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PREFACE

This book owes its existence, in some measure, to chance. In May 2018, I
received an email from Ruth Noble, assistant editor in the Finance division
at Palgrave Macmillan, asking me if I could evaluate a book proposal that
had just been submitted to them. The topic of the proposed book was
banking houses in nineteenth-century Brazil, the very same casas bancirias
that I had encountered over twenty years ago while doing research for my
PhD thesis on monetary and banking policy in imperial Brazil. As the
topic itself interested me and, additionally, little is known as yet about the
activities of these banking houses—although contemporaries and histori-
ans alike are in no doubt as to their importance to the Brazilian economy
at the time—I did not hesitate in accepting the invitation to write a brief
evaluation of the manuscript.

Shortly after sending back my report, Ruth Noble popped the ques-
tion: ‘Would you be interested in writing a book for our Palgrave Studies
in the History of Finance series?” My gut reaction at the time was to reply
“no”. Indeed, for the past few months I had been working on a short
piece to be included in a larger volume co-organized with colleagues, but
nothing remotely resembling a manuscript for a full-sized book. It then
occurred to me that, actually, I did have some old material that could
potentially be transformed into a book—my PhD thesis, presented in
1999 to the Department of Economic History of the London School of
Economics and titled “The Political Economy of Money and Banking in
Imperial Brazil, 1850-1870”. Parts of the thesis had come out as articles
in academic journals in Brazil, but the opportunity to publish a revised
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version of the complete manuscript through such a prestigious house as
Palgrave Macmillan was an altogether different (and exciting) proposition.

After explaining to Ruth how my own doctoral research on commercial
banks and monetary policy in mid-nineteenth-century Brazil differed from
(and dovetailed into) the proposal that I had just finished evaluating for
Palgrave Macmillan, I submitted a formal outline of the manuscript to the
editors. In the following weeks, I received inputs from three anonymous
scholars invited by Palgrave to look into my book proposal. It would be
fair to say that, on average, their assessment was positive. Still, they
(rightly) insisted on an adaptation of the original academic text to the new
medium (a book) and, in one case, suggested that I extend the original
time frame of my research from 1850-70 to the end on the imperial
period, that is, to 1889.

The first suggestion was straightforward and inescapable, but the sec-
ond one gave me second thoughts about the whole endeavor. After all, at
that point in time I did not see myself going back to the archives and
libraries in the time left over after completing my tasks as lecturer in and
Head of the undergraduate program in Economics at FGV/EPGE
(Fundagdao Getulio Vargas/Escola Brasileira de Economia e Finangas).
Further consideration and a desire to close a chapter in my intellectual and
professional life prodded me on, however. I therefore accepted the chal-
lenge and submitted a revised proposal, to which Palgrave Macmillan gave
the go-ahead.

Informing my decision to embark on a project that I knew would
occupy my free time for the next six months (in the end, due to delays of
my own making, it was more like nine) was the conviction that the book
would be an excellent opportunity to revisit my first major academic
achievement after two decades of reading, teaching, and doing research on
topics linked to the macroeconomic history of Brazil. In a sense, it would
be a different, more seasoned, author covering the same topic that had
attracted me at a younger age.

Furthermore, it dawned on me that the “new” period that an extension
of the original time frame entailed (i.e., 1870-89) had already been cov-
ered by several talented scholars. I could (and did), therefore, rely on a
fairly large body of secondary literature consisting of high-level academic
output, including PhD dissertations, and complemented it with material
gleaned from a host of primary sources that are currently (but, lamentably,
not twenty years ago) available online. The latter includes, to name but
the most important, the entire collection of the priceless annual reports



PREFACE  iXx

presented by Ministers of Finance to Parliament (Relatorio do Ministerio
dn Fazendn), the annals of the debates held in both the Chamber of
Deputies and the imperial Senate, the reports on two of the major com-
mercial crises to hit Brazil in the nineteenth century (in 1857 and 1864),
and a number of classic books and contemporary newspapers.

The final product is the book you have in your hands. It is an abridged,
extended, and revised version of my doctoral dissertation. This apparent
oxymoron is easily explainable. The book’s length is approximately one-
quarter shorter than my thesis, in part due to the editor’s limits on the
number of words (80,000, as opposed to the 100,000 words—I think—
the University of London imposed on its PhD candidates). The historical
period covered by the manuscript, as already indicated, extends to the fall
of the monarchy, in 1889. The process of covering more historical ground
over a smaller number of pages forced me to revise thoroughly the original
text. Along the way, I was led to prune several parts that seemed less vital
to my main arguments or were, plainly, obscure to me twenty years after
they had been originally written. Other passages that now appeared some-
what rough-edged were dully polished, rendering the prose (I hope)
clearer to the reader. Finally, I included new material, not only in Chap. 4
(which covers the 1870-89 years), but also elsewhere, having benefited, as
noted, from academic contributions made over the past two decades.

As for the content of the book, its title is self-explanatory. The pages
that follow both present and analyze the conduct of monetary and bank-
ing policy during part of the Brazilian Second Reign, in the second half of
the nineteenth century. Lest an anachronistic use of the term be conveyed
to the reader, monetary policy is employed throughout the book as a
shorthand for the mounting legislative corpus and policy measures under-
taken at the time and which dealt with different aspects related to the issue
of currency (not only notes and metallic coins, but also other forms of
script), including the chartering and operation of issuing banks.

