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D eflation, G row th and the Q uality of M oney – a revealing 

Chapter of M onetary H istory from  1865 to 1896  

 

Philipp Bagus 

Abstract 

 
In this article I reinterprete a revealing chapter of the m onetary history of the 

U nited States. From  1865–1896 the U nited States experienced a prolonged period 

of price deflation. D espite com m on interpretations, this period w as not coined by 

an econom ic slow dow n. O n the contrary, the period w as m arked by an extrem ely 

strong econom ic grow th indicating falling prices and econom ic grow th are 

com patible. I explain the m onetary institutional background as w ell as the reasons 

of this grow th. Furtherm ore, I discuss the increase in the quality of m oney as 

another reasons for the price deflation. 

 

 

 

D eflation, W achstum  und die Q ualität des G eldes – ein 

aufschlussreiches Kapitel der G eldgeschichte von 1865–1896  

 

Philipp Bagus 

Zusammenfassung 

 
In diesem  A rtikel interpretiere ich ein aufschlussreiches K apitel in der 

G eldgeschichte der V ereinigten Staaten neu. Zw ischen 1865 und 1896 erfuhren die 

V ereinigten Staaten eine ausgedehnte Periode sinkender Preise. Entgegen der 

traditionellen Interpretation w ar dieser Zeitraum  allerdings nicht von einer 

w irtschaftlichen Stockung geprägt. Im  G egensatz dazu, w ar diese Phase von einem  

starken W irtschaftsw achstum  gekennzeichnet, w as dafür spricht, dass sich 

sinkende Preise und W irtschaftsw achstum  nicht w idersprechen m üssen. Ich sehe 

dabei den m onetären institutionellen O rdnungsrahm en als H auptursache für 

dieses W achstum . W eiterhin sehe ich die zunehm ende Q ualität des G eldes als 

einen w eiteren G rund der D eflation im  betreffenden Zeitraum . 
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D eflation, G row th and the Q uality of M oney – a revealing 

Chapter of M onetary H istory from  1865 to 1896  

 

Philipp Bagus 

 

I. IN TRO D U CTIO N  

 

From  1865 to 1896, the U nited States found itself in one of the longest periods of 

price deflation in history. Its history is, therefore, a historical case of special 

interest. In this article I w ill exam ine the causes of the price deflation. A  m ain factor 

in the price fall w as grow th in the econom ic sector. T hus, the analysis w ill help to 

illustrate that falling prices do not pose any problem s for econom ic grow th. 

Instead, in this particular case the econom ic developm ent itself caused prices to fall.  

 

I w ill proceed as follow s: First, I w ill provide an overview  of the m onetary history of 

this period, subdivided into three periods: 1) the setting of the stage for the 

G reenback during the C ivil W ar; 2) the G reenback era after the C ivil W ar; and 3) 

the G old Standard deflation era, w hich begins w ith the resum ption of redem ption 

into currency in 1879 and ends in 1896. T his institutional background w ill serve us 

later in better understanding the changes in the purchasing pow er of m oney. 

Second, I w ill show  that prices indeed fell over a large part of this period. I w ill 

dem onstrate that the m oney supply w ith a few  recessionary interludes increased 

steadily, im plying that the price deflation w as not caused by a reduction in the 

m oney supply (a m onetary deflation). Third, I w ill explain the price deflation by 

tw o m ain causes. First, I analyze the increase in the quality of m oney and gold ś 

unusual high dem and. Second, I w ill discuss the econom ic grow th responsible for 

the price deflation as w ell as its causes.  
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II.   TH E M O N ETA RY IN STITU TIO N S O F TH E U N ITED  STA TES FRO M  1865 

TO  1896 

 

The Civil W ar Prelude: 1861–1865 

In order to grasp the m onetary history and the significance of declining prices, it is 

necessary to provide a short overview  on the m onetary institutions in place during 

the three decades follow ing the C ivil W ar. T he m onetary history of the U nited 

States from  1865–1896 can be split up into tw o conceptually different stages: the 

G reenback era and the G old Standard deflation era. H ow ever, the G reenback era 

really began w ith the suspension of specie paym ent by private banks on D ecem ber 

30, 1861, i.e. before 1865.1 By the suspension of specie paym ent, banks apparently 

w ere breaking private contracts in violating their obligation to redeem  on dem and 

bank notes and dem and deposits into gold. T he governm ent failed to enforce these 

private contracts. O n the next day the T reasury itself suspended specie paym ents 

on its T reasury notes.  

