675,508 67.6 189,586 5.0 3,955,929
1841 2,849,712 64.9 229,035 5.2 4,488,094 -
1842 ., 1,951,668 61.7 115,775 3.7 3,160,185 .

1843 2,252,775 69.8 113,360 3.5 3,228,542

Table 2.2
Imports of British North America: 1834-43
(by source)
Ygar ‘ Source
U.K. % U.S. 1 Total

. £stqg. #stgq. £stqg.
1834 1,821,053 62.8 299,237 10.3 2,900,416
1835 2,375,007 71.5 271,065 8.2 3,319,724 .
1836 3,127,754 . 75.8 278,048 6.7 4,128,378
1837 2,669,114 69.4 276,869 7.2 3,844,373
1838 2,506,930 68.7 ~ 275,696 7.5 3,646,778 ™
1839 3,495,637 70.0 608,728 12.2 4,995,723
1840 3,170,507 67.3 822,153 . 17.4 4,709,990
1841 3,285,538 67.5 898,958 18.4 4,870,073
1842 2,655,048 67.9 747,645 19.1 3,911,171
1843 1,957,850 64.4 612,997 20.2 3,038,415

‘" Source: Great Britain, Parliament, Sessional Papers (Commons)
. 1847, Reports from' Committees, Vol. 2, "Colonization
"¢ - from Ireland” Vol. VI, Appendix p.10. ‘

=
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Relative Share of the Canadas in

¢

British North American Trade

Canadian Imports
Value %.

( £stg.)
1,018,922

896,848
1,034,514
908,702
968,599
1,099,337
1,625,685
1,884,328
1,327,306
1,381,159

Source: See Tables 2.1 and 2.2.

Canadian Exports

Value

(£ stg.)
1,063,643
1,496,378
1,941,053
1,602,353
1,413,269

2,137,374

1,903,043
1,935,687
1,923,223
1,126,536

.

3




Imports of

Table 2.4

British North America (1834-43)

»

ggat Textiles
1834 766,558
1835 1,176,097
1836 1,533,491
1837 1,082,397
1838 1,006,675
1839 1,673,537
1841 1,436,445
1841 1,534,503
1842‘: T}284,465
1843 842,090

(by products)

in £stgq.

% Manufactures 3.

45.9%
54.5%
56. 1%
50.5%

50, 5%

54.9%

50.4%
52.1#
55.0%
48.1%

207,862  12.4%
204,555 9.5%
303,030 11.1%
259,51; 12.1%
240,285 12.0%
392,534~ 12,9%
380,126  13.3%
409,390  13.9% .

| 273,925 11.7%

13.5%

“236,097

Total

1,671,069
2,158,158
2,732,291
2,141,035
1,992, 45

3,047,57}
2,847,913
2,94%,061
2,333,525
1,751,211

Textiles = apparel and cotton manufactures + silk’
manufactures + woolin goodsy
Metal Goods = hardware and cutlery + iron and steel

Source: Great Britain, Parliament, Sessional Papers

(Commons) Vol.14, "Trade of the United Kingdom
with different foreign countries" Vol .XXXIX, p. 330.

\
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’ Table 2.5

”//Exports from Upper Canada to Lower Canada: 1831-39

(by product)

Wheat Flour . Ashes. Total % Flour

(bus) (bbl) ‘fcya _ fey. & Wheat
434,850° 89,428 94,640 © 599,618  46.5
311,052 71,580 88,655 448,951  41.2
366,888 112,470~ 61,266 538,193 54.1
349,623 164,000 845,906 538,254

39,470 102,117 54,457 443,275

56,751 173,103 88,424 639,857

5,511 52,290 104,264 496,241
16,086 124,029 86,191 594,819

31,284 125,139 84,273 504,930
' P

s

Source: Blue Books of Lower Canada.
Imports of Lower Canada at Coteau du Lac from
Upper Canada. : . ’

~ -
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about $1 a bushel)., In general, wheat and flour prices in

v_,v.vr
.

the U.S. were slightly higher\thén in Upper Canada, but from
1835-38 the price difference rose sufficiently to encourage
.. some Caqadfan"exports of flour .to the U.S. (Jones, (1946)

. . 1977; p. 123), The 1831 Colonial Trade.Act repealed duties

‘_“.r‘,v‘

on American agricultural products entering British.North

America, but wheat and flour were usually sent to Coteau du

“,

\ Lac for. export to Britain, rather than for Upper Canadian

consumption.

P, ) : S
NS o e T
‘M}"“ e N

~ v

SR éﬁe dirgétign of trade’ in manufactured goods was

similiarly affected b§ compercial policy; In the Canadas
\ \ s thére_was:a 5% tariff on manufactured goods imported from
| A Britain and a 15%% _tariff on manufactured goods from the
{f t U.S. This difference discouraged imports of American made
' L | manufactéres and outwgﬁghed the cheaper transportqélon.costs

X

; . . . u
i of the. Liverpool-New York-Montreal route compared to the
)

' Liverpool-Montreal-Toronto route. > .
’ ,; The other imgedimént to close trade ties between the
K\ United .States and Upper Canada-waé t;e similiarity of their
: ‘ outpuf’.mixes.‘ The U.S. itselfi imported . much of, its
& ) e, " manufacturing equipment aq2. df§ goods from Gréat Britain,_
' . {nd_the main exp&rts of the Northern and éesgern States wesxe
wheat, flour and potash (North,. 1966; p. 107). '
Y . As stated earlier the most important exports of Upper
. . éhadh vere wheat and wvheat flour, and the wai—being of
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Upper Canadians in large measure depended upon the harvest,
and the p;ice of wheat. Figure 2.1 presents the behaviour of
the price of wheat in Upper Canada and in England from 1832
to 1840. The behaviour of the prices 1illustrates well the
degree of openness of fhe Canadian economy. Basically the
price of wheat in Upper Ganada depended :upon the British

price and the Corn Laws, so that at low British prices, the

(price in Upper Canada was also low, In the winter however it

was very costly for goods to travel from England to Upper or
Lower Canada, so that if there were an unexpected shortage
(surbluaﬁs could be storeé) the price would be determined by
domestic supply and demand. Figufe 2.1 shows that the

[y

Canadian price “%f wheat rose in the winter of 1836/7

relative to the U.K. price, as poor harvests in Upper and

Lower Canada resulted in a shortage of wheat and flour.

4 ~
- . L , A
The Canadian climate w1qh its harsh winters, and wet

\

springs affected both domestic and intetnationa} t?EEE. The

access from Britain to both the Canadas was limited from

~ December until April as the ports of Montreal and Quebec

ok

‘yere closed by ice, and in the spring the roads became

impassable gquagmires. Consequently, commerce in Uﬁ!ﬁr Canada

-had a particular seasonal routine. In Octobeq.inaividuals\

bought their provisions for the following winter. Jn January
or February they would bring their wheat or flour (which had

been threshed and ground. during the dull late fall) to

Torontq‘ where %F would be stored or sold to the merchant.

4 B
L ® . . L]

\
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During the spring thaw in April and May nothing moved in
Upper Canada, but sales began 1in June and July, and the

boats carrying  imports up to Toronto transported flour and

wheat down to Montreal. The late summer was a slow season

for the merchants, until the winter purchases in late

October (Acheson, 1975).

The economy of Upper Canada was not one of self-

’ » sufficient pioneer communities, but rather an agricultural

economy linked to the international economy, and

, particularly to the British economy, by the export of

4 .
/ primary products, particularly wheat, and the import of

manufactured goods. The closer links to- Britain than the
U.S. were as much a result of Imperial commercial policy as

®

the work of natural economic forces.

- - N

The Upper Canadian economy may be cénsidéfeé’ a 'small .
open economy, in ' that it was usually a brice taker in the
mérkét for its exports and imports. The important exception
to this occurred in the winter months when an unanticipated
change in mérket conditions could result in price changes,

as the ecoﬁomy was virtually c¢losed during the winter,

.....
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2.3 The Currency of Upper Canada

. In modeling the monetary sector of Upper Canada it is
assumed that there are two domestic media Wf exchange:
metallic money or specie, and paper money or bank notes; and
that speéie could also serve as an international medium of
exéhange. This is an abstraction from the historical reality
where many coins and many types of bank notes existed. This
sect{on.pf the chapter describes the role of specie money in
Upper Canada, as both a domestic and international medium of
exchange, and _examines the basis far the abové stated

assumption. (The following section focusses on the role of

bank money).

Thgre was no Mint in Upper or Lower Canada and the
specie in circulation consisted of gold and silver coin from
Britajn and the U.S. with a smattering of Prench coins and
Spanish and Latin American silver. (There are no references

to the existence of bullion in Upper Caqzda, either in bank

vaults or private stocks). The wunit of account in Upper

Canada was the pound currency (#cy. as opposed to the
£stg.).? There were no coins issued in this unit, but most
gold and silver coins in circulation were given ‘a legal
rating in pounds curreﬁcf. These ratings were changed from
time to time by aﬁ Act of the Provincial go&ernmént, in
reséonse to changes in the world price of specie, ch&nges in

N
the weight. .of the U.S. dollar, and the whim of the Upper

Canada government of the day. The only constant in the

it 4
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changing laws was that US§1=5/-cy.

A discussion of Upper Canadian coinage must start with
a few details of British and American currency, since many
of the coins in circulation originated there. In comparison

to the multi-coin system in Canada, Britain was on a gold

" standard (a mono-metallic standard) and the U.S. was on a

“bi-metallic standard. The purpose of a bi-metallic standard

was to have a high value (gold) coin for large payments and
a low-value one for smaller payments. The problem with a bi-
metallic standard was that if the relative value of the
coins was once legally established at the market price, if
it was desired to maintain cifculation of both metals, the
weight of at least one of the coins would have to be changea
every time the relative market values changed. The British
gold standard solved the problem of ’smal{ payments by
minting token silver coins  (i.e. coins with silver value

less than their face value), which were legal tender to. 2

"stg. only. ‘It was an essential feature of specie standards,

that specie metals would be bought or sold by the Mint on
demand at the stated prices, and specie (gold or silver)

could be exported without restrictions.

In Appendix 2'the gold par of exchange between the
U.S. and Britain 1is derived; this par was $4.87 = ilstg.,
but was always quoted as a 9.7% premium, as the official par

was $4.44 - flstg.
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In Upper Canada the relevant currency law in the late
1830s was the Act of 1836, a part of which is shown in Table
2.6. The. Act overvalued the British shilling (whose legal

tender value was left unrestricted) and conseguently ‘the

British shilling became the dominant coin in. Upper Canada. A

Committee investigating p:pposéd changes in the currency
legislation in 1841, - found that "In Uppér Canada the change
is virtually made already (to British sterling money) and
thepe is nothing but British coin there"; and one witness
stated that, "In Upper Canada, since the dollar has been
rated too low in proportion to British moneyh~the_latter has

... virtually superseded all other money".'°

e

The Act established par at UCS5 = £istg. which as
quoted against the 'official' bar of UC$4.44 = £1 stg..was a
12.5% premium. Since, at par US$4.87 would buy £1 stg.,
Upper Canadian dollars would be expected to trade a;‘a 2.5%
discount in‘:the U.S. at par. . (See Appeﬁdix 2, for a-
discﬁssion of the process by which shillings dréve out. other

coins and the par of exchange was established).

The coinage laws in Lower Canada were similiar to those
of Upper Canada except that in Lower Canada éhillingq vwere
valued at 1/1d cy;, and several French coins were legal
tender at values above Itheir specie value. ?his led -to
acrimonious correspondence between ‘the banks as, for

_example, the Bank of Upper Canada would pay its debts to the

Bank of Montreal in ove}valped'nritish shillings, and the




Table 2.6

-

The Value of Co1ns in évcy. Estab11shed

by the Act of 1836

L

CqQin " Metal " Face Value Cy. Value
Ny ~ ¢
- Soveref@n . gold 20/~ stg. 24/4 cy.
Eagle (post 1834) gold ' $10 50/- cy.
R British Crown © silver (t) 5/- stg. 6/- cy.

-

British shilling silver (t) 1/- stg. 1/3 cy.

Dollar , silver $1 5/- cy.

Source: Upper Canada, Laws, Statutes, An Act to repeal and
, amend certain Acts of this Province in relation to
gold and silver coin made current by lav ...
6 Wwm, IV ch. 27.
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Bank of Montreal would pay out its notes in debased French
half-crowns. The situation was not resolved until 1841 when,

after the Union of the Provinces, a unified currency system

for the two provinces was created (4 and 5 Vic. Ch.93).

Payments for international transactions were made
either in specie or py bills of exchange. Since, as shown in
Section 2,2, the majority of Upper ‘Canada trade was with
Britain, and because London was already the international
financial centre, Upper Canada trade payments and réceipts
were often in the ;orm of bills_of exchange on London. Thué,
exporters (in Upper Canada) received billé of exchange from
their debtors, which stated that the exporter.ﬁould receive
fx stg. in‘ London in‘Gb.or 90 days from date. The gxpofter

could either wait and ship his specie, or sell (discount)

this promise to pay. The banks frequently bought such

exchange and sold it to importers who could then pay their

Engliéhvaebts with such a bill,

Bill prices were determined by interest rates and the
balance of payments, and the specie points. At par, bills

would have sold at 12.5% premium (as described in the above

paragraph) plus the interest rate component. If bill prices

exceeded this -plus the sﬁipping costs of specie (i.e. the
specie points) thé‘;mporter would draw'specie from the bank
and ship it to England., If biii prices fell below th; specie
points (12.5% - shipping costs) the exporter would prefer to

wait for the bill to mature and import the specie. The bill

< -~
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prices were also influenced by the New York market for
exchange on London, as it was relatively easy to send agents
to New York to buy or sell bills‘*of exchanée (there were no
agents permanently posted there). There are no references to
any trade in internal bills of exchange but all the banks
traded bills of exchange on New York, although this was
subsidiary to the trade in e}change on London.

Data on specie flows in and out of Upper Canada are
unavailable, and ;gain inferences are drawn from thg
existing sources. Thefe are figures on the specie reserves
of the banks §%d of their imports (but not exports). There
are also data on the inflow and outflow of specie at St.
John, the main port of entry from New York to Montreal (and
Upper Canada). These.dafa are shown in Table 2.7. From 1834

onward the exports of specie from St. John are quite small,

and the net imports are always positive.

There are two final points to be made with 'tespect fo
the state of 'the Eﬁrrency in Upper Canada. Firstly, there
are freqigdt comments in the literature concerning the
scarcity of specie, and resulting premia on dollars and
half-dollars; similiariy many authors have statedk that
despite the legal rgquirementé the Banks would not redeem
their bank notes in specie at par. The above discussion

shows that the premia on dollars resulted from the over-

valuation of the shilling, not a 'scarcity of specie'. The

merchants paying trade balaﬁces in spécie,-preferred dollars
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_ ‘ Table 2.7
Specie Flows in Upper Canada: 1830-40

Year Reserves Imgorts . Imgorts ﬁ Exgorts a_t_

U.C. Banks U.C. Banks St. John St. John
) (!cy.) (£cy.) (,t’cy.) (!cy.)
1831 42,664 26,000 185,625 53,252
1832 N.A. 63,000 79,110 96,802
1833 62,437 78,000 - 116 275 84,586
1834 67,541 137,500 134,207 - 20,250
1835 130,175 137,500 96,975 27,194
'1836 138,756 75,000 30,150 17,032
1837 118,038 210,005 153,691 17,341
1838 189,706 132,500. - 104,175 12,431
1839 214,293 132,500 104,175 18,031
1840 229,004 60,000 ‘

Sources: 1. Upper Canada, Parliament, Journals (House of
Assembly) .

2, Canada, Parliament, Journals (House of Assembly)
Vol. 1, 1841. Appendix O "Final Report of the
Select Committee on currency and banking"

" 3. Blue Books of Lower Canada. \

o,
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or sovereigns to the token shillings, but given the currency
law, the banks naturally charged a premium on such specie;

again the premium did not reflect a 'scarcity of specie’.

In conclusion the existence of many forms of specie and
coins, does not preclude an analysis based on one specie

‘money. The operation of Gresham's law meant that the prices

of all coins were fixed by their relation to the overvalued

coin, and thus specie cauld be considered as a Hicksian

composite commodity.

2.4 Banking in Upper Canada

The Canadian banking system has always been dominated
by ‘'chartered banks', Private banks were pérmitted to
operate in Upper Canada up;il 1837, however they pléygd only
a minor role in the industry (10% of the'total note {Qage)w
and after 1837 no new private banks were permitted to oé;n.
The Lperation of a chartered bank system gave the local
legislature  the privilegé of allocaﬁipg monopoly benefits, -
but the benefits of a charter (and therefore its value) were
not wéll—defined: The advantage of a charter to the stock-
hplder was that it conferred limited liability status.on the
shares of the bank. Thé benefit to the holder of bank
liabilities (i.e. notes or deposits), lay in the safeguards
imposed upon the chartered.bank, such as, a limit on note

. issue of _three times the value of the capital stock

‘(Breckenridge, 1895; p. 31), and the value of the government
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\

approval.,

Before the establishment of Canadian banks, trade in
the Provinces was carried out by a mixture of American and
British currency, bills of exchange, merchant's 'bons'
(i.e. 'good for ... '), and I.O.U.sﬁ Durin_g'the War of 1812
the Imperial Army financed much of its expenditures in the)
North American colonies by Army Bills which were issued in
payment for supplies. These were in large denominations,
paying 4% interest, and small bills (less than $25) which
acted as a medium og .exchange and were interest-free.
Although they were withdrawn from c¢irculation in 1815,
(there were then about,zl.s million cy. in circulation) they
had already served the purpose of fémiliarizing people with
paper money, illustrating that it could be both convenient

and reliable,

The chartering of the first Bank of the United States
in 1792 stimulated merchants in Montreal to attempt to
charter a bank. They were unsuccessful until 1821 when the
Bank of Montreal received its charter, having operated under

Articles of Association from 1817 - 1821,

The first chaftered bank in Upper Canada was the Bank
of Upper Canada at York, and it was the only bank chartered
in the Province bet:fé; 1822-3;. The story of the bank's
chartering is qufte involved. In January 1817 merchants in

Kingston petitioned the House of Assembly for a charter fer
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a Bank of Upper “Canada. Shortt describes the reaétion of
mémbers of the Family Compact in York to the petition:
"[They] seemed to have awakened to the fact that despite

. their customary vigilance, here was something likely to go
past them which mighﬁ make a desirable addition to their
already valuable collection of provincial good things"

(Shortt, 1900; p. 4).

~ The result of the subsequent political battle was that
a private bank, later knbwn as the Pretended Bank of Upper
Canada, commenced business in Kingston in 1817, aﬁd the York
merchants received a' charter fort a Bank of Upper Canada
(referred to as the 'York Bank') in 1821, The Kingston
merchants were then dranted aophgf?br for their bank, but .
the bank failed before acquirin@s the stipulated- paid-in
capital, so the York Bank was the only Upper Canadian

! 4
chartered bank until 1832.

The bank was permitted a maximum capital stock of
£200,000 cy., made up of 16,000 shares of £12/10/0 each. The
bank could commence buéiness after at least 150,000 (4,000
shares) was subscribed, and £20,000 paid-ih in specie. These

////,,fequiggpents were all halyed shoftly after the charter was
issued, and the bank's opening was only made possible by the
government's subscribtion te 2,000 shares (£25,000), and
payment in specie of 25% of their value (£6,250). The notes

issued were to total less Ehan .three times the .paid-in

capital, and were to be redeemable in specie en demand, and
]
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had to exceed 5/-cy. (§1) in value. The bank's shareholders

hadvl1m1ted llab111ty, and the bank was to discount notes of
hand and promissory notes, but. on no-acount to lend on
land,” mortgage or hypotheque*. .Finaliy the opening of
branches was explicitly _ authorized (Breckenridge,

1895; p. 56). ] ' 4

Prior to the opehing o;_hhe Bank of Upper'.Canada, the
Bank o&f Montreal operated ‘agencies in Kingston and York.
Thes; were closed after'January~1824, when a law was passed
prohibiting banks from issuing notes in Upper Canada 1f they
would not redeem their notes 1n spec1e in the Prov1nce.
Apparently the observance of - the law was only partlal
Dénison, in his historx of the-Bankve? Montrgal, states that
in jﬁﬁi 1826 J.H.Dunn, the Receiver General of bpper Canada,

acted as the Bank's representative in York, and from 1829-33

the «Bank of Montreal had an agency in Kingston while the'

-Rideau Canal was under comstruction (Denison, 1966; p. 158).

‘There is a general consensus in the literaturebthat~the
Bank of Upper Canada's'hankjng honopoly resulted _frem the
elite posiE;on of "its stockholders, and was of cbnsiderahle
benefit to theﬁ'(McIvory 1961; p. 34; Craig, 1963:1p. 162).

.'.

The monopoly privilege was however limjted as shown by the

existence of the Bank of ,Uentteai agency and the later

appearance on the scene of private Banks. On the other side

of the balance sheet the bank s . monopoly of ‘lending was

limited by the fore;gn competitlon. Most merchants, who were .

?
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virtwally the only borrowers from the Bank, could also
obtaip some credit overseas, phich\limited the monopoly of
the Bapk. The one area where it did have some ‘monopoly power
was in léhoing to the Government, however these locans
constituted less than 10% of the Bank's liabilities in the
1820s.'' It is certainlp true that the %ank had powerful

. political connections, however it is probable that at the

time when the monopoly privilege would have betome valuable,

other banks obtained charters.

In the later twdies the prosperrty of Upper Canad'a
and the British decision to spend 1600 000 stg. to bulld the N
Rideau Canal, spurred the Kingston merchants to renewed
eftorts to, obtain a bank charter. These efforts were
unsuccessful until the early thirties, when they’ gained
political leverage from theléish of the Bank of Upper Canada

for an increase in its authorized capital. o o

\

.
- N - - '

[}

N\
In 1830  the ‘!@gisldtive -Assembly passed a bill
incorporating tﬁe.Commertial Bank ththe Midland Diiirﬁct,

but . it was rejecﬁed by the Legisiative Council, The Banﬁ‘of

+

Upper Canada reacted to thxs threat to 1ts monopoly power by
g1v1ng its Klngston branch 1ts own Board of Directors “with

the power to dlscount 'bills on the spot The K1ngston1ans

were not appeased however hnd vhen, in 1831, the Legislati

3
kY

Counc11 proposed a b1ll 1ncreas1ng the cap1tal stock of the

York Bank, the Legrslat1ve Aqsembly voted against it. In

\

k'_ 1831/2 a compromise~vas reached aﬁd the charter for the

* 7
! 4

w;:x?rh'«&- i \ PP
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2N . Commercial Bank, and the increased capital stock for the

N

o “Bank of Upper Canada were both given Legislative approval.

i In November 1833 a petition was introduced to the
i Legislature asking for a charter for a Bank in Hamilton, to
E be called the Goré Bank. This petiﬁioﬁ was endorsed by Allan
f. o MacNab, a Hamiiton Tory, whose reaction to the Council's
, ‘ rejection of the petition Shortt describes as follows "(he)
began to expose the motives and methods of the Council in

such matters much to the delight of the enemies of the

AR Compact, and the edification of the public in general".
‘ (Shortt, 1901; p. 315). The Gore Bank Act was passed by the
Legislative Council in 1835, and received Royal Assent in

October 1835, The only unusual feature of‘the charter was

~\\ - - that shareholders wer; subject to double liability. In the
| Sessions of 1836/7, nine moreybagk charters were approved by
the Legislature, Kyt the British government had instructed

the Lieutenant Governor to reserve Royal Assent on all money

" - (i.e. banking and currency) Bills. Thus theie charters vwere

withheld and subsequéptly forgotten in the financial crisis
of 1837-39.
] ' o
Although the three largest banks had charters, i; was
legally permissiblé to open a bank under Articlés of
{ssociqtion, and four such private banks opened in the early

1830s: The Farmer's Banking Company, The Niagara Suspension

Bridge Bank; the Bank |of the People and the Agricultural

Bank. These a
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however) and the Agricultural Bank, in 1834, innovated the
practice of paying 3% interest on deposits, which policy was
éubsequently copied by the chartered institutions. The share
of the private banks in total note 1issue by Upper Canada
banks peaked in 1837 when the four private banks had issued
17% of the notes 1in cifculation., In that year the
Legislature passed an Act "to protect the public against
injury from private banking" which prohibited the note issue

of private banks except those already in existence.

No new banks Qere chartered in Uppef Canada until the
mid-1850s, and although the Bank of British North America
commenced operations in the province in 1837, it did not
issue notes within tﬂe province until after 1840. The Bank
was incorporated in the United Kingdom in 1836 and Canadian
banks, which saw it as a source of capital fqr the Province,
enthusiastically endorsed its arrival. The bank later became
an 'import;nt source of loans and foreign capital inflow,
although its note issue was always a relatively small part
of total note {ssue, and was also smal} relative to the

amount of its discounts,

The system of banking that had evolved by the’mid—18305
vas that of a few large charﬁered banks (each with some
locational monopoly), wﬁich had several branches, and a
fringe of private banks. There had, ﬁowever, been
considerable discﬁssion of alternative banking systgms. The

. two favored alternatives were unregulated or free banking,

a
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and a Provincial éknk, and subsequently both of.thes&»\\

schemes were implemented. As early as 1821, a Provinciad -~

Bank was first suggested as a cure for the economic ills or
'scarcity of specie' in the Province. In April 1821 the
Kingston Bank had not taken wup 1its charter and the
Legislature passed "An Act to Establish a Provincial -Bank"
which was to be called the Bank of Upper Canada. However,
two days later the charter for the "Bank of Upper Canada" or
York Bank, was returned with Royal Assent from England and
that Act took precedence. In'fact, the desired Provincial
Bank's charter was very similiar to that of the Bank of
Upper Canada, which acfed as)p Provincial Bank for the first

ten years.

In the 1830s Wm.H.Merritt, the promater of the Welland
Canal and a prominent business man.in Upper Canada, secured
a Committee to investigate the establishment of a Provincial
Bank. Witnesses suggested alternative ways of increasing the
circulation and more importantly the amount of loanable
capital in the Province; specifically, increasing the

capital? of the already existing banks, establishing a

4

' (///Provincial Bank and deregulaﬁing Banking. Ultimately Merritt

introduced a bill to establish a Provincial Bank with \F

capital of £500,000 of which £350,000 was to be subscribed

in Eﬂgland,,{Z&,OOO would be subscriibed by the Provincial

Government, and the remainder would be raised by private

subscription. He argued that the Bank would make sufficient

‘
o

4
!
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profits to ease the public 'debt, but the Bill failed to
pass, possibly due to the disinclination of shareholders of

the existing banks who dominated the Legislature.

The idea of a Provincial Bank was reintroduced after
the Union of the Provinces by the then Governor General,
Lord Sydenham (né Charles Poulett Thomson) who had been
involved in the conteniporary UK debate between the Currency
and Banking Schools of thought. He was 'an ardent supporter'’
of the Currency School which believed that "the way to avert
booms and panics as well as to maintain the intrinsic value
of the standard was simply to control the issue of notes"
and this could be done by having a central issuing authority
(Davoud, 1964; p. 97). 1In %uéust 1841, he introduced a
proposal to establish "The Bank of the Prévince of Canada”
which would have a monopoly of note issue in the Province,
but the proposal was dismissed without discussion by the

House of Assembly.

2.5 The Role of the Banks as Suppliers of Money and Credit

The  banks in Upper Canada served two economic
functions;,th;y supplied a medium of exchange and they were
the only organized domestic short-term (mercantile) lending
agency. The functions of the Bank are illustrated by the
Balance Sheet of the Bank of Upper Canada shown ih Table
2.8. The largest liability of the Bank wds its notes in

circulation. Throughout the thesis it is assumed that bank

o




Table 2.8

The Bank of Upper Canada

Balance Sheet

February 3,]836

Assets
Specie 1402,
Real Estate and Furniture 8,
Bills of Other Banks 16,
Balances due from Other Banks 7,
Notes and Bills Discounted 479,
In 'transit’ i 1,

Total Assets
‘ .

Liabilities
Notes in Circulation . !LZZO,
Deposits " - 157,
Deposits with Interest 8,
Balances due to other Banks 29,

Total Liabilities

Capital Stock

859
858
092
408
321
745
\ / 616,283

023
755
737
768
416,283

200,000

£ 616,283

Source: Upper Canada, Parliament, Journals, (House
of Assembly)
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notes were a part of the money stock, while deposits were
not. This arbitrary assumption 1is based on the fact that
deposits were not used as a medium of exchange but were more
similiar to today‘s savings accounts. There are no
references to the use of cheques on deposits as a means of
payment, which furthgr supports the <conclusion that - they
were savings accounts rather than a medium of exéhange. The
60:40 split between bank notes and deposits was reasonably
typical éf the 1830s although during 1837 bank notes bfiefly
were a smaller fraction of total 1liabilities than were

deposits.

. The balance sheet does not distinguish between the

various assets in the Bank's portfoliofand only shows the

‘ level of specie reserves and th; total of bank lending. A
Q f\;xll discussion of the bank's reserve ratio is‘ postponed
until Chapter 6, however the 17% :esérve ratio in Table 2.8

is reasonably *typical. .
4 » A
-Bank notes were a significant component of the total

stock of money but the lack of data on the amount of specie
held by the publié ﬁeans that it is iﬁpossible to state its
exact importance. There are.some indications however that
during the 1820s and early’ 1§30s, the public éraduéily
inéreased their hoId{ngs of bank money, and total,.money as
the convenience of paper money was noticed, and banking

institutions became familiar and available to wider-@;eas.- -
- 4 : :
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In 1825 the circulation of the Bank of Upper Canada had
reached £61,000 cy. and the Bank's Cashier (i.e. general
m;nager) estimated that the circulating medium of the
Province was £135,000 cy. made up of £30,000 cy. in specie,
!60,000 in Bank of Upper Canada notes and 145,000 in Lower
Canada notes: and those of the United States (Mclvor,
1961: p. 36). |

By the lgﬁe 1830s the role of paper money had expanded,
¢ » as illustrated by the following two pieces of evidence. Tée

| Manager of the Bank of Montreal, giving evidence before a
Committee inquiring into the causes of the 1859 Recession,
compared it to the 1837 fipanciai crisis and commented that
"Bapk notes, then,< almost as now, were exaclusively the

circulating mediugp."