For students of Brazilian history specifically, the book’s “selling points”
are manifold. Economists and economic historians will find, I hope,
detailed material on a crucial dimension in the formation and functioning
of'a market economy—monetary policy. I am well aware of previous mon-
etary histories of Brazil and have made use of this literature throughout
the book. What sets the present monograph apart, I believe, is the richer
detail provided here, combining monetary and political history, as well as
an attempt to identify possible rationales behind the recurrent policy shifts
in the monetary and banking realms throughout the period.
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In discussing the constraints, domestic and external, under which con-
temporary policymakers operated and which involved issues of not only a
more materialistic nature but also ideology, it is hoped the book will be of
interest to a public that goes beyond the community of experts on the
economiic history of Brazil. Students of macroeconomic history—especially
those working on the development experiences of export-oriented econo-
mies gradually integrating into the evolving classical globalization of the
time—should find here material worthy of comparative exercises with
other countries’ experiences. Likewise, questions relating to the constitu-
tion of private banks entrusted with “proto central bank” functions, as
discussed in the book in connection with the early experience of the third
Bank of Brazil, are bound to attract scholars working on the early history
of monetary authorities and state building more generally. Finally, those
whose interests lie in exchange-rate history and the relative merits of a
fixed-exchange-rate regime (including the gold standard) versus a floating
one may gain new insights when looking at Brazil’s rich experience in the
period under study here.

Rio de Janeiro, Brazil André A. Villela



USAGE

The Brazilian currency throughout the imperial period was the milréis,
expressed as 1$000. One thousand milréis made up a conto de réis (or
conto, for short), expressed as 1:000$. At the official 1846 parity of
27d,/1$000, one pound sterling amounted to 8$890, or 8.89 milréis. As
the rate of exchange floated throughout the period under study here
(except for the later months of 1889), the quotation of sterling varied
accordingly.

Between 1833 and 1887, the financial (or fiscal) year in Brazil for sta-
tistical purposes ran from 1 July to 30 June. Data for 1888 comprise three
semesters; thereafter, the financial year coincided with the calendar year.
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CHAPTER 1

Introduction

In 1850, Pedro II was in the tenth year of his rule over the Brazilian
Empire, a rule that would extend up to November 1889, comprising the
Second Reign (1840-89).! In a way, 1850 marked the beginning of a
golden age in the political and economic history of the Empire. On the
political front, the last of the major provincial revolts (the Praieira) had
been quelled and centralization of power at the hands of the monarch in
Rio was firmly established. As for the economy, 1850 saw the promulga-
tion of three pieces of legislation that sought to regulate the markets for
the major inputs in the production process. As a result, trade in capital
(with the Commercial Code), labor (via the Euzébio de Queirdéz Law,
marking Brazil’s definitive acceptance of an end to the importation of
slaves from Africa), and land (by means of the Land Law) would be hence-
forth regulated by the state. In a sense, this could be considered Brazil’s
first experiment in building an institutional framework adapted to the
capitalist system starting to take root in many parts of the globe at the
time, even though the Empire itself remained firmly committed to (and
dependent on) a non-capitalist form of labor—slavery.?

In order to grease the wheels of an economy that, after years of leth-
argy, had begun to move forward on the back of ever-increasing coffee
exports, Brazil counted on a monetary circulation in 1850 consisting of
legal tender Treasury notes, metallic coins, and short-term promissory
notes (the so-called vales) issued by a handful of commercial banks. As this
book will document in detail, the nature of money over the rest of the
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imperial period (i.e., from 1850 to 1889) would change significantly, with
the government and the private sector swapping places as the main provid-
ers of currency to the economy. Likewise, the banking sector would not be
confined to the few vale-issuing banks that were in place in 1850. As time
went on, other banks would eventually be allowed to issue their own
notes, and, for part of the period, a semi-official Bank of Brazil would be
entrusted with responsibilities typically associated with central bank-type
institutions. Still, there is no disputing that Brazil’s commercial banking
sector would remain underdeveloped to the very end of the imperial
period, as indicated both by the high average spread that existed between
private banks’ interest rates and the return on bonds issued by the central
government (apolices), and by the high degree of market concentration in
the industry.?

This financial underdevelopment immediately brings to mind a peren-
nial question asked by scholars working on the economic history of Brazil,
namely, why did the country fail to match the performance of the American
economy in the nineteenth century? More specifically, in connection with
the topic of the book, could an underdeveloped banking system be part of
the reason why Brazil fell behind?

There do not exist as yet reliable estimates of the size and rates of
growth of the Brazilian economy in the imperial period. Yet, researchers
tend to agree that at the time of Independence, in 1822, output per capita
was lower than the one observed in the United States. As the century
unfolded, differences in rates of growth in the two continental economies
ensured that by the end of the imperial period, in 1889, Brazil had
uncquivocally lost significant ground relative to America.* However, not
only are the magnitudes involved far from clear in the case of Brazil, but
the explanations for this laggard performance are not consensual.

One interpretation that has gained increasing (and belated) traction
with academics working on the subject is due to Nathaniel Left’s pioneer-
ing research, in the cliometric tradition, into the roots of Brazilian eco-
nomic underdevelopment. Writing in the 1960s and 1970s, Leff published
a host of academic articles, later brought together in book form. On his
account, supply factors linked to the overwhelming predominance of low-
productivity family agriculture in the Empire combined with the under-
provision of transport infrastructure and other public goods to forestall
the division of labor and gains from trade in Brazil for most of the nine-
teenth century.®
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Although financial underdevelopment was not part of Leff’s explana-
tion for Brazil’s laggard performance, it is probably one of the factors that
compounded the effects of the other barriers to growth highlighted by his
research. After all, an underdeveloped banking sector tended to credit-
constrain economic agents, with a negative impact on consumption and
investment possibilities. Furthermore, market formation and develop-
ment—and, hence, the room for Smithian (efficiency) gains—would also
tend to be checked if banks were limited in their capacity to provide means
of payment (either deposits or fiat money, in the case of banks of issue) to
the economy.