 

H ow  did the private banks com e to suspend specie paym ent? T he suspension of 

specie paym ent w as caused by the start of the C ivil W ar. T he C ivil W ar w ould lead 

to a vast increase in governm ent expenditure from  $66 m illion in 1861 to $1.30 

billion four years later. In the fall of 1861 the U .S. governm ent had issued an 

enorm ous loan to be purchased by banks. T he governm ent insisted on being paid 

out in specie, thereby draining on the banks' reserves. A s the C ivil W ar m ilitary 

affairs proved to be a m ore difficult for the U .S. governm ent than expected, it raised 

new  taxes and tariffs and increased its debt even further. A s a consequence of the 

expectation of an increasing federal deficit, debts and shrinking bank reserves, the 

confidence in the banks' notes w ere reduced, and people began to hoard gold. T hey 

started to redeem  their bank notes into gold threatening the liquidity of the 

banking system . A s a result, banks w ere losing specie every w eek in late 1861 ($7 

M illion in N ew  Y ork alone) and the gold in the vaults w as reduced constantly. 

Suspension of specie paym ent becam e unavoidable. 

 

A s funds for the w ar effort dim inished governm ent officials becam e reluctant to 

increase taxes further, as this w ould have raised resistance against the w ar effort.   

A t the advice of representative and banker Elbridge G . Spaulding, the governm ent 

began issuing non-interest-bearing T reasury notes, w hich w ere declared legal 

tender for all private and public debts but could not be redeem ed in specie. This 

w as settled in the Legal T ender A ct of 1862, w hich authorized the printing of $ 150 

m illion of new  "U nited States notes". T hese notes, a fiat-paper m oney, w ere called 

                                                 
1 For a short summary of the Greenback era see Studenski & Krooss (1963, 143�146) or 

Rothbard (2002, 123�159). 
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G reenbacks2. From  the beginning, it w as hoped that eventually (after a successful 

w ar) they w ould be redeem ed in gold. M oreover, the notes could be converted at 

par into interest bearing governm ent bonds. The governm ent's plan w as to reissue 

the notes again once converted into bonds. H ow ever, the public did not respond to 

this option and the convertibility into bonds w as suspended in 1863.  

 

A s resum ption w as suspended, G resham 's law  w ent into effect and gold coins 

disappeared from  circulation. People tried to pay their debt in the legal tender –

G reenbacks and hoarded or exported the artificially undervalued gold. A n 

exception w as C alifornia w here social sanctions against G reenback users em erged. 

People paying debts w ith G reenbacks w ould be blacklisted. Later "specific contract 

law " w as passed in C alifornia, w hich m ade contracts for specific kinds of m oney 

enforceable (M itchell 1903, 143). In any case gold did still have its m arket share. 

T hus, the T reasury used to pay interest on its debts in gold and duties had to be 

paid in specie. Banks m anaged deposits in G reenbacks and gold. T herefore, in this 

regard, a double standard of G reenbacks and gold existed in the U .S. at this tim e 

(Shields 1977, 115). 

 

T he G reenbacks began to depreciate in term s of specie right after the suspension of 

specie paym ent. W hen Secretary of the T reasury Salm on C hase closed the 

convertibility of G reenbacks into interest-bearing bonds, G reenbacks depreciated 

further. A s a rule, the G reenbacks w ould depreciate w ith N orthern defeats and 

increase w ith N orthern victories. T he hope that if the w ar w ould be victorious for 

the N orth, then G reenbacks w ould eventually be redeem ed in gold is the obvious 

explanation for fluctuations related to m ilitary victories and losses. In June 1864 the 

G reenback fell to a low  of 40 cents equivalent in specie. A t the sam e tim e prices of 

com m odities in term s of the new  paper m oney sharply increased. 