The second piecejof evidence comes from the Blue Books

of Upper Canada n which Jthe' Lieutenant Governor was

~ . . reqQuired to ‘comfient annually on the currency of the

Province. The usual entries in the 1830s simply gave the

legal tender values ?f many coins and‘saéd that Notes of the . i
three chartered banks were in circulaﬁioh as vell "as some

notes frqm-UniEed States and Ldwer Canada banks. In 1840 the~
.éntry-’is somewhat quller since there -was a significant

change in the-cugrenc§‘4 ghe‘reéumption of 8pec¢te payments :.
by ppﬁer Camada-banks, The Lieutenant GbQErndr‘statqs that |

since (a) the baﬁis issue small noteq“(f.e:VS/- or.$1), and ..-

since (b) specie was not jused for‘interpqg transactions- T

o - L - . . . . .
. s .

AN s -
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during the suspension: "no means - exists for gsecertaining
the amount of  metallic currency, but it certainly is
exceedingly small in proportion to the whole currency of the
province". He added "there is a partial circulation of tﬁe
paper issued by the banks of Lower Canada and the United

]

States"

These small pieces of information support the inference
that in the late 1830s, the paper money of the Upper Canada
banks was a major component of the money,stock. They also
give supplementary evidence on the competitive nature of
money issue, since it 1is «clear that both U.S. and Lower

Canadian paper money circulated in Upper Canada.

The revenues of the banks arose from their ' lending

which was predominantly in the form of discounting notes of
~ hand, and bills of‘)}xchanée. This was, therefore, all
mercantile lending, and the merchants in turn gave credit to
purchq5ers, vho usually obtained goods on credit. The larger
merchants wusually had three alternati;e sources of credit:
his British exporter/supplier, a British finance house or
Bank, and a Canadian bank. In his recent book on the
Buchanans of H;%iiton, McCalla (1980) shows that their
liabilities included all three alternativss and this.aépears

to have been quite usual.

The. usury laws incorportated into the bank's charters

-prohlbxted any lending which y1elded a return greater than -

. - -
. . .
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6% per annum. In fact if a contract stipulated a higher raté\
of return, the debtor was not obliéed to repay the sum. The
banks always lent at the 6% rate (McIvor, 1961; p. 35),
supporting the hypothesis that the usury law represented a

binding constraint on the banks as lenders. .

2.6 The Long-Term Capital Market

The long-term capital market can be broken down into
domestic and %nternational tran;actions. During the 1820s
‘there was virtually no long-tefm capital inflow, and 1long-
term lending consisted of private iﬁdividuals borrowing from
other privats individuals on mortgages (Gagan, 1974), and
government borrowing on debentures from either private
individuals or the banks. The government borrowing was on a
small scale; only five o{ the twenty-five issues exceeded
!f0,000 cy. and .all of these five were .to raise money for

the construction of the Welland Canal.

In the 1820s * three large capital projects were
4

undertaken_ in Upper Canada and each was financed in a

J
different way. Chartered in Britain in 1824, the Canada

Coﬁpany purchased ;pproximatgly two million acres of Crown
and Clergy Reserves, from the Upper Canadian government, for
1344,375 payable over the years 1827-1843. Thé purchase price
vas used to pay the expenses of gov;Enment, previously

assumed by the Briti'sh, so the company which was initdally

to provide a source of capital for the colony, simply




substituted Mor British payment.ef administrative costs.

The Rideaﬁ Canal was constructed and paid for by the
British Army, but while its construction generated a small
qum in the Kingston area for a few years, the canal was
constructed for defence purposes, and did‘ not affect

/

transportation routes and costs for the Upper Canada

farmers,

The Welland Canal connected Lakes Erie and Ontario
avoiding Niagara Falls. Construction began in 1824 and was
completed in 1833. It was financed by a mixture of
shareholder capital, privately held bonds, and Provincial
government bond holdings. Th%flatter undoubtedly influenced
by the close connections between the Welland Canal Company
and the PFamily Compact (Aitken, 1952). Although patterned
after the Erie Canal, the Welland Canal never achieved the
success of that Canal.and throughout the 1830s revenues were

insufficient to pay for maintenance and interest payments.

’

In\lhe 1830s the Provincial government sought long-term
loans in Britain. The first 1loan, of .1200,000 stg. was
granted in 1834; the house of Thomas Wilson’and Company,
vith considerable experience in Ahglo-American finance took
the loan, and in April 1835 a loan for £400,000 stg. was
split between Wilson & Co. and the Baring Bros. Once the

English finance houses had accepted the loan the governmet

implemented it by selling bills of excﬁange on Wilson &

-
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Co. or the Baring Bros. to those who tendered for them: the
purchasers in 1834 inctﬁded the Bank of Upper Canada
(fSS,OOO), the Commercial Bank (!45,000), the Bank of
Montreal (£20,000), Wm.H.Merritt (President of the Welland

Canal Company, £41,600) and sundry merchants.

The money raised by these 1loans was used to repay
previous issues which had fallen due, and to commerice
improvements to the St. Lawrence Seaway. The improvements
generated little revenue however, as they were useless
unless similiar work was dones on the St. Lawrence in Lower
Canada, and the™Legislative Assembly in Lower Canada refused

to support such improvements. As a result, although the
loans in 1834 ;hd 1835 eased the fiscal pressure
temporarily, in 1837 the Provir&al government  again
resorted - to borrowing. In 1837, however, the London market
for North American bondé\ was very much weaker, and the

government sold the bohgs (denominated in lstg.) by tender
in Upper Canada. - éa

The bonds worth [138,650 were all bought by the Upper
Canada banks and the complexity 6f‘ the exchange is
illustrated by the Council's evaluation of a tender by the
Bank of Upper Canada to buy the’bonds at par: "The offer of o
the Bank is a fair one; .this season will probablf .brfng in ;
" the London market about 97%, the rate'bf exchange is about / ¢
7% in !hvo;r of London, from which is ‘to be deduc;ed

commiskion and expenses (abeyt [3)'.- The bank could then
‘ : {

L4




" very moderate scale, of long-term investment in Upper Canada

¥
S5
expect a 3% profit (100-3+7-1), which the Council felt was a
"fair' return to a risky venture. That risk was indeed high,
as the bonds sent subsequently to Baring Bros., sold at

between 90 & 95% rather than 97%. )

Again the bond issue only provided temporary relief for
the Provincial government, and by 1840 it was forced to sell

its stock in the Bank of Upper Canada in order -to meet its

£y

external interest payment. (The stock sold at 1% premium for

£25,250).

In summary, the 1830s witnessed the beginning, on a

by the British., The medium was government backed debentures;
although' direce invgstment (the Canada Company) and private
bond issues (the Welland Canal Company) also generated some

capitallinflow.' 8

2.7-Political .Unrest in Upper Canada in 1837

-

In Canada, . 1837 ‘wés‘ a momentous year in botg the
political and economic Spheres. 'In' May;jthe Low&r Canada
.banks suspended specie payments, and the ﬁ;pQr Canada banks,
‘while maintaining specie payments, drastically reduced their
notes ‘in circulation and diééounts. Towards the end of the
year, in November and MDecember respeétively, there_ vere

Rebelligns in the Lower and Upper Provinces, which

ultimately resulted in the Union of the Cénadas in February
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1841. This chapter discusses the political situation, and

leaves until the next chapter the disgussion of the direct

antecedents of the‘banking crisis., «
> ' ' | . ’ |
- The Rebellion in Upper Canada was a limited armed

| revolt by a few of the Reformers led by William Lyon

-~

McKenzie. The Reform Party lost political p&wer in 1836

o after an election in which the Lieutenant Governor - Sir
. o y
Francis Bond Head - had led the Tory campaign. He was also

, cﬁérged with giving voting - privileges (i.e. land patents) to

P Tory suppdrtefs.' McKenzie started - to talk about an

l ‘ insurrection ;n ;March 1837, ‘when ‘Lo;er Canada radi;al

- \h ieader§ weﬁ§~:l§o urging revolution. Most of  the Refgrm
Party remained algbf from talk, of fvioléqé. action, but

- McKenzie hadxfollowers, and tﬁe number grew ;fter, October
1837 : vwhen Bond Head(ﬁent'the British tfodbs in the Province

y > . to Lower Caﬁada~£;r its defence;oMngngie apeggrs to have .

- wanted Upper Canada to 3join .the United States and in p

November 1837 he wrote a'draft constitution fos the State of

. Upper Canada. ' ' ‘ L

The 'rebellion’ éommenced on..Decemper 5, 1537‘vhen 700~
poo'm;n gqthe{ed at'Mpntgoméry's Taqegﬁ’ 2 miles north of
Togonto. That.eéening; armed with a dozen rifles, pitc?forks
and spades, 'they maféhedn down Yonge St. to TQronio where
they vergfnet by a. Sheriff aﬁd 20-30 -riflemen; .al short
exchange of gunfire iﬁ the., murky ‘twilighé lgtt . the *

battlefield deserted as both sides fled. The following .day

. i
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Colonel 'MacNab (of Gore Bank fame) with ;einforcements of a
_thousand militia men, marched north and routed the
dissidents, some of whom fled to the U.S. while others were
taken prisoner. The quick defeat'of tﬁe revolt means that it
is impossible to ass;ss support for the movement. While less
than a thousand people rose against the government, a

victory by the Rebels might have encouraged ﬁany others.

LY
-

The rebellion would have played a much less important

— role in Canadian histogg had it not generated ”American
involvement . in the Province. Craig * states that,
‘"In;grvention from across the American border, lasting over
several years,, wasi to bring far more alérm, expensé,‘ané
bloodshed than the Rebellion itself produaed” tcffigj
1966; p.249). In the United States groups of Patriots and
Huntsmen without the sanction of .the Federal government,
yefe jnvolved in frequent -skirmishes with Canad}#n militia.
~ The.‘mOSE serious of these occurred in' late 1838: Bn'
vaemberqii, 1838, 400 Patriots crossed’inéo Upﬁer Canada.at
Prescotft but surrehdered to the militia; on December 4, 1838

a thousand men crossed at Detroit but met a similiar defeat

« : (Guillet, 1939), ‘

2

There ‘is-gsone debate ‘about the seriousness of

U.S. intemtions vis-a-vis Upper Canada. The groups involved
arqued that they were freeing Upper Canada from Imperial’

domination. Craig states that a spirit of Manifest Destjny
: &

. péfsuaded Americans to free the ‘neiéhbburing peoples,
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However, the <conflict between the North and South on the‘

issue of slavery would probably have caused the Southern
v .

s States to reject the entry of another Free State into the

Union.

In early 1838 it appeared that the Tories had held onto

. Y coﬁpléte political power, bu{' their complacency abruptly
/
ended. The British governme appointed Lord Durham as

Governor General for Canmada, and commissioned a éomplete
. investigation of the State of the North American colonies.
in his Reﬁort,rLord'Durham recommended that the Canadian
Provinces be wunited, a responsible exeéutive council be
established, and capital be made 'ayailable fo; Prqvinéial
capital wo;ks. The union of thé Canadas was necessary, he
declared, to assimilate the French Canadians: the 400,000
Upper Canadians combined with the 150,000 Anglophoqe Lo;er

Canadians would be able to dominate the French Canadians.

Tﬁe Report stimulated much debate, énd the. staunch
Upper. Canada, Tory, J.B.Robinson, spent a year in England

s arquing against. Responsible Government. 1In 1839 Lord

. 4

Sydenham became Governor General of Cahada and by promising

bl

an Imperial guarantee on a,{l;s million sterling ioan, and
allowing that thg Upper Canada debt would be -a charge on the -
revenue of the United Province, he convinced the Upper

Al

Canada Legislature to.accept most of the recommendations -of

"

Lord Durham's Report.

™
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2.8 Summary

This rather .lengthy discussion of Upper Canadian
history presents the background néé;ssary for a discussion
of the money markgt 1in Upper Canada in éhe 1830s. This
section briefly sﬁmmarizes those features which were most
influential, not in historical terms, but in their relevancg

-

to the behaviour of the Upper Canada money market.

Upper Canada was in many ways a 'shall open economy' -in
the 1830s. The economy was largely agricultural; produce was
grown/raised for subsistence, the home market and the export
market. .The major export‘crop in the Great Lakes region was
wheat; the importance of timber and development of the
Ottawa Valley and Bytown region has been largely ignored in
this discussion as it inflﬁenced, and was influenced, by the

*

Montreal banking network rather than that of Upper Canada.

The province was nominallf on a specie: standard and
there was a well organized foreign exchange market. Bills of
~exchange were sold by the government, the Britiéh arﬁy and

e;porters, and the banks acted as midJLemeﬁ in this trade.
There were good ,tfansportation routeé_between Toronto and
_ Montreal or New York (especially in the summer and before
the border incidents of ihe late 1830s8). The prices of
‘sterlﬁng bills varied with thos¢ in New . York with the

.. difference normally limited by transportation costs, and

. reflecting the overvaluation of coins in Upper Canada.

“ ‘. -
L]

. ’
v N

’

¢

e on ’1 :-.
PR AR | 7 ST )

~ L . g L3 A n T o

£id M = 7 A .y, % P
25 2 b i e BV I e - .
A s




60

: ‘ . ' Neo-Classical theory.suggests that p;iEes in a small
‘open economy would be exogenous, but Uppe%'cepada was not
completely open. In particular, the fact thaén most trade
went through the St. Lawrence (as a tesulf of tg}{ff\pq}icy
by the U.S., Britain and the Canadas) .meant that :fer six
-months of the year the economy was virtually closé?.
X Therefore there ;;s some leaway for domestic factorse to
o { ) affect prices, and it was noted that the psice'of wheat was

determined not only by ruling British prices and the Corn".

.Laws, but-also by local supply .and demand factors.

R T ' The bond market or loanable funds market was also far

T e PP

from bei perfect market in a wunified world economy.

' ]
Doméstic lending vas controlled by binding usury laws which
prohibited contracts vhere the interest Eharge was more than

6%. Longd tefm capital inflow from Britain consisted solely

of. Provincial Goverhhent issuee; even the Welland Canal
3 . N ’ M

e e
Fitid

v Company using either government or privately raised domestic

e

. : ¢ :
funds. How much of the short-term capital in the country wis

domestic we shall never know. The banks wete not permitted -

AB s o 4 e s

to lend on mortgages and ‘there was sighificant private

' ¢ mortgage lending, Most general retailers gave credit to

their customers and® themselves received credit from their
[ J s N 4 ° .

vholesaler. -The wholesaler would feceive/soﬁe loans from his

British supplier and some from the Canaéian banksg. Prem ‘the

evidence of contemporaries there can be no 60ubt that the

banks provided an 1mportant source of credit tor. the Upper

.
’
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Canadian merchants, and doubly so when the Xﬁélo—hmékican
financial crisis dried up the alternative British sources of

funds.




FOOTNOTES

. 'Craig (1963 provides a good background to the history
of Upper Canada.

2Popularly elected here means that the franchise to vote
was g1ven to men who owned a freehold property to the value
of £5 in the town, or £#2 in the S?“"try

? Census of Canada 18%0-71 (Ottawa, 1875) Vol. 4.
* Blue Books of Upper Canada (1839).

SFor fu;ther discussion of the Family Compact see,
Saunders (1957), Wallace (1915), or Ewart (1925), .

‘During and after the Rebellions from 1838-44 there were
14 Regiments with 8,400 men stationed in the Canadas. Great
Britain, Parlfament, Commons, Parliamentary Papers, 1850
Vol. Appendix A, p. 770.

"Philp (1949).

’The pound currency was sometlmes referred to as Halifax
currency (Wilson, 1944;p. 34).

s 10Canada, Parliament, House of Assembky, Journals,
Volume 1, Appendix O, 1841, July 13, 1841.

''I1bid., August 27, 1841, and . various Qrgports of the
Bank's balance sheets in the Journals. -

"Caﬁada, Parlxament House of Assembly, Journalsl Vol.

17, 1859, Appendix No. 5; #67 P. 17. "Second Report of the
Commxttee on Banklng

'3Upper Canadg, State Papers "Executive Counc11 Minute,

.dated March 28, 1838", Vol. 67, p. 22.
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CHAPTER 3

THE INTERNATIONAL ECONOMY IN THE 1830S

A discussion of the monetary system of a ‘small open
economy is incomple:g unless accompanied by a ‘discussion of
the contemporary inernatfonal economy. This ‘chapter
describes the economies of Upper Canada's major economic
partners - Lower Canada, the United Staies, and the United

Kingdom - during the 1830s.

The broad paths' of economic behaviour En_Britain and
the U.S. were very similfar. From 18%0 to 1836 there ’was .a
period of gréwth, prosperity and mild inflation,.Howevef, in
1836 the boom. faltered and by 1837 had developed’into a .

ftndncial crisis that was particularly severe in the U.S. A

L d
rapid recovery ensued, beginning in 1838 and ending. in t:z///A\ :
fall of 1839. This in turn gave way to an era of deflati -

and depression which lasted until 1842/3.

"Much has been written on the ‘caus?§ of economic

fluctuations in the U.S. during the.18303, and on the role

of internationitl disturbances in -those fluctuations. 1In

examinimg the “international ecbnomy, I will focus on the
R . 9

3 - * .
alternatiwe explanations of ‘the fluctuatiohs presented, in

the literathire, and - on the different methods of

internagioﬂal balance of payments adjustment  that they

'éropose. ‘

The .literature may be classified into three schools of

-5
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thought. The earliest interpretation. was that' put most

completely by :Hammondf (1957), who argued that domestic
policies were tﬁe.dominant cause of the fluctuations. This N

thesis was contradicted by Macesich (1960), (and Temin is

n...“—_...”.__._\,-q‘
.

, basically in this schoodl) who used Viner's price-specie-flow

-

-

mechanism to show how inflation and capital exports from the S !

o i United Kindgdom had caused the economic " fluctuations.
;,. : ' Finally, Williamson used a general equilibrium framework
; ‘i - that is similiar to the Monetary Approach to the Balance oof
| Payments, to provide a bfsader interpretation of events.,
r .
# - .
3.1 The Inflation of the 18305 °

PR P
-

,w.L
- .
s X . In 1832 Britain commenced its recovery from the

"'\'}

cyclical trough of 1829-31.' This recovery was marked by

P R i I T .

expansion of domestic investment stimulated by the demand

PN

t for railroad construction, and the expansion of exports (of
: ‘ both gdods and capital) to the United States. During the
E , " early thirties (1832-36) the economy was aided by plentiful

harvests which kept down the price of wheat, and grain

i
& ’

imborts, and which helped the balance of payments. In 1835
‘wfv "the expansiop quickened, and aqsumgdfthe charaéteristicq of
a speculative boom. Consequentlf, prices sta;ted ,tol rise,
with Gayer's wholesale iprice"\i"ndex shoving ‘a Steady‘is'e

r < from 83.9 in January 1835 to 100.7 in Januarf 1837.

There was significant speculation in domestic joint- B

stock companiest which rose to a Ak in the summer of 1836. i

' .
- 4
. N

.
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The President of the Board of ‘Trade; PoulettThompson
(future Governor .General of ’Canada) wrote in a" well-known
description of zthe-igarket,'that’"every man must be struck
w{th.astonish@e;t aéf£he fever which rages at the moment for
these speculatiéné" (Gayer, p.256). The peak of the boom may
be marked as July 1836 when the Bank of England raised Bank

Rate in order to stop the outflow of its specie reserves.

The increase from 4% to 4% was the first change in Bank

v
&

Rate -in nine 'years, and was combined with credit

. ! -

restrictions designed speéif%caily - to curtail Anglo-

American finance (Matthews, p.56).

The .U.S. -economy was marked by a steady inflation from

1831 onward, with a brief respiﬁe during 1834. The Warren

and Pearson” wholesale price iﬁdex rose from 91 in January
1831 to 95 in December 1833, and then fell to 88 in mid-

1834. It then rose steadily untxl February 1837 vhen it

peaked at 129 Economic activity seemé to have followed a

sim1l1ar trenp of expansion during tha 18305 with a sl1ght

c¢ontraction in 1834, and a qu1cken1ng ‘pf the expansion

‘during 1836. The boom culminated in thehbanic of May 1837

vhen the Nev York banks suspended specie bayméqts and their

example was immédiately copied by most of thq)bgnks in the‘

nation. . . . | .

.

y e
The traditional explanation of the iqflation, described -
& s -

‘e

most completely by Bray Hémmond, blawes the economic

p011c1es .of Pres:&ent Andrew Jackson, an? in particular his

o
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Aattitude toward the Sécond Bank of the United States. That

bank; given a federal charter with a twenty-year term, in-
A18|6, had by virtue of its size maintained some control over

the volume of ﬁongy>in circulation, In 1832, the Bank's
charter was renewed 5& Cohgress, but the renewal was vétoeé
by Jackson. In 1833/34 the government removed its deposi;s
from the Bank, and this, some argued, was the cause of the
recession in 1834. The subsequent inflation is then blamed
on the fact that there was no large bank to control thg

circulation and in particular to police the activities of

the wild-cat Western banks.

Macesich was the first author to emphasis the
international‘context in which the U.S. economy operated. He
showed ‘that “since the U.S, was a small open economy
operating in a. specie standa?d world, the fluctuations in
prices and the money stock would be at least apartially
determined‘ by external forces.',Using Viner's model of
international balance of payments adjustment, he §rgued that
the inflation in tﬁe 1830s was a result of the British price

rise, and the capital imports absorbed by the U.S.

Other,économists,’particularly Temin and Rockoff, have
agreed with Macesich's basic interpretétion. Temin adds that
the supply curve of specie was also shifting outward during
the.period, due to cost changes in the Mexican production of

silver and the reduced role of specie in Oriental trade.

This would also tend to promote international inflation
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P

. through an expansion of the world money stock. Rockoff
emphasizes that the data show that the U.S. reserve ratio
rose during the‘period of inflation, thud countering the
argument ' that yild;dat banking and over-issue was the cause

of a monetary expansion.

Both Temin and Macesich treat the lével 6f U.S. capital

_ imports "as exogenous and Williamson (1961) starts his
criticism™ with this point: "These capital flows did not
occur in a vaccuum" (Williamson, 1961; p.374). He argues
that the exogenous force in the U.S. economy was the Long
Swings in economic activity. During the 1830s income growth
led to excess demand for money and goodswand ;h eiE;ss
supply of securities. These potential disédhilibria
generated a trade deficié, capital imparts and specie
inflow., (The Long Swing is attributed to the uneven ' growth
of the cotton sector, which was the source of .the majority
of U.S. exports). While theoretically  more complete,.
Williamson's approach cannot explain the much more rapid

inflation in the U.S. than-in Britain. He merely comments

‘ that "The flow of gold may have oversatisfied excesé demands '
in the money market generated byAreal income growth, since
the upsuigg'to the 1830s is accompanied by price: imflation"
(Williamson, '1961; p.377). Thid inflation is a predictiofeof
the price-specie-flow mechanism ;described by Macesich, in

. .whicp capital imports generate an inflow of specie which

raises American priceé and causes a trade deficit that -

v v - S .



offsets the capital inflow.

.

Canada was also affected by the expansionary aura of
Fheo 1830s, but to a much lesser extent. The Lower Canadian 3
economy was db@inated by two forces during this period, the
agricultural crisis and the gfowth of the timber trade. From
1832 Lower . Canada " had a chronic :,Qheat  deficit .
.(Ouellet 1980a; p. 339) ~ and the poo} ; g}ain hafvests'
~provoked the hab1tants to dxver51fy into mlxed farm1ng. Thus
the farmers became more autonomous and even grev flax for
‘clothing. The decliné in agr1cultura1 production was, 'ﬁo'

-, -

some extent, offset by the benef1ts of Upper~0anada s growth

and the expansion of »the-Lower Canadlan t1mbe; and sh1p—-
building industries. Thé timber 1ndustry was st1multated by~h

the the revival of the;briﬁ;sh-construct1on 1ndustry afteﬂ
oo - ). .

1832. , :

: ‘ S L " ,' VRS

During ‘the m1d- 305 wheat'przces were kept down by the

-r'

low demand from the U K. an? Lower Canada dld ndb have an

exportable surplus. In 1834 a'harvest fgglu:e was. coupled
with a slump in the forehgn demand %pr ashes mnd staves, but.

the economy ~improved. somewhat 1n L853 aFd 1636 before tbe‘

L
L ) S
-
{
o

international crisis oE 183%. had an . ‘impact: 1In gégeral

0ug11et presents " the 1830s 'és a’ pefiod‘ of économic"

stagnation 1n,%ower Canada.
Upper Canada, on the other hand ‘Wwas. £a1r1y prosperous

in the mid- 18305, but while the U.S. grew from 1830 ogyarﬂs,///

~/
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\in Upper Canada tﬁé boom was squeezed .into the yqaés 1835
and 1836. Throughout fhis beriod the major export - 6rop vas
vheat, and the good harvests in b?igdin reduc;d potential-
export earnznés from that crop. The boom vas associated with
, a cap1ta1 inflow resultlng from the ProvxnciZi Eorrowxngsﬂln
Loqdon,to finance Publia Horks projects.. The successful sale
of the debentures ﬁrobably re{lected,the“ease on the London
money markets )ang.\éptimisﬁ~ generally charpctqgistic of
Anglo-American finance at that time. . T

’3.2 The Financial Criéis o e

The incregge in Bank Rate in. -July 1ﬁ36° marked the
beginning of a crisis that, vhilezﬁartiéulariy~se§ere in the
area of Anglo-Amer1can trade, had repetcussans througho&;
the British economy. The causes of the crisis. have been
)variously attr1bute¢ to. 'Bxcess:v; specula'tior;~ and
o::opt1m15t1c expansion by bus1nessmen' (Craxg, p 242) .and to

the- conduct of Anglo—Agerxcan trade" and 1n particular the

over- extens1on of Br1t1sh credzts "to . North Aﬂerzcans

9 . . " »

O

it (Gayer). ‘ o . .o
,,." y > . ) - o
C L aem b Altgough the crxsxs started with the t;nanqaal houses,
"
. T:l moved rapidly to the cotton and other 1ndustries, and

"Many bus:ness fxrms vent . " bankrupt, thouaands of vorker;,

wqre suddenly out of - enpfoyment ¥na’ sevare aisttess ‘uas

« reported -from -all  tife manufactutzng districtg (Gayer/
Spaesi. o T T e
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The crisis appears to have been more severe in the

United States, where the first signs of its approach
f .

appeared in late 1836, but it did not ckpe to a head until "

A S
May, 1837. 1In early 1837, business failures in New Orleans

(based on Anglo-American cotton trading)and rising interest

rates in the Past reflected the growing honetary crisis,

which culmimdted in the suspension of spécie payments by the’

,U.S. banking system,

: - ‘
Once again egch® school ‘of thought has its own -

interpretation of events. f%e traditional explanation again
blames the econon;c policies of Andrew Jackson. Jackson made
two policy changes in 1836/37, The f1rs£ known as the Specie

Circular, promulgated in August 1836, stated that all sales

of public land were to be paid for in specie. The objective

was to “dampen the specuiative boom in sales of Western
lands, but the result, the trad1t1onal1sts arque, was to

drain specie‘ out of the East and into the West. The second

. polticy change (which occurred in June 1836) was the Deﬂss1t

Act ‘which' stated ‘that most. of the Federal Government surplus
L] ¢

that vas at present in the 'pet’ banks ‘wasg to be dxstr1buted

in specxe,uto the individual states. The dlstrrbutzon, which

vas to be ’uade in "four' equal xnsta}lnents starting in '

January 1&37 would’ require the Eestern ‘ﬂet banks to have

A

large specie holdings. The traditional school argnes that
these. tvo cdhtlicting policies resﬂlted in the nececsity of -

. < : 4 K .
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ha suspension of specie payments in Méy 1837.

Temin counters these arguments by analyzing the amount
of specie movements fthat would be Arequired by éhe two
enactments. He concludes that tﬂe Speqie Eircular would not
have generated movements sufficient to play ‘&ven & minor
role in the drain of reserves in the Eastern banks in May
1837 {Temin, p.i22). Turning to the Deposit Act he states
that, ‘"the inferenee that the distribution placed large
strékng on the banks in New York must be rejected" (Temin,
p.&), and "The distribution, while it posed a burden for
the banking systeﬁ, and vhile it created much trouble’ éfter

~ the suspension of"paymeﬁts, did not cause the suspension”

(Temin, p.13). - L.

Macesich blames twp forces for the crisis ofe 1837: the

first is the fall in external pricesérixi’g. 1836/7 which,
. . \ ' . .
S h given the constraints of the épegjg

‘ ‘ ”~

tandard, and his

< » ® Vinerian theory of its operation, required a fall in the

was the "victory of political forces favoring a "hard

‘. " -currency" (Macedich, 1960; p}'bo). This was reflected in

;public_misgivings about the maintaipance of the sbecié
standard". (Macesich, 1960; ?21), ~hich contributed to a

drain of specie from the banks which forced the suspension. .

. P . ) . ' - 3
‘ ?elin,hiving argued that Jacksonian policies were mot

. o thé;'do-inant cayse of the crisis in May 1837, goes on to
* . - Y ’ 0

~

. U.S. money stock and prices. The second contractionary force -
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argue that again external factors predominated. (His
discussion 1is more dqtailed, but very similiar, to that of
Williamson (1961)); The links between the British capital
market and the U.S. economy were largely via the cotton
vmarket.#&he United Kingdom purchased on  average 72%‘ of
U.S. cotton expcrts' (Temin, p.{03). The contraction of
credit by the Bank of England and conseguently British
‘finance hohses, had the effect of dg;feasing the demand for

cotton, as the British lndus;rial sector contracted. This

- effect was reinforced by the rising wheat and therefore

G

bread prices in England, which.reduced the demand fof cotton
‘goods (Teﬁin, p.140), The short run inelasticity of ﬁhe
éupply of cotton, meant that the fall in demand led'to a
sharp fall in the.price of cotton as well as in- the/,nggme

of U.S. cotton exports. A * .