The book will not try to engage in a counterfactual exercise of the type
“what would have been the aggregate rate of growth of the imperial econ-
omy if Brazil’s banking sector had not been so constrained?” Rather, it will
attempt to offer a plausible explanation for contemporaries’, predomi-
nantly, conservative approach toward the expansion of the banking sector.
In other words, it will discuss the reasons why for most of the period the
Brazilian government held back monetary growth and bank formation.

This objective will be accomplished by highlighting how this stance was
linked to a broader—and equally conservative—view of monetary matters
entertained by most individuals involved in policy and debate at the time.

In this respect, the book will seek to answer two larger questions, sub-
sequently broken into four specific ones. The larger questions are
as follows:

1. What form did monetary and banking policy take in Brazil between
1850 and 1889:
2. What were the drivers of the frequent policy shifts in this arca?®

As for the more specific questions to be raised by the detailed discussion
of monetary and banking policy in the period, they are the following;:

1. Did the Bank of Brazil perform “proto-central bank” functions
from its inception, in 1853, until the mid-1860s? If so, how?

2. What was the nature of the three major financial crises to hit the
Empire in 1857, 1864, and 18752 How similar were they? Did the
government react in the same fashion on the three occasions?

3. Was the 1864 (Souto) crisis a direct consequence of government
policy taken years earlier (in particular, the 1860 banking law)?
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4. Did monetary and exchange-rate policy at the time usually meet the
interests of the coffee sector, as might be expected, given the latter’s
undisputed political clout?

The aim of the book, in short, is to study the evolution of monetary
and banking policy in Brazil from 1850 to 1889. Yet, this is not a tradi-
tional monetary history of the period, in the sense that its main concern is
not to discuss the major trends in monetary aggregates over the period,
relating them to the broader economic history of Brazil.” Rather, the focus
will be on the evolving institutionality in the monetary sphere, identifying
the rationale behind the policies set by the government, and, eventually,
implemented. This will involve giving pride of place to the political dimen-
sion of the policymaking process, thus allowing for an examination of the
effective constraints under which nineteenth-century Brazilian policymak-
ers were operating.

One of the issues the book will address (see question 4) may be sum-
marized as follows. If monetary and banking policies at the time were
characteristically orthodox—taking the form, among other things, of
government-imposed restrictions on the banking system, the pursuit of
convertibility, and a bias toward an appreciated rate of exchange—what
does this suggest about the underlying polity? More specifically, how do
these facts square with the perceived hegemony of the planter class (fazen-
deiros) during the imperial period, given that for them “soft money”, and
a depreciating milréis, would have been desirable?

A set of stylized facts will highlight some of the issues to be addressed
in the book and the major interpretations available in the literature. Since
the mid-1840s, the Brazilian government flirted with the idea of institut-
ing convertibility of the circulating medium. Concurrently, it sometimes
sought to set up a monopoly in the issue of banknotes in an effort to pre-
vent uncontrolled money creation. As the money supply was equated by
most contemporaries with the volume of notes and metallic coins in circu-
lation (i.e., bank deposits were not considered part of the money supply)
and, additionally, money thus defined was seen as the main determinant of
the rate of exchange, authorities were bent on exercising strict control
over banks of issue. As a result, banking activity was firmly regulated dur-
ing most of the imperial period, leading to the underdeveloped banking
sector mentioned above and, potentially, to a brake on overall eco-
nomic growth.
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Contemporary official accounts of events in the monetary and banking
sphere are testimony to the prevalence of orthodox views on the topic.
They attach great weight to monetary restraint and emphasize the benefits
arising from the adoption of a fixed exchange rate, the latter resulting
from convertibility of the milréis into gold.® Although this view did not go
unchallenged (as will be seen in the book), it was widely held during
the period.

The treatment that Brazilian monetary history has received from the
literature has varied over time. Early-twentieth-century works and those
that appeared after the Second World War have reflected concerns upper-
most at the time when its authors were writing. Thus, books published in
the late nineteenth and early twentieth centuries—when Brazil formally
joined the gold standard system—would tend to praise the orthodoxy
associated with monetary restraint and currency convertibility.® Scholars
writing after the Second World War, on the other hand, tended to approach
the whole question of money and banking in the Empire through “devel-
opmental” lenses, reflecting the then-current debates surrounding Brazil’s
experience of fast industrialization. Consequently, their main concern was
with the perceived failure of the banking system to aid economic develop-
ment during the nineteenth century.

In this respect, two complementary views stand out. The first one starts
with Furtado’s landmark book. His analysis of monetary and banking pol-
icy in both the Empire and First Republic inspired most of later research
on the subject. According to Furtado, monetary restraint and the pursuit
of convertibility over much of the imperial period (1822-89) and the First
Republic (1889-1930) were detrimental to economic development and
should be attributed to mimicry, that is, an uncritical importation of finan-
cial orthodoxy from Europe.!?

Later writers echoed Furtado’s interpretation of the existence of a per-
sistent orthodox bias!'! in imperial monetary and banking policy, which,
coinciding with the arrival of the first British banks in the 1860s, allegedly
furthered the interests of foreign bankers, rather than those of the coun-
try.!? Although inspired by Furtado’s work, other contributions attempt
to set monetary orthodoxy (especially as regards the centralization of issu-
ing powers) within a broader context of disputes between urban and
agrarian interests, or as part of the hegemonic aspirations of the Rio-based
planter class (the so-called saquaremas).'?