 

In regard to the m onetary institutions of the tim e, it should be added, that officially 

the U .S. w as on a bim etallic standard, setting a fixed exchange rate from  silver to 

gold. H ow ever, for a long tim e silver had been undervalued in relation to gold and 

had already disappeared from  circulation. O nly fractional silver coins w ere being 

used. But as soon as G reenbacks depreciated even these fractional silver coins 

becam e undervalued and disappeared from  circulation as did eventually nickel 

coins.  

 

A nother institutional change that occurred during the C ivil W ar w as the passing of 

the N ational Banking A cts of 1863–1864 establishing a vigorous banking system . 

                                                 
2 The name "Greenback" resulted from its printing, which was black on the front and 

green on the back. The name also  refers to the backing of these notes by essentially 
green paper, in contrast to previous notes that were backed by gold. 
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U nder this system  national banks could issue banknotes w ithout taxation, w hereas 

state banks had to pay taxes at a rate of 2 percent in 1863, soon increased up to 10 

percent, m aking this endeavor unprofitable. T he states banks3 had to have accounts 

w ith the national banks and could inflate dem and deposits or bank notes on top of 

these accounts. M oreover, the note issue of banks w as tied to the ow nership of U .S. 

governm ent bonds in order to create a large m arket for U .S. governm ent debts. 

Banks could only issue bank notes if they deposited the equivalent of U .S. 

governm ent bonds as collateral at the U .S. T reasury.4 T hus banks w ould m onetize 

the governm ent debts. T he issue of deposits w as not restricted in such a w ay. 

Banks, therefore, tended to increase deposits rather than notes (Sm ith, 1990, 149).     

 

Post Civil W ar G reenback era: 1865–1879 

H aving accum ulated a vast am ount of public debt by the end of the C ivil W ar, the 

U nited States w as on a depreciated inconvertible G reenback currency. The 

question w as if and w hen to resum e specie paym ents. T he R epublicans proved to 

be generally m ore opposed to resum ption than the D em ocrats. T he "Loan Bill" of 

M arch 1866 that prepared for resum ption of specie paym ents by contracting 

G reenbacks w as passed in the H ouse by a D em ocratic vote of 27 "yes" and 1 "no" 

and a R epublican vote 56 "yes" and 52 "no".   

 

A dvancem ents w ere m ade tow ard resum ption of specie paym ent; how ever, 

setbacks also occurred. T he credit expansion after the C ivil W ar lead to an artificial 

boom  and inevitably a recession in 1873 set in: T he Panic of 1873 (R othbard 2002, 

154). In the w ake of this panic and the cry of businesses for cheap credits the 

"Inflation Bill" w as passed in A pril 1874 w ith the D em ocrats voting against it 35–37 

and the R epublicans voting in favor 105–64. T he "Inflation Bill" provided for the 

expansion of G reenbacks and national bank notes. H ow ever, the "Inflation Bill" w as 

vetoed later by President G rant.  

 

A s D em ocrats succeeded in 1874 congressional elections, R epublicans united w ith 

them  in m onetary m atters and the R esum ption A ct w as passed in January 1875.5 

T he R esum ption A ct provided for the Secretary of T reasury to buy gold w ith 

governm ent bonds and prepare in this w ay for the resum ption on January 1, 1879 

(Barrett 1931, 186). H ow ever, this w as a com prom ise betw een hard m oney and soft 

m oney advocates, since it elim inated a $300 m illion lim it on the issue of national 

bank notes, w hich w as in law  before. Specie paym ent w as finally resum ed as the 

                                                 
3 State banks were only allowed to do business in the borders of the state that chartered 

them.  
4 Vera Smith (1990, 52) calls this system a "bond deposit system", because in order to 

issue notes government bonds had to be issued.  
5 See on the Resumption Act, Dewey (1907, 372�74). 
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T reasury John Sherm an sold U .S. bonds for gold in Europe to provide for sufficient 

gold for redem ption.  