" 4 '
The fall .in cotton  prices- precipitated the

U.S. financial crisis and suspension, ‘as the decreased
revéhue \from .cotton e£ports meant thatlimporters'couldanot
obtain enough bills Jf exchange to pay their debts in
England., The= pfice. % bills rose and reached the spec}e
export point, and this dr#in of spécie to Europ; made
necessary the §Lspension by the b;nks.' ‘

A Y

Temin's interpretation of thfggehavxour of money and

prices up to 1837 can be 111ustrated Figure 3.1..,Assuqe

that the U.S vas a small open econong on a fixed exchange -

rate, and. that* Qbodo uarkets vere sufficietly intogrnted for




Prices

Nominal Money
Balances

. Figure 3:1 .
U. S. Monetary Adjustments in the 1830s

?
the law of one price to hold. An initial (say 1830) monetary
equilibrium exists at X. If we assume that money demand was
. A ) .
a function of real income, and that durihg the 1830s the

[ ]
capital inflow, prosperity of whe cotton sector - and

expansion in t;;he constructio?‘fqﬁustry raised'teal.iﬁbome‘
the demand for ' money ‘vould‘:éhift to %j'.' To maintain
purch®3ing power parity t‘he*'would:be a specie inflow and
(Qnift in the ®upply of mone; to‘\do* and the new equilibrium
.wou;d bé at Y. The subsequent contraction of credit and
~decline in the cotton sector would shift back the démand‘for
fmone}f and create. an excess supply of real balances.\tUndér,
the constraints of the specie stahﬁaéd, equilibrium would be ¢
testoreq. by an outfiow of fp;cie"ana fall in moninal money
«balanégq.’ A fractional reserve banking systéﬁ however,
cannck contract the ﬁoney stock as easily agﬁis expandé, aﬁa

an  attempt to, liquidate  too quickly would ‘result id

baniruptci. To avoid'this'contingehéy? the bin;k lukponded

4
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‘were net specie inflows every year from 1831-39, On the

"/
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v

specie payments; this meant that the exchange rate was no
Y

longer fixed, so the domestic price level could rise to P!

-

and the money stock could remain at Mé*. This equilibrium is

-

shown at Z. The price of gold would then, by the law of one

price, have to rise as rapidly as the price of goods.

The 'revisionist' interpretations of Temin and Macesich

have been refuted by a new analysis of the Bank War, Sushka
N L

(1976) argues that the Bank War affected the structure of - |
the U.S. financial system causing a . rise in the
currency/deposit ratio and banks reserve ratio® Shefargues

‘

that these caused a shérp contraction in the bank mone}\

stock causing the Panic of 1837, She concludes that Temin's T
‘analysis, implying that the Panic was caused by an outflow
; -, v : ‘ ; ,
of specie in 1837, is contradicted by the data, since there
L3 A ) " r

other hand, these specie inflows.weaken her owa hypothesis

since a fall in the currency and reserve ‘ratios would not

necessarily reduce money stock if offset by specie inflows, .

‘There are very few data on the severity of the crisis

in the U.S. Temin (p.720) states that "The deflation of 1837 .

[3

was mild and.short-lived; it does not seem ‘to have caused -

major distress in lthe"ecbnbm}“._ This conclusion may be P

s ’ %oy
correct but his evidence is thin. He argues that economic
distress implies ' unemplogmert, and .vhilé there was

1

unemployment repofted,‘it cannot have been high enough’ "to

represent a major  cost te society” since only 108 of the .,

7 S
- . - -
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population was urbanized (Temin, p.120), THis seems to
indicate th;t he 1is using an inappropriate measure of
economic distréss.' He continues that "Agricultural
production does not seem to have been affected by the
crisis”, but there is no evidence on this boint despite the
fact that hig argument as to the mildness of the crisis must
rest upoen it

L
-

. , , ,
In Lower Canada too, 1837, 6 was a year of economic
»

crii.'. The year started with very high prices for most
commodities, but particularly grain: "The %poor crops of
1836, which corresponded to a more or less deficient harvest

in the West and an increased demand in England, had provoked

a rise in _agricultural prices" (Ouellet, 1980a; f.425).

There were many reports of starvation, as the winter wore on

, , |
and in the spring grain was imported from Europe, :

The news of the suspensioh of -specie payments by the
U.S. banks on May 10, 1837 quickly reached Montreal and the
merchants and banker; met and agreed that the banks of that .
city would also suspend. In Lower Canada the banks éoq;d

suspend gpecie payments without forfeiting their charters

(Creighton, p:311). This action was immediately ‘copied by

Ay . ¢
the banks of Quebec City.

v

Cohtempd%ary 'Lowe; Canadian opinion of the Lower
Canadian suspension (pﬁ opposed to the U.S. guspension) is

summafized by the following editorial comment in , the
/ )

R /

/. .l . /
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Montreal Transcript (18 May 1837): "There is this wide
difference between the two measures of suspension; they have
suspended specie ‘payments to prevent the departure‘of the

precious metals to ' those countries where they were due on

their balance of trade. We have suspended specie payments to

>
prevent the precious metals being carried away to a country

where we owe nothing"” (italics in the original).

Adam Shortt, in analyzing the suspension of the banks,
argues that the Lower Canadian suspension was necessary
because of (a) the close relations between the money markets

of Montreal and New York and also (b) because _"Canadian

- indebtedness - to the United States was considerable, giving
» . - \

the Americans a command on Canadian money which meant bank

notes in the first instance and‘their specie in the second”
(Shorgt, 1902;p. 16)..While he argues that the suspenéion

was necessary,' he states that the Lower Canada crisis was

less severe than that in thz.U .S., since the speculat1ve

d1scount1ng-of the future had been on a much humbles scale .
L4
, -

L . . . .
After suspension the premium on specie quickly rose to

12% above par (i. e. it wvas quoted at 21%% premium), but

- Shortt- states that "Ne:ther the merchants nor the the publlc

however were requ1red to make a tithe of the sacr1f1ces that
woulq have been forced upon‘them had business been paralyzed
by a sudden and severe contraction in the'circulating'medium

buch as threatened Upper Canada" (Shortt, 1902;p. J?l). In

. Upper Canada the bhnks had not suspended dpecie payments. -
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.

When news of the suspension by the banks of the Unitgd
Stgtes and Lower Canada reached Upper Canada, the mifchants
and bankers there both sought a similar suspension within
the Provinee. A suspension, however, required an Act of the
Houses of Assembly, if the banks were not to forfeit their
charters. This required the concurrence of the Lieutenént
Governor, Sir Francis Bond Head who Dbelieved that
'commercial faith and national hondur' fequlréd the
maintainance of specie payments. Despite petitions to the
contrary on May 25, and June 8, 4837 He;d wr;te to the
Colonial Secretary in Eﬁgland séying that the banks were

,c'ontent not to suspend, since, if it were necess&ry; %e had
of fered help from the Military Chest.? K

P

, ¢ ,
The concern Qf the mercantile sector provoked a re-

opening of the Legislature in ,June, and an inquiry into the
céuses-of the 'present épéuniary: embarrassments'. It was
unanimously agreed that the fundameptal cause was the over-
trading and speculation by Americans, which had caused the
‘suspension by their banks, and led to the sharp'decéeasevih
‘lending by the Upper'Canada banks.‘Mosg W{tneéseé"said tbét
;uspéhsion.by the Upper 8anada Sanks was a, necessary pért of
any recoverf. programmé, and a Bill w?s passed permittin§
suspension by any bank prq??ded that it (g) 6b£ain the
Lieuteh@qt Governor's permigsion, ?Xp) pro@ed that it was

solvent, (c) limited it's note issue after égspension-to-the

‘ N
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value of its equity, and (d) did not trade in specie while
it was suspended. These stipulatdons were sufficient to stop

the banks from suspending until the end of September when

the Commercial Bank requested permission to suspend since it -

had only £#13,004 in specie reserves and "in consequence of
the distress of the agricultural and commercial community".
' 14 | .

The, Bank of Upper Canada and Goke Bank maintained specie

ﬁayments until March 1838.

Once agaln it is d1ff1cult to measure the real econom1c
hardshap that accompanled the f1nanc1al cr151s Creighton

descpibes' the s1tuat16n:"In Montreal and Quebec the spring

business was pitiable, and it was reported late in May that '

affairs in prer Canada were virtually at a standstill"

£ .
(Creighton, p.314)., But no attempt is made to seperate the

effects of 'a winter of high prices, scarcity and aggravated

distress' from the effects Qf ~'a financial panic and a
commercial slump'. |
i
1

3.3 1838: A Short-Lived Recovery
! -

. L. / _ . P
"In both BritaiJ and the Unitéd States the economy

recovered quxckly from the economic downturn in 1837 and in
both countr1es many Jconom1c 1nd1cators had higher* peaks in
1838 than in 1836 Ga er et al. 111ustrate the double headed

boom as shown 1n F1 ure 3.2. They ascrlbe the’ part1al

. Tecovery in England, o the renewved vigout of Anglo-American

trade, and to the “continued stimulus of the domestic

N S
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1832 733 '35 '35 36 737 '38 '39 140 '041 th2
Figure 2

-
U.K. Cyelical Indicators in the 1830s.

railroad qonstruqtion,_ In February: 1838 Bank Rate was
reduced back to 4% (its level ffom 1827 wuntil July '18%5g,

reflecting the risin _reserves of the Bank of, England.
g g ' !

The recovery < in the U.S. also commen ed in the sprlng
of 1838 Matthews states that "the recovery of act1v1ty in
the Uu.s. in the summer of 1838 followed SO . 1mmed1ately on
the fall in discount rates that it is. 1mposs1b1e not to
suspect a‘ direct causal relatlonshxp .o By &he end of 1838

prosperity had in general returned, and the pegk ‘reached -

certain series approached or -even surpassed the h;ghest'

points attained in 1835-36" (Matthews, p. 63-4): He notes.

that the recovery was mych stronger’ in the West than in the :
South. . . : {\ “

Most economic historians have a%reed on ;he\ principal

: factors determ1n1ng the 1838 recover* although t ey accord

différent weights to the vatippa factors. The thre central’
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influences. were the resumption of capital imports, the
in&reased price of cotton and the impact of the distribution
of the §urp1us. The traditonalists placed most weight on the
revival of the cotton sector. Nicholas Biddle attempted to
restore ordér to the cotton market, by single~vhandedly
taking the place of the many cotton brokers who had left the
industry in 1837. He purchased fa large share of .the crop,

possibiy in order to manipulate the market price. In 1838/9,

his machinations were not necessary as the poor crop of that

year (Temin, p.150), was gnough to significantly raise the.

price. 7 ' ¢

The initial }ésumption of capiﬁal‘imﬁatts was a direct
result’ of the easing oé the London money mérkét.
Sub§gquent1y Nicholas Biddle was instrumental in floating
new securities (post-ﬁotes) in both(Paris and London ;hich
fusether stimulated the export of capital fromeurobe. In the
U.S. the impor; of capital eased the resumption of .§pecie
payments as it created a specie inﬁ}ow.'if the;e had been no
<apital inflow resumptign wéuld have réquired a fall in
pricesrénd the dogpstic money stock (Point X in Figure 3.1‘.

The ‘tole of capital imports-depends upon the interpretation

ZY B . S )
of international adjustment processes adopted. The ﬂgz;sich‘

-

method " implies that capital- ihports' are ipitially

trangferred -in the. form of specie which increases the

domestic money stock and inflates domestic prices. This®

inflationary = pressure wvould obviate the deflationary
. ° ) ' .

4y

,




pressure implicit in resumption.

The Williamson general equilibrium approach would
suggest that capital imports would only Be accompanied by
specie imports if there was éimultaneously an excess demand
for money at the fixed world price level. Thus at unchanged
world prices, resumption would necessarily imply a
deflation, but if there were capital imports and an
increased demand for money this deflation would not require

a fall in the stock of money (Point Y in Figure 3.1).

Temin argues that the ‘Deposit 'Act also aided the
| recovery in 1838/9, since it 'had the 'efigcf 'of raising
income'. The $37 million federal dovernmeﬁl‘gurblus was to
be distributed to the individual States in four installments
during 1837, but¥the intervention of the Crisis caused the
federal government to postpone the final installment, which
iff faet remains unpaid. Temig argues that because _the
goverment had held these funds idle, the distribution had an
expansionary impact as the States employed the monies for
Public Works: this 1is not necessarily true, since the

. federal goyernment had not hoarded the funds but héld them

in the pet banks.

/

“In the two Canadas political events 'appear to have
dwarfed economic events. In October 1837 a Rebellion

commenced in Lower Canada, when the French patriotes

attemﬁted to overthrov the Briglish speaking ruling class.
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While the economic hardship of the year may have promoted
the Rebellion, its main causes wére much longer term,—énd

the economic hardship vas more the starvation following . the

poor harvest than a result of the financial crisis. This.-

uprising encouraged 'rebels' in Upper Canada who also took
to arms to overthrow the ruling elige. Both attempts were
unsuccessful but led to several U.S. attempts to invade
Canada, and free Canadians from theif colonial masters. This:
in turn caused Britaih to move regula; army forcé:“to the

Canadas, and quadruple its usual spending on the defence of

the Canadian proQinces. Tﬂq military spending helped the

Canadian économy regoVef from the financial cridis; a Bank

of Montreal offical later said that, "The crisis would

unquestionébly have proved to a much  wider extent

f
¢

disastrous, had it not been that simultaneously the enormous °
‘expenditure for military purposes, consequent'’ upon the
Rebellion, counteracted that result and rendered the .

resumption comparatively easy".?

7

While monetary problems were eased by military
spending, Ouellet feports that "destitution persisted in the
countryside; money and supplies were scarce"

(Ouellet, 1980a; p.431) which he attributes to yet another

- poor harvest, and the fact that the British tecovery did not

immediately stimulate tﬁe timber and ship; building trades,
.‘ .

"In the auéumn of 1q38,,ex£teue pove;tg,étill prdé;iled iny

the rural areas” (Ouellet, 1980a; p.431) and -in November

« -~
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" m111tary expend1tures in the

83
1838 there was a‘seéond upfising by the\pafriOEES, whieh vas’
ppt down as promptly as fne‘first nad Seen fhis.prompted
the banks to'suspend aga1n, argunng that the safety of their
spec1e could rot be guaranteed dur1ng the: 1nsurrectxon, if
it had to be kept at the,banks.-They resumed in Juﬁe.1839./

o EY
N
-

In Uppef Canada there were signs of recovery late in
1837 The Commercial Bank vas the"vnty‘une to’ suspend spec1e
payments, but the good vest ’1837 combmed vith “the

L]

of 1857/8 hua stimulated
the economy. In_March 1838 the Benk of Upper Canada and the

ﬁore Bank suspended ‘specie payments arguxng that the
Py .

increased hostility on ;he‘b.s. frontier prevented them from
. . B ] .

replenishing ' their stocks of - specie. .This. gﬁestionable
gergument is discussed furthen.inAChapter,di ‘
.o - |

. In 1838, the Upper Canada pconomy Jomed i the
recovery in both thé’n S." and Britain.. Bxports from Upper
‘Canada to,Ld;er Canaga, half of which were flour, rose by
“20% over the1r 1837 level (see Table 2, 5) Thisspromotedv
recove:y whlch vas enhanced by the m111tary spending and

1mproved fxnanq}al ‘situation. .The banks 1néreesed thexr

‘ dlscounts once they suspended specie peymenﬁ='and,the stock

of - money douﬁled Fmally, as shown oin Chapter 2 t‘he'

Provincial government vas ltxll spending noney ‘on - .bublic_

. works in Upper ~Canada: 'l'he nethod of rejging funds had.

changed since the governnent did not sell the ds directly» |
through its lnglish agents, fold thc: to the unpcr )

v ' | r . ' X
‘
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Canada _ﬁhnks who then bore the risk of a fluctuating market

for American bonds.

L . y
3.4.1839-43: C}isisl Deflation' and Depression s

-

The economic récovgé? that occyred in 1§38' was . halted
by the combination ‘of‘ poor harvests in the U.K. and the
fluctuations.in the cotton market. U.K. harvests were- only
mediocre’ in 1856 and 1837 bﬁt the market was supplied from
stocgé built up during the bountiful mid-30s. These depleted
the stoc%s and the harvest failure in 1838 meant that grain

had to be imported, which caused a serious deterioration in .

the balance of giade (Matthews,-p.42)t‘

The ‘'end of the recovery was again signalled by a change
in Bank Rate which rose from 4%,to 5% in May 1839 and to 6%
in August -1839., The Bank of England raised the rate as its

bullion reserves fell from £9.7 million, in the second

 quarter of 1838 to £4.4 million in the second quarter of

1839. In qdditibﬁ to the(deteriorating:trade balance, there
vas an outflow of ‘specie to the U.S,, to finance capital

exports to that country.

Bank rate remained above 4% until April 1842, and
during that time both the financial fpariet and the

industrial sector were depres;edl In 1839 as fGOd‘pricég and

- ind::gyl unemployment rbse, politica'l _digbu:;_baqées ‘vg‘

fiequqnt‘ (Ga&ér, .. p.301). Por the next three yea}s,
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unemployment remained a serious problem, as did labour

unrest; . : ®

. ~

The economic recovery in the United States, slowed i’
the summer of 1839, when money markets tightened, and ended
with the suspensioh of the Bank of the United States on

October 9, 1839. This was followed by temporary suspensions

by 'Baltimore and Washington banks, but not by those of New

York. The Bank of the United States. continued to transact
'busiqess under suspension until 1841, when it resumed spec}e

payments, but only for a few weeks before finally failing.

Again there are traditional and revisionist
explanatibns for the crisis and subseqﬁent depression,, The
traditional .explanation states that a major factor was "the
violence -<and speculative nature of the boom tha£ had
preceeded it". This coupled with the f;ilure of the Bank of
the United ;tates (opeféting under a state charter) and
Nicholas Biddle's unsuccesful cotton market manipulations,
was seen as sufficient %guse for what Doﬁglasé North

described as the most severe depression of the century

(North, p.32). o '

The work by Temin, Rockoff, Macesich et al. tends to
reach similiar conclusions. Temin explains the crisis as'the
result of faliing cotton prices and a Qgcrease in British
capitql'exports. In the summer of 1839, European investgrs

vere becémyhg skeptical of U.S. securities. Biddle was still

‘..
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.trying 'to maintain"cotton. prices, but the bumper crop of
1839 meart th?t he required 1large funds for cotton
buré&ases. These were financed by the issue of debt
instruﬁents in both Europe and the U.S. 1In JuEe 1839 there
were reports of interest rates of 1%% per month as Biddle
and the Bank took "all the floating capital of this city
(Boston)", and similiarly in Baltimore and Philadelphia
(Hammond, p.505);~ When the co;tén hatvest exceeded
expectations (an§ British demand fell with the growing
crisis there) Biddle could no longer afford to continue his
efforts, and the low c&tton prices caused the suspension of

the Bank of the United States; .

.
The Warren and Pearsoh price index peakeé at 119 in
April 1839, and declined sféadily to 73 iﬁ'March 1843,
During this time there ‘were many bank failures. While
Friedman and Schwartz agree with North, that the 1839-42
» crisis was the most severe contraction in American histsry
prior to 1929 (Priedman and Schwartz, p.299), Temin argues
that in fact the era vas one of deflation. and not
depression, and that real G.N.P. actually rése by 16% over

the period.{

He suggest%,that the money stack fell during the
period and that falling prices substituted for falling

production.

4

Rockoff's interpretation of the economic conditions in
the years 1839 to 1843 differs sfom that of Temin. Rockoff

states that current\ literatqfe ‘has concluded that "The

Y
4

)
Ed
S~ . [
?



deflation of the early 1840s was brought about by.a declife

in the public's confidence in the banking system, and the
response. of bankérs to a less favourabie climate". This
statement was made on the evidence that specie reserves of
. the banks inﬁFeased,‘while the stock of money fell by 2.6%
per annum from.1§39-43. The reserve ratios of the banks are
estimated to Bave 'risen- by 6.6% per annﬁm, and the
currency/deposit ratio of the public is Iestimated to have
fisen by 1.5% per annum (Rockoff, p.452). |
i
This conflicts with Temin's igterpretation, which again
depénds on international stimuli working through the specie
standard. This view was summarized by Rockoff: "In the early
© .18B40s, ... intérngtional conditions required that there be
an American deflation in order to produce balance of
_ payments equilibrium", Since the U.S. economy has beeq
treated .as a small open. economy by those analyzing the

1830s, the specie standard required that when U.K. priceé

fell, U.S. prices also fell.

¢

If in fact the public distrusted banks the impact would
be as follows: a fall in U.K. prices would generate a fall
in U.s. pfices, and a fall {n the bank moﬁéy stock; the
shift iﬁ the attitude towards banks would have no long-run
impact on prices, but would further decrease the demand for

bank money and hence its equilibrium stock.

Finaliy Rockoff-'s evidence shows that while prices fell’
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éﬂ' an average 6f 12% per annum, (the actual numbers depenq

upon'whether the index uéed is that of Warren and Pearson or
Smith ‘and Cole), the money stock fell at . 2.6% per annum,
implying "a considerable change in eithér income (supported
by Tem1n) or the veloc1ty of money Th1s is not discussed at
all by Rockoff, and perhaps h1s statement that there 15 now
a "clear outline of the monetary history of the Jacksonian

Era" (Rockoff, p.458) is not completely accurate,

The crisis and deflation/depression that occurred in
the United States did not have a very significant impact on

the Canadas. Lower Canada _had experienced virtuall& no

.recovery in 1838, but in 1839 there were some signs of

growth, The agricultural sector was still depressed with the

-4 "

main cause being low output, since grain prices vere rising.
The industrial sector 1mproved from 1839 to 1842: in 1839

ship-building 1ncreased by 80% (Ouellet 19803; p.433). Low

levels of/‘urban unemployment accompan1ed expansion and

growth in the timber industry. ,
»

A Y

In Upper Canada the 1839 U.S. crisis was (as in Lower

Canada)~not a serious contractionary force. During the year, .

the Canadian press made numerous references to the growing

" crisis. The Montreal “Gazette (2 June 1839) referred to the

unfavourable news from England, and the 'great g%pom' this

.had caused in New York. Similiarly the Kingston Chronicle

and Gazette (26 June 1839) suggested that "a general

commercial crisis is undoubtedly fast approaching in the

!

~



89

United States". Again, the Gazette (29 June 1839) cited a

New York report of "a prevailing sentiment of an approéching
P P \

crisis". Then the pressure appeared to abate until matters -

came to a head in October 1839, when the Kingston paper (16

October 1839) reported that the Bank of the United States

had suspended. An item dated 20 September 1839, in London;

reported that the ﬁnglish banks were "confidently expected

‘to suspend". An additional report from London dated 28

September 1839, (and "gquoted in the Kingston Chronicle and

Gazette on 11 November 1839):stated that money matters wére

growing daily more critical.

Despite awareness of American financial conditions, all -

the Upper Canada banks resumed specie payments in -November

1839. The U.S. crisis was most severe in the cottdn -growing
A\

South, where bank failures were most common, and ip areas

most closely connected to the cotton sector. The stability -

of the New York financial system steadied the Upper Canadian

banking system.

Cﬁaﬁter 2 stressed the dominance of Britain in Canadian
' )
trade, and this provides another reason for the limited

impacéjof_the U.S. contraction on Upper Canada. Economic

conditions there were more closely connected to those in

Britain, but the cause of the Depression in the U.K. was the

poor grain harvest which both worsened the Britjsh balance .

'

of trade and ioweted real income. The impact on Upper

Canada, however, was to raise the prjce of it's main export:

B e
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"From 1839 to 1842 the high prices for corn in Great Britaip

made it frequentlw possible for Canadian wheat té enter at

~

-t
the " merely nominal duty of 63 per Quarter" (Creighton,

p.345). In 1841, the Upper Canada economy received a further

‘boost in the form of an Imperial guarantee for a ,él.o

g?ilioﬁ 7ster1ihg loan. The monies, raised largely in the
U.K., were used to. consolidate some of the previous
borrowing, and to finance improveménts of-ihe St. Lawrence
Watefway,'which were begun in 1842, In general the 'earlj

1840s were pross;;ous-years for Upper Canada.

3.5 Conclusions

The c¢yclical fluctuations in' the United States and

-

. * ‘ " .
Britain paralleled each other as both economies went through

_a double headed cycle in:the jears 1833-42, "and the two

-

economies éppéar to have been very closely'intérwoven. As a
. ) . b ’ .

result of the growth of the cotton  sector, the American

economy, had reached the point where it could significantly

affect the British economy. .
. b

Economic-fluctuations in b?th partners affected Upgxf
Canada, but the effects wefe not alyays in the ‘same
direction. _Jhé, Anglo-American financial. grisis - in 185’
affected Upper Canada,: by.areduéing the scope for foreign
borr&;ing, and also.by'its‘effect_qn‘ the 'monetiry system,
The recovery of‘ the .Upper Caﬁaaa' economy, however, wvas

independent of that of Britajn and the U.S. The' poor

N
’

>
.
-~ - .
.
' -
. . | '
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. British harvests in 1838, which were an important stimulus

 to the British Depression, actually caused an increase -in

. )
real income for Upper Canada, and a dramatic rise in the

value of Upper Canada exports.

'The.causes of the severe cyclical fluctuatiéns are
still. unresolved.F“THé ‘traditional ana}yses that blame two
individuals, Andrew Jacksor and Nicholas Biddle for the
boom/bust"éharacteristics of the era, Pave been replaced by
a 'revisionist' interpretation. &he work of:Téhin; Rockoéf;
and Macesich® emphas’ize:",‘be constraints of the ‘spécie-
standard, énd'ekpléins the economic changes ®in terms of
monetary\ changes resulting from the operation of the

international specie standa‘.- )

Two éhallenges to the(ﬁevisionist interpretation have
evolved. The first (Sushka, 1976) introduces new ?vidence
gnd methoasgof analysis to suggest tﬁat the Bank War did
cause the Panic of 1837.*  The ‘second .
(Williamson, i9§1, 1964) argues that the specie standard was
an fﬁportgnt constraint on eéggomiciﬁéhayiour, but sugéests
that Ehe behaviour of- thé money stock ﬁust be seen in!g
general éﬁuilib;ium framework. This approach is more’
satiéfactory 'theoretically, ahd will ﬁnderiic the.modei

developed in this thesis.

None of the authors discussed above have ;halyzéd ‘the

implications of the suspension of specie payments in 1837/8

;

, "

¢
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for the determination of _the level of the money stock.

»

.Clearly, during. the suspension,. the ‘'discipline' of the

specie standard would operategiﬁ a different manner - if, it
operqtéd at all., This Ehesis{con;ributes to the literature
on the épecie standard, by examining the operation ‘of the
monetary\ system during a suspens1on, and by analyzing how
the constxaints of the specie standﬁid controll:d the money

stpck even when redeemability was not required by law,



‘FOOTNOTES

-

'This discussion relies extensively on Matthews (1957).

Upper Canada Sundries, State Books Volume'G, p. 431.

lypper Canada, Legislative Assembly, Journals, Vol.
1859, Appendix 69, p. 17.

*In addition, the work of Rockoff and Sushka shows that

'wild cat banks' and speculative bank behaviour were not a
result of the Bank War. ‘




CHAPTER 4

-

UPPER CANADA ON A FIXED EXCHANGE RATE

In May 1837,qthe Banks of tﬁ; United States and Lower
Canada ‘suspended’' specie payments, causing specie éhere to
rise to a premium. Concurrently, @erchants and politiciaqs
in 'Upper Canada-called for a suspension of specie payments
by the Upper Canada Bénks, but the Lieutenant Governor
refused to recall the Assembly until early in June. The Bill
allowing guiggnsibn was delayed wuntil July 11, 1837, and
even after its passage the Banks did not imﬁ;diately suspend
paymeﬁts. The Commercial Bank eventually. suépended in

Sepfember, 1837 ‘but the -other chartered banks maintained

' specie payments until March 1838. -

~;?ollowing the U:S. suspension there was a .severe
financial contrac;ioﬁ in Upper Canada whiéh ﬁas variously
been described as the natural effect of'thé U.S. :suspension
and/or the result of the Lieutenéni Governor's refusal to
grant permission to the banks to suspend immediately. T;is
chapter presents a model of the monetary sector which is
used to analyze the causes of the financial contraction.

.

Conclusions indicate that the Upper Canadian contraction was

not an automatic consequence of the U.S. financial collapse,

. and that the severity of the Canadian contraction was

largely a result of the inapﬁroﬁpiate passage of‘ the

‘Suspension Act. by the Legislature, which created unnecessary

uncértaintly about the future policies of the banks.

’
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4.1 The Conventional Wisdom

The economic boom that occurred in both the United

States and Upper Canada abruptly halted 1n Upper Canada with

. the very poor harvest of 1836. Through the winter of 1836/7

- experienced during last winter".

the pglces of wheat and flour rose dramatlcally (see Figure
4

2.1). In 1837 there was no grain to export and exports fell

to their lowest level in the 1830s (see Table 2.5) between h

o

and 1/3 of the level of other years. The Christian Guardian
- .

(August 1837) recalls the "severe distress, which; in

60nseqﬁence of the partial or total failure of the crops yaa

K

The suspen51on of specie payments by the u.s. Banks Qn
May 12, and shortly thereatter by the Lower Canada’ ban?s,
capped . the harsh winter of 1837. Imﬁediately there. were
public demands for suspenaien bf‘%he Upper Canada fbanks in

order td..avoid specie flowing to the U.S. and to prevent a

drastic reduction in bank loans. The Kingston Chronicle and

Gazette (17 May 1837) stated that the failure to suspend
would mean that "the chIef part, .if not the. whole, of our °

"issues would get - into American hands, and return quickly

uﬁon our institutions for redemption®™., In the same issue
L3

there was a copy of a petition by Kingaton merchants asking — -

the Cbmmercia{ Bank to suspend. In the May 22 issue, the

Commercial Bank replied that it would. be happy to suépend if

“the otheg Upper Canada banks agreed to do s0. Another item,

cop1ed from the Montreal Transcrzpt argued that the Upper.

% .