The book will address the main questions raised by authors sympathetic
to the orthodox view, as well as those put forward by critics in the
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“developmental” tradition. In the process, the research will clarify some
crucial points of historical fact. It does so by adopting a slightly different
approach to politics than has been the case in most of the monetary histo-
riography. Levy and Andrade, for example, posit a direct correspondence
between events in the banking and political spheres. According to them,
the move toward a monopoly of note issue in the early 1850s was the
economic counterpart of the political process of centralization achieved in
the previous decade.'* Likewise, plurality of note issue, instituted at the
end of the Concilingio period, in 1857-8, would have reflected concilia-
tion between different positions concerning the right to note issue. Finally,
Levy and Andrade suggest, perhaps inadvertently, that when promoting
hard money policies, the imperial government managed to impose its will
on the land-owning class, thus displaying a degree of autonomy from the
economic elite (Levy and Andrade 1985, pp. 35-06).

Schulz, on the contrary, sees the financial policies of the Empire as
being largely sympathetic to agrarian interests.'® Financial orthodoxy, in
his view, was not as pervasive as imagined by authors such as Furtado.
Similarly, Guimaraes claims that financial policy was controlled, at least in
the early 1850s, by economic interests based in Rio. This group included
businessmen in the export and import trade, and, crucially, provincial
planters (Guimardes 1998, pp. 41-2).'¢ Additionally, and again in parallel
with political events, it is claimed that Liberals tended to be in favor of the
expansion of the banking system (and, presumably, soft money), while
Conservatives were associated with the centralization of issuing rights and
financial orthodoxy (ibid., pp. 58-9). Finally, Granziera has asserted that
adherence to the gold standard and, implicitly, to a stable and appreciated
currency was pursued by the imperial government in the interest of English
firms (Granziera 1979, p. 75).

Suggesting different underlying models of the polity, the above inter-
pretations of the political motivation for financial policy in imperial Brazil
are clearly at odds with each other. Some subscribe to the traditional view
of policy as being set by the economic elite, which sometimes included
foreign interests. Others appear to admit to a degree of autonomy on the
part of the imperial State. Yet, none of the above contributions—or, for
that matter, other works on money and banking in the Empire—set out
their underlying political model explicitly. This has major implications for
the consistency of their analyses and conclusions.

Economic policymaking does not take place in a void. Rather, it is a
result of the political process.!” In placing monetary and banking history
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within an institutional context, the book will attempt to capture the politi-
cal dimension of the policymaking process. It is hoped its main findings
will contribute to the debate about the relative autonomy (or otherwise)
of the imperial State, hitherto analyzed in respect to policy areas such as
taxation, slavery, land policy, and railways.!® More specifically, the book
will assess the degree to which the ruling class of politicians and bureau-
crats was independent of the dominant class, that is, landowners.

During the period discussed here—and, especially, between 1850 and
1866—monetary and banking policy was one of the main arenas of inter-
elite conflict. The starting point for this was the institutional and political
breakthrough brought about by the abolition of the trans-Atlantic slave
trade and the subsequent search for new investment opportunities, as cap-
ital invested in this activity sought alternative destinations (which the
Commercial Code would now define more clearly).

In this context, provision of cheap credit became a central demand of
the productive classes. The coffee sector, which had been expanding since
the 1830s, was still unhindered by labor shortages and declining produc-
tivity. Nevertheless, planters complained about the cost of credit and what
they saw as its main cause—the lack of currency in circulation. Given a
choice of monetary policy and exchange-rate regime that best suited their
interests, fazendeiros opted for an abundant supply of—and, hence, depre-
ciated—milréis. In other words, for soft money.

The government, on the other hand, had a different set of preferences.
Even though its foreign exchange commitments remained within a safe
margin until the mid-1860s, the Treasury (as other debtors in sterling)
would be required to increase its milréis-equivalent service payments
whenever the value of the currency slipped. Moreover, not only an appre-
ciated but also a stable rate of exchange was deemed necessary by the
authorities, for it sent the proper signals to foreign creditors as to their
commitment to sound monetary policies. Finally, the macroeconomic sta-
bility that an exchange rate under control indicated allowed the govern-
ment to raise domestic credit more easily.

In short, exchange-rate politics was a decisive factor when setting mon-
etary and banking policy at the time, considering that contemporaries saw
monetary growth, by the hands of either the Treasury or private banks of
issue, as the main determinant of the value of the milréis against sterling.

The argument of the book is presented over five chapters, including
this Introduction. Chapter 2 documents in detail the first decade of
Brazilian monetary and banking history following the institutional changes
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brought about by the three pieces of legislation enacted in 1850 (the
Commercial Code, Euzébio de Queir6éz Law, and the Land Law). It starts
by describing the activities of the few joint-stock banks, mostly centered in
Rio de Janeiro, that were allowed to operate with discounts and deposits
and which also engaged in the issuing of yales. This period also witnessed
the creation of the (third) Bank of Brazil, a semi-public corporation with
the right to issue notes that were accepted for payment of taxes and that
were convertible on demand into gold or Treasury paper. The Bank will
be seen to play a pivotal role in the official reaction to the 1857 crisis, the
first instance of Brazil’s exposure to the aftershocks of financial panics
originated abroad. As this crisis coincided with the extension of issuing
rights to other joint-stock banks by the government, contemporaries saw
a connection between the two events and pressed for stricter limits on the
activities of note-issuing banks. The ensuing corporate and banking law of
1860 would be the culmination of the orthodox backlash against earlier
flirtation with plurality of issues, and marks the endpoint of the chapter.