 

A nother m ajor change in the m onetary affairs of the U .S. in this sub period 

deserves to be m entioned: the dem onetization of silver. A s m entioned before, the 

U .S. had been technically on a bim etallic standard w ith silver being undervalued 

since 1834. T herefore, silver had disappeared from  circulation. In 1853, the 

bim etallic standard set a silver-gold ratio of 16-to-1 w hile the m arket value for 

silver w as higher. A s an effect, only subsidiary fractional silver coins rem ained in 

circulation. For all practical m atters, the U .S. w as on a gold standard. In 1872, as 

R othbard (2002, 157) argues, it is possible that som e know ledgeable m en at the U .S. 

treasury began to expect that the m arket price of silver w as about to fall. A  fall w as 

to be expected as the am ount of silver due to new  m ining in N evada and other 

W estern states w as about to increase and European nations w ere shifting from  a 

silver to a gold standard. T his w ould have m eant that w ith a 16-to-1 parity, gold 

gradually w ould have becom e undervalued and driven out of circulation. Instead, 

silver w ould have flow n into the U .S. T his developm ent w hich w ould practically 

have set the U .S. on a silver standard w as prevented by several law s. In February 

1873, a bill provided the discontinuation of the m inting of further silver dollars. 

T his event becam e later know n as the "C rim e of 1873." A nd an act in June 1874, 

abolished the legal tender quality of all silver dollars above the sum  of $5, w hich 

practically m eant the dem onetization of silver. Indeed, after this legislation w as 

passed, the m arket value of silver fell to a ratio higher than 16-to-1. It w ent to 

nearly 18-to-1 in 1876 and as high as 32-to-1 in 1894. In 1878, the Bland-A llison 

A ct w as passed to appease the silver interests, w hich obliged the T reasury to buy $2 

m illion to $4 m illion m arket value of silver per m onth. A s the price of silver kept 

falling, m ore silver ounces had to be bought. 

 

The gold standard era under price deflation: 1879–1896 

T he road to resum ption in 1879 w as long and burdensom e. H ow ever, w ith the 

specie redem ption in sight the gold prem ium  to greenbacks steadily fell and 

returned to par w hen specie redem ption occurred successfully. W hen the G rant 

adm inistration decided for specie resum ption in 1875, the prem ium  w as still 17 

percent against a gold dollar. W ith new  confidence in the gold-backed G reenbacks, 

gold flew  into the U .S., increasing A m erican exports. T he gold inflow  increased 

from  $110.5 m illion in 1879 to $ 358.3 m illion in 1882. O n top of this incom ing 

gold the national banking system  pyram ided deposits that rose from  $ 2.149 billion 

in 1879 to $ 2.777 billion in 1882. A fter the three boom  years from  1879 to 1882, 

incited by m onetary expansion, a recession hit in 1882 follow ed by a financial panic 

in 1884. T he panic w as triggered by an outflow  of gold caused by falling confidence 

in the U .S. com m itm ent to a gold standard as silver interests grew  stronger. 
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T he silver forces grew  stronger again in 1890 w ith the result of the passing of the 

Sherm an Silver Purchase A ct. T he Sherm an Silver Purchase act required the 

T reasury to acquire 4.5 m illion ounces of silver per m onth, an increase of about 100 

percent of the average purchase under the Bland-A llison act. H ow ever, the 

difference w ith the Bland-A llison act w as that a certain w eight of silver w as to be 

bought. T his im plied that the am ount of silver bought w ould not be increased as 

silver prices kept falling. In the long-run, this m eant few er silver purchases by the 

T reasury than w ould have occurred under the Bland-A lison A ct. T he paym ent for 

the silver w as m ade in new  redeem able G reenback notes (1890 notes) that had full 

legal tender. T hese G reenback notes w ere, at the discretion of the T reasury, 

redeem able into silver or gold. T his m eant a step back tow ards bim etallism  w hich 

at the ratio 16-to-1 w ould have led to an inflationary silver m ono-m etallism . A s a 

consequence, foreigners lost confidence in the U .S. com m itm ent to the gold 

standard and gold flew  out in the early 1890s. O ther facts deepened this loss in 

confidence. T hus, in July 1892 the U . S. Senate passed a free-silver coinage bill. The 

bill did not proceed further but w ould have m ade silver legal tender and led in 

praxis to a silver m onom etalism .  T he T reasury's gold reserve declined as gold 

exports intensified in 1892. A t the sam e tim e an econom ic boom  spurred by credit 

expansion w as under w ay. T he recession w as triggered in June 1893 w hen the 

distrust of the public led to m assive bank runs and bank failures. T hese events 

becam e know n as the panic of 1893.  Banks suspended specie paym ent. D eposits no 

longer being redeem able in cash sold at a discount in relation to currency in A ugust 

of 1893. In N ovem ber the C leveland adm inistration repealed the Sherm an Silver 

Purchase A ct and the T reasury bought gold from  a group of bankers around J.P. 