<__~,
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i Canada banks must suspend or lose all their specie w%;ﬁin
"Tthfee,weeks The Toronto Patriot also called for suspension -
so that dlsdqun;s would not be stopped, and in order to
maintain the'circulatiﬁg medium, |

/

‘The obstacle to suspension in Upper Canada was the
Lieltenant’ Governor's Belief that éuspension. ‘was
dishohourable\ and. therefore (if a furthgr'»reason\’were

. rgquirgd)-‘susﬁension would Sully the name of Upper Canada
and reduce the value of Upper Canada bonds on the British »

_+ market. He refused for several days to accede to petitions

to reconvene the Legislature (Chronicle, 27 May 1837), and

. df?ered to help the banks with funds from the C- il ssariat,

and by allow1ng the use of their notesAQ/ﬂ. all government
ha

_-transactions.' It was not until May'3i t he proélaimed a

- Special Sitting. of ‘the Législ yre, held from June 19-to

July 11,
' ®

< . The Legislature invéstigated the causes of the 'preéegt

. ) . ‘
nts' and most u1tné§s¢s blamed the -
monetary derangement in the. U.S.. Sir Francis Hincks,

v
L4

— pecuniary embarrass

Cashier of t

explana73 n:
’

’ ’ "The merchants being cut off from the usual-
accémodation from the -Banks . who have Dbeen
compelled to stop discounting from an unusual
demand for the precious @hetals, caused by the
sugpension , of specie -payments in the United
States, and the great demand for exportatlon owing
to the balance of trade being much agaxnst this

“~Continent,"?

-

People's Bank, provided the most sfccinct

’
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The Legislature fiﬁaily-passed a Bill permitting the hank;

to suspend if they (a) presented a - statement of . their

,,,_
.

4
affairs showing ‘that they were solvent, and (b) had the

O

- consent of the Lieutegent Governor (7&8-Wm. IV ch 2). : “

In the meantime there had been a serious run on the
[

SN Upper “Canada banks, but this was largely over by the .end of °
. qu. In the mqqt§ betyeen May 15, 1837 and June 15, 1837,

' tha notes in ci¥culation fell by 33% and the specie reserées

o

L of the chartered banks fell by 36%.°

~
?

Altﬁﬁugh both contiﬁued to fall' it was generallyli o .

L R bel1eved tbat the 'panic’' was over by the beg1nn1ng of June.
' rr’).

On May 31, 1837 the Christian Guardxan commented-

Wh11e every bank in the neighbouring Republxc is

: ' in a state of real or dishonourable virtual

} . S bankruptcy, it must be gratifying to every truly

' patriotic mind in Upper Canada to l€arn that the
banks in this City- have passed uninjured through
the severe run which has been made upon them; and
that the confidence of the publ1c is again
restored and. business progressing as though the -
panic had ‘never exxsted. °

ha Y

L)

Sxm111ar1y, the C hron1§I (27 May 1837) reported that "the

~. -

panic appears to have subsided here .
. 2

By July -maﬁy of the’'early critics of -the Lieutenant

Governor's decision not to éuspend' had reversed their
— :

L . positian, and argued that he had.been right. The Chronicle ' *

a paper that had initially strongly supported suspension, in

-

an editorial (29 July 1837) stated that:

As yet we are not aware of the failure of any one
man engaged in Commerce in this Province, although

. .
- ! ® 4 - ?—
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the Commercial community have suffered and will
. Yet suffer deep inconvenience from the withdrawal
of the money:.in circulation and the failure of the
.accomodation upon which their business was based.
Latef;(Is August 1837) the same paper went yet.furthe;, "The
principle his Excellenéy maintains, while it is in '?eality
only dimmed By few and comparatively 1light commercial
embarréssmentg; stands forth in bold relief, a beacon.....to
guide our future commercial career". Finally, the paper (15
Septedber 1837) suggested that the fact that Upper Canada

debentures were selling at par in London, refldected the

econoftic wisdom of -the policy of non-suspension.

In Lower Canada; meanwhile, the papers talked of the

'degraded state of the Provincial”cuftency'.éndﬁa condition

IEEN

where 'it 1is no longer criminal to steal Bank notes';fand -

recommehded immediate resumption (Montreal Transcript quoted
P in Chronicle, 9 September 1837). The Chronicle (30 September
1837) spoke of how loudly suspension was complained against

in the Lower Province by a large portion of the community.

! ) Despite these arguments, the Commercial Bank welcomed
the news that the Suspension Bill had been passed the Bank
- of Upper Canada- and the ggre Bank directors determined to
1. . continue specie payments, wg?ch earned‘them the displeasure’
) "of the Toronto Board of Trade (gge Chronicle 12 July 1837),

but the Commercial Bank immediately appligg ‘for permission

td suspend. When Bond H;an(the Lieutenant Governor) stated .

, thaekthg{j/fstzf)vould not then be taken -in government

-

v
L] M r
: -
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transactions they delayed, but re%pplied on September 1837,
This'application was made, according to the Bank, "In
consequence of the distress of the Agricultural and o
Commg:cial community", and "solel& with % Qiew to .
accggodating the community with discounts".' The timing,

immediately prior to the merchant's fall purchase season,

suggests that this may indeed have been the reason, and the

‘bank pointed out that its reserve ratio was higher in

September, than at the beginning of May, suggesting that it

did not need to suspend, because of the threat of a run,®

" The law permitting suspension contained several
restrictions .on the behaviour of 2 suspended bank: the bank
could not sell the specie in its vaults at ‘the time of
suspension; its note §ssue was restricted to less than the
value of paid-in capital; and §$1 notes were to remain

convertible,®

‘The Upper Canada harvest in 1837 was excellent,’ and--

"the Commercial Herald (4 November 1837) described the

improved state of the economy: . .
It is gratifying to hear that business is rapidly
increasing in Toronto, mutual confidence having
been in a great measure re-established among the
mercantile part of the community. Several
extensive sales have lately been effected in favor

Yof merchants from the Western parta\ff this
Province.

Most of the newspapers however, were preoccﬁpied' with
discussing the wuprisings in both provinces, which occurred

in November and December 1837 (see Section 2.7’.
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The uprisings ﬁad a significant impact on the monetary
side of the economy and ultimately led to the suspension of
the rémaining Upper Canada banks. Ip the first quarter of
1838 the %fmmissariat spent about,£350,000 sterling in the
Canadas, as much as it usually spent in an entire year.® A
considerable part of this money was raised by the sale of
bills of exchange to the Bank of Upper Canada. That bank
bought bills worth 1140,000 cy. f(approximately £117,000
stg.) in Januafy and February 1838, again an amount equal to

a typical ygar's purchases of exchange.

’ ’
The purchase of bills from the Commissariat, made

partly 1in specie and partly in Bank notes, raised the bank
money stock and implied that the Bank must increase its
reserves. This cquld have been accomplished through‘the sale
of the Commigsariat exchange in New York, but the prices of
sterling exchange (in New York) wefe below th; specie import
points (see Figure 4.1). The bank saw large profits in
either holding the bills until prices rose, or in holding
the bills and then remitting them to London when they became
due. Either of these courses required the bank tb delay in
adding to its specie stocks and the Bank therefore applied

to the Lieutenant Governor for permission to suspend.

The Bank justified its request in slightly different
language. It ° stated that in December 1837 it had held

£140,000 in specie but the'requirements of the Commissariat

|
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as a result of the insurrection that month had led to large
withdrawals of specie and increases in note issues: "Its
late extraordinary issues were based upoh his (the
Commissary General) Treasury Bills sold to the Bank and
which it had remitted to London....béing an actual gold
deposit more than equal to meet the entire circulation- of

its notes".?

The Executive Council in acceding to the Bank's request

made the following comment:

It appearing that the reduction of the amount of
specie in the vaults of the Bank arose principally

from its supplying the Commissariat Department ’
with money. for the expenses arising from the late

Rebellion and the resistance of aggression on the
frontier, for which money the Bank received Bills
on her Majesty's Treasury by’ which means large
funds are accumulated in London, belonging to the
Bank, but at this season of the year and in the
state of popular feeling on the American frontier,
not available for the purpose of procuring specie,
but at the same time offering the best security to
the holders of bank bills for their ultimate
redemption in-money,'® T

They went on to stress that the suspension of other banks on
the Continent and the mercantile problems in the U.S. were
minor causes compared to the 'late revolt' and the

'outrageous conduct of American citizens on our frontier'.

-

;/

The Executive Council granted the Bank's reguest on
March 6, 1838, and five days later a similiar request by the
Gore Bank was granted. At the same time the day before the
Legislature was prorogued, the Suspensiom Act was amended,

(by 1 Vic ch. 22), to allow banks to issue notes up to twice
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the 1va1ué .of ®heir paid-in capital, and &Lso‘to allow them

" to gtéde freely in specie. (It had previously been amended’

L)

", to- last?-until the end of the 1838/39 Sessions rather than

‘the 1837/38 Sessions)H‘.

In the remainder of this chapter, ‘economic . theory 1is
employed to address two questions that emerge .from the
discussion of this period: what was the impact of the

U.S. suspension of specie payments, and did the government

respbnse make adjustment by the Upper Canadian economy to

the suspension, easier or more difficult.'?

-

These questions have been ;ddressed before, firstly by
contemporary journalists, politicians etc., and secondly by
economic histofians of the era. The contemporary writegs
believed that the American suspension caused a fall in the
Uﬁper Canada specie stocks (thr;ugh both and internal and
external drain) and that this caused a decrease in loanable
funds which “was the most serious consequence qf the

v

U.S. suspension. As described above, there was considerable
discussiof of the extent ;f the fall in both money stock and
loans, (and‘ therefore of th’ appropriateness of the
governments's policy. ‘

% ) :
The standard account of thes economic history of the

period is Adam Shortt's work ’(January, 1902), and the
interpretations of Creighton (1970), MacIvor (1958) and

Craig (1963) accept Shortt's analysis unqueStiongiy. Shortt

B Y
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states that the U.S suspens1on 1n1t1a11y led to a run on

the Upper Canada banks but that the money stock stabilized

after a month: "when the first scare,ﬁas‘over and the issue

of the banks had been curtaile&‘from 25-30%, the urgent need

" for money prevented the remainder of the notes from

returning upon the banks".'? The 'run' was caused by fears
of an -external drain, 'and by McKenzies advices that

individuals should hasten to redeem their notes in specie.

Shortt states that!'before it suspended, the Bank of

Upper Canada ceased discounting so that it could put more of

its assets into foreign exchange speculation. This statement

. then copied by MacIvor (p.49) and Creighton (p.313), but

.;hat it is not ent1re1y true is shown by-Table 4.1, The data

show that discounts as a’ percentage of bank notes ip
t

circulation were wunusually high from July 1837 to February

. e ,
1838, so while discounts contracted rapidly the cause was

sprimarily the fall in note issue rather tham a shift in the

emphasis of discounts in the Bank's portfolio.

N

The conclusions that Shortt draws with respect to
co ernment policy are c;at Bond Head erred in delayxng
suspension” and that the Assembly was correct to pass the‘
éus nsion Act. The ¢onsequence of the Lieutenant Governorts
delc*ing tacticc vas thﬁf:ﬂﬁhe commercial distress in Upper
Candéh was more severe than anyvhere else.on the continent”

(p.111). This c?nclusfon endorsed by Maclvor,'! is offered

vithout evidence, and it ignores the impact of the poor

.
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harvest of 1836 on the economy. Furthermore it contradicts

» ° " the contemporary comments discussed - earlier, which stated -

}pé‘ihgt there were no commercial failures and that business was

‘ recoverinb long before- the Upper Canada- and Gore Banks

-

. Suspended.

In order to analyze Ehe.impéci of the U.S. suspénqioﬁ'

on the Upper Canaéiah‘ moénetary sysfeﬁ it is;essentiai to
build a structural: model ‘of that monetary system. The
/// ramainder of tﬂzs cﬁébter pqesen}é such a model and uses it
// | to interpret the reaction of the monetary gystem of Upper

Canada to the U.S. suspension, and the results are then

e

compared to both thé andlysis by contemporaries and that wé

-

Shortt. '

¥ 4.2,A Model of the Monetary Sector

Upper Canada is assumed to be a small open economy
operdting in a specie standard world. It is therefore
assumed that prices of goods in specie are determined by the

.

rest of the world: : :

pl'.PI . . - 4.1
. &
" where P - international price level, assumed fixed
P, - domestic prices in specie
and arbitrarily defining units of measuremént so that Py=1,
we also have Py=1. There are _two ' competing monies
ci;cu{a:ipé, banknotes (Mp),.and specie (Mg). These monies
" are held because they supply the characteristics, security
. ]

.

- - Y )

2%
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(Ss) . and ;onyéniencé; {C) which enter 1into the utility
function. The amount ofﬁé%chléharéctéristic contributed by a
unit of money is given by Sifvéi{;(where i=g,p). The agent's
holdings of S ;nd C are giveh-ﬁy

S = SgMg + SpMp . 4.2

C = CgMg + CpMp - 4.3
Fénally, as describped below, Ehe-;ssumption that eacb money
has an’ absolute advantage ,iggﬁthet productioﬁ of _one
characte;is%ia motivates the diversification of gggﬂtéu

portfolios.

The convenience of a_money depends upon its advantages

. ) .
or disadvantages in terms of weight;' volume, number of
denominations, rate of depreciation (trouser pockets) and
ease of transformétion into sbecie and dgoods. It is assUmle;
that Cp>Cg, and that banks can influencg Cp by such chang{s,
as opening more bfanches, or openirng fo} longer hours. -

The security of a’mpney depends upon the variance in

P

the expected- fuiure .bhrchasing power5 over specie. _Thé
security of specie (Sq) is then fixed'éﬁa the security oi‘
bénk notes (Sp) will necessarily be less than Sg. To 6btqin
an gperatiohal definition of " this concept, i?sume. th;t

adents aséign some'pon-zero probabilitxfto the event of bank

/failure or suspénsion of spécie paymentsytand further assume.

that such an event would decrease the purchasing pover qf '
bank money.. Suppose also that an agent's expectations of the
future purchasing power of bank money may he described by a

. L -

~
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density function such ‘as Fighre 4.2, This function has

~

Y=F(x).where x has a modal value of 1, a mean value of

F(x)

1-h-1 o X

Figure 4.2 : -
Expeeted Value of Bank Notes in Specie.

R -

1-h<1, and can 'be fu;ly déscribéd_by:its‘first two moments,
) - K

- ¥1=1-h,42 = 9, The security of bank money depends inversely

upon'thé value of © : that is, -a.higher_variance wéuld lower

the security of bank maney. B et :f--_&

2
1

’

The  household's utility maxéhizption' problem is-

described by equations 4,4 to 4.8. In' this two period

framework the ﬁouéehqid géts‘ut}Iity from tﬁe consumption of

-

goods - and from the characteristics of moﬁey.‘Mone} is an

alternative to mortgage/bond holdin as é‘meaﬁs of carrying
purchasing poweér between periods, (a pethod described more

. fully -in Patinkin (1965, pp.78-88)).°

Max: U = U(Z1,25,5,C). 4.4
subject to S = SpMp + SgMg \ . '4.5
C = CpMp + CgMg ‘ - 4,6

Y =Mg+Mp+ B + 2, 4.7‘. )
Z2= Mg +‘Mp(1—h) + B(1+ry) A 4.8

vhere Zi is expected cdhsumption of goods in period i

- -}‘:,'




b

\ |
\\\ 108

\

Y is the fixed initial éndowment

B is the mortgége/bond holdings

In is the mortgage interest rate

(1-h) is the expected purchasing power of
bank money in the ;econd period.

Household equilibrium is characterized by:'®

aU/aZ1 _ .
aU/8Z, - (1 +.Pm) 4.8
aU/38 _ Cg(nth) - Cpre §.g
au/acC " Spry, - Sg(rngh) )
3u/38  _ 1 Cg(rth) - Cprm 410
3U/9Z, l+rm' SpCg - Sglp )
3U/33 - Cg(I:..+h) =+ CDT'm : 4.11
3U/3Z, . SpCg - Sglp J :
ﬂEquation 4.9 states that the marginal rate of substitution

bgtween security and convenience equals their relative

marginal costs.' Equations 4.10 and 4.11 set the marginal ‘

- rate of substitution of a money characteristic for a

&

consumption good, equal to the relative marginal cost of
obtaining the characteristic. The implicit prices of the

characteristics are:

'» . Sg(rgh) - Sprm / -
Pc CoSe - Casp h.12

- Cpry- Cg(n¢h)
.. &3 CpSg - Casp a3
Equilibrium’ in the money market is illustrated in Figure

4.3. The'héldinqs of specie money are shown by 0G/0G', and
those\ of paper money by 03/05'. The slope of G'B' = Ps/Pc,
where Ps/Pc > (sg-Sp)/(Cg-Cp), ;inpe the increased holdings
of coﬁvehience through increaéiﬁg holdinés of Mp costs not
only some security but also some goods purchasing power.

G'B' will be called the market opportuni;y'lineA(MOL).

s P
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: A
. Mg
Sgﬁ--.-n--.--.-.---
- . Mp
I iy ,
SpM(1+7) ‘ . o
! |
B X :
X X
1
! |
g o)t ¢
" Figure 4.3

Household Choices Between Monies. -

1 : L
cp(1) T cpr eyl ©

Figure 4.4 . .
Effects of Changes in the Convenience of Bank Money.
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Assuming that M is fixed,‘we can observe the impact'on
household's  demand for money of changes in the
chéractefﬁstics' of paper money. To sumﬁarizé the discusston
of the next few ﬁagé51‘the effect of an iﬁcgease in the
convenrﬁﬁge of paper money is émbiguous; a  decrease in the
expected’loss from paper ﬁoney also has 'ambigudps results,
but is more likely to inéreasg the demand for bank notes;
and an increase in the security of paper money (a fall in

o) will increase the demand , for ‘bank notes? if

—

characteristics are not Giffen goods. ' ' ,

The method is illustrated by an, increase in the“
convenience of bank notes. The ray OMp shifts to OMp' and
the market opportunity line becomes G'B''. The cond1t1on~for

an increase in Mp is that the new equilibrium is on G'B''.
' (4
below L, where L is constructed by drawving a line parallel

to OMp' through G, If the hew'eéuilibrium were above L then
Mg would have risen, And wfth M, 1, and r_fixed, Mp must

have fallen. The sign of an'M is indeterminate if M is

fixed. If the convenience of bank money improves however,

’ -

there would be (under normal assumptions) a shift out of

bonds and " goods -into money. It is assumed that the net

effect of this is that 55% >0. (This assumption i;

rexnforced by the historical tontext of the model during

i the early nineteenth century the growing tenvenience of

ﬁéper money .in the U.S, has been suggested as an mportantr

e
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cause of the observed decrease in the velocity of ?onef
. (Timberiake,'1981))a |
- . e . v
‘ The effect of a change in the expected loss of paper
meney is illustrated by Figufe 4.5. The MOL shifts to G'B''
‘~(the coordinates of B'' are CpM(1+%‘f} SpM(if%‘Tf, and the
4 éondition for.an increase in Mp is that the new equilibrium

2

MOL. (This condition is less restrictive than in

lie to the of Lo. L, is the point at which GE extended

o qgffeets
.. -the previous case since L, is northeast' of E- and not due

Bast).

;inally ve éan 196k at the impact of a change in the

§edurify 6f»money. As Figﬁ}e 4.6_shows, unless‘séfuritg is a

fofen charac€$ri§€ic, if banktmoney beéomes more Ssecure,

: | demand for bank money wxll be increased. This occurs because
/bank money does nox have an absolute advantage in that
chafacteriétic.

) A -
N ) . — _\v»

- An increase in Sp shifts Mp to Mp'.and the -new MOL is

-m. ) | /

| \\ i G'B'', The‘éonditioﬁ'for an increase in the démand for bank

moneyx is that the new equilibrium lie on B'B'' below L,. L,

. © is" the intesection of the line parallel to Mp' which runs

éhrough 6. , :

’

'\ all three changes that have been analyzed cause a fall

= in the relative price of convenience (if Pc/Ps = R, then

N ; ,:gp 0,’§§p<0 and 22 aR <0). In“ thef“case of a rise iin the

conveniénce of bank money however, the exigting portfolio,




112

8"
bu

1
I
1
! |
! !
t [}
I )
N t

0 Cp( 140y~ 1 (W ¢

Figure 4.5
Effects of Changes in Expected Value of Bank Money.
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Figure 4.6 ' -
Effects of Changes in Stabflity of Bank Money. .-
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holds much more convenience after the shift so thaﬁ' there
may be substitution into more security, i.e. specie money.
For reasons stated ‘above it is assymed that, consumers
switched into money when it became more convenient. If the
security of bank notes rises then the original pértfolio

contains no more convenience than. originally and the
1)

individual will attempt to' attain more convenience by’

obtaining the money with an advantage in the production of
. A

convenience,

~

The abdve analysis yields _the following demand for‘

money functions:
Mg ﬁéd‘SQrSP:CQ.CP,Y,ﬁi,h) 4.15
] MpZ= Mpd(Sg,Sp,Cg,Cp,Y,rm,h) 416
ith Mg o Mg, Mg, Mg, Mg o Mg
wl Sg 0 Sp 0] Cg>9 Cp<o 7 >0 Pm<o

M Mp Mp_. Mp.. Mp Mp .
-§§<o 5570 —ga<0 >0 B0 0 9

The supply of bank moPey is determfned by assuming that the
supply is produced'by a profit maximizing ﬁonopoly bank and
by determining 1its optimum level of outqu. Thé profigs of
the .bank are described b§

I = réL - nMp 4.17

‘where I - pfofits

rc- inte;eét«on mercantile credit

L - loans"

n - per unit cost of money stoék;

m - desired reserve ratio -

The modéf'fQ)closed.by stating that

113
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L = {1-m) Mp . 4.18
Mp= Mp(Cp) . 4.19

| Al
‘ Cp= g(n) g'>0 4,20

Equa;ion 4.19 is the demand curve for bank money (based on

equation 4.15), and equation 4.20 describes ﬁhe increasing
marginal cost of providing coﬁvenieﬁce. Equation 4.19 states
that improving the attributes of H@Dk//;;ney is imitially
relatively cheap but it becomes progressively more

expensive,

+  The maximization problem for the bank is therefore,

Max: T = r (1-m) Mp - n Mp 4. 21
- n = n(Mp) - 4.22
= g7Xcp) 4.23
= g {Mp~Mp) ) 4.24
al L
o = % (1-m) - n'" Mp - n =0 4.25

MR = MC
and'equatibn 4.25 states that a profit maximizing bank would
issue notes up to the point where the marginal ‘increase in
' , i revenue (I-E)rc , just equalled the increased cost involved
- in persuading people to hold bank notes. This relationship
is illustrated in Figure 4.7. The diagram shows that a
monopoly b;nk would issue less money Ehan_a competitive bank
(Mp°<Mp*). The supply curve states thaf if the banks had to
* offer Cp they would be willing to supply Mp money; the curve
1B is determined by Cp = g(n), m, and rc.“ The demand curve

results from aggregating hpﬁseholQ's demands .for bank money,




Cp

Cp'
Cp

————— |
u _/. — O
i S(rc,E
1
(I
Mpo Mpl  Mp* Mp

Figure 4.7
Equilibrium Bank Note Issue.

Mp

Fiqure 4.8 .
The Derived Supply Curve of Money.

¥,
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and assuming that variables other than Cp are fixed

U (Equation 4.19),

The unusual terminology »culﬁinating in a downward
sloping supply curve results from the determination of the
supply of money, by analyzing it as a factor input into the
bank's production (of 1loans) function. The graph shows
equilibrium in a market where the purchaser of an input is a

monopsonist.

1f the return on bank lending Fose from r® to r' the
supply curve wou{d shift upwards, as the. banks would be
willing to issue_ more money at any given level of
convenience (cohvenience-being a cost to the bank). The

equilibrium money supply would then rise from Mp® to Mp'.

The relationship between r, and Mp is represented in

Figure 4.8 by the line MM', whose slope is given by

dMp  _3Mp . iy -
icp ~acp 9 (1-m) 4.26
. It is postulated that in the early stages of monetization
\ this curve would be relatively flat as tﬁere would be
considerable scope for increasing the convenience

characteristic of money quite cheaply (i.e. g' is relatively
largé). Furtherimore, at lo; levels of bank money holding,
the demand for money would be relatively sensitive to
changes in convenience. If, for example, the initial states
of the(world had an agent consuming only Mg, a corner

solution, improving the convenience of money will increase

e e e e g sy o i s o R
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M
Mp, and %Eg will be relatively larger.

The MM curve describes the amount of money that the
banks would be willing to supply at a giveﬂ rate of
_interest. The equilibrium levels of r,and Mp afe determined
by the 1loan market. The supply of loans is given by L§=
(1-m)Mp, and when combined with a demand curve for bank
loans, the interest rate and__bank money stock are

~—
simultaneously determined.

The demand for bank loans depends on e structure of

the credit ‘market. I assume a dual credit market. In the

'mortgage markét',both borrowers and lenders are private
agents -and there is no lending By’ either banks or
nofi-domestic sources, Upper Canada banks operated in the
'mercantile credit" market in whiéh thef competed with

international borrowers ahd lenders. The relationship
between the’;two markets. is ign&red since there is little
information about it. I suspect that the links between the
two markets were weak, 'and thaé the mortéage market was
characterized by higher interest rates, if only because it

was easier to evade the binding usury laws in that market.

*

-This model - of the 'mercantile credit' market is based
on theoretical precepts and some stylized  facts * about the

market. Figure 4.9%a shows 'the supply and demand for Cénadian

‘loans by the rest of.the world; equivalently, British demand

for Canadian bonds and the demand for British bonds by
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Canadians.It assumes an infinite elasticity of demand by the'
rest of the yofld (it is assumed that in the credit mérket,

( the rest of the world is Britain) for ioans from Canadian
banks at ry, and .an L—gﬁaped loan supply curve. That supply

curve is based on the observation that-overseas loans to

e’

Canadian .merchants were’at rates above the Britishd lending
rate, and assumes that, given income levels, there was a

fixed amount of capital available to Upper Canadians.
| . "
The Canadian'domestic market is shown in Fiqure 4.9
where sz‘(1-E)Mp. Figure 4.9c combines the markets to show
the equilibrium r*, L*, which implies Canadianllqang‘OLcifnd

overseaé'borrowing LcL*. The Canadian bank money stock is Mp

= Le/(1-m).

Figure . 4.9c incorporates assumptions based on the
observed data:r*>r)>r;, and r;>r* which imply that Canadian

loanable funds were completely absorbed in domestic lending

and there was some foreign inflow.

This basic model éan be expanded to show the impact of
a usury law in Upper Canada. As Figure 4,10 shows, if the
usury rate is less than r* it is binding. The usury law
réauces lending by Chnadién banks, but does not hage;as '
large an impact on total loans as overseas lendipq makes up
the difference. The decrease in Canadian bank lending
neccessarily reduces ;Ee'eqﬁilibrium‘b;bk mone; étock: AMp =

1
‘c I:EA LC .

. . . .
s st bR 2 ER O ¥ A N Y SRt Sy, s Cxd
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Figure 4.9a: Supply anq#pemand for Loans by Britain.

5= (1-m)Mp

M

ce,
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Fjgbfé 4.9b:3$upp1y and Demand for Loans by Upper Canadians.
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B

The workings of the model are illustrated by two
comparative statics e;ercises. 1f the demand for loans’
increased the new equilibrium would yield a higher level of
r*, L*, and Lc* (see Figure 4.11). The elasticity of foreign
lending implies .that the interest change 1is small, and
thus the increase in -Canadian bapk lending 'is small; over
a finite range. The. ihcreased demand for loans, would

increase the equilibrium stock of bank money: AMp = 1w ALe.

This occurs because the banks having seen greater profits

" from lending, expended resources to increase their

loanable funds; that is, they expanded their note issue. The

~change in L and Mp depends on the slope of L: and the more

. , s , .
ineldstic L, is, the more an increase in demand for loans
will increase the domestic money stock. Figure 4.11 shows an

increase in Canadian lending from Lg’to Le.

In a market constrained by usury laws, a shift in the’

demand ‘for loans curve does not change the profitability of
lending, so that the money stock 1is unchanged, and the
outstanding Canadian bank loans also remain constant, with

simply a greater excess demand for loans.

In analyzing market eqpiliBria it has been assumed that -

the sécurity characteristic of money was fixed. During the
period under analysis, there is cgnsidetablé independent

evidence of a shift in agent's pétceptions of the future

purchasing power of banﬁ money, or a fall in 'h', Using the

-
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Figure 4.10
Loan Market with Usury Laws.

Figure 4.11 .o : {
. Effects of Increasing Demand for Loans. “

-
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analysis of a household's demapd for bank monmey, this can be
shown to generate (ceteris paribus) a fall in the demand for
bank money (in terms of Figures 4.7 and' 4.8, Mp(Cp) will
rise, and MM' will shift leftwards), and therefore the loan

supply will shift inwards.

Figure 4.12 illustrates that the fall in the domestic

supply of loans has a small effect on the equilibrium lévels )

of interest rates and loans. Again the fall in domestic

supply is largely offset by an increase in foreign 1lending,

‘but the result is extremely sensitive to.the elasticity of

the supply of foreign capital. If foreign capital were
unavailable then the interest rate would rise significantly,
and the amount of lending would similiarly fall

significantly:

1f there were binding usury laws then a fall in h would
cause a larger fall in the volume of credit, since it would
not create an incentive for the banks to improve the quality

of money, and therefore the supply of loanable funds.

We have until now assumed that the only way by which
the banks can affect the bank money stock is through the

manipulation of the convenience characteristic, however it

s likely that there is a further 1link caused by the

relationship between the density functigg/¥=ffx7'6f';;;;Eiéa‘”‘”: .

purchasing power of bank money, and the reserve ratio. If

the reserve ratio were not fixed and h-h(m)} h'>0 then the

g
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Figure 4.12 ' o
‘Effects of a Fall in Demand for Bank Money.

s
[
sp(1+)" T
sp(1+2) "1
c

.. -Figure-4.14
Effects of a Fall in the Expected Yalue of Bank Money.
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bank§‘ would determine the equilibrium reserve ratio where
the margin#l cost of holding higher reserves equalled the
marginal revenue from the increased circulation and‘}oanable

fuhds, which in . turn equalled the margipal cost of

increasing circulation by increasing convenience.