The 1860-1866 years are covered in Chap. 3, which starts by analyzing
the effects of the new banking legislation on the operation of the issuing
banks created in the 1850s. It also draws attention to a less visible—though
far from unimportant—part of the banking system consisting of private
banking houses (casas bancirias). This unregulated segment of the indus-
try played a vital role in providing services to depositors, big and small,
discounting bills and issuing their own vpales. Their operation far from
authorities’ radar would ultimately contribute to the eruption and dis-
semination of the worst commercial crisis of the imperial period, the 1864
Souto crisis, named after the largest of those houses and its most notorious
casualty. The chapter concludes in 1866, two years into the Paraguayan
War, with the revision to the contract signed in 1853 between the govern-
ment and the Bank of Brazil. With war finance uppermost among the
government’s concerns, monetary orthodoxy would have to be sacrificed
on the altar to national security; accordingly, note-issuing rights were once
again placed exclusively in the hands of the Treasury, which would pro-
ceed to put the printing presses to work.

Government monopoly of note issue would persist until the final year
of the imperial period (1889). Over more than two decades, monetary
and banking issues would be relegated to a secondary position in contem-
porary debates. In their place—and in the wake of the final victory over
Paraguay, in 1870—demands for reform of the electoral legislation and
political system, to which was added republican and abolitionist
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propaganda, led to the first cracks in the monarchical edifice to appear.
Amid a measure of economic growth and gradual modernization brought
about by Brazil’s integration into a globalizing economy, the government
maintained a steady hand in the conduct of monetary policy.

New note issues on the part of the Treasury would be rare, and
responded to pressing needs associated with the human tragedy caused
by severe spells of drought in the Northeast, or in response to demands
from banks for assistance with liquidity on two occasions. Chapter 4,
which covers the 1866-89 period, discusses this history, documenting
the insistence with which the government throughout strived to restore
the exchange rate to the 1846 parity of 27 pence to the milréis. Even
during the long spells when this objective appeared ever more elusive, as
in the decade between the mid-1870s and mid-1880s, officials would
not relent on their goal of bringing back the rate of exchange to this
notional level, after which, it was hoped, convertibility in gold could be
finally declared.

As it turned out, a peculiar set of circumstances combined to bring the
milréis to parity a few months before the Ouro Preto cabinet came to
office in June 1889. As part of the Prime Minister’s strategy to win over
coffee planters’ support in the aftermath of abolition without compensa-
tion, as decided by Parliament in May 1888, a generous injection of gold-
backed notes issued by private banks was promoted. This latest shift in the
orientation of monetary and banking policy during the imperial period
would turn out to be the last, as the monarchy ended up toppled by a mili-
tary coup in November, ushering in the republic.

Chapter 5 looks back at monetary and banking history in Brazil over
the whole 1850-89 period, as analyzed in detail in the previous chapters.
But it does so from a different—nhigher, as it were—vantage point as a
means to discern more clearly longer-term trends in monetary policy dur-
ing these four decades. This endeavor, inevitably, required a discussion of
the accuracy of the data that seek to measure “money” at the time.
Moreover, the chapter examines possible motivations behind the frequent
shifts in monetary and banking policy during the period under study here.
Materialistic considerations arising from the gains and losses that exchange
rate variations promote are emphasized, as are decisions arising from par-
ticular world views entertained by the major actors involved in policymak-
ing and in the monetary debates of the time. Needless to say, money
(material gains) mattered when deciding on policy. Yet, as the book will
show, ideas mattered a great deal, too.
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NOTES

. The First Reign, under his father, Pedro I, lasted from Independence, in

1822, until his abdication in 1831. In between the two Reigns was the
Regency period (1831-40).

. Bethell and Carvalho (1989).
. Average spread between the two rates was 580 basis points between 1835

and 1889. Concentration in the Rio banking sector did decline over time,
but the Bank of Brazil’s primacy throughout conferred to that institution
a marked degree of market power; see Summerhill (2015, pp. 194-200).

. Haber, ed. (1997). On trends in the rate of growth of the Brazilian econ-

omy during the imperial period, Abreu and Lago (2014).

. See Leff (1982) and Left (1997).
. As will become clear along the book, those drivers include elements of

both a material and non-material nature, the latter meaning to encompass
tdens. For this reason, the book will reproduce quite a few quotes drawn
from contemporary debates and official reports. My intention in resorting
to these quotes is to capture a glimpse of the mindset of influential actors
in the monetary debates and policymaking at the time. It is hoped that by
doing so the reader will gain a better impression of the diverse views, theo-
ries, and priors informing those very debates and policies.

. For this type of approach, see Peldez and Suzigan (1976), in the spirit of

Friedman and Schwartz (1963).

. For a flavor of the dominant (orthodox) views on monetary matters, see

most of the annual reports of the Ministry of Finance of the period, the
Jornal do Commercio (Rio’s main financial paper), and, especially, Relatorio
da Commissio de Inquerito de 1859 (undated) and Relatorio da Commissio
de Inquerito de 1864 (1865).

. Prominent among these are Wileman (1896), Calégeras (1910), Ortigao

(1914), Andrada (1923), and Souza (1924).

Furtado (1970). It should be noted that Furtado’s objective was not the
writing of a monetary history of Brazil, although the discussion of mone-
tary and banking matters is central to his arguments in chapter 27.