M organ and A ugust Belm ont thereby w inning back foreign confidence in the U .S. 

com m itm ent to the gold standard. W ith the victory of pro-gold R epublicans in 

1896 and the defeat of D em ocratic candidate and free silver advocate W illiam  

Jennings Bryan, finally the com m itm ent to the gold standard w as m ade convincing.  

 

In sum , the period of 1865–1896 w as a period of substantial institutional change in 

the U .S. T he financial system  of fractional reserve banks not backed by a central 

bank dem onstrated instability, leading to several m onetary expansions and 

contractions, to financial panics (1873, 1884, 1890 and 1893) and suspension of 

cash paym ents (Sm ith 1990, 151). T he instability and the m alinvestm ents during 

the boom  periods and the subsequent liquidation of them  during the recession 

disturbed econom ic grow th. H ow ever, as w e w ill see below , w hile construction of 

the financial system  did repress econom ic grow th, the rem aining grow th w as still 

im pressive.  
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III. Prices and m oney from  1865–1896 

A fter sum m arizing the history of the m onetary institutions in the period, w e w ill 

now  consider the history of prices during the period of 1865–1896. Prices during 

the period of 1865–1896 generally fell. For the w hole period an average annual fall 

in prices of about 3.5 per cent and a total fall in w holesale prices in four decades of 

64 percent6. It should be added, that 1896 w as the last year of this period of price 

deflation and that from  1897 on prices started to increase alm ost every year as the 

w orld's gold production soared and banks increased deposits on top of this 

additional gold.  

 

A s w e have show n, prices generally decreased in the period of 1865–1896. 

T heoretically, this m ight have been caused by a reduction in the m oney supply and 

not m ainly by econom ic grow th.  H ow ever, the m oney supply did not decrease, but 

increase over the period (Friedm an and Schw artz 1971, 704–05), roughly 340 

percent w hile w hole sale prices according to W arren and Pearson w ere dow n about 

60 percent in the sam e period. T he price deflation w as, therefore, not caused by a 

shrinking m oney supply, even though there w as in recessionary period credit 

contractions and tem porary reductions of the m oney supply. 

 

The quality of m oney and gold's unusual high dem and 

Beside the econom ic grow th in the U . S., w hich w ill be analyzed in the next section, 

there w ere three other im portant reasons for an increase in the purchasing pow er 

of the gold currency. First, there w as an unusual dem and for gold in the 1870s 

w hen industrial nations like G erm any, France, Spain, and those of the Latin 

M onetary U nion (Belgium , Sw itzerland, France, Italy), as w ell as the Scandinavian 

countries installed a gold standard. In addition, as already m entioned, the U nited 

States bought gold in order to return to the gold standard.7  

 

Second, there w as a w orld w ide increase of population and output. W orld 

population increased from  1.2 billion in 1850 to 1.65 billion in 1900. Furtherm ore, 

especially in Europe, the industrial revolution led to extraordinary econom ic 

grow th. G ustav C assel estim ated the w orldw ide annual average rate of production 

grow th betw een 1865 and 1896 to be 3 per cent (Palyi 1972, 22). C onsequently, the 

w orld dem and of the new  w orld m edium  of exchange (gold) soared. 

  

A  third and so far neglected reason for the price decreases in the period from  1865 

– 1879 w ere expectations about an im provem ent in the quality of m oney. T he 

im provem ents in the quality of m oney has been so far neglected as an explaining 