If we assume that the reserve ratio was established in
such a way, then fhe, exogenou; fall in the expected
purchasing power would be of fset bf'(a).a higheri intergst
rate, (b) a higher level of con;enience, and (c) an increase
in the reserve ratio. Againi if usury laws constrained r*< L

then the change in resérves and convenience would Kp

significantly less.

s

The factors determining equilibrium in the bank money -~
market having been described, it remains to discuss in a
little more detaid thé.'determination t& the' equilibrium
stock of specie. The deman& for specie by individuals was
described by equation 4.15; and the demand for reserves - by
,the; banking system is simply mMp. In a small open economy,
the monetary approéch to the balénce'of payments éays that
the supply of specie changes to eqﬁili?;ate the supply and
demand for money at the world price ;Edel. This implies
assumptions about the‘ ease- of trading in specie. Upper

Canada vwas a small economy and it was rélatively easy to

acquire specie from New York throughout this period. (In

contrast, it is usually assumed that the U.S. stock o

ushka,

specie at this time wds fixéd in the _short ru

" pews; ~ T . T T
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4.3 The Impact of the U.S. Suspension on Upper Canada

Figure 4.13 shows the behaviour of.thg stock of bank

money during the periéd under discussion. This Figure shows
< the Gramatic drop in the money stock'ftom May to July 1837:
fr;m £443,230 cy. to £257,556 cy. The Bank of Upper-Canada
dnd GSre Bank ;aintaingd approximately the same low level of .
issue for the next eight months while the Commercial Bank
immediately increased‘Aits- note issue after it suspended
specie payments in September 1837. O
- Both the contemporary literature _and subsequent
ﬁistorfcal analysis has suggested that thé féll in the money
stock was caused either by an external drain or. by.the banks
fears of an external drain. The conclusion was then derived
that the Uﬁpe;;Canaﬁa banké should have guspended after the ,
U.S. banks suspended. An examinétion of the argumepts'made |
"cohderning the causes of an.exiegpal drain shows-that -there
is little evidence that an external draip did or would have ™

A}

caused the banks to decrease their note issue. o

el ‘The implication is that the cause of the fall in the
Upper Canada mohey stock was ah internal drain. In
- pqrficulaf, it is suggested that§Upper*Cadhdians’as'a result

of the U.S. and Lévir Canada .suspensions, reinforced by the

indecisivenebs  of their own ernment, had greatly

-,
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Fiqure 4.13: The Stock of Bank Money.
Source: Canada, Journals, 1841 App. 0
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decreased faith in the continued redeemability of thedr bank
notes, and increased expectations of a fall 1in the specié
value of those notes. THée model of Section 4.2 shows that
such a change in expectations would reduce agents' demand
for bank money .from one equilibrium level to a lower level.
1f the banks wiéhed to m;intain specie payments, they h&d to
decrease the supply of bank notes. The model also predicts
that the fall in the demand for bank money would be at least
partially offset by an increase in the demand for specie (in

the hands of the public.

»

The first step in the analysis is to consider why there
might have been an external drain and resultant fall in the

money stock. Contemporaries argued that this would occur

both because of speculation 'by Americans holding Upper

.

Canadian bank notes, and because the balance of trade was

I

against'Upper Canada. ’

There were differences of opinion concerning the amount
of Upper Canadian note circulation in the United States.
Thomas Ridout, Cashier of the Bank of Uppér Canada argued,
(in  a not totally unbiased 1letter to the ‘Lieutenant
Governor'7):

It appears therefore that it will not be difficult
for speculators to pick up the greater portion of
the Upper Canada notes circulating in the States
of Ohio, Pennsylvania and New York. The present
circulation being nearly £200,000 we assume that
nearly one half of that sum may be bought up by
speculators and brought here for redemption.

On- the other hand, Executive Council member McCadley wrote
, h
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to the Lieutenant Governor referring to "the amount of our
notes now in ‘circulation in the United States, which is
probably at present inconsiderable".'® Finally an anonymous
correspondent of the Patriot (who used the pen name 'R' and
wvhose series of letters regarding the suspension will be
referred to later) similiarly stated in reference to Upper
Canada note circulation in the U.S.: "...I do not think
therefore that there can be any great amount outstanding
among our neighbours; -nor could ' the amount at any time

during the last winter have been very considerable™, '?

Whether or not the Amer{can circulation was large,
economic theory suggests that if sbecie rose to a 10%
premium in the U.S., and Upper.Canada bénk notes'wg&s‘stiil
convertible in@é specie at par, they (ﬁpbér Caﬁ;8a ,ﬁotes)
would also rise to a premium relaéi;; to U.S. dollar bilis.

As stated in Chapter 2, the cufrency laws in Upper Canada

had debased the Upper Canadian dollar so that in specie it

-was worth 3% less than a redeemable U.S. dollar. On May 16,

1837, Ridout, in his 1letter to the Lieutenant Governor
reports ‘that:

In consequence of the Banks of the United States

having very generally discontinued to redeem their

notes in specie the value of the precious metals

has suddenly risen and the notes of -the Upper

Canada banks which have heretofore been at a

dijscount of 5% in the New York market have
: simultaneously attained a premium, Lo

Thus Upper Canada notes did rise to a premium after the

U.S. suspension, Agents would therefore either have to pay a

S
>, oy e e ) - Lo A
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e L BT . Dl Bm



129

premium to purchase Upper Canada notes, thus eliminating the

ntial profit at the margin; or if they held Upper Canada
bills, could use those for domestic payments at their
increased value, reducing the need to redeem notes at the
bank in order to make a profit. While the rise in the value
of Upper Canada notes would not necessary eliminate the

REssible intramarginal gains, a. comment 1in the Kingston

Chronicle and Gazette (27 May 1837) that "there has been
scarcely any demand [for specie] from the American side",

suggests that the external drain was small.

A “related source of external drain, but one which is

not mentioned in any of the contemporary literature,

. concerns the possibility of an Upper Canada speculator
’;,predeéﬁing hig bank notes in specie and using that specie to
buy U.5. bank notes. American notes were at a dis;ount of

10% in specie terms, and if sﬁeculators were certain that

the American banks would resume specie payments in May 1838

they would expect a 10% return on their investment.

While this form of speculatioﬁ undoubtedly occuffed on
ausmall scale, ig would not cause a dramatic external drain,
The premium on specie in U.S. dollars was determined in the
U.S. asset market which would equate expected returns on

~ assets adjusted for risk. The Upper C;nadian speculators
were'énly a small part of the U.S. asset market and there is

no reason why Canadian speculators should have been more

sanguine than the market. Therefore, there is no reason why
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speculative flows would have caused an external drain.

The alternative source of an external drain would be a
fall 1in U.S. prices (in terms of specie) and the impact of
the suspension on the trade balance. The problem is clearly
put by Hagerman who stated that, "The course of trade is in
favor*of the United States and though unaided. by speculation
in exchange, must in the end drain our vaults". (The
correspondent 'R' also refers to the balance of trade
argument fol suspension by the Upper Canada banks).
Hagerman's statement ;imply asserted that Upper Canada could
not run a balance of trade deficit permanently, but the
trade argqument might also refer to the stimulus toward a
trade deficit by'the U.S. devaluation. The effect of such a
stimulus would depend upon the level of U.S.-Upper Canada

trade and the relevant'elasticities.

The levei of trade between Upper Canada and the
U.S. has already been demonstrated to be relatively low. In
fact the Chronicle (8 July 1837) pointed to the unliklihood
of Americans obtaining Upper Canada bank notes "due tolthe
scarcity'of trade between the U.S. ﬁnd the Province". 'R’
takes issue with Hagerman over the direction of traiS and
argues that "during the last winter%f1836/37] phe balance of
" trade between the States and Upper Canada, was rather in

favour of the latter"” (Patriot 27 May 1837).

The key point in respect of the impact of ‘the.
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suspension on trade flows, is that it would be a gradual
response and not the cause of a sharp drain of specie. It
has been stated (see Ghapter 2) that the low levels of
US-Upper Canada trade resulted from both commercial policies
aAév the fact that Canada and the U.S. specialized in‘the

production of the same goods. These facts suggest that the

trade elasticities .might also have been gquite low, which.
. &

would mitigate the impact of the devaluation.

-—

In conclusion economic theory suggests that the role of
an external drain was probably relatively small in Upper

Canada after the U.S. suspension, because Upper Canada notes

quickly reflected their increased value in U.S. dollars, and

because there was a low volume of trade bétween the two
areas. Thus the fall in the money stock must have resulted
from an iqternal drain, or a change in the desired holdings
of hgnk money by Upper Canadians. In turn this suggests that
the impac¢t of the suspension was felt nst directly but by
its effects on individuals expectations of the future value

of Upper Canada bank notes.

- Afte} the U.S. suspension agents expected that"jthe
Upper Canada: banks would suspend, and having seen the
premtg; that arbsq on U.S. notes, they would eipeé; that if
the banks failed note holders would suffer a capital loss

(in specie terms). In terms of the model of Section 4.2, the

U.S. suspension cauped‘a change in the: expected purchasing

power of bank- money (h) and ‘thus caused individuals to

?
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demand less bank,honey. -

The model suggests that a fall . in the expected -
purchasing power would reduce demand for bank notes, but not

necessarily to zero (see Figure 4.14). As agents reduced

v their holdings of ~bank money, the marginal wutility of

"Iconvenience would rise, which 1is presumably what Shortt
meant when .he said "the urgent need for money prevented the

remainder of the notes from returning upon the banks".

The reduced demangd for bank money implied that the
supply of loans by Upper Canadian banks fell siﬁultaneously.
If there were no internaﬁional‘credit market, thé impéct of
this fall on the Upper Canadian market could be illustrated

. by Figure 4.15. The decrease inl loan supply is partially
offset by the banks increased interest earnings which enable
them to affect the 'convenience' of money; the fall in the:

money stock is  therefore. (L?-Lf)/(1-ﬁ) rather  than

(L$-LS)/(1-m).

Introduction  of 'the usury law constraint and an
‘intérnational credit market, means that the impact of ’the
fall in demand for bank money was mére éevere,‘és is
illustrated by Figure\4;16; I1f the international loan supply
were stable and elastic then the decrease in the supply of
Canadian funds could have been offset by inéreaséd
borrowings from abroad. However, there is clear evidence of

a decrease in lending from Brité#in during 1837, largely as a
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Figure 4.15
Effects of a Fall in the Supply of Loans: Closed Market.
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Figqre 4.16-

Effects of a Fall in the Supply of Loans: Open Market.
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result of American business failures,?° Thus the impact of
the decrease in lending was made more severe by (a) the
imposition of a wusury law whi¢h restricted the banks from
attempting to increase the public's demand for bank monéy,
and (b) the 1inability of borrowers to offset this by
increased overseas borrowings, caused by a prohibitive
upward shift 1in the supply of overseas funds. The fall in
loans was thus from L} to L} and there was a decline in the

money stock (Lf - L¥)/(1-m).

. The model also predicts that specie reserves qf the
Upper Canada banks would fall over the period May 1837 to
July 1837, but that individual's holdings of specie would
rise. Although ‘insufficient to - rigorously test this
prediction, tﬁe data available do give some support to the

hypothesis.

There are annual data on'specie imports by the banks
and during 1837 the Commercial Bank and the'éank of Upper
Canada (there are no data for the Gore Banﬁ) imported
1209 905 cy. In specxe. However the change 1n specie reserve
holdings of the banks during 1837 was,{70 933. The data on

specie outflow are more sparse, showing only specie leaving

through St. Johns (Quebec) to New York. These data show
exports of,f17,341 and net ' specie imports et that port of

£136.350 cy. (The reserves of the Bank of Montreal rose by

) £33,340 during 1837). The data on flows at St. Johns would

however miss s&ny specie going from Toronto to New York

B e OISR s s evogorte 4 Srmraa " R . * > ¢
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directly, . for ?xample, through Oswego. The evidence
certainly does not refute the hypothesis that while. bank
reserves fell, individual specie holdings rose, and there’

was a net specie inflow into Upper Canada.

Finally, it 1is worth restating that the fall in the

- banks discounts was slightly less than the fall 1in their

notes in circulation., This implies that they were not
"

substituting out of one asset into another, at the expense

-

of the Canadian merchants.

1

4.4 Conclusions

The objeétives of this chapter were to present -a theory
of the demand for money, appropriat; for an economy,in which
a banking systein was evolving, and to use that theory to
analyze the behaviour of the bank money  stock in Upper

Canada when the United States sdspended specie payments. The

.Eheofy assumed that the prodpction of money was costly, and

thus the equilibrium money stock was endogenous.

Emphasis was,placéd on the role of expectqtions in
determining th§ demand for bank money. As Upper Canada Qas a
small open economy, it is suggesfed that it yés changing
expectations of tE} value of bank moné} that led to a sharp
reaction - to the U.S. suspension of specie paymeénts, rather

)

than the emergence of a serious external. drain. Since the

»

-
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,

fall in the bank .monéy stock was from one equilibrium to
A

another, the effects would have been less serious 1if the
economy's adjustment mechanisms had not been constrained by

usury laws.

-

qinally'it is postulated that Shortt has,overétaféd the
seriousness of the monetary crisis in 1837. That 1837 wa;“héi
year of relative hardéhip is wundisputed, however poor
harvests accounted feor much of tbis hardship; the ‘'banking
crisis' would have been felt particularly in the mercantile

e
sector, and a previously mentioned newspaper report stated

that there were 'no commercial failures'.
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Table 4.1

Discounts as a percentage of Notes in Circulation

\
Bank of Upper Cangda '

1836 1837 1838 1839 1840 ——~7841
JANUARY 1.52 1.68 2,63  0.79 1,79 2,18 .
FEBRUARY  1.61  1.70  2.27 . 0.5 1,73 2.13
_ MARCH 173 1.59  1.85  0.77  1.76  2.20
APRIL 1.97  1.66  1.42 .0.75 1,79  2.35
MAY 1.98  1.71  1.19 . 0.73 1,85  2.11
JUNE 2.11 1.80 1.01 0.71 1.9z 2.15 i
JuLY 2,11 2.37 1.5t 0.79  2.09 |
AUGUST 1.89  2.54  0.86  0.80  2.05
SEPTEMBER  1.87 2,31 0.75 _ 1.01 1.68
OCTOBER 1.64 2.48  0.91  1.29  1.90

NOVEMBER 1.80 2.50  0.84 1.53 1.95 \ o

DECEMBER 1.65 2.70 0.85 1.64 2,05

Source: Canada, . Parliament, Journals, (House of ¢
Assembly) V ' '

oyume 1, Appendix O.
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v FOOTNOTES

' *
'Upper Canada Sundries, Vol. 81, p.431.

iUpper Canada, Parliament, Journals, (House of Assémbly)
Volume 1, 13th Parliament 2nd Session.

’C;hada, Pérliament, Journals (Houserbf Assembly) Volume
1, Appendix 0O, 1841.

‘Upper Canada Sundries, State Books Volume H, p. 603.

*Upper Canada State Papers,‘Volume 17, pp. 68-82.

In consequence very few $1 notes were issued. by the
banks, and in fact the City of Toronto started issuing $1

notes. o

w -

TOuellett (1980, p.)

SPublic Archives of Canada, Military Records, RG 8,
Series C Volume 144 (see Tablei6.1). ‘
. v )
*Upper Canada, Parliament, Journals (House of Assembly),
13th Parliament, 4th Session' "Correspondence on the Subject
of Suspension of Specie Payments", Vol. 2, p. 611,

'%Upper Canada, State !Boks Volume H, p. 647.
''1 vie. Ch, 4.

'?1 have followed Adam Shortf, in assuming that -the
actual suspension of specie payments by Upper Canada banks
resulted from the political upheavels and the Upper Canada
Rebellion. This means that it should not be treated
endogenously. : Co

'3shortt (1902, p. 105-6).
"*McIvor (1958, p. 44). .
'*See Appendix 4.1, ~ oo

16The supply curve is downward sloping because g'(n)>0, .
vhich states that the increases in inputs yield less than
proportionate increases in convenience. ‘

' TUpper Canada SundrieS“(13 May 1837) 96880 A

o
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CHAPTER 5

- SUSPENSION WITHOUT INFLATION
- Coot - , \ \

G This chapter continues tbp .analysis of the monetary

. o
SRR WP S L
.
.
e
.

o " 'system of Upper Canada and examines the period during which

L the banks suspended. specie paym (March 1838 to November

o

. ° . 1839). The model of Chapter 4 aSsumed‘\s\\;xxed rate ~ of

- : exchange betweeh the two currenc1es, specze and baper money, ' ;
and that model is adapted to the case where the banks are no )

. | longer requ1red to trade spec1e at par with bank notes. This
adaptatxon is accomplished in two stages, f1;st1y, in a

S- e perfect-foresighf model it is shown that a profit maximizing
; R bank would decrease the nominal ftock of bank money balances )
i ' LT at the t1me -of suspe051on. The bank wduld then gradually
| - S 1ncrea;e the - money stock unt11 the date Qf resumptxon. In

,M" the  second stage these results are modified to allow

uncertaiqty abogt the length of suspension,land also to

allow for the possibility that agents do not cotrectly
anticipate bank actions. Under these assumptions, the banks e

. . increase. the money stock at the time of suspension, and

ol subsequently def ate the currency.

- s ' "When the banks suspended specie payments, they vere no -

¢,

B , . longer required to redeem their notes with a- legaliy fixed

4
!H“ %. . ',' . quantity of specie netall, The banks contxnued to tréde in . » ;

: by the
L . '“?Eii?*?fﬁfaa1ay ﬁhe~\price of apecie in hanknotqh'
, _@igher than the pre-suspens “par, and the price was’

- ) ‘ 5
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"as a premium of x% over par. This premium reflected the fact

that at par, there would be an‘excess supply of bank notes.

: 4
5.1 Previous Analyses of Temporary Suspensions

Despite the considerable work done on North American
monetary history, very 1little has been said about \;bﬁ

determinants of the bank money stock during a ;empoiafy

suspeqpion. The‘lbst explicié treatment of suspension is

.that of Friedman and Schwartz (1963) for both the(bneenback

Period and the 1893 restriction/suspension of specie

payments. Temin also mentions suspension during the period

4

1837-8. I shall briefly discusé the analyses. of . these

_authors and then examine - Adam Shortt's descr1pt1on of

monetary beﬁaviou: in‘UpPer Canada during the suspegsion.

.

Friedman and Schwartz (henceforth F&S) hescfibe the .

1mpact of a suspension: "[it] in effectycreated a dual
monetary system - currency and dep051ts not interchangeable
at a f{xed rate” {p. 110) They emphas1ze the 1mportance of
expectations of résumpfion in determinxng the (flexlble)
rate of exchange between currency and dep051ts both 1n the
18608 and in 1893. Inp the 18608 they argue <hat "one might
expect that the: rapid rlse in prices during the Civil Waf

«+s.to have produced....a substant1a1 rise in money interest

low'. They explaln thxs anomaly by postulating that ‘there.

were capital inflows, by agents specylating on the greenback

oy
b

‘rates' (P&S, p.70), and yet 1nterest rates were’ unusually‘



141

dollary or rather, speculating on a fall in the premium on

ot

~

specie in.greenback dollars.

A similiar analysis‘is used in their discussioﬁ of the
1893 suspension: "the currency premium....sihce it was ,not
‘expected to lést, » gave an incentive to convert foreign
balances, i.e. gold, into dollar- ‘deposits" (Fs&S, p.1f0).
These influences of expectations are not however relatgd
back ;o form a constraint on the issue of paper money. N
Temin also introduces expectations into his analysis of
the exchange rate between specie and bank notes, stating . ¥
that ihé éﬁsunt of the premium is at a level wheré "the
people who thought the specie price of notes and deposits
would fall further (and‘therefore wished to sell them) were .
offset by tﬁpsekwho thought their specie price wéhid rise -
.(and who wanted to buy them)" (Temin, 1969; p.116). He also
. postulates that the public's demanq’for Specie increased as
. they had learned "that bank obligations were n5E'always 'as
« good as gold' and that they could lose 10% of their value in
a fe’ months" (Tex;lin, '1969; p.119). He doeg not degicribe the
behaviour of the banks except to comment éhat‘they wished to -
Suild up reserves prior to May 1838, in order to be in a -
strong position vhen they resumed specie paymen;s: There is
no explicit discussion of how that would affect Aheir note

. ; issues during suspension.

- .
’

( As mentioged in Chapter 2 therg,ﬁas been very little .

’

-
~_
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written about monetary events in Upper Canadian history, so
that the state .of the art can be presented by discussing
" Adam Shortt's analysis-of the twenty month suspension period

(Shortt, 1902). In his discussion, Shortt focused on the

Bank of Upper Canada. He claimed that the Bank wanted to

suspend in order to be able to increase its note 1issue to
the extent of.£400,000'(Shortt, 1902;p.112). The Bank w&uld
then use the excess issue to finance speculation in foreign
exchange:’ "the Bank [of Upper ~Canada] had 'no occasion
whatever other than its own temporary interest, for
suspending when it did", which iqterest arose out of
expectations 6f "a steady reaction in the United States
exchange market" (p. 114), i.e. a sharp r}se in the U.S.
premium on London exéhange. Shortt qontinues, "1538 passed
and the opening monthé of 1839 without any oppqrtunity for
the bank to unload its large amount of London exchanée'. The
" Bank wvas therefore unwilling to resume specie payments until
_after'fhé summer of 1839, when the- supply of government
.exchange dropped and the price of exchange on London, in New

York, advanced (Shoftt, 1902;p."118).

P '

The suspensiod. of specie pafhenté (in Shortt's view)
. p:ovideditwo ben;fits for the Bank: it could spééulate with
its 'normal l;vel' of reserves, since they wou}dﬁnot be
required Eor at-le#st a year; and, to. the 'bxteht that - it

. could expand the note issue, the bank would have additional

_resoq.'fs on which to earn a rate of return. The  former
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benefit 1is clear, however, the latter is constriin;;:;g_the
ability and desire of the bank to 'inflate' the real' supply
of money. I shall aréue in the following section that both

would be quite limited.

For Shortt's hypothesis to be valid,. the premium on
exchange in New York should have been relativel& low from
March 1838 uﬂtil the summer of 1839. Table 4.1 showed that
the price of London exchange had substantially recovered
from.its_;low in February 1838 by June 1838 when the
U.S. banks had resumed specie payments. The high premium of
9.5% in December 1838 was not equalled until Octobes 1841.
Certainly the Baﬁk of Upper Canada did'not nged to wait
until October {839~ to take ‘its profits 'on exchange
speculation. It -would have been more profitable to sell
exchange in December 1838, aﬁd use the'procéedg for domestic

lending.

i

P — o~

~— The specie reser#es of the Bank of Upper Canada (shown

, in Figure 5.1) did not fall 51gn1f1cantly during 1838/9. The
seasonal fluctuatzons and -limited avallab111ty of data 1mply
that this can only be an approxxmaée concluytbz) The size

of the jump in purchases of foreign exchange -s ggest that

Shortt' viewed the banks, increase in holdings of fqrelqn ,

exchange as arising out of increases in note issue (an

increase in the size of the portfolio) rather than out of

the negligfﬁle freeing of specie reserves (a shift between

- -

agssets, size of the portfolio’constant).‘ng must therefore,
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by implication, have seen the benefit to the banks of the
suspension of specie payments, as lying in their ability to,
inflate the note issue. I shall térmﬁt@%s the -'inflationist

hypothesis;. ot

Shortt hypothesized _that the banks ﬂ;d:the ability to
inflate the nominal money stock up to ‘the legal limit of
twice the capital stock, The work on U.S. suspensions
suggest; that the role of expectations and the- possibilities
of currency substitution affect the money. interest rate and
the specie-price of deposits énd notes (or equivalently, the
premium on spécie)} These‘analyses of temporary suspensions .
of‘specie.payments,‘have tended to ignore thé fact that _the .
amount of the bank money stock during a suspenéion,.and
hence the bank money - specié exchange rate, wouid be
determined in part by the profit maximizing behaviour ‘of .
banks, and it is this question that the folloving section

addresses.

T oe

5.2 The Supply of an Inconvertible Curréncy. i,

The mod;l of -Chapter 4 is modified by the removal of
the assumption that the banks are required to redeem their
notes “in. specie. It was assumed that P;=P,, i.e. the price
of goods in specie and in bankymoney was identical; but this
assqmption is replaced by one bf‘expectations of resumption.
Initi{lly the restrictive assumptions of a_berfect foresight

L]

, model are used to illus;rale the analysis, but: some of these - ;

,g-—»wwavn~ - a4

M i
et P d L
[T P N 1. N 8



146

are subsequently relaxed.
. | ’
First, assume that the Upper Canadian monetary sector
was in equiliprium as described by the model of Chapter 4
witﬁ.?Q\anticipation of éuspension‘and that all wvalues of
variables in that equilibrium are denoted by the superscript
9, ‘Then we: have Cp°>Cg®, Sp°<Sg®, h°>0, Mp®, Mg® and the
return to each money holding is such that ‘the " net return
(inclusive of conven;ence, security and eipgcgéd losses) is
equal to r?, the real rafe of return on mortgages and the

marginal product of capital. Finally define P;°=p,°,

The assuﬁption that eacﬁ_bank had a‘local monbpoly is
maintained. However, theory to be presented requires not
that each .bank had an -absolute .monopol§~_5ased- on~its
location, "'but that where~hin;er1ands ove:lapped{' the .banks
. colluded rafﬁgr thén competed. Since tﬁ%ﬂtwo largef.banks

held over 96% of the farket for bank.nétésAiion January 1,
| 1837) tﬁié'.is not an unreasonable assumption. Neither bank

: could assume that its behav1our would not affect the total

stock of bank notes.

~

Next, assume that an unantlcipated suspensxon of specie

‘payments occurs wh1ch all agents in the eeonomy expect wzth‘

omplete certaxnty to last exactly one year, from t = the .

date of suspension, to t - the date or resumptxon. (These.

apparently 1nconsistent assumptions aré'. relaxed later”

-

although there are sound historical reaéqns'for‘emﬁloying

" P

%

N

1

.
. T .
T — -
Y e, R AT o . ;
FRAPASTEC SCRpR™ B FRPRy - 1 30 g P PR



V74

147

asymetric assumptions). Assume further that real income in
Upper Canada and international goods prices in specie are

(and are expected to be) constant over the period.

The path of the money stock during suspension will be
that which maximizes bank profits subject to institutional
constraints. Sinée we have assumed that the banks' of Upper
Canada oﬁerated as collusive monopolists, -the analysis here
follows that of Cagan (1956) and Bailey (1956), and the
optimal rate of inflat;éa depends upon the inflation

elasticity of the demand for bank money.

By the assumptionwof pérfect foresight, Sp=Sg°, and
from the analysis of Chapter 4, if we assume that the banks
choose a;,optimal Cp, the demand for bank money will éepend
upon the rate of'“inflation'-'h.lw can write this demand
function, . . QB

ol ME /P, -md(h) g -

where 3m% /ph<0, and underlyxng EK% function are the

relatxve marg1na1 utzlxtief/dpf mbney and goods, and the

ratxo of Cp/Cg. G1ven th1s demand functton ‘the bank's prof1t :

¥ .

funct1on at any poznt in t1me is - o

.- v R(t) -md‘(h) [i-n] - o .5.2'
That 1s, the profxt R(t) depends .upon the levtlﬁ of-‘real
balances outstandzng and the . net-fate of return per un1t of

el

real baiahces, vhere i ié the nom1n&1. raté of u1nterest

. . —

received by, the bank- on 'its’ logns. .o

.4 L~ T s men * . Lo 3 . T. [
v

s . 'i.ro;h\' . -




g 148
The bank's objective at the point of suspension is to
maximize the discounted value of the stream of profits over
the period te.-tg by choosing the optimal inflation/deflation
rate h*, This requires that expression 5.4 is maximized
) 0
R =/"el ¥ (md(h) (i-n)}dt . 5.4 . S .
R =Tem (ad

That expression is maximized by choosing an h* such that

%%p - (i-n) + mp(h*) =0 ' 5.5
If we define < as the inflation elasticity of the demand fo;‘
bank money, theh 5.5 can be writteq as
h* = -%-—(r°-n) . 5.6
Since a <0, and (r°-n)>0, h* cannot be signed. However,
values of o obtained from Cagan's study of European -
hyperinflations suggest values ofl% l of aproximately 25%

per month., It is unlikely that (r°-n)'%ppr6ached that level

which suggests that h*>0, and possibly h* would be a very
. 2 . ,

high rate of inflation.

The institutional constraints require that resumption
occur at the. pre-suspension par, so that prices in bank
money at that point in-time are required to equal . their

pre-suspension level. This can be written,
&

-

P, (t,) =P8 = P 5.7 "
1f ve assume that h* is a lé}geupositiée number, this
oh | terminal constraint implies that‘the bank must dec}eaée the e
A _nominal stock of‘bank money at t,, and then increase it over

A Yy “the suspension period at the rate h*, This fuliy'antjcipated

4 I L inflation 'will cause a fall in the«quantitf of real money.
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balances - demanded which implies that at the date of

¢

" suspension .the. nominal money stock is reduced to a level

-h* (.\}t.v- "ts )

below Mp°e . At the dai:e~ of resumption (when the

‘expected inflation ‘rate falls to =zero) there will be a
~discrete jump in both the stock of real and nomimal money

. _balances. These relationships IarEA stated summarily in

equ;fions 5.8 to 5.13, and are illustrated by Figure 5.2,

Mp(t,+c) < Mpoel” (tr=ts) 5.8
Mp(t,) = Mp° : 5.9
' M%%m% = n*  for tg<t<t, ' 5,10
P, (ts+e) = plen*(Er-ts) 5.11
P, (Oti) = P§ B 5.12
’ ng(ti) < mg(t;) for t.<t<t, 5.13

Without analyzing the‘behavioﬂr of thg} u.s. monetary
system during '1837/8 in any great depth, it is interesting
to notelin_the context of the above result that, from
November 1837 until September 18}8,7the premium on exchangé
there was Qelow pre-suspension Miﬁt par. Between January and
May,3838 it was morg than 3% below par (see Figure'ﬁ.I). The
perfect foresight model predicts ‘that during suSpehsiéa
prices of ‘specie (and goods) in paper money would be less

than pre-'énd post-suspension prjces. The U.S.  behaviour is

similiar to'that predicted by the model.

Applicatién of this model of behaviour under subpension

to the Upper'Canadiap case requires that the complexifies of ,

the loan market as briefly outlined in Chapter 4 are taken
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into account. Two types of imperfections existed in the

,°  “loans market: thete were usury laws that required that

A

nominal interest rates (that is, interest' rates stated in
bank money terms) not exceed 6%; secondly,-the international \\;;/

credit market was not well integrated. ‘ I
1 |

In Chapte;/}lit was argued that the Anglo-American
financial criéis in 1837, characterized by the bankruptcy of
three of the major trans-Atlantic financial houses, caused a
drastic’ shift inwards (reduction) in the foreign supply of
funds. It wes argued that even before this the Canadian
usury <kaws .were binding so that the decrease in foreign

lending caused both an ‘excess demand for loans at the usury

rate, and an equilibrium interest rate (r?) greater than 6%. .