See, for example, Levy (1977), Levy and Andrade (1985, 1993), Andrade
(1987), Teixeira (1991), and Guimardes (1998).

Granziera (1979).

For the latter approach, see Gambi (2013).

This argument is further elaborated by Gambi (2013).

Schulz (1996, chapter 1).

This is also the opinion held by Mello, for whom the banking reform pro-
posed by Itaborai in 1853 aimed at “privileging big business in the Rio
market and the related coffee interests of the Paraiba Valley”. Cf. Mello
(1984, p. 98).

For a reaffirmation of this point, see Dixit (1996).

For a discussion, see Carvalho (1988).
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CHAPTER 2

From Plurality of Issue to Monopoly
and Back: 1850-60

2.1 THE VALE-ISSUING BANKS

In 1850, two forces were being felt on Brazil’s capital markets. On the
supply side, capital hitherto employed in the trans-Atlantic slave trade was
suddenly made idle by Brazil’s final acceptance of British demands to end
this commerce.! Simultaneously, pressure was exercised on the demand
side by planters eager for cheap credit, as the coffee economy began to
expand westward, in the direction of the fertile plateaux of Sdo Paulo.

To cope with the new demands that arose from the coftee sector, as well
as commercial activities in general, the Empire counted on a financial sys-
tem consisting of just three joint-stock banks: the Banco Commercial da
Bahia, the Banco Commercial do Rio de Janeiro, and the Banco
Commercial do Maranhdo. All of them issued vales,* as well as accepting
deposits and offering loans. Apart from these banking corporations, com-
mercial houses, discount houses, and private (partnership) banks—the so-
called casas bancarins—operated in the major commercial centers.

Every year, at harvest time, part of the circulating medium in Rio—
consisting of Treasury notes and coins—was exported to the provinces,
where it helped ease the shortage of money. This, in turn, led to the emer-
gence of proposals in 1850 for the creation of a national bank. This estab-
lishment would be entrusted with the withdrawal of the Treasury notes in
circulation and would be responsible for the money supply, ensuring the
necessary liquidity in an expanding market. At the time, total note issues
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in the Empire amounted to 48,000 contos, the bulk of which consisted of
Treasury notes (Brasil, IBGE 1990, p. 498).?

In his 1850 report to the Assembly, the then Minister of Finance
Joaquim José Rodrigues Torres (from 1854 onward, Visconde de
Itaborai*) displayed sympathy for the idea of an enlargement of the bank-
ing system (Relatorio do Ministerio da Fazenda® 1850, pp. 34-6). The aim
was to create deposit and discount banks in the provinces, a move that, it
was hoped, would ‘fertilize industry and enrich the country’ (RMF 1849,
p. 36). However, Itaborai was quick to point out that he did not see ‘any
usefulness in banks of zssue” (emphasis added) (ibid.). He doubted whether
the creation of such banks was compatible with what would be the main
objective of the government in the coming years: to regulate the
money supply.b

Two pieces of legislation passed at the time suggest that the govern-
ment was treading carefully in this matter: Decree 575, of 10 January
1849, and Law 552, of 31 May 1850. Articles 9 and 10 of the former
established that no joint-stock bank would be allowed to operate before
one-fourth of its capital had been subscribed. The decree also gave the
government powers of inspection and the right to close banks that failed
to comply with legislation. Article 3 of Law 552, in turn, stated that in ‘no
circumstance, and under no pretence whatsoever, shall the amount of cir-
culating paper in the Empire increase, even if temporarily’ (Cavalcanti
1893, vol. 2, p. 165). This provision was never observed, but it illustrates
vividly the intentions of policymakers at the time. Instead of increasing the
volume of Treasury notes in circulation or granting to a private establish-
ment the right to issue legal tender notes, the government appeared to be
approaching very cautiously the whole question of issuing rights.

In the beginning of the 1850 legislative year, a bill was presented to the
Senate by Holanda Cavalcanti, a former Minister of Finance, proposing
the creation of provincial issuing (or circulating) banks. This was an
attempt to meet a growing regional demand for credit and to reduce the
movement of currency from Rio to the interior at harvest time. Under the
bill, each of the main provinces (and the city of Rio de Janeiro) would
have a bank with permission to issue notes up to the amount of its capital
fund, and backed by its shares. These notes would circulate only in the
provinces where they had been issued and would be accepted in payment
of taxes and debts. In all, Cavalcanti’s plan provided for a potential note
issue in the order of 20.7 thousand contos, an amount equal to about half
the money stock at the time.” His bill was endorsed by the Finance
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Committee of the Senate and approved in the first round of discussion on
the floor. After a long delay, subsequent debate of the bill would resume
only at the start of the 1853 legislative year, when it met an alternative
proposal originating in the Executive. The latter called for a monopoly of
note issue to be granted to a semi-official institution based in Rio. Faced
with this new proposal, which appeared to sabotage his own initiative,
Cavalcanti withdrew his bill from discussion.