                                                 
6  See Historcial Statistics (1975, Series E 87�89, 201�203). 
7  Austria would follow in 1892 and Russia and Japan in 1897. 
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factor for the price deflation. W hen the C ivil W ar ended there w as the w idespread 

expectation that the quality of m oney w ould recuperate and im prove in the long-

term . W hen the quality of m oney is expected to im prove the dem and to hold it as 

cash balance increases and m oney prices fall.8 T hus, it is possible that the value of 

m oney increases even though its quantity does not fall or even increases. In fact, 

m oney behaves like any other good. W hen its quality and consequently its dem and 

increases, its value rises. D uring the G reenback era, the quality of the inconvertible 

fiat currency could be im proved in the eyes of econom ic agents by m aking this 

paper convertible into gold. A nd resum ption w as prom ised from  the beginning of 

the suspension onw ard. A s the expectations that this prom ise w ould be fulfilled 

gained certainty, the expected quality of the G reenback notes increased. People 

valued the dollar higher than w ithout this expected increase in the quality. A s a 

result the dem and for holding m oney increased and prices fell. T herefore, the 

increase in the quality of m oney until resum ption is one very im portant reason for 

the increase in the purchasing pow er of m oney.  

 

It is difficult to say how  m uch of the fall in prices w as caused by an increased 

dem and of gold by countries w ho intended to sw itch to a gold standard, and how  

m uch w as caused by an increase in the quality of m oney, and how  m uch w as 

caused by w orld econom ic grow th. H ow ever, one m ight suggest that after the 

resum ption of specie paym ent an expected increase in the quality of m oney w as not 

a very im portant issue anym ore. A nd likew ise the effects of the sw itch of m any 

industrial nations to the gold standard w ere not as strong anym ore in the 1880s. 

T herefore, econom ic grow th can be considered a m ain factor for the fall in prices, 

especially after 1879. In the next section w e w ill look at U .S. grow th during the 

period in detail. 

 

 

G row th and its causes 

T he national incom e statistics for the period are not fully available. T he statistics 

start only in 1869 and for the first tw o decades there are only averages available. 

N evertheless, the evidence of im pressive econom ic grow th is clear.9 O ver the w hole 

period G N P rose from  23.1 billion $ in the 1869–1878 period to 61.3 billion $ in 

1896. T aking as a very broad approxim ation 1874 as 23.1 billion $, this w ould im ply 

an increase of 265 percent of real G N P in 22 years and an im pressing 4.5 percent 

per year.  

 

N ow  w e w ill consider reasons for the above show n econom ic grow th. First of all the 

institutional freedom  of the U .S. m ust be pointed out. T he entrepreneurial function 

                                                 
8  See on the quality of money Anderson (2000). 
9  See Historical Statistics (1975, Series F 1�5, 224).   
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w as not inhibited by m any interventions. T axes w ere low , regulations scarce and 

the legal fram ew ork w as, in general, friendly to business. In the next section, I w ill 

look at the reasons for econom ic grow th. I w ill discuss innovations that m ade the 

increase in grow th possible, an increase in population, the division of 

labor/know ledge, and also capital accum ulation. T he increase in the division of 

labor/know ledge is hard to prove w ith econom ic data. H ow ever, one m ust keep in 

m ind that an increase in population allow s for a higher division of know ledge. In 

addition, innovations or capital accum ulation often m ake necessary or im ply an 

increase in the division of labor. 

 

 

Innovations 

T here is som e evidence that enables us to grasp the relevance of innovations for 

econom ic grow th in the period of 1865–1896. Even though quantity is not nearly as 

im portant as the quality of innovations, it is im portant to note that the num ber of 

patents (of inventions) issued soared from  w ar levels at 6,088 in 1865 to 12, 277 tw o 

years later, rem aining on this high level until 1880. In 1880, another increase in 

patents (of inventions) issued tow ards about 20,000 per year set in10.  

 

A  few  innovations deserve special m entioning due to their im portance. A n 

im portant invention for agriculture w as the tw ine binder in 1878 w hich increased 

the harvesting speed 80 tim es (Faulkner 1924, 426–28). A s w ell, new  m achinery in 

agriculture w as responsible for an increase in output. Furtherm ore, im portant 

innovations em erged around the railroad industry, for instance, the double box car, 

refrigerated cars and special livestock cars, the autom atic coupler, and the 

W estinghouse air brake and the steel rail (Shields 1977, 241–42). T he im provem ent 

in transportation enlarged the m arket and provided opportunities for econom ics of 

scale. T he Bessem er process greatly increased the productivity of steel production. 