The unavailability .of credit 1is evident in a legéer
from Peter McGill (in Montreal) to businessman W.M.Merritt:
"We all feelkahe importance of affording facilities to the

purchase of wheat\ in_gpper Canada but the banks of Lower

Canada cannot give them, and but few individual Hduses will - ;

¢

be able to supply their cofrespondents with the needful from "

hence" . ' Tﬁé?é\ comments and similiar repgfts in the
newspapers lea;;\\I;FEIe\\doubt that there was an excess-
demand for loans at the®% interest rate charged by the

-

banks,

\‘
C TN
—Br . e

. . L
. The inclusion of a binding usury law constraint

modifies the analysis and results summarized by equations
; . | o
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, The Kuhn-Tucker conditions for an optlmum then are
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5.8 to 5.13, The bank's profit maximization problem is now

0, .
Max. R = et (mi(h)li-abar 5.4
subject to isru 5.15
i¢ 0 +h . : 5.16

Since the expression {mg(h)[i-n]} is -not time dependent ;he‘

> .

maximum of 5.16 will require that {ug(h)[i-n]} is maximized
subject to the constraints 5.15 and 5.16. CpnditionA521§ is
the constraint that the bahks' charge a rate of interest
equal to o; lower than the wusury rate. The constraint

imposed by perfect competition in the loan market states

that the bank's return on loans canfot exceed the givqg/’

market real rate of interest plus the rate of inflation

(5.16).

The maximum is found by form1ng the Lagrangean

L = mb(h)lx nl] + X°(r°+h i)+ \J(r -i) 5.17

‘that,
%2 m' (h)[i-n) + 2 = 0 _5.18.
- e '
2L alh)- 20 -y, =70 5.19
r°+h-i>0 A% 0 and A% (F °+h-1)-0 5.20
A
, - 0 C- ™ )
; £, i0a >0 and dtar 1) 0 . 5. 21.

Wei have argued that an unconstrained optamum would yzeld a
rate of 1nf1atxon con51detab1y in excess of 6% per annum, If
the usury law were binding then A >0, and by 5»21 L =i, From
5.18 ve can shov that 29>0 sxnce (r -n)>0 and m'¢th)}<0, and

from 5 20 it then follows that r°+h-1. Thus we have, N

’ r

-

*

- 5"’

i N

-3
S, N
R VPR
ST R Th- T

R &3
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=r -r° © 5,23
i . v _ C : R
The bank's profit maximizing pehaviour was to contract the'

money stock during;ihe suspension. Sincg prices were fzxed X

at the date of resumpt10n—th1s requires an increase 1n the \
\\
‘bank money -stock at t lelowgd by a cdntraction of the '
Co et ; —_— B . y .

money stock at rate h*"during the suspensjon.

P4 fo . . o . ) N A
: . The Bahk's profit from suspension can be interpreted as
‘the product’ of -the profit per unit of real money balances
anq the volume of real money Balances (see equation 5.2)..

. - Wifeut USnry:‘laué ‘the ' "bank ‘¢ould have pfofiied from

lsuspens:on by engagxng 1n 1nflatxon, The1r prof1ts under the" . ~
et v ~ 3 ) ‘
specxg standard would have been ! e ‘ SN
A B R “¢) = m (0) (r’-n) e . s.24

I

.~ but dur1ng suspens1on they could be. razsed to
.‘V

AT e By mo(h*) (eehton) . 5,25

s
s

>

The 1ncrease,in {=ro+h would bave more than ofqut ;hf”

‘decline in’ M,. T S . . B
, e, - e . :
, . . e . : .
S Under the usury lavs, ‘where 1 <r® the bank's prof:t

under thg qpecze standard uas

N -

N a‘(t) 'b‘°’ (: -n) oo s, %6 -

Quring suspension the hank cannot raxse the non:nal interest S
L“rgpe so tﬁat tbey will detlate 49 -crder to xncreane the ’
denand fer real. hank noney Bilances. The Sankfs profits are :"

, ’ .
. . L.
th'n " : C Lo - ‘. : ’
'y . . ’ o, B , - .
4 . . .
. ' -
L )

Y

s(t) = lp(t -r‘) Ir -n), A 5.27‘1
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The séope of deflation is limited;rhqwever, by coﬁpetition‘
in the loan market. . The bank connot'maké loans at a real
rate of interest highey than r°, If the bank deflated.. more
rapidly it would have to }ower the nominal rate of interest
and this ;ould reduce it's profits. -The lower nominal ra;é
‘of return -would not be complftely compensated for by the
increase in the demand %or real bank money ‘balances. (This

g *is shown by the fact that unconstrained revenue maximization

o _ implies inflation not.deflation).

. . _
L Finally we can consider the case where 3;>0, but r°<r,
A . LI ' .

~ ". . This .would occur if in the pre-suspension period-the usury

;'» law ﬁEre’ﬁQt a bﬁgging éodsfragnf, but‘"after suspension
| (when the bank attempted to max1m1ze,prof1ts by 1nflat1ng
rapldly and charglng a covrespondlngly high nominaI’?E?e of - '
..interest) ‘the constraznt became binding. In this case
Zond1t1ons 5.18 to 5.21 still 1mply that h?sq,-r°, however’
h*>0. That 4is, the bank would decrease the moﬁey stock at . ’

suspension'and inflate. at the ‘rate- h*=ar -r® during the '

-

suspension. In this case profits pr1or to suspension are

R (t) . ub(O) (r°-n) T 5,28

/A » "

' and after suspen31gp, K ’ ) . A

2

N CEE YO mb(r o) (e om) L 529 L
' " s that the bank has 1ncrbased its profits because the’

S

. increase in . the rate ot return earned [(r'%n) - (r°wn)-r -

’

-
L]

r%>0) more - than. offsets the decreast in the amount of real. .

.

. _bank npheyfbalancetldemanded,‘or equivalently,'ontstanding.
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The rate of daflation cannot be greater than the real

“rate of interest. If prices at resumption are P£ then prices

-

just prior £o resumption cannot be more than slightly above
P3, otherwise agents would aipect a price fall and there
fq would be an exces§ demand for baqk notes, as agents
. attempted to obtain\«the potential capital gains. This

L constraint states that -
pZ (tr-e ) s pzoe-r.(tl'..e-tl’) : “ 5030
and by extension, at any time during suspension,

. A

.7 B (t,) ¢ e m(trty). -~ ,5.3

.o : ' Equation 5.31 statas~ that there is a maximum rate of

T ‘ deflation during shspension equal to the real rate. of
- ¢ ’ ¥ ) &
e . interest. _ ‘.

b .

v o Retarring to tHe bepavidhr of the money stock during ¢

t 1 suspension, I have shown that under the conditions typifying

Upper Canada 1n the 1830s, the per1od of suspenﬂjoh would
haye‘ been . characterized by a deflatlon (after an 1n1t1al

9

f monetafy expansion) rather than an inflation fo;low;ng an
% ' initial monetary_contragtion: Prices of goods in bank moﬁgy
5 n ‘yculd i«nitiallb}; inc‘r‘ease\from'PQ to ?feh*(ts’t") and would
' then fall at théy;été |he]. T

. .
- .
/

« ° The fully antxcxpated deflation durxng suspens1on woula
. cause an increase (relative to levels before and after the
suspens1on) in the quant;ty 6£ -real bank -money balances

j 4 - “deémanded. This would mean that the nominal mdney stéck woﬁld .
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increase at the point:of suspension to a level greater than

h*(ts'tf-') h . . b, .
e , and at the point of resumption there would be

a discrete fall in the stock of nominal money balatspsf/\
| o ,
/

The historical context requires one final dification

Mp?

to this model. Thg assumption that« the suspension was
completely unanticipated is dropped. In Chapger 4\ it was
shown that expectations of gpsbension would lead to a fall
in the stock of Qomina; afd real bank money balances.| At the
point of suspension then.the stock of nominal ban .money
,balantes would .jump to the same 1level as 1in the
unanticipated case, however, the jump would be larger, as it
would be from a lower base. ‘ '

" .« These rélétiénships are summarized by equations 5.32 to
5.38, and are illustrated by Figure 5.3.

' Mp(tg-c.) < Mp°® ’ 5.32

h*(t; -tn)

Mp(ts %) > Mp®e 5.33

', a ' N ~ ~
']i—pa—M%' h* - for t5<g\<tr : 5.35

P (teec) = ppe(Frts) 5.36

s
p2 (t r)‘ = Pg - 5037

mg(ti) > mg(t,) for ta<t <t, . 5.38,

This model - can be'. expanded by looking at a more
. specific " form of expeéﬁations. Many different assumptions

.could be made about'éxpectationsfof:fésumption, but the one

/ that"appearé to approximate the historical reality most

L .
v [
.
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“how 1ong the suspenszon is expected, to 1as¢,
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closely is that égents had a probability distribution over

two dates:. that 1is, they assighe5.~an x% probability to

resumption at t,.; and, prior to t;, a'(11§lgx probability to -

. € e .
resumption at t,. In'this case, t = xt .+ -(I-x)g2 and, if

it is assumed that all agents are risk neutral

: h*tt : '
LN Mp(t,) = Mple ( ). - Mp® '5.39

L]

1f resumption occurred at ta holders of bank notes would

make a capital gain, and. if it occurred at tm the banks.

5 ?»-.

would'make a capital gain. The, -path of nominal money

balances is described by Figure 5[4;assuming that t, = 1/3

year, HQ = | year, x = 1/2,

To summarize this discussion of monetary bghaviour

during a temporary suspension, I have shown that in a

perfect Ioreszght model, an unconstrained profit maximizing

, "

bank (or system of collud1ng banks) would initially decrease
the stock of nominal balances. It would then expand the bank

money stock at the profxt max;m;zzng rate jo return, at the

expected date of resumption, to- the long-run  equilibrium

4

\ i
ThF= existence of binding usury law5'impliés that. the
banks w111 maxxm:ze profits by 1n1t1ally expandxng the money
stock and gradually contractzng dnrxng the suSpeqsxon. The
ampunt of -thé initial expan51on depends upon (;;‘hov large
the excess demand for loans was in long-run equil:brxum, (b)

the extent to whzch the suspenszon is anticxpated,. and (c)

1

1
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Figute 5.3 o

Suspension Constrained by Usury Laws.
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| .
| This model suggests that usury laws can be described by
their effects on seigniourage. In long-run equilibrium the
constraint had the effect of reducing the §eigniourage' thai
the bank could earn, és evidenced by the fact that the
nominal mone;.’stock was less than in an unconstrained R
. . _optimum. In a sméll oben economy on a specie standard the ' .
‘usury law by fixing the nominal rate of interest also fixed
the real .rate of return that the baan couid earn. During -

suspension the bank c¢ould choose h*<0 so that ‘a fixed

nominal rate of interest implied a higher real rate. . v

P
*

§ The predictions of this theory of monetary behaviour

< o are tested, against the‘behaviour-of monetary variables in

«

Upper. Canada during suspension. The next section amalyzes

.the expectations that were held about the date ¢f

B3

resumption; ang the foliéwing section looks .at the behaviour
of monetary variables during the suspension., Finally, there
L : 9 is a brief discussion of how closelyB the individual banks

followed the behaviour paths predicted .by the model and it . —

'ig cofkluded that differentesj;in bank behaviour resulted
from differential access to political power. ' ‘
. - ‘ . . - Q ¢ .

® ' [

’ . -
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5.3-Expectations'duning Suspens{on in Upper Canada

Having .shown that the increase in the money stock at

S . . ) S ’ ’ 3
the time of suspension of specie paymenrts depends upon how

lon the suspension 1is ~expected to be, this section
g p

~ 1nvest1gates the expectations of resumpt:én in ‘Upper Canada
U .
The)suspen51on of spec:e payments was legally requlred to be

a temporary ‘phenomenon, and as the following discussion

indicates there was general acceptance of the temporary .

n

- nature of the arrangement. It is useful to keep in m1nd that

- the U.S. banks had been permltted in May 1837, to - suspend
M

spec1e payments for exgctly a year, and in' May 1838 they

)

resumed specxe payments as required by law.'

;" The initial suspension lawﬁin Upper €anada was passed
in July 1d3ﬂf§hd=was ¢o~terminate in May 1838. When the Bank °
of. Upper Canada and Gore Bank suspended in March>1838,'the ‘
“ Act was extended (by 1 Vic. ch.4) until May 1839, In May
¢ . 1839 | however, a controversial amendment was' passed
proionging the suspension until Novembegtt839, with a ¢
b4 . 5 that permitted the Lleutenant Governor to granf a further :
| delay in resumptlon.' That clause was not“utilized and.all _
f’f) the chartered banks resumed- speci 'payments in &November .

,1839.

y _ In the summer f 1838, several attempts were made to

encourage ‘an early resumption that is, 'a resumption of

. . - v .
N . . . e
/ Y . t
i - L]
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Lieqtedént Governor {(George Arthur) came .to Upper Canada"

‘ and, ~ reflecting the displeasure'of thé Impegial dbvernmen£
_with the extension of the Suspension Act, he endeavoured to
get jt;e banks to resume specie payments at a date earlier
than légélly requ&réﬁ.z He wréte to.-the banks on July 17,
- 1838 asking for their co-operation and on July 23rd and.24th
the Commercial and Gore.Banks respectively agreed to this
reqﬁest on the condition that the Bank of Upper Canada‘would
- ;léo par}icipate. That bank delayed repliing until August
18th, when. it sgated that altbough resumption was possible“
it woulk‘i not be desirable as it ‘would be harmful to the
" economy. InASeptember Lord Ar:hurvadmitted defeat and wrote
to thé Colohiai Office saying that’resumption ‘;as unlikeiy

pfior to May 1839, <

-

3

.o Yoo,
. . It appears from the contemporary newspapers that during

_“the summer of 1838, theré was littié5public expectation of a
‘ "Jresuﬁption. In June 1838 a Montreal paper stated that "we
’ h;ve not heard of any steps having/ygixhegnfadapgé§ ‘by the
Upper Canadé banks to ‘resume -specie payments'.;\;ﬁ July, .
vhen the Philadelphia banks announced that they would resume |
' specie payments in August 1838, the Chronicle said "we 'hoﬁe
that the Upper Canada banks will _pot long hesitate’ in
'.foildwing the example"; But when the Philadelphia banks did
resume in August, the Chronicl? (25‘Augpsfk 1838) suggested
that "The Upper Canada banks, as they were ihe 10n§est to

hold out(in paying specie, are probably ambitious to be the -

5
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last in resuming”.: '

There were a few .comments on Arthur's attempts to prod --
the bankg into resuming, but most correspondents agreed'with
"that of the Colonist who reported that, while the Qommercial

s

Baﬁi stated that it‘was happy to resume if the ether banks
dié, "we are iﬁformed that the Bank of Upper Canada is ghé -
great stumbling block in the way". There was little
discussion of monetary matters in the papers after March
1838, wuntil Spring 1839, which suggests that agents did not
expect any change in banking regimes until it was~ legally
required,

—~—

1)

"In the spring it was generally anticipated that, as
~required by the Act, the banks would resume in mid-May. In
February Lord Arthur \wrote to the Colonial Office stating
that "i;\is my .belief that the Banks won't apply éo the
-Legislature for a renewal of the Act".* However the banks
didlapply and rumours became rife as to. thé date of
resumption. On April 16, 1839 the Torénto Colonist reported
fhat "we have been informed that the Commercial Bank'is now
preparing to resume ianuly". The Examiﬁer (24 April, 1839).

ciéed a Montreal Herald report that it looked as though the

Upper Canada banks would ﬁot resume as expected:'fhe item
.noted that previously resumption was confidently expected
and “that they had ﬁea:d ‘that certain M.P.'s had been

convinced by unusually liberal ‘loans; furthermore, "the

immediate effect in this «city. [Montreal] of this .
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R
intelligence, was to double the discount on Upper Canada
. bank notes". In May; the Chronicle (1t May, 1839)
| anticipated with concern a resumptjpn on August 1, 1839 and
: <

argued against this as the banks would stop discounting and

-

trade ;buld collapse.

~

- » - The Committee to ipvesilgate the:Banks' request for an.
- extension of the Suspension Act recommended renewal ‘for six
months, upon the condition that inter-bank balances be

cleared weekly in bills of exchange on London at either 1/2%

above ﬁontreal rates or @% above New York rates.® The Bili

‘that was finally passed difféged from the Committee's

recommendations 'in that it (a) permitted the Lieutenant
Governor to continue the Act if he saw fit; (b) thgfe was no
clause as to how interbank balances were to 'be cleared in
the Act; and (c) it forbade the issue‘of QEVidends during
suspension. This latter stfpulation vas at tﬁé insistence of

the Colonial Office.
The newspapers reflected the reaction of the public to
* J
the extension, Most editorials expressed mild surprise and

some disappointment. The Chronicle (13 May,' 1839)

recommended immediate resumption arguing that the suspension

-of dividends was outrageous (gone was the altruism of two

days “Barlier).- The Montreal Transcript (18 WMey,. 1839)
expressed mild surprise that the Lieutenant Governor, wﬁo
‘. had reserved most of the Session's enactments, saw fit to

L]

pass the continuation Act. However the Montreal Gazette (23—

Rt ) ~
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May 1839) said that "Much inconvenience has been ex;erienq;d
by the banks here declining now to receive in .dgposit the®
notes of the Upper Canada chartered banks", and it continued
that this stance was undezstgpdable ;incp‘the banks ‘ad not
resumed as anticipated on the first of May. (The Lower
anada banks soon reverted to accepting Upper Canada notes

N\

at a discount).

. ! -
The Toronto Examiner (22 May 1839) was even more

critical of the Act to continue the suspension, arguing t£3f

it was "Neither more nor less than.a monstroué fraud updﬁ.

the publlc, partlculgrly the commerczal portion of it". On

the 29th ~it added that' it was pt1mar:ly the Famxly Compact’
’. -

that gaine rom the extens1on 6& the suspenalon, and fhat

"they have hzs Excellency bound hand and foot" 51nce 1f the

L1eutenant Gove%nor had deslred a*resumptlon he dould have

’ . - 9 a1

obtained‘it. . S PR :f . R 55 : N f

’ . “..
. N L { .
T L , , A
. ! .-

" Thus, dontrary tg'the expectatxonS/.of at /least sodf
R L

'knowledgeable zpdxwzduals,, tbe banks d1d not resume in Méy

] ’¢ ; [}
1839. Although the e;tehs1on Act prayédgd for resumptxon on

November 1st, v;i is’ hat :o seévwhy this datg sould hawe

e

[

much-sore credibility, part1¢ulafly éxnce the Act .pf- May
1839 exp11c1t1y permxtted the bxeutenﬁn; Governpr vtd

authorise suspensxon for a turther period is he may th1nk

. L]
1

proper'.W,b

t

[

Throughout ' the fall of 1839 the newspape?s”repoftfd/yﬁ\\ "

S | s+ 7

°
P Wi 2D WL RNy




v

- S 166
" the deter1ora&£;g economic aﬁd banking conf1txons in. the Lo
United States. The Gazette (2 July 1839) copled a New York
paper's item statﬁng that there was a 'prevqxl1ng sentxmeqfl
- of an approaching crisés“. In October the Chrd&icie (16
Octoﬂer; 18397 reported that the Bapt‘ of England nas‘
"confidently expected to ‘suspend” as were the U.S;ibanks;
‘ Notwithstanding these reports of- thé worsening economic

climate, the Montreal Gazette (29 September 1839) reported

[

«

that the Uppen Canada banks were expected to resume as:

&

required on November 1, 18397 , ..

In October 1839 Arthur was.in Montreal'and met vith the

.
. L
!

leading. . merchants cf that c1ty, wvho questioned h1m on the A
‘probab111ty of resumptxon, in face of-the Toronto Board of

Trade's recent appIxcatxon for a contxnuat1on of the

"+

‘-suspens1on.‘ The 1n1t1a1 réport of tire 1nterv1ev ‘parried by ’ S

at . least Montreal neuspapets) stated that the L1eutenant

“? (-_—~

Governor had rdéponded by stat:ng that he would compel the . .
banks to resume. Subsequently, the papers retracted that -

N .
statement and//stated that Arthur had saxd that tlie law

compelled resumption, and that the banks had not appl;ed fd&

an extension.. This leaves the 1mpressxon that despzte the .’ —

3

- wishes . Aot the Cblonial Office, Arthur would aga1n have - -

’acceded to any request for a continuation of the suﬁpenszbn. St f

The Montreal Transcrxg_ {2 Novenper 1839) reported that

the” Upper Canada 5anks1'had resuned epecie paynents on '

' November 7,, and comnented that 'the -onent happeﬂ; to be one ‘
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. . . ‘o
as little favourable to the measure as .can well be ?magmed. ‘

g ! A veek - .a day _‘masvcjée\pel" all the Banke in Canada to

. { St suspené their ‘issues of specie and 'that as a measure of.
- ) Q ., . 0
.+ Jjustifiable and necessary self-defense", C
A ;| b ’
’ ] o~ * . : . ’ - .
- To return _to the cent.ral theme of this section the
——\

]

4 a‘gove ev;dence vas introduced to describe the expectatmns
.of resumption held in Upper ‘Canada. 'rhe concluswn drawn is .
that aiter the, syspension by'the tvo remaming specie paymg
! . banlss in March 1888 it was generally -expected that banks
. uere unhkely to resume prior to May 1839 It was expected

that tfe banks woul\d resume 3t that date After the Act -

t

extended-m-uay 1839, (&n unanticipated extension) there was ‘
. ",' . . ? - . . B i v . ; e, a ()
" , .+ some expectation of a"-re'_s.umpt'ion _in November. This

. .

. o — expectation would have been associateqd. é#th no dreager:
M‘Mdegree of certamty .that the. earlier ‘,'\e‘xpecta't_ions cof A

SO resmpnon in. May 1839 S o ' "
. .o . : . . ) L ’ 'a . . . N .
- . ; "' ' ' . ' : 1

P 3 ’ —
& I

. 54 The nger Cﬁna'da Bconomy_ Dm'-ing Suspengion
L] ’ >

, .
" N N RS .. 2 .
. . , . P : LI ‘-
- . . M . . . ’ ) ’ ’ Sy
] —'{ - M A4 ! N N »
3

23 I " In this. sectxon lmowledge'of the behav-xour of monetary \/
§

’ ¢
- .

PRI
-

-

C . vanebks ‘m Upper Cenada is conbmed with the kr\owledge of
K _ expec;ationf to test the fveiidity of the hypotheses o
' :‘ ~developad An ;eceion- 5.12. &hymhuis tbut hen; iuues ._", _—

i 7’ - . e,

e 'Qre eanuraimd 48 e)lled ’m a “Iilitlf “ﬂﬂ'“"
S . hy.potmw The 'ﬂetd u’c aho g‘mrﬁ nith fJn phdictioeﬁ_

- " - - T ‘\l,:

L. u m 'mmlqam WMVW by mq, dwtt. L
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The expettatfdns assumpiions are summarized.as follqws:, K
.assume ‘that there wéé'°some expectaticn -of a suspension ‘
-before it ectualiyvoccﬁrred, and- heving oceuﬁred it was
° ‘ exﬁected to last for_fouqéeen.month. When resumption did

not take place expectations were revised, and agents then

<
I

expectéd (with a large variance) that resumption would occur : .
six months  later. The  'limited expansion . hypothesis'’ y \
predicts‘;hat at the time of- suspension, real bank money

|
- .
- -
. » .
; >
.

balances would inctease( returning close to their long-run
equilibriumvlevelc Nominal balances would increase even
fﬁrﬁhe} as’ thec“banks inflated the bank money stock. The\
++ expansion was limited so that P (t )=P° ', and “h* was { .
" less than the real rate of neturn (of say 6%). Durlng the

. perdod. of suspen51on the bank money ston would gradually be .

reduced. to its lpn% run value °). Pr1ces _in - bank money -

woﬁid similiarly have riseh at the'time of suspension and‘

g
bt
.TA; a
v
4]
s
4
4
34
5
gt
v
:
Y
g
4
2
Br

\
»

. ) would fall gr;dqally_baqk;;o the-level of prices in. specie, «

-during the year. o - , o

™4 . . : : .
' s , ] !

Ine May' 183§ there vould be a second rise in the bank

' money stock (and similiarly in bank money przces), after the“

' »

expected tesumptzon did not eventuate, and again there would

be 8 gradual fall in bank money and prices untxl November

* g

1839. 1f 'the benks nere note certain of 8 Novemben 1839 .- o

@

_ rumptaxon theg ‘t.he note holder-i then the. noney stock in
_ *_Mr\ vould be claur to lp‘ thep i; (he mnu and the ‘
Wtql wbuc me‘ mlly mrteia (-»e Pigure 5 5)
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Figure §.5

Predicted Path of Bank Money Stock in Upper Canada.
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‘ﬁb Breakxng ~the susiipblon ‘period into four sub- perzods.

©

170

L d

The 'inflationist hypothesis' predicts that the bank -

money stock would have rf%en to its legal limit at the time

of 8uspension, and remained close to that . level wuntil the

— . -
time of resumption, when it would retusn to the longsirun

equilibrium level Mp®. Prices in bank money would have
behaved similiarly, Jjumping slightiy less than the nominal
money stock'initially, but reqniring a significant fall at

resumption. . A : -

N
n

The- naribble for .which there is the most data is the -

'notes in circu;etion'iof the chartered banké. As shoén in
'

Fxgure 5.6, the bank money stbck grew very rapidly during

the suspen51on period and fell equally’ sharpIy in the second

o=t

half of 1839, The behevxgur of the banks can be analyzed by

" Immediately after suspfns1on (that is, for approxxmately the

4

. first three months), each bank:expanded its note issue very

A

rabidly, at average monthly rates between 15 and 40%. Aftee

that initial growth the increase was 'much’ less rapid 'untii.

about December 1838 when all three banks 51mu1tanqyusly had,.

" a second rap1d growth sputt whlch lhsted until Aprzl/May '

1839 By May 1839 sthe bank money steck vas more than double

1ts March 1838 value. ‘This was followed.by a rap1d decrease

in the money stock betveen May 'and November 183§ (th1s ’

3 L]

¢
breakdown is detalled in' Teble 5. 1) L 2

¢
-« v

L]

v .
. » e
» . .

The behaviour ot the uoney :toch/!n the firet two sub*s

s
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periods was similiar to that predicted by the model The

initial rapzd increase after suspens1on reflected the fact

that Upper Canadians ;were willing to hold bank money-

balances since there was no longer fear of a sudden decrease
in their value, That is, the money stock pre-suspension had

been below its long-run equilibriug value.
’

The behaviour of the bank money stock in the second
b .

half of the suspension ‘(December 1838 - November 1839)

1
<

sharply contradicts the prgdictions of . the 'limited
expansian hypothesis'} and accords gbfe closely with

' predictions of the ‘'inflationist hypothesis'. Analysis of
_the cabse of thi§ difference, between .fhe actual and

" predicted paths of the money stock is postponed un;il
: . , e
Chapter 6. . \' . i

The data on prices of éoods, specie and foreign:

. exchange in bank honey is less plentiful than that on bank
ménéy. The price of foreign exchange is the selling price of
bﬁlls of ei@?ange on London by the Upper Cénadé banks, and
in Figure 5.7 these are contrasted wifh. the kew Yerk
p?ices.’ The 'liﬁited ekpansion ‘h}pothesié‘ bredicts fhat

-the *margin between New York prices and Upper Canada prxces’
¢

S~

would increase slxghtly during the per1od May 1838 and -

November 1839. THe 1nf1atzon19t hypothesxs- suggests that

<

" there. would be a lqrge'incréase in the hargih"ggtyéin“ New °

a

York and Upper Canada briced.:(if'thi banks can issue notes .

Qp‘to twice the value “of their capita;,’siock, ;Bé ‘money

P

4

o
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stock would be more than doub}e ité 1836 value, and the

prices of goods and bills of exchange in bank money could be ’

expected to have a 100% premium). 8

Figure 5.7 illustrates that the selling price of the

Upper Camada banks followed the New York rate very closely,

- and there is no discernible change in the margin between the

two rates, during the period of the

.

4

Upper .Canadian

suspension,

After the Lower Canadian banks resumed specie payments

. ¢ 1Y . . ' f .

in May 1838, (they subsequently suspended specie payments
\ B [ : .

again from November 7, 1838 to June 1, 3%?9) there would .-

. have been a disfount on Upper Canada bank notes in "that

. s t .
City, if there was an 'excess ‘issue’ (if nomjnal balances
exceeded Mp?). Again‘the"énflationis; hypothesis' predicts:

‘a  significant discount, and the 'limited expansion

hypothesis' on{y a sliéht;discounf,'Igs;.than 6%..
The few dafa that exist are shown in Table 5.2, In' 'the

- ' \ .
summer of 1838, Bank of Upper Canada .notes were at a

. : ' . . \
discount of between 1% and 3%, 'Whilgﬁ thig ﬁvidence lis

S~
[

tenuous it lﬁpas soqf ¢ support to the 'lipited exbpnsign.

h}pothésis', which predictea' mod;rate' 'discopntq, and -
discounts that vere higher in the summer. of 1838 than the

-

summer of 1839, . - A

» . . »

P’

~ Evidence on the price of specie during . the -suspension

is raré{. However . the * Blue Books: of U ffbnﬂadq-leSB)
. . . "-TL"—— . p?',’ . "
) ) ‘ ‘e .' .o ' : . ....’,

. s ‘ 3, e
\ .‘. ‘ ' ". :. : * . ’ e ‘ e ‘

L
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. ' reported that the premium on specie was 3%-during the year.