The author of the new bill, Itaborai, had returned to the Ministry of
Finance after a brief interlude and gone on to become Prime Minister in
May 1852. His bill for the creation of a ‘solidly constituted bank, to help
in the expansion of the operations of commerce and industry’ was included
in that year’s Speech from the Throne, delivered by the Emperor at the
opening of the legislative year on 3 May 1853 (Fallas do Throno 1872,
p. 448). Although clearly emanating from the Executive, the Itaboraf pro-
posal was originally meant as an amendment to the Holanda Cavalcanti
bill. With the withdrawal of the latter, Itaborai’s bill ended up being
endorsed by five senators. Thus, it became de jure a bill of the upper House
of the Legislative, where it began to be discussed in the session of 13 May.®
The bill consisted of six articles, its main points being: the social capital of
the Bank was set at 30,000 contos (Art. 1); its notes would be redeemable
in either specie or Treasury notes and would be accepted in payment of
taxes (Art. 2); the Emperor would appoint its President (Art. 4); and it
would be required to withdraw from circulation Treasury notes at a rate of
2000 contos annually, the first 10,000 contos of which would constitute an
interest-free loan to the government for the duration of its charter (Art.
5). The bill also set a ceiling to the Bank’s issue at twice the amount in its
reserve fund, subject to an extension if the government saw it fit (RMF
1852, p. 15).

On 17 May 1852, the first criticisms were directed at Article 2 of the
bill; in particular, the provision concerning the redemption of the notes of
the Bank for cither gold or paper money.® Itaborai’s defense came two
days later when he stressed the sheer impossibility of demanding redemp-
tion exclusively in gold, given the costs this would involve for the acquisi-
tion of metallic reserves on such a scale. Additionally, Itaborai maintained
that permission to redeem Bank notes into Treasury paper stemmed pre-
cisely from the existence of the latter. In the absence of Treasury notes in
circulation, redemption would have been done solely into gold.!® After a
few more sessions of debate, the bill was finally approved in the Senate
without any modification, on 6 June 1853.
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In the Chamber of Deputies, where the bill arrived on 17 June, Itaborai
was charged with changing his mind too quickly on the need for banks of
issue. After all, as noted, he had already publicly proclaimed his reserva-
tions concerning this type of establishment (RMF 1849, p. 35). His
about-face had been explained earlier to the Assembly:

The public wealth and, with it, the sum of transactions, has increased (since
1850); the industrial spirit has begun to develop in a pronounced way; and,
finally, the insufficiency of paper money is shown by the presence of 16 to
20 thousand contos in coins, with which the mass of the circulating medium
has been augmented. (RMF 1852, p. 14)

Circumstances had in fact changed between 1850 and 1853, but not in
the direction that Itaborai would have thought ideal. On the positive side,
there had indeed been a marked improvement in the accounts of the impe-
rial government, which displayed a surplus of 4700 contos in the 1852-3
financial year.!! This contrasted with a deficit of nearly 7000 contos in the
previous year. Still, on the monetary front, there had been no reduction in
the amount of Treasury notes in circulation, a necessary step, as stated by
Itaborai in his 1850 report, before the private issue of banknotes could be
considered (Cavalcanti 1893, vol. 2, p. 173). Meanwhile, the existing
vale-issuing banks operating in the Empire increased their combined cir-
culation sharply (Table 2.1).

Despite this increase in pale circulation, all was not well in the Rio mar-
ket. Contemporary sources indicate that the main commercial center of
the Empire experienced a “monetary pressure” in the first half of 1853.12
According to the testimony given by one of the many merchants heard by
the committee set up to investigate the causes of a crisis that would erupt
years later, the origins of the pressure in 1853 could be ascribed to a

Table 2.1  Vale-issuing banks and their main accounts, 1850-3. (in contos)

Year No. of banks Capital Issues Deposits Loans
1850 3 4870 1147 9448 14,079
1851 4 9390 1290 14,631 19,139
1852 5 12,337 4526 24,998 16,392
1853 5 16,524 5310 19,954 35,043

Source: Table A2 in the Statistical Appendix

Note: Figures do not include the Banco Commercial do Pard, for which no data were available
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number of factors (Relatorio da Commissio de Inquerito de 1859, undated,
Annex A, pp. 102-3). Firstly, capital released by the cessation of the trans-
Atlantic slave trade had been “recycled” by many banks, who lent liberally
(and irresponsibly, according to some) for periods of up to one year,
exposing their portfolios to considerable strain. Second, the fact that vales
were not accepted in public offices made their redemption for Treasury
notes and specie necessary for the payment of taxes and debts to the gov-
ernment. Additionally, currency (Treasury notes and coins) had to be
shipped to the provinces, where they were accepted, as payment for slaves
and other goods.!? Finally, in the carly 1850s, the exchange rate in Recife
and Salvador—the main commercial centers of the North—was often
higher (more appreciated) than in Rio, rendering it profitable to ship
Treasury notes and gold to those markets for the purchase of bills of
exchange.*

There are clear indications that contemporaries did experience a short-
age of money in the Rio market in the first half of 1853. This was evi-
denced by the rise in discount rates,'® in spite of the expansionist activities
of the two vale-issuing banks based in the capital city.

The first of these, the Banco Commercial do Rio de Janeiro (BCRJ),
started its operations in 1838, although its statutes would only be officially
approved in June 1842. On that occasion, the government expressly
denied the BCRJ the possibility of ever becoming an issuer of notes, as
proposed in Article 2 of its statutes. In its first decade in operation, the
BCRJ annually discounted an average of 4800 contos in commercial bills,
while its outstanding issue of vales averaged slightly over 200 contos.

In the carly 1850s, as the coffee economy around Rio de Janeiro
expanded, Irincu Evangelista de Sousa (from 1854 onward, Bardo de
Maud) opened the doors of the “second” Bank of Brazil.!® This was the
first bank to be created under the new rules laid down by the 1850
Commercial Code. Organized as a limited company, its statutes were
approved by the imperial government on 2 July 1851, with one major
modification: instead of being able to issue five-day vales in an amount
equivalent to one-half the bank’s liquid holdings, that limit was reduced
to one-third."”