M oreover, the M cK ay sew ing-m achine w as im proved, the electric telegrapher and 

new  steam ships invented (Laughlin 1887, 336–38). 

 

A nother im portant form  of innovation w as the grow th of industrial concentration, 

that allow ed m aking use of econom ies of scale. W ithout any need of capital 

accum ulation the existing capital w as com bined in a m ore efficient m anner by 

concentration.11 Entrepreneurs like A ndrew  C arnegie in the steel industry and John 

D . R ockefeller in the petroleum  sector m ight be nam ed as exam ples of 

entrepreneurs w ho by the im plem entation of innovations and entrepreneurial 

genius created highly efficient concentrated com panies. D avis and N orth (1971, 

                                                 
10 See Historical Statistics (1975, W 96�106, 957�959). 
11 See on the industrial concentration Lance E. Davis, Jonathan R.T. Hughes and Duncan 

M. Mc Dougall (1965, 368). See also Shields (1977, 12).  
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170–171) sum m arize the effect of these innovations: 

“D evelopm ents in transport turned the region east of the M ississippi into a 

single m arket for m ost com m odities and integrated at least a portion of the 

trans-M ississippi W est (M innesota, Iow a, and eastern K ansas and 

N ebraska) into this now  near-national m arket. A t the sam e  tim e, m ajor 

technical breakthroughs w ere achieved in several im portant industries, and 

the new  techniques w ere subject to increasing returns over w ide ranges of 

output. In steel, for exam ple, the Bessem er process w as w idely innovated, 

in petroleum  new  sophisticated m ethods of fractional distillation w ere 

applied, and in m illing, H ungarian reduction techniques w ere w idely used 

in the new  m ills of the U pper M idw est. [footnote om itted] A ll w ere subject 

to substantial scale econom ics. T he average size of a firm  grew  substantially 

as new  plants and m ills, designed to realize these econom ics of scale and to 

serve the "national m arket", cam e into production."[Italics m ine]. 

 

Population increase and the division of know ledge 

A n increase in population can lead to an increase in production out of tw o m ain 

reasons. First, there are m ore potential producers available adding to output. 

Second, there can be an increase in the division of labor or know ledge. T he increase 

in specialization results in a higher output. From  1865 to 1896 the population 

increased every year. M oreover, it w as a rapid grow th w ith the population alm ost 

precisely doubling from  35,701,000 in 1865 to 70,885,000 in 1896. T his population 

grow th w as to a great part result of "the vast international m ovem ent of people out 

of England and Europe to the em pty lands of the w orld..." (N orth, 1961, 198).   

 

Indeed, a m ain reason for the trem endous increase in the population w as 

im m igration. In 1865, 248,120 people im m igrated. Im m igration reached a high in 

1886 w ith 884,203 people and ended our period w ith 243,267 people in 1896.12 O ver 

the w hole period alm ost 13 m illion people im m igrated to the U .S.  

 

O ne reason for this high im m igration m ight have been the fact that grow th w as 

high in this period. W hen production increases in a country and m ore specifically 

the production per capita increases this is an incentive to em igrate to this country. 

T hus, grow th becom es a self-enforcing process, as it attracts m ore people thereby 

creating m ore grow th. A lso, a higher standard of living in the U .S. than in the 

countries of origin m ight have been a reason for the im m igration. In short, as 

people expected a higher and increasing standard of living in the U .S. than in their 

ow n countries, they chose to im m igrate. 

 

                                                 
12  See Historical Statistics (1975, Series C 89�119, 105�106).    



German Review of New Austrian Economics 2. Jg. 2008, Nr. 2 

 

�15� 
 

T he trem endous grow th in population lead to an increase in the production of 

goods and services as the additional individuals started producing them . In this 

respect, it is also im portant to em phasize that the im m igrants w ere m ostly in the 

w orking age betw een 15–40 years.13 Furtherm ore, the population increase allow ed 

for an intensification and extension of the division of labor. T his increase in the 

division of labor or know ledge allow ed for a m ore efficient production. 