\ ¢ f The behaviour of good's prices is similiarly hard to
: discern. There are scattered price quotations ' in .

contemporary'newspapers in Toronto and Kingston for- both

! export commodities (ashes, - flour, wheat) and domestically

%

" cqnsumed commoditfies (butter, bread, meats flour, wheat and -

B firewoﬁd)._ Th%se data are too sﬁarse to give a very good

E S o ideé about 'price increéses.‘yFighre 5.8 presents the

| * available data on flour and wheat prxces (the most complete

. ”,data set) and shows also the Gazette price of wheat in

. jEngland Tﬁé data show that' prxces were unusually high in

| . the wlnter of 1836/7 (and this was attributed in Chapter 2

? o R to. poor anad1an"harvests and the high transportation coéts

| :to Canad1an ports im the wznter). In the winter -of ,1836/9
and durxng 1839 the prices of Upper Canadian vheat appear to

move in step with the B¥1t1sh prlce Th1s ev1dence seems

incbnsistent with a doublzng of the ‘money stock, and
doubling of prices, as ‘the 'inflationist hygotheﬁﬁé'

'suggests.. ' ‘

: i -
. \ . , 4
i ‘i -4

¥ L]

C unpred;cted\ 1ncrease in the stock- gf bank money zn t&e

e ,’f ' begxnn:ng oiu1839.' Before analyzzng the causes pf th1s A

'-1n;rease, . there is, a brief “discussion- of the d:ffer1ng‘

.;bebaéiéur of‘the Bank of nger . Canada 99§h thev COmmetcinl,.

.o ’ ' - . . . 4

Y gy . " B . ’ . Y S
e, A . . . . . L
A

- The empirical. e¢idencé ‘prices : Euppérts the:
'hypothesiéA that the Banhks of uPper Canada did,not 1n£late”

the money stock The data on note 1ssu=s however, show an, . -

v
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Bank.

5.5 Bank Behaviour during Suspension

A3

The discussion in this Chapter has been in macro-terms
in éhat it has dealt both theoretically and empirically with
variables su;h as total bank money stock, exchange rates,
and the price leveN. The banking industry was however
dominated by onlyltwo firms, the Bénk of -Upper Canada and

the Commercial Bank, and while economic theory predicts that

two firms will, react in the same . way to identical

-Eircumstadkes, the two banks %g/,fact foPlowed different

-

In the‘contempora;y discussions oflbanking,‘the Bank of
. . . ‘
Upper Canada earned disapproval for two practices: firstly,

it divided its assets so that the largest share vas foreign

*

exchange rather than domestic credit; and secondly it over

expanded its note issue. (These éhanges were.often confused

A N

but were 'independent). .The Eommerci;l Bank, on the other

_ hand, was applauded Eor its consideration of the mercantile <

community, shown by the high  share of discounts in its A

portfolio. The -attitudes commonly d{splayed tovards the

. . v ) .
Banks are ' summarized by the statement iq/:;; Colonist :;17///

January 1839): "The Commercial Bank has done much to reliede

!

the’ difficulties .under which the mgrcéntilé commynity

labored, while the Bank of Upper Canadi,.on the oiﬁ;r‘hand,

is known to have done all in its poﬁer to. increase them", In
N ' *
s . . ' « v L4




in the Spring of 1839 stateg, - - T
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this section I wish to discuss why the two banks might have

exhibited different behaviour.

-

The banks' note issues’ were determined by the
constraints described in Section 5.2, and therefore it is
assumed that the size of 5 bank's portfolio was fixed. The
allocation of this portfolio between assets depended upon
the return offered by each asset and the usury laws fixed
the nominal return to discounting at 6%. .If "the expected
returg to trading in fq;eign exchange were higher than 6% a
bank would decrease its discounts and hold foreign exchange.
Although the Bank of-dppen Canada was aecused of haying an
unfair advantage in the forelgn exchange market, Figure 5.9

x .
suggests that in fact it purchased exchange at market rates.

Most of the foreign exchange on London which the Banks
' 4 .
bought was sold by the Commissariat (which sold by tender)

‘ and 'newspaper reports implied that the Bank of Upper

Canada's advantage reSulted from the tendering'pfactices of,
the Commissariat The Examiner (28 November 1838) discussed
the sale of f100 000 stg in "exchange to the Bank of Upper
Canada and stated that this was sold without a call for
tenders. On another occasion the Commercial Bank complazned
that the call for tenders allowed 11tt1e time for ?ads to be
prepared and the time was up, befote the call for tenders

reached Kingston.® Finally Benjamin Smith of the Bank of

yBritish North America, at the hearings on the extension act

L4
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1 think that those banks which are favored with ° .
the government bills of exchange on: Kondon ought ‘ !
to allow 'the publlc 1% on the, amquntmof such i '
exchange, as ‘they 'get it .at a low rate in .
consequence of its not being offered to the other ’

banks or to the pyblic® generally, and pay for it
in their own notes-which are not rede;mable.

4

The expected return on trading. in forelgn exchange was .

greafe% than 6%, and banks allocateé" their’ porffolio

_,.‘.

accordxngly¢ The Bank of Upper Canada was g1ven d1fferent1al P

"access to foreagn exchange and therefore had a lower—share
J 3\ ) 4
of d1scounts or domestlc credxt in’ 1:5 portfolzo. - A .

. - .
s

£ ' ‘)-

-.The Bank of nada. was 2also accused of over- -

expanding its note issue durfng the suspensioh. There seems
11ttle sugpprt for this propcs:taon e1ther ‘in the data‘

-
lnote 1ssues or by lookzng at the drscpunts on Upper Canada o

bank notes- in ﬁontreal In- L838 all threg bahks notes ‘were' -

trading at the sade d1scount, and in tﬁe fall of 1839 the

- Bank of Uppér Canada notes: tended to’ trade at abou; a 1%

4 ¥
- \qyer dlscoulk than the* notes of the Commercxal Bank and the.
Go{e -Bank. ‘ ) . ", . ' Loy T i
’ l . , . . ' N M
. ' * : » .
1 have shdwn that the prof1t max1m1z1ng stock of ban v,

money was constraxned during a” Limited term suspenszdn. _Th "f e

dxfferenges‘ in  the behaviour "of - the ‘bahks may have been ** . =
cau?ea by dszerent expectatxonixa‘,the datz;?f ;esuuptiqn, Q = ﬁf
different attxtgdes tovards rzak or silply difforent e

) managemgnt'ability. | ,;i’ . .f .o “‘;J: 5_ . ".u. o }.V

AN
[

Diftercnt‘cxpoctatﬁéﬁs about tha dat ,ot;rcoﬁiptidn ™y . *9‘,
A - T S ‘
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have: resulted from differing abilities “to influence.
polif?cal processes.\The Bank of Upper Canada with its close
ties to the Family Compact, may have had better information

about the necessity of resumption. ’ V)

-~

It 'is stated several times that the Commercial Bank was

-

ready to resume speqé? payments .in August 1838 whiie the

- Bank of Upper Canada was not prepared to. Similiarly the

Commercjal Bank stated_ that it would be ready to resume
specie payments in the summer of 1839, and again the "Bank of
Upper Canada encouraged the postponement until.November
1839, If the Bank of Upper Canada expected suspension to
last longer than the Commercial Bank did, the theory would

17 . .
predigt a relatively more inflationary issue of Bank. of

A

Upper Canada notes.

—

. BN 4
5.6 Conclusions, .

» . .
This chapter described the limits on bank note issue in

a smalﬁ ?geA economy that is not on a specie stagdard, but
expects the spec}e standard to be géimposed in the short-
term. 1 have shown that in that situation profit-maximizing
banks would expénd th;ir note issde, but oﬁly by a
- relatively small amount;. in the Upper Canadiﬁn cbntext an
increase of 6-10% above a iong-run equilibrium value is
predicted. If the suspension of spécie payments had been

partially anticipated the initial jump would have been much
' [ 4

—g(erter, since the initial money stock would be lowg‘han !

A



~

the long }uﬁ‘equigibrium value, )

o~ . | , 182 :

The predictions of this model have been éompared .wiirul
the beﬁaviour of the monetary sector in Upper Canada during
suépension. Much of the data supports the thesis that !here
were constraints on the banks desire and ability‘to inflate
the money stock’., Thus price increases, and discounts on
Upper Canada bank notés in Montreal, 1in the 3-5% range
‘support the Hypothesis. The data on the note issues of the
banks however suggest that the banks did #inflate the
currency, and these data are more consistent w%}h an

‘inflationist .hypothesis' that is based on the notion that

the only constraint on bank issues was the legal constraint

that notes could not exceed twice the capital stock. This

¢ 4
conflict between fact and theory is pursued in Chapter 6.
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Table 5.1

(
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Growth Rates of Bank Money during Suspension

Change in

“»
Total %

Average Per

Money .Stock

Change

1. Recovery Phase (threg months)

. \
Bank of U. Canada £112,363
Commercial Bank 69,821
Gore Bank " 30703

2. Stable Phase (from end

96%
70%
230%

Month Change

22.3%
17.5%
39.0%

of Recovery to Dec.

13%

18%

13%

1.5%
2.1%

3. Expansion Phase (Dac. 1, 1838 to May 1, 1838)

1838) L

Bank of U. Canada ,!29,765
Commercial Bank - 30,871
Gore Bank —54796
Bank of U. Canada £71,240
Commercial Bank 125,575
Gore Bank 42,914
Total ’ 239,727

4. Contrgction Phase (May

Bank of U. Canada - 5/143,991
Commercial Bank . 87,440
Gore Bank . 46,315

Total | 277,746

27%
633
86%

478

1, 1839

56%

318

66%

4.9% .
9.7%
12.5%
7.8%

- Nov. 1, 1839)

45%
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Table 5.2 ,

Discounts on Upper Canada Bank Notes .

Jan Feb Mar Apr May Jun Jyl Aug Sep Oc; Nov - Dec

~

2-%

Upper Canada

Commercial

Gore Bank

All U.C. Notes 5% 5% 4-5%. 2 %

1839

Bank of .

Upper Canada

Commercial

" Gore Bank

2-3% 2%
LR

All U.C. Notes ' 1%

L]

x
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»

'Cited in Creighton (1970) p.314

*Upper Canada, Legislative Assembly, Journals, 4th
.Session, 13th Parliament, 1839, Appendix p. 609.
’Cited in the Christjan Guardian (20 June 1838).

'Upper Canada,
Session,

Legislative Assembly,

Joufnals: 4th
13th Parliament,

1839, Appendix p. 607,
5Ibid. p. 760.

tMontreal Gazette (31 .O0ctober 1839).

The New York price is the buying price,. quoted in the
New York Albion, but since it is the margin between Upper
Canada and New York that is eof interest, ‘if the New York
buy-sell margin didn't alter over the period, the buying
price can be used to indicate whether the New York-Upper
Canada margin changed.

*Upper Canada, Legislative Assembly, Journals, ith
Session, 13th Parliament, 1839, Appendix p. 760.

'Ibid. p. 765.

*
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CHAPTER 6

~

THE BRITISH ARMY IN UPPER CANADA:

A STUDY OF THE TRANSFER PROCESS

The analysis of Chapter 5 failed to explain the reasons for
the dramatic growth in the “stock of bank money during ihe
period December 1838 - May, 1839, and, correépondingly, fhe.
causes of its sﬁarp decrease from May to Novemﬂer 1839. This
chapter argueé Ehaﬁ the temporafy incréase in bank money
stock resulted from a force exogenous to the monetarf sector
- a temporary rise in British military expenditures in Upper
Canada. These expenditures, evinced by the Rebellion .and
frontier invasions, caused a _large inflow of foreign
exchange which led to a temporary increase in money holdings

.

by Upper Canadians,

«

The first section of the chapter’ discusses éome
competing explanétions‘for the behaviour of the bank money
stock. One possible explanation is the 'inflationist‘
hypothesis' which states that tHKe monetary expansion
resulted from the removal of the constrainis on bank note
issug implicit in the specie Eténdard. Alternatively, the
‘constraint hypothesis' may correctly describe the limits
imposed on the banks, bﬁt the aésymptions of constaét real
income and pricgg of goods in specii may have peen violated,

causing the observed monetary fluctuations. The compeiing

hypotheses do not provide a complete é*plénation for the
. * \

186
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behaviour of the bank money stock.

"After d&scribing the scale of Ehe finéﬁcial inflows
resulting from tﬁe Rebellion, the second half to the chapter
examines the process of balance of payments adjuglment, in
order. to explain the impact on the Upper Canada economy of
thé-influx of British exchange. This influx, combined with
the rigidities inherent in the Upper Canadian economy,
resulted in a temporary disequilibrium -characterized by a
short-run increase in holdings of bank money. | |

v

6.1 Alternative Explanations of the Monetary Fluctuations

Three alternative explanations . of the changes in the
money stock will be considered. The first is thé
"inflationist hypothesis' described in Chapter 5._Thé two
other hypotheses actept the premise of thg 'constraint

hypo;hesis} (i.e. that monetary expansion during suspension

b
would be limited by expectations of resumption), but explain

the monetary changes as the result of either changing real .

income- in Upper Canada, or fluctuégions in goods prices in

specie. ‘

The 'inflationist "hypothesis' states that banks
. -

increased their note issues from December 1838 to May 1839

L}
limits on the bank money stock. The subsequent ﬁonetary’

contraction is explajined as the banks' preparation for the

-

9

because under a suspended specie standard there were no-

P
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- ‘ ’
expected return to the specie standard in November 1839:
Adam Shortt states: "In the course of the summer of 1839
... the Bank of Upper Canada .... reduced its excessive

note issue":ZShortt}1902; p.118).

In Chapter 5 it was argued that this tﬂeofy precludes .
profi{ maximizing behaviour by the banks, and its
implicationé for price. behaviour aré not borne out by the
data. It was also shown there that expectations of immediate
resumption (at least among thé general public) vere as
strong it the spEing of 1839 as they we;e in the;late summer
of 1839. Thus, if the decrease in bank money in the fall of

1839 reflected expectations of resumption, the increase in

bank money in the spriMof-1839 is inexplicable.

This point requires further elaboration. Shortt's
argument could be interpreted as saying that the Bank of
Upper Canada (with its superior political connections)
realized that suspension would be deleed'unti} November .
There is however ample evidence that the Com@ercial Bank
expected resumptian early in the summer of 1839 (sée Chapter
5)._if the Commercial Bank had contracted its note issues in

that Spring while the Bank of Upper Canada had expanded its

" ‘igsues, the evidence. could be said . to support Shortt.

However, as Figure 6.1 and Table 5.1 ‘show, the expansion by

the Cémmercial Bank was even more tapid than that of the

I

Bank of Upper Canada, suggesting that the monetary

fluctuations were not caused by expectations of -.the
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immediate resumption of specie paymehts.

The second hypothesis to be investigated is that real

. income in Upper Canada changed durin§ the period 1838/9. It
is necessary first of all to examine the-impact of changing
real income on the ‘'constraint hypdtheSis' and then to
examine the causes and extent of real income changes in

Upper Canada.

Assume that real income in Upper Canada rose early in
1839, and then fell during the remainder of the year, and
assume that agent's expectations at any time of the income
at the date of resumption were largely based on current
income. If real income were expected to be higher than the
iﬂitial level, then nomina}.money balances at the date of
resumption would also be higher, the additional- expansion

depending upon the amount of the increase in real income and

the income eélasticity of the demand for money..

The. behaviour of the Upper Canada money stock mirrors
the path of economf; indiéatofs for the United States, It is
possible that real income in Upper Canada varied cyclically
with that. in the U.S., which in 1838/9 rose rapidly as a
result of 'Bid@le's Boom' and then fell equally rapidly.? In
fact, however, the behaviour of ~ the Upper Canada economy
during 1838/9 depended much m?re_closely on pecuiiarly Upper

Canadian factors.

!

The recovery from the poor harvest of 1836 and fall in

’
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commercial credit in the summer of 1837 began with the good

harvest of 1837 and was aided by the éxpenditures of the

L 4

British military in early 1838. The 1g59 contraction in the
British and“the U.S. e‘con.on{ies did not have a major impact
on the Upper, Canada economy. In the tase of Britain the

dominant ' factor in the contgfction was the poor harvests of

© 1837-39 which resulted in low incomes and a balance of trade

¢

deficit. This raised demand for Upper Canada's major export,
and improved her terms of trade, therefore it had an
expansionary ‘(rather than contractionary) impact on the

Upper Canadian.economy.

-

The U.S. contraction was a more likely source of

,contraetionar& influenées. The analysis (in Chapter 3) of

the contraction showed, that it was particularly serious ' in

the sectors of the economy that were closely linked to the

cotton industry. Since Upper Canada was most closely

connected to the Northern commercial and industrial, and
Western agricultural sectors, the contraction would have had
an indirect impact. Again, the low levels of trade between
thé U.S. and Upper Canada (relative to that between Britain
and Upper Canada) mitigated ;he impact = of the
U.S. contraction. Since ,Ehe~Upper Canadian monetary system
vas primarily influenced by the New York banking system, the
stability of the Banks in the Northern states steadied the
banking system of Upper Canada. Finally, it is worth noting

that Kingston merchants said that the U.S. contraction had

s
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benefited their city since the "embarassment of the money
market in the States has caused several of their merchants

to send goods for sale to Kingston"?,

. I3
8
P

‘Therefore, the economic crises in the ‘United States and
Britain ‘'were not sufficient in themselves to generate a
decrease in economic activity in Upper Canada that would

halve the bank money stock. ’

The 'constraint hypothesis}, as presented {n.Chapte; 5,

assumed that goods prices in specie were constanfoauging thé\_,l

suépgnsion.~ Any violation of this assumption vouid imply a
different path for the bank money stock. Assume that . prices '
of goods in“ speéie (P) vere expected to be higher at the
time of resump;ioh that at the ‘éime of s#épeﬁsion: P! =
P{tr) > PP. Then, since P (tp) = P, (ty), the brice; of goods
iﬁ bank notes would éléb-be higher at\resﬁmﬁtion. The ragé‘
of deflation would be the samef butfthe fact that thé demand

for nominal balances has risen, implies a greater rise in

_the bank ‘money stock (see Figure 6.2). ’ ’

If expectations about‘ﬁ(tf)wdepéhded primarily on P(t)
then‘if the ‘international price ‘level rose during the
suspension, there would hf an e}pansion of the bank money
stock at’ thgé time. Similiarly a decline in the
international price level would cause a decrease in the bank
money )stock. ‘This is illustrated in\?igﬁrg 6.3 where it,is.‘

assumed that suspension was expected to last a - year, and

&
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. - after four months the int¥rnational price level rose, and
L four months’ later Y; fell. ‘ Lt

) o o ‘
‘ The behaviour of general price indices for Britain and

- the United States is shown in Figure 6.4. In 1839 there was
lit;le movement in the British price index, but a
significagt fall in the U.S. index: from April to December
1839 the U.S. price level fell by-:about 15%. Lt 'cannot \be

- concluded hoyevé;,.that this‘decline caused tﬁe congractioh
of the Uppef Canada money stock im 1839, The share of the
. United States in Upper éanéda trade was re{atively $mall, If

" the'fall in the‘Upper Canada money stock is explained by the .’

— -

. ' ‘ fail in the U.S. price level it leaves unexplained the very
éapid~increase in the stébk from December 1838 to May 1835,
' B}pce thereg was not an equivalent rise in U.S.~prfces._

o, i | Finally, the relative size of the two changes was very _
different: 'the f§11 ié'tﬁe U.S. pr;;e level between April

and Deqembe; 1839_was 15.3%, while the contemporaneous fall

; :
Lo

; .
?

z

in the'Uppef‘Canada bank money stock was 52%.

£

In conclusion, the above discussion has shown that the

'inflationist hypothesis' does not .providé an ° adequate . .
explanation for observed monetary phenomena in @ppef Canada.
It also examined the possibility that the divergence between
- . - the "slight inflation predicted by the '6onstraint

hypqthesis; and the observed behaviour resulted -from the

z//( violation of- the aésumptions of ; constant wdrld price

and/or a constant real income. It was shown that although

M -

® o
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these assumptions were violated, the actual deviation was

not sufficient to generate the observed behaviour.

6.2 The Economic Impact of the Upper Canada Rebellion

The causes of the Upper Canada Rebellion have been
described in Chapter 2. ¢ The effe;ts of the Rebellion on
Upper Canada wvere disprﬁportionately large when compared to
its actual events; it (coupled with the Lower Canada
Rebellion) provoked Lord Durham's investigation of the
Canadian political system, it occasioned several skifmisheé
on the Canadian-American border, and it cost the British
goverﬁment over two million pounds. This military event had
»important repercussions on the }inancial markets éf Upper

Canada.
é

Table 6.1 presents several estimates of the

expenditures of the British military in the Canadas. These
are not _entirely consistent with each other, but there are

plausible explanations for the contradictions. The first

column presents the expenditures as listed in the Blue Books

of Lower Canada, and is probably the most accurate figure,

since it came directly from the Commissary General in’

Quebec. The next four columns, present data obtained from
{he British military records (described in‘thapter 2). These
data are estimates of military expenditures made by adding
up the gequests of -the Commissary General for i:erugission

from London to draw bills of exchange on the Treasury. These
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data are compatible with the first series and are more
useful in that they provide qQuarterly information. In the
years 1832-36 tﬁe balances in the Military Chest were very
large, thus it is not surprising that spending exceeded the
amount of bills of exchange drawn during those years. The
last téo series are taken from a report.prepared in London
for the House of Commons (27 February 1844). During the
insurrection, the grant of funds necessarily followed their
expenditure, and it is possible that the statements of

expenditurps were delayed to match the funds.

Before discussing the economic impact of thesé‘h

expenditures we need to know how large they were relative to

‘the size of the Upper Canadian economy, and where the

expenditure occurred. The Commissariat's practice of keeping
only aggreéate records for the Canadas makes it difficult to
calcula%e the impact of military spending on Upper Canéda
alone. Héwever, the evidence in the British military records
suggests that a signifjcant percentage was spent in Upper
Canada. In 1839 and 1840 (but not previously) the
expend{tures of the Ordnance Department were broken down by

Garrison and 1in both years 54% of the expenditures were in

- Upper Canada. On the one hand, the military headquarters

were 1in Lower Canada, and the Rebellion itself was more
serious there, while on the other hand, the American threat
was more serious in Upper Canada, so that more British

troops were stationed there. John Cartwright (President of

-~
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{ the Commercial ggnk) stated that the Commissariat was,

spending £100,000 per month in Upper Canada.‘

~

The scale of the expenditures can be illustrated by a
comparison with tﬁe exborts of the Canadas. Data from the
Blue Books of Lower Canada (shown in Table 6.2) show that
average annual exports of Lower Canada were 11.2 million
cy., and those of Upper Canada sent via Coteau du Lac (the
port through which most exports of Upper Canada bound for
the United .Kingdom or Lower Canada went) were ,{530,000 cy.
The military expenditures 1in 1838 and 1839 totalled £2.05
million, thus-the annual inflow of foreign exchange was
virtually double 1its wusual level. Thi; suggests that ‘the
military expenditures must have had a significant impact on
the Canadian economy.

The 1impact of the Commissariat's éales ofhksreign
exchange on the banking sector is clearly eviden; in Figures
6.5 and 6.6 which show the sales and :purchases' of foreign
exchan%e by Upper"Canadian banks, and bénk holdings of

" foreign bills of exchange respectively. In both cases the
exchange sales peaked four months later so that holdings of
foreign exchange were (in May 1838 and March‘3839) at least
three times their 'normal' level. Boﬁh the‘timing.and the
scale of these transactiong suggest that the{ were a direct

result of the sale of unusual amdunts of exchange sold by

the Commissariat.

”"?‘T”‘L‘ .
AT .
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To sum up, the Upper Canada Rebellion resulted in a
British military presence that involved significgnt payments
by Britain ¢in Upper Canada. These payments affected the
banking system since the banks invested in a considerable

§ volume of foreign exchange.

6.3 The Transfer Mechanism

The impact of the British military expenditures on both
the real and the monetary side of the Upper Canada economy

depended upon - the extent to which they absorbed

underemployed resources, rather than fully emplo;ed
resources. If all reso&rées were fully employed, the %iitish
expenditures wou%d be equivalent to an exogenous incr§a§e in
5 ' eiports to Britain, and would be offset by an idep&ical
increase ’in imports. There would be an immediate (visible)
trade deficit and no required monetary changes,
: Alternatively, if the expenditures were on goods without

alternative uses, then the transaction was a simple transfer

of money from Britain to the Canadas.

It would be unreasonable to suggest that the latter

| example is strictly applicable to Canada, but it is probable
that many of the expenditures by the British military were

for goods which had few alternative uses. The majority of

~Expenses for Militia and Volunteer's Pay (60%). These were

l the expenditures were upon Provisions and Forage (20%) and
| incurred during the winter,” when hiring a militia would
| .
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in farm labour in the spring or fall.

probably have reduced output by less than-an equal reducgign

-~ ~
.

A,
Y

. As .shown by Table 6.! most of the military expenditures
occurred in the‘winte;s of 1837/8 and 1838/9. The actual
expenditures involved the sale, by the Commissariat, of
bills of exchbange on London to the provinéial banks. The
banks paid with their own notes, and these were then used by
the Army to pay the militiaman or householder for services
received. Since the expenditures occurred during the winter,
the St. Lawrence ports were closed, and tran;portation of
goods between Canada and Britain was prohibitively

~

expensive. : S

The increased money balances would {ncrease the demand
for goods, but the rise in prices (given the fixed stocks)
would be limited -by the expectation of imports in the

Spring. (It 1is probable that the increase in demand for

.goods would be biased towards imports, since ;fhe

manufactured goods that were imported may be presumed to
have, had a higher- income elasticity than ~domestically
producee primary products)' Note holders would.then have
increased their’mbney holdings temporarily, using money as a
store of value until the sbipping season opened. In the
spiing the note-holders would purchase imports;by buying

bills of exchange from the banks with their bank notes.

¥

This description of the transfer process, prediéts that
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the sale of fore;gn exchange by the Commissaffﬁ%ﬁwoulé cause
a  temporary igcrease in note holdiag ;ikhout a simultaneous
increase in prices. This would be fqll;wed by a decrease in
note holdings, a decrease Iin}’bank holdings of foreign

exchange and an increase in imports. These predictions are

tested in Section .6.4.

" The hypothesis differs from traditional descriptions of
the transfer process. Assume a two country world, initially
in balance of paymenfs equilibrium, which is disturbed by an
exogenous requirement that Country B make an annual payment
(e.g. reparations) to Country A. The transfer mechanism
describes how the real'ftransfer, corresponding ﬁp the

monetary transfer is effected.

Viner's solution ' to this problem was that the initial
payment would be made in ;pecie, the inflow of which would
drive up prices i;F Country A (while the outflow lowered
prices in Country nf:~As'a result demand for fﬁports in
Counéry A would rise, and in Country B would fall, and a
fiow equilibrjum would be restored when the.generated annual
trade imbalance exactly® matched the annual payments. 1In

future years no money, only goods, would be transfered, and

prices would be.stable at the higher level (Viner, 1924).

"This model has beén'widely used to analyze the impact
of capital imports to the U.S. and Ganada in the nineteenth

century, buE this application has been criticized for
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aséuming that sﬁch flows are exogenous wheréas.in fact, they
were generated by ‘an initfél, disequilibrium, “such- as
interest rate differentials..in the cése of Upper Canada in
tge late 1830s the flow of capital. from Britakn can
reasonably be called exogenous (ignoring any poséible" }ink

between the Rebellions that caused :the military intervention

and the economic welfare of) Canadians). ‘

The hypothesis_p{esented here assumes that some portion
of the Brisish _@ilitary paxpents representéd a ‘monetary
transfer from Brigain to the Canadas. It predicts that
military payments would cause a temporary increase in money
holdings, which wou}d«subsequently be decreased by a trade
deficit .as Upper Canadians imported goodsu,(apa eggoyed
consumption levels tempor&rili above theif ‘ ibng-tun

A

equilibrium levels,

6.4 The Empirical Evidence

The evidence can be placed into’two categories. In late
1838/e$r1y 1839 the expenditures by the British Arﬁy clearly
resulted in a temporary- increase in money balancé?‘and an
increase in imports as 'predicted{ by the hypahesis. 1In
1837/ear1§ 1838 - the impact of ghe military expenditures on
both the money stock and the fbreign sector is less obvious.’
In reviewing the “evidence, 1 initially analyié why the
expenditures in 1837/8 would not have had as larg; an impact

"on the bank money stock and level of imports as the later.

¢ .
= e v——— o o e . -
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expenditutes, - and -secondly, examine the impact of the
expenditures in 1838/9.

L
.

The bank money stock. rose in 1838, following the

military éxpenditures, however this rise hés been attributed
(see Chapter 5) to the suspensign of specie payments; the
military expenditures in 1832/8 do not appeaf to ﬁave caused
real money balances to r{se. The similiarity between the
winters of .1837/8 and 1838/9 iﬁ;most clearly seen-in Figures
6.5 aﬁé 6:6. These show that iﬁ"both periods ‘there was a

dramatic increase in the foreign exchange holdings of Upper

Canada banks. However, these aata overstate the simfliarity.

In fact, the level of military expenditures in the early -

period was only half that of the later period. In the first

‘quarter of 1838 1350,000‘ stg. was spent, compared to

5%00,000 stg. in the last quarter. Looking at a longer

)

 period, in the nine months October 1837 to June 1838

expendifures were ,/500,000 compared to Zf,200,000 étgk”in o

the period October 1838 to Jane 1839.

v

g ]

The smaller lével of expenditures in 1837/8 had . the

same effect on the foreign exchange holdings on banks in

Upper Canada as the larger expenditures in 1838/9. This

occurred because in the winter of 1837/8%the Lower Canada

banks had suspended specie payments."and the Commissariat

sold its exchange to the specie paying banks of dbper;

Canada. In 1838/9 the exchange was sold equally to the‘Uppér

and Lower’Canada banks. Figure 6.7 shows the purchases and.

‘203
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sales of foreign exchange by all the chartered baﬁks in the
Canadas and this figure shows that purchasés in the winter
of 1838/9 were considerably larger than those in the earlier

period. . ’

The military expenditures of 1837/8 would still have
caused a rise-in the demand for money balances, but in early
1838 this would have been much more a demgnd for specié than

LJ

for bank notes. In Chapters 4 and 5 it was argued that ‘the

share of the demand for bank money relqtive to the demand

-

for specie was low during ‘the pre-suspension period. The
military expenditures of the winter of 1837/8 were either
paid out in specie or in Bank of Upper Canada. notes that

~

were quickly redeemed for specie.’

This process can be observed in the behaviour‘df the
reser%estof the Bank of Upper Canada, and Figure 6.8 shows
the path of specie reserves for the Upper Canada ganks in
this period. (The reasons fbr.the basic saw-tooth pattern of
reserves are discussed in Appendax 4). The usual pattern was
for reserv;s to increase in the 1late fall and decrease
gradually throughout the year,‘ln 1837/8‘the reserves of the

Bank of Upper Canada increased as much as usual but

decreased very rapidly in .December 1837 and January 1838.'

This fall was simultaneous with the military expendifures
and the Bank itself, stated ‘that the fall in specie holdings
wvas occasioned by the requirements of the . Commisgsary as a

result of the ,insurréction vhich resulted in .large

e
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withdrawals of specie.®

The miliﬁary expenditures of 1838/9 were closely
paralleled by changes in the Upper Canada banks' purchases
of foreign exchange, and these.were followed by changes in
the bank money stock: from September 1838 to March 1839 net
purchases of foreign exchange by the banks were ,{320,000,
while the bank money stock increased by,é239,729 over the
period from December 1, 1838 to May 1, 1839. Possible
explanations for both the lag and the smaller movement in
bank money stock lie in the behaviour of deposits. The
Commissariat sold exchange 1in lots: that is,IZSO,OOO or
[1007000 each time it called for tenders. If we allow that
the Commissariat deposited some of its receipts until

required (an assumption that cannot be confirmeg since there

is no monthly data on deposits), the existencdl of a lag

between the increase in purchases of exchaﬁée, and increases
in notes in circulatﬁon is predi!table. )

The fact that the rise in the stock of bank notes is
less tﬁ;n the increase in foreign exchange, may also be
accounted fo: by the behaviour of débosits. The only data on
deposits are shown in Table 6.3 which is composed of
information from the Balance Sheets of the Banks submitted

annually to the: Legislature. It suggests that deposits

behaved in a similiar way to bank notes.

The hypothesis of Section 6.3 predicts that some of the

-~
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increase in the bank foney stock would be eroded once the
shipping began and imports could begin to arrive. Before
examining the data, note that the ‘proportionate impact of
military expenditures upon grade flows would be
significantly less than its impact on the banks' holdings of.
foreign exchange. That is, the meghanics of the military
spending 'meaﬁt that most of it went throhgh the banking
system, while 1in general a large portion of the
international trade of the Canadas was conducted without the

intermediation of the provincial banks. /N

The larger merchants in Toronto and Montreal had agents

-in England (usually London), tgq _whom they would consign
their exports of flour, ashes or timber; the agent would

"£i11 the: merchant's order for textiles or metal goods and
would use the sales proceeds from the produce to repay‘ the

credit he used for buying the goods he sent to Canada. In

this case,. (qf almost international barter), no purchase or

sale of bills of Exchange would be required. Trade in bills

of exchange occurred when an exporter did not wish to import’

goods, or an importer did not deal in export items. A

comparison of trade levels with the amount of bilis of

exchanée traded in a yeér shows that approximately a fifth

of the commodity trade involved the chartered banks. The

fact that a large proportion of‘the military spending was

intermediated by the banks is consistent with the

observation that exchange dealings more than doubled while

VUG
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commodity trade rose only 25% (approximately) over its

Ld

* trend.

Table 6.2 shows the level of imports and exports into

Quebec and Montreal. In 1838 imports actually fell by

approximately 19%, but in 1839 they rose by 48%. Imports
remained close (5-10% 1lower) to the peak of 1839 for the
next few years, but these were also years of ¢onsiderably

|

improved export performance.

. The- failure of imports to rise in 1838, as theory would
have predicted is ascribed to two factors: firstly the fact
that the scale of expenditures was smaller in this early
period, and secondly, the increased demand for imports could
initially be absorbed by a fall 1in inventories. The
recession of 1837-8 would have resulted in unexpected

ipventory accumulations, and the demand for imports could

"have been met by drawing down inventories. 1If these

inventories were financed by overseas credit, then in fact,
the military expenditures were reflected in the capital

rather than the current account of the balance of payments.

In using a one-asset model, capital flows have been
neglected, however, an expanded model would suggest that the
adjustment to the monetary shock would be met by a capital
outflow, as well as by increased imports and increased

holdings of money balances.

T e T -
N AR S \
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~

6.5 Conclusions .

The basic objective of this chaptere;as to show "that
the increase in the bank money stock -between December 1838
and May 1839 was not caused by the fact that specie standard
constraints had been removed from the banks, but was caused
by én exogenous event - the British military spending and

consequent inflow of foreign exchange, during that period.

The size of those expenditures (£2 million in two
years) was shown to be large relative both to -the 'normal’
level of exports and to the banks 'normal’ tr;de in bills of
excﬁange on London. The majority of this expenditure (£1.2
million) occurred during the period from October 1838 - ane
1839, and the purchases of bills of exchange by the banks
and the incEease in the bank money stock reflect these
expenditures. During the summer of 1839, imports were
1800,000 cy. over their 1838 légel, and about !400,000
cy. above (an approximate) trend .value. The failure of
imports to rise in the . summer of 1838 (after military

.expenditures of,{500,000 stg.) is explained in terms of high

inventory levels caused by the recession in 1837.

The evidence supports the hypothesis that British
military spending was the main cause of the increase in bank
"note issues early in 1839, Chépter 5 demonstrated that even.

if sbecie payments had been temporarily suspended, the.

chartered banks would not inflate their note issues, because

Al

¥
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prices of goods in specie were constrained by expeqsations
of resumption. K Data on prices, and 'exchange' rates were

found to be consistent with this hypothesis.

That~hypothesis was based on an equilibrium analysis
that ignofed outside shocks. When we introduce the monetary
shock of the military expenditures, ‘and 1look at ghe
short-run (disequilibrium) impact of that shock,‘then the
temporarngfowth of the money stock in 1839 1is compatible

with the 'constraint hypothesis' theory.
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Table 6.1

British Military Expenditure in the Canadas

(thousands of pounds sterling)

Year Commissariat Bills requested by the Canadian Grants in

Spending Commissariat Military Consequence
(Quarterly) Expenses of Insurr,

I II Il v

1832 392 N/A
1833 240 50 - ,
1834 284 50 |
1835 208 50 50 . 50

. 1836 222 50 166

1837 260 . 100 50 -100 50 189
1838 1,165 350 00 100 600 510 500
1839 1,481 200 400 200 100 1,629 1,000
1840 839 . 1,314 341

Sources: 1. Blue Books Lower Canada

2. British Military Records (RG! Vols. 140-147 PAC).

14

3. British Parliamentary Papers Canada (Vol. 16,

pp. 807-810) IUP.




Trade of the Canadas: 18317421

Impgrts . Exports .
_ . : A
1831, 753,773 1,195,516
1832 1,497,068 - 1,170,522
1833 1,745,284 1,176,925
1834 1,201,285 1,152,662
1835 - 1,587,084 ‘ 1,091,114
1836 1,872,544 1,321,744
1837 1,655,206 " 1,065,651
1838 ' 1,361,812 1,140,403
1839 2,229,223 1,275,899
1840
1841 - 1,875,947 . 1,581,576

1842 1,839,953 °° 1,413,878

Source: Blue Books Lower Canada
All data are in,{cy.
Imports are exclusive of those at Coteau du Lac.

1840 data are unavailable.

. Sn— &
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Table 6.3

[
-

Behaviour of Bank Deposits in 71839

Bank of Commercial Gore Bank  Total

U. Canada Bank i
Notes 1/1/38 £ 80,079 £171,869. /18,135 £270,083
Notes 5/3/39 3215853 279,410 90,403 691,666
Notes 3/12/39 160,472; 222,553 43,498 426,523

-

Deposits 1/1/38 £ 75,516 £42,433 £10,890 £128,839
Deposits 5/3/39 253,751 172,889 10,419 437,059
Deposits 3/12/39 113,854 87,745 7,968 189,567

»

1/1/38 - 5/3/39
Change 'Notes . +120% +48% +133% +88%
Change Deposits +108% +121% 4% . +109%

5/3/39 - 3/12/39

Change Notes -67% -23% -70% -44%
Change Deposits -76% Y -87% -27%  -79%

Source: Appendix O, House of Assembly, Canada 1841.
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FOOTNOTES

A} . . .

'In addition to the increase in the value of nominal
balances at t , due to the increase in Y (t ), there would
also be an increase in the demand for nominal balances at

time t, that would increase the expansion in the bank money
stock.

’See the discussion of the U.S. economy in Chapter 3.
’Montreal Gazette (29 October 1839).

*Upper Canada, Pa?liament, Journals 13th Parliaﬁent, 4th
Session. Appendix "Third Report of the Committee on Banking"
p. 778.

*Upper Canada, State Books Volume H, p. 647,
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CHAPTER 7

CONCLUSIONS

This thesis developed a model of a mometary system in
which there were two monies circulating concurrently in a
small open economy. The model described the determinants of

the money stocks in the case where the exchange rate between
N

the two monies :Ps fixed, and also in the case where that

. exchange rate was flexible, but that flexibility was

exggcted to be short-lived. Central to the determination of
thé money stocks was the behavieur of expectation¢ aéout the
future purchasing power of the two monies, and the
possibilities for currency substitution.

1

With suitable modifications, this model was applied to
the case’of Upper Canada in the 1830s: a small open economy

in which specie payments were suspended. In 1837 the

- monetary system of Upper Canada, was 'shocked' by‘ the

public's sudden expectations of a suspension of specie
payments and decrease in the purchasing power of bank money.
Inh 1838 the banks did suspend specie payments, however
during the suspension theré was a large exogenous inflow of

foreign exchange, so the impact of such a change had to be

incorporated into the model before it could be tested

against the behaviour of the Upper Canadian monetary system

during suspension.

-

The model. predicted that an expected suspension would

218
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lead to a shift out of bank notes and inEo specie, as agents
expected‘a cépital loss ffom holding bank notes. A one-time
shift in expectations would lead to a lower desired rétio of
bank notes to specie, but would not' cause a continuous fall

in that ratio.

(

After the suspension of specie payments , (if the
suspension were expected to be temporary), the bank money
stock would rise slightly above the level it had been at
prior to the heightened anticipations of suspensioé. This
result assumes that although agents expect tﬁe suspension to
be temporary, there is a high variance associated with that
expectation. The expansion of the bank money stock occurs
because usury laws have pre&iously constrained the real rate
of interest that the ‘banks could earn. Given the fixed
(nominal) wusury rate, the banks can use the deflation to
raise their real rate of return when freed of the small open

economy constraints implied by the specie standard.

The amount of monetary expansion is determined by (a)
the amount of the excess demand for loans at the usury rate,
(b) the expeéted length of the suspension and (c) the extent
to which it was anticipated. There is an upper bound that
the implied rate of deflation (of prices in bank money) will
be less than the real interest rate. If there were exogenous
inflows of foreign exchange during the suspension, the model
predicts that there would be a temporary increase in the

bank money stock, but this would not affect goods prices in

- A ' R RS
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bank money. : .

Applying £he model to Upper Canada it was assumed that
the Upper Canada population expected a suspension of spetie
payments by tﬁe banks and a resulting premium on specie. The
model predicts that their desired‘bank money holding§ would
decrease. 'The fall would be a one-time event raEher th;n a
continuous declihe in the demand ES; 5ank» money balances.
This prediction is.consistent with the observed decline and
subsequent stability of the bank money stoék in Upper

Canada.

-

This result implies that the internal drain.on the
banks resulted from the public's expectation of a
suépension. The behaviour of the Prosincial government,
which from May to July 1837 debated passing a Bill
permitting the Banks to  suspend, reinforced that
expectation. The run on the banks ended. before the.enactment
of the Bill. Its passage, which meant that thev banks could
suspend ’at any time, prevented a return to previou® levels
of confidence in the banking system. The continuation of the
low levels of bank money stock had a real effect on the

.//
economy, as it reduced the level of bank loans and because

x
—~

of institutional constraints on international borrowing,‘the
total supply of loanable funds. Usury laws;exacerbéted "this

effect. -

These results suggest modifications to the traditional

R o e Y P P R
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view of monetary behaviour in Upper Canada in the late

1830s 4 The hypothesis that Upper Canada would have beern more

prosperous if the Upper Canadian banks had suspended during
. .
the summer of 1837 1is exaggerated. While a temporary
suspension immediately after the. U.S. suspension (over the
) ) { -
period May 12, 1837 =~ June 1, 1837) might have been
beneficial, it was the discussions of suspensibn from June
1837~Lhti1 March 1838 which unnecessarily prevented a return
of confidence in the banking system. . ] .

This thesis cont?adicté the traditional assumption that
the increase in the bank money stock in .1838/9  was
iﬁflationary. The evidence of relatively stable prices and
the analysis of factors influencing the demand for real bank
money balances have shown that the expansion was Bot
inflationary. Furthermore, the expansion particularly in
1839 resulted from the British military 'presence in the i

province and not from the suspension of specie payments by

the banking system. N

This thesis has developed a model of private bank .
beha?iour (and therefore the behaviour of bank mbné} stocks)
inv the nineteenth century, both under the specie standard
and during a temporary fuspension -of specie paymengé.
Testing that model with data from thg Upper Canada economy 8
during. the late 1830s supports the theory's preéictions, and

yields a re-interpretation of bank behaviour in. that era.

The thesis also contributes £o~empi{fcal knowledge 3£ Upper
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N N
‘ ’ Canada. In testing the model new da£;\65/ the behaviour of
monetary v;riables was introduced, including monthly data on
stocks of bank notés, purcﬁases and sales of foreign
. exchange by Upper Canada banks and exchange rates.
* ) | Additionally, the role of the British miiitary involvement |

in the Province has been quantified, showing it to be more

. extensive than previously suggested.

v s

. .
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Appendix 1
The British Market for Upper Canada Wheat

1 The Corn Law

The following table describes the tariff imposed by the
1828 Corn Laws in shillings per quarter on colonial and
non-colonial foreign wheat.

Gazette Price Colonial Tariff Foreign Tariff
Under 51/- 5/- 36/8
Under 52/- 5/- . 35/8
52/- - 53/- 5/~ 34/8
53/- - 54/- 5/- 33/8
54/- - 55/- 5/- 32/8

v 55/- - 56/- 5Y = 31/8
56/- - 57/- . 5/- 30/8
57/- - 58/- . 5/- 29/8 »

. 58/- - 59/- 5/~ 28/8
59/- - 60/- 5/- 27/8
60/- - 61/- 5/~ 26/8
61/- - 62/- 5/- 25/8
62/~ - 63/- 5/~ 24/8
63/- - 64/~ 5/- - 23/8
64/- - 65/- 5/- ¢ PN 22/8
65/~ - 66/- 5/- Y 21/8
66/- - 67/-. 5/- - ‘ 20/8
67/- - 68/- 6d Y — 18/8
68/- =» 69/- 6d 16/8
69/~ - 70/~ 6d 13/8
70/- - 711/- 6d 10/8
71/~ - 72/~ . 6d 6/8
72/- - 73/~ 6d 2/8
Over 73/- 64 - : 1/- ¢

Source: Examiner (23 March 1842) -

Barnes (1930, p. 200).
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2 Relation of Upper Canada Prices to British Prices

Using data from contemporary sources a Liverpool price
of 67/- stg. is shown to result in a Toronto price of
approximately 5/- cy. a bushel. The Upper Canada farmers
argued that costs of production were ©5/- per bushel, and
therefore they lost monéy on exports if British prices were
less than 67/- stg. per quarter.

British Price 67/- stg./qr.
Deduct: Freight-Mtl. U.K. 20/8
English Charges 5/-
Tariff 6d
‘ I0/70 stg./qr.
With a premium of 10% 49/7 cy./qr.
In bushels 6/2 cy./bu.
Deduct: Freight-Mtl. T.O. : 1/2 i
5/-

Sources: Examiner (6 April 1842)

Average premium on sterling in the 1830s.

8 bushels = 1 gquarter

Upper Canada, Parliament, House of Assembly,
Journals

12th Parliament, 1st Session 1835,
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Appendix 2
Exchange Rates in the 1830s

The American Mint established in 1792 minted two coins: the
gold Eagle, and the silver Dollar. At that time the market
price (i.e. European price) of gold in terms of silver was
15:1, and as shown 1in Table A.1, this was the relative
weights of the two coins. By 1820 the market price of gold
had risen and in Europe one grain of gold would buy 15.7
grains of silver. An application of Gresham's Law is seen in
the disappearance of gold coin from the U.S.: an agent could
take an Eagle to Europe and buy 3885.7 grains of silver
(247.5 x 15,7); returning with the silver to the U.S. Mint,
he could purchase $10.46 (3885.7/371.25), and since shipping
costs were approximately 2-3%, he would make a profit,

The U.S. Government decided in 1834 to return to
effective’ (as opposed to nominal) bimetallism and reduced
the weight of the Eagle, (as shown in Table A.1), so that
the relative price of gold to silver at the U.S. Mint was
16:1. Since the market price was still 15.7:t, Gresham's Law
now resulted in the expulsion of silver dollars from ‘the
United States. '

Britain was on.a gold standard, and the sovereign (gold
pound sterling) was issued at the weight established by
Newton in 1717, The only other gold coin minted was the
Guinea,; valued at 21/- and containing 1/20 more gold than
the sovereign, Small payments could be made in silver
shillings which were only legal tender up to a value of 2
as they were token coins.

The exchange rate between pounds sterling and

qi\\_,gjé{ dollars from 1836 onwards is based on the gold value of

post 1834) Eagles and Sovereigns. The gold content of the

coins gives a rate of exchange $4.87 =41. However, the

official par was $4.44 =/ 1(as the result of a law passed in

1704) so that if the price of pounds was quoted as at a

premium of 9.7%, they were -actually trading at par (by
weight).

The exchange rate in Upper Canada -between pounds

currency and other currencies was determined by the Act of

1836. That Act actually established many rates of exchange
of which Qf course only one would be effective. The Eagle
and Sovereign were rated at the same value as the Americans
had used and if the shilling had not been overvalued the
gold dollar and sovereign would have driven out the silver
coinage. A debt of £1 cy. could be paid in 16/- stg. (in

— [ . prp— Ps
the
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shillings) or 16/54 stg (in gold coin), so the shillim%
would be used to pay all debts.

The true rate of exchange was therefore 25/- cy. = 20/-
stg. Since 25/- cy. = UC$5, we have UC$5 = 20/- stg., and
therefore the par of exchange was 2.6% over the U.S. par, or
12,.6% over the official par of $4.44 =£15tg.

An example may clarify these relationships: Canadian
banks, although they kept accounts in £ cy., issued their
notes in dollar bills. Suppose that an individual in Upper
Canada held a bill of exchange on London for £100stg. If
exchange rates were at mint par, an American would be
willing to pay $487 for that bill, This would be quoted as
an offer to buy at 9.6% over par. An Upper Canadian would
offer UC$500 (or £125 cy.), .in bank notes, since the bank
would redeem UCS$! with 4/-stg., i.e. UC$500 with 2000/-stg =
£100stq,

The impact of the Act of 1836 was that American dollars
and half-dollars were sold at a premium (of 4%) in Upper
Canada, and Upper Canada- bank notes traded at a
corresponding discount in the U.S. The overvaluation of the
shilling and the operation of Gresham's Law also benefited
. the banks. Large denomination bank notes were more
convenient as a medium of exchange than shillings: "a more
effectual scheme for establishing a paper currency nominally
payable 1in specie, but practically inconvertible, could not
well have been devised".
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Table A.1

United States Currency in the Nineteenth Century

Metal Standard Fine Weight Value

Weight

(1) 1792 - 1834
US Dollar silver 416 grs. 371.25 grs., $

US Eagle gold 276 grs. 247.5 grs. S10

(2) 1834 - 1893
US Dollar silver 416 grs. 371.25 grs. $1

US Eagle gold 258 grs. 232 grs. $10

(%

Table A.2

Sterling-Dollar Exchange Rates: 1836-41

Coin Fine Weight ' Value
US Eagle 232 grs. $10
Sovereign 113 grs. £

{1 = .487 Eagles, therefore £1 = $4.87 (gold par)

Fine Weight is the weight of gold metal in the coin
as opposed to standard weight wh1ch is the actual
weight of the coin.,
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APPENDIX 3

The household equilibrium conditions 4.9 to 4.12 are derived

as follows:

L = U(Z;,2,,5,C) = A [Y-Mg-Mp-B-Z,] - xz[zz-Mg-Mp(1'-h)-smir)]

u(z

1+1225PMp + SgMg,CpMp + CgMg) - A;[Y-Mg-Mp-B-Z,]

- A,[Z,-Mg-Mp(1-h)-B(1+r)] -

~

The first,order conditions for a maximum require:

& = U, + A = 0 h r e s .(4,]')
17
3z, .
3t ' s
E1 S Uy, -2, =70 ) .. . (402Y) ‘
ol
2
b _ - )
L— = SpU, +CpU, +A, +2,(1-h) = 0 ... . (4.3Y) :
3 4 "1 "2
aMp , -
é—- = SqU, +CqU, +A; +XA, = 0 o (4.4")
Mg 3 4717 %2
"L = At A(14r) = 0. g C ... (8:5Y)
oB -

From 4.5', 4.7' and 4.2',

.U..;_ = (] + r) o | . . ‘“ . .« . .,(4.6'.)




From 4.3' and 4.4',

. SpU3-+ CpU4 Ay +A,{(1-h)

- 1 2(
SgU3 + CgU4 ‘ Ay +X

1 %2

-)\2(1 +r) +>\2(] -h)

1 Er) 43,

Spr'J3+CprU4 = Sg(r'-i'h)U‘3 +Cg(r+h)U4

7

Uy[Spr - Sg(r +h)] = U,lCg(r +h) - Cpr]

~ [Ca(r +h) - Cpr]
Uy /Uy = : _ c.. o (47Y)
[Spr - Sg(r+h)]

To find Uy/Ug - from 4.1' and 4.4'

U M

SgU3+CgU4 A‘ +A2




Ve s

Using 4.7' Tet
Cg({r+h)-Cpr = x
Spr - Sg(r+h) = y

then from 4.7

.U4 = y/x . U3

and using 4.8'

U] 1+r

Y
SgU3 +(g x U3

230

. .(4.9").

xSg + yCg s .C (r:l+h) - SgCpr +SpCgr - CgSg(r +h) -

- 39

)

Cg(r+h) - Cpr

S et

[Cg(r +h) « Cpr]

Substituting 4.10' into 4.9'

.(4.10")
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Uy _ (1+r) . r(SpCq-SgCp)
U3 r Cg(r +h) - Cpr

.

.. (4.11)

To find U2/U3, using 4.6'

S I
U3 0+r) U3
SpCqg- - Salp
3 — . e (a12Y)

“Cg(r+h)-Cpr

These conditions can be related to relative prices if we solve 4.13°

for Pc, Ps .
Cp Spl{Pc r+h
= . .. .(413)
Cg Sgj|Ps r ‘

Using Cramer's rule,

r+h Sp Cp Sp

r Sq Cg Sq

Pe = Cp r+h / CP Sp

Cg r Cg Sg

Sg(r +h) - Spr

Pc

.. .(a18)

CpSg - CgSp
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Cpr - Cqg(r +h)
Ps = - ... . (415"
CpSg - CgSp :

Substituting 4.14' and 4.15' into equation 4.7', we have

.

Uy /Uy = Ps/Pc C .. (418")

"
the expected result that the ratio of the marginal utilities of the
two characteristics is equal to their price ratio, if agents are

utility maximizers.

-
- YR
. ' v
. L . N fe st

1

55
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Appendix 4

Seasonal Influences on Bank Reserves

Figure 6.8 <clearly suggests that bank reserve levels
exhibited seasonal behaviour, which can be most easily

explained by looking at a long run model of the market for

bank money.

Assume that in a fixed exchange rate, small open
economy the long-run “ptocess ‘ﬁf monetization generates a
demand for bank money function,

Mp(t) = Mp(ty) + a t? Al
where a is .a growth rate parameter.
The supply of bank money function and equilibrium condition
are,

Mp(t) = b S(t) ' A.2

Mp(t)

Mp(t) . A.3
where b is the inverse of the desired
equilibrium reserve ratio

Y

S(t) specie reserves .
If we further assume that there are lump-sum ‘transactions
costs in increasing specié reserves, and that bank behaviour
towards risk requires Mp(t) < b S(t), then the path of
specie reserves is indicated in Figure A.1, ﬁeserves.

increase periodically by discrete amounts (shown by the path

S'(t)),,and when the amount of reserves falls to the minimum
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required level, the banks increase reserves. The length of
time between increases in reserves (ti-tj) is determined by
the risk attitude of the bank, and the structure of

transactions costs,

Assume now that the\process of monetization and income

growth generates an increase-n the demand for specie, by

the public, then »
Mg(t).= Mg(ty) + c t? A.4
vhere ¢ is a growth parameter. *

If the costs,qf obtaining specie are still lump-sum, then we
can expect individuals to obtain specie from the banks
rather than directly. This implies a path for bank holdings

of specie that looks like S''(t), shown in Figure A.1,

I believe that this this simple model explains most of
the seasonal fluctuations in the specie reserve levels shown
in Piqure 6.8. The increase in specie leveis are generally
caused, not by an influx of domeéiic specie, but by imports
of specie from New York. Most of these imports took place in
November /December, May being the second busiest time.-This
corresponds precisely with the ends of the navigations
season in Upper and Lower Canada. When navigation is closed
duriﬁg the winter, the transport would be more costly than
when canal traffic allowed easy access from Torontéﬁto both
New York and Montr:al. The existence of transport costs and
.risks would resplt in the inventory pattern that we observe

in the data.

“
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M(t) Mo(t)
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t
Figure A.1la ‘
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Figure A.1b
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. Figdre A.1c .
Predicted Seasonal Behdviour of Specie Reserves.
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3 ~ Appendix 5
%‘ Notes on'Primary Sources
(a) Location of Bank Balancé Sheet Materials. ,
~ 1]
;- The banks were periodically, required to submit balance
: sheets to the Legislature. fgese were then published in the
oo ' Journals of the House of Assembly. The location of balance
¢ 'sheets during the 1830s is shown in the following table.
: : ﬁank of Upper Commercial' Gore
. . Canada ' Bank Bank -
. | .
‘ : 1830 15/3/30 p. 55 L '
: - (10P, 2S)
[ I - '
i - v 1831 25/1/31 p. 31t
i , . (11p, 18) S
f 1832
“ 1833 30/1/33 p. 117
= ‘ (11p, 38) . -
5 , 1834 - 18/12/33 p. 65 18/12/33 p. 65
i ' - (1P, 4S) . . A
- ° 1835 21/1/35 p. 57 2+/1/35 p. 65
E g ; (2P, 18) -
/ 1836 3/2/36 p. 118 1/2/36 p. 184
{ (f2p, 28)° .
¥ L
: 837 - 16/11/36 p. 72 7/11/36 p. 89 2B/11/36
f * (13p, 18)
§ © 1837 ° 17/6/37 p. 9 11/6/37 p: 47  16/6/37
» - (13p, 25y |
Y " 1838 1/1/38 p. 104  1/1/38 p. 48 8/1/38
1839 5/3/39 p. 40i  1/3/39 p. 53 - 11/3/39
(13p, 48) o "
1840 $/12/39 p. 23 9/12/39 p. 131 9/12/39
‘ (3p, 5S) 5 : - '
Read the f1£teenth of February, 1830. ,
Read Tenth Parliament, Second Session.
.o . Additional 1nfornation requested by the House of AssembI
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(b) Location of Provincial Financial Accounts.

The Provincial Accounts provided information on the role and
size of the.  government; and were particularly important data
in the 1830s  as the Upper Canadian government verged on
bankruptcy. The governments involvement in Public Works is
chronciled by the list of debegtures issued' to finance them,
which grew every year. The purchasers are also listed.

Public Accounts Schedule of

Gov't Debentures

) 4
1830: 11 Par. 1Session App. p.225 . App. p.204
1831: 11 Par. 2 §ession ' App._p.l . . App. p.37
1832: 11 Par., 3 Session Apb. p.1 App. p.1é
1;33: 11 Par. 4 éission App. p.! App. p.85
. 1834: 12 Par., 1 Session  App. p.1 - _ .' N/A
1835: 12 Par. 2 Session . App. Vol. 1,426 App. lelil,#B
1836: 13 Par. 1 Session | App. #2 ) App. #7
1837: 13 Par, 3 Session App. p.! ‘. App. p.169
1838: 13 Par. 4 Sessipn * App. p.! App. p.110
1839: 13 Par. 5 Session Kpp.'p.l " App. p.179

finéncial Year ending October 31, 1830.
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(c) Newspaper Materials,

«r

Contemporary newspapers have provided "information about
good's prices and the public's expectations of monetary
changes. The Table below lists the newspapers used in this
thesis and presents some background information on them.

!

'Newspapers in the 1830s were widely read and provided a
popular forum for the spread of political ideas. 1In Upper
Canada, at that time, "some 30 newspapers had a combined
circulation of 20,000" (Kesterton, p.25). The importance of
newspapers as a means of communication is demonstrated by a
_comment made in 1838 by a London, Ontario resident: "Apropqs
of newspapers - my ‘table 1is covered with them. In the
absence or scarcity of books they are the principle medium
of knowledge . and communication in Upper Canada" (cited in
Nish, p.LI?.

Newspapers contained a preponderance of international
news, -some advertisements, serial excerpts from contemporary
novels, and a little domestic news. The latter occasionally
consisted of Reports of Parliamentary Debates, (there was no
Hansard), comments, on the impact of British Parliamentary
: Proceedings on Upper Canadians, and occasional comments on
‘ : domestic economic matters, such s bank suspensions,
;Ljs curren laws etc. Finally certain newspapers also printed

. : market prices for primary products, that wete to be sold
: either for domestic consumption or export, during the
; season.

‘ _ Rivalry between newspapers resulted more from their
« political orientation than from inter-urban competition. All
: - newspapers had a political stance; this was usually their
aison d'etre, 3and political bias was defined by the
ttitude of the newspaper towards Responsible Government.
Reform newspapers favored Responsible Government, and Tory

or Conservative newspapers endorsed the status quo.

.
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Canadian Newspapers iﬁ the 1830s

Commercial Herald
Kingston Chronicle
& Gazette

Patrigt

Christian Guardian
British Colonist
Examiner

Montreal Gazette
Montreal Herald

Montreal Transcript”

Town

Kingston

Kingston
Toronto
Toronto
Toronto
Toronto
Montreal
Montreal
Montreal

239

Political Political
Leaning Leaning
Tory
V. Tory
Tory
Moderate
M. Tory Tory
Reform Moderate
Tory Tory
Tory

As described by Nish, p. LXXX~LXXXI,

As described by Kesterton, p. 15.
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