 

But the division of know ledge did not only increase inside the U nited States. It also 

increased on a w orld w ide scale as trade barriers w ere elim inated and 

transportation costs fell. International trade increased strongly. A lso the 

international trade of the U nited States increased. Thus, U .S. exports increased 

alm ost fourfold from  $261 M ill. in 1865 to 1.048 in 1896 and im ports from  $256 

M ill. in 1865 to 1.048 in 1896.14 

  

Capital accum ulation 

T he period from  1865–1896 w as a period of great capital accum ulation. Sim on 

K uznets (1961, 56) estim ates that gross capital form ation increased from  an average 

of 3.49 billion $ in 1929 prices during 1869–1888 to 8.68 billion $ during 1889–

1908. G ross total capital stock increased from  45 billion $ in 1869 to 190 billion $ in 

1890 (both figures in 1929) prices. T his im plies a substantial rate of grow th in the 

total capital stock of about 60 percent per decade. T his rate of grow th w ould slow  

dow n after 1900 (K uznets 1961, 65). T he net capital form ation w as also 

extraordinarily high in percent of net national product. T his im plies that the 

savings rate w as very high. In the period from  1869 till 1898 net capital form ation 

w as, as K uznets estim ates, around 15 per cent of the net national product. T his 

num ber w ould fall in the follow ing decades reaching 5.8 percent in the decade from  

1946–1955. 

 

O ne sector that portrays the capital accum ulation from  1865–1896 very w ell is the 

railroad industry. T he A tlantic and Pacific coasts w ere connected in 1869. The 

num ber of m iles operated increased from  35,085 in 1865 to 166,703 in 1890.15 T he 

num ber of m iles built soared.16 T he capital accum ulation in form  of railroads 

greatly reduced transportation costs thereby integrating m arkets, allow ing for 

econom ies of scale and w as a m ain reason for the price decreases.   

 

                                                 
13  See Historical Statistics (1975, Series C 138�142, 112). For the increase in the work 

force see Historical Statistics (1975, Series D 67�181, 189). 
14  See Historical Statistics (1975, Series U 1�25, 864�865). 
15  See Historical Statistics (1975, Series Q 321�328, 731). 
16  See Historical Statistics (1975, Series Q 329, 732). 
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IV. Conclusion 

 

A n interpretation of the m onetary history of period of 1865–1896 com es to an 
interesting result. C onsidering the data, apparently, it w as a period of price 

deflation. Falling prices did not suppress business or production, as can be seen by 

rising G N P. N or did the m onetary institutional background disturb grow th. The 

gold standard is com patible w ith econom ic grow th. 

 

T he price deflation w as m ainly caused by econom ic grow th in the U .S. and the rest 

of the w orld. O utput rose m ore strongly than the m oney stock and prices fell. 

A nother reason for the decrease in prices, im portant at least in the G reenback era, 

w as an expectation of an increase in the quality of m oney. T his increase w as 

expected as redem ption in specie of the paper G reenback w as considered m ore 

probable. This im portant reason for the price deflation had been neglected so far. 

Furtherm ore, especially in the first subperiod m any industrial countries changed 

from  a silver standard to a gold standard, thereby increasing dem and for gold and 

pushing prices dom inated in gold dow n.  

 

O f course, not everything in this period w as perfect or w onderful. T here w ere som e 

severe defects in the financial system . T he fractional reserve banking system , by 

expanding credits resulting in m alinvestm ents, (as for exam ple in the railroad 

industry) caused a continuous series of boom s and busts. Further, the fractional 

reserve banking system , lacking a lender of last resort, experienced several financial 

panics. O f course, all this entailed severe personal tragedies. A nd in the financial 

panics and bankruptcies of the recessionary days during this period, social 

m ovem ents and agitators grew  strong. 

 

H ow ever, despite the w aste of resources due to m alinvestm ents, the A m erican 

econom ic grow th w as still trem endous and resulted from  the com bination of an 

increase in the division of labor, an increase in population, an increase in savings 

and capital accum ulation, and innovations in a free m arket fram ew ork.  

 

In sum , the price deflation from  1865 to 1896 w as m ainly caused by a trem endous 

econom ic grow th being supplem ented before 1879 by an increase in the quality of 

m oney and a sw itch of several industrial countries to the gold standard. It is a m yth 

that a great depression occurred.  

 

Der Autor ist unter philipp.bagus@urjc.es erreichbar. 
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