The figures in Table 2.2 show that prior to the arrival of the second
Bank of Brazil on the scene, the BCRJ relied to a very modest extent on
the use of'its own valesin discounting commercial paper. The main source
of profits for the bank derived from receiving funds on interest-paying
deposits (dinheiro a prémio) of 4%—4.5% p.a. and relending them at much
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Table 2.2 Issuing banks in Rio de Janeiro: vales outstanding and bills discounted,
1840-54. (in contos)

Average 1840-49 1850 1851 1852 1853 1854

BCR]J
outstanding issue of vales 213 5 2 257 1574 na.
bills discounted 4801 6657 8417 10,997 10,629 n.a.
Bank of Brazil (Maud)
outstanding issue of yales - - 98 1594 1937 1880
bills discounted - - 3903 6926 9033 9364

Source: Compiled from data in Cavalcanti (1893, Vol. 2, pp. 151-60)

Notes: Figures are as of 31 December. Maua’s Bank of Brazil began operations in 1851
n.a. = data not available

higher rates. Nevertheless, from 1852 onward, there appears to have been
a shift in strategy. The Banco Commercial increased both its issues of vales
and the volume of discounts, in competition with the new entrant in the
Rio market, Maud’s Bank of Brazil. In the space of just two years, the
combined volume of discounted bills increased by approximately 80%,
while vales issued by the two banks jumped from just 100 contos to more
than 3500 contos. Competition between the Commercial and the Bank of
Brazil led them both to overlook the quality of the paper being discounted,
and to lower rates of discount to an unprecedented level of 4% in late 1851
(Barman 1981, pp. 245-6).18

As both banks increased their loans, their issue of vales also expanded.
However, as Treasury notes were being exported to the northern prov-
inces, bearers of vales found it increasingly difficult to redeem them at
their respective issuers, who reacted by raising their rates of discount.'? At
the height of this monetary pressure, in July 1853, the government was
prompted to offer credit of up to 4000 contos in interest-bearing Treasury
bills (Zetras) to the two Rio banks. Furthermore, it considered giving their
vales cours forcé in Rio (ACD 1853, Tome II, pp. 182—4). In the end, only
Maud’s Bank of Brazil would take the offer of credit, and only to a modest
extent (Ribeiro and Guimaries 1967, p. 76). In light of this episode, the
government saw the need to take definitive steps toward solving the
underlying problem of providing adequate liquidity to a growing econ-
omy, while maintaining a stable monetary circulation. An institution that
it could monitor closely seemed the best option. Thus the “third” Bank of
Brazil was born.
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2.2  MoNoroLy ACHIEVED: THE “THIRD” BANK
OF BrAZIL

The circumstances surrounding the creation of the third Bank of Brazil
reveal the interplay of opposing forces in the monetary controversies that
would erupt in mid-century Brazil. In 1850—and amid a declining supply
of Treasury notes in the economy,?*—lawmakers in favor of plurality of
note issues backed the Holanda Cavalcanti proposal calling for the cre-
ation of several provincial banks ofissue. In a sense, this was the economic
version of the political (and military) disputes which beset the Empire
from its inception in 1822, and which pitted centrifugal forces in the prov-
inces against the powers of centralization.?! The latter, victorious at last
after the defeat of the Praieira revolt in 1850, would again triumph in the
new “battlefield” of banking policy.?

Although favorable to the creation of a national bank operating with
discounts, deposits, and note issue, Itaborai staunchly opposed the setting
up of a state-run institution, lest it run counter to (the government’s) posi-
tion as an ‘impartial protector of all interests in society’ (RMF 1852, p. 14).
His “counter-bill” to the Holanda Cavalcanti initiative, while shunning the
creation of a state-run bank, nevertheless ensured a considerable degree of
government control over the operation of a Rio-based establishment. Thus,
to political centralization would be added monetary centralization, in the
hands of a bank bestowed with many privileges, and where the Emperor
would appoint both the president and the vice-president.

After a third round of discussions in the Chamber of Deputies, the
Itaborai bill, outlined above, was finally approved without any modifica-
tion. On 5 July, Law 683 was sanctioned by the Emperor, ‘authorizing the
Government to grant the incorporation and approve the statutes of a bank
of deposits, discounts and issue, based in the city of Rio de Janeiro’
(Legislagiao Sobre Papel-Moedn 1923, pp. 35-7).23

The new Bank of Brazil was created with a capital of 30,000 contos
(£3.5 million), divided into 150,000 shares of 200 milréis each. It came
into being as the result of the amalgamation of the existing Bank of
Brazil—which had evolved into the country’s main bank—and the
BCRJ. As the major partners in the merger, sharcholders of the second
Bank of Brazil were entitled to 50,000 shares of the new bank, while those
of the Banco Commercial kept 30,000 shares. The remaining 70,000
shares were reserved for the bank’s provincial branches (40,000) and for
subscription by the public in Rio de Janeiro (30,000 shares).
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Under these circumstances, it was only natural for Maua and his group
to expect to control the Bank and, therefore, to be able to set policy. To
their disappointment, however, the Emperor appointed Joio Duarte
Lisboa Serra, a member of the Chamber of Deputies, president of the
Bank. Mau4, along with six other shareholders of the former Bank of
Brazil, did manage to secure scats in the 15-member board of the new
bank (Guimaraes 1998, pp. 128 ft.). Yet, the majority of seats were in the
hands of representatives from the former Banco Commercial, which had
the royal family as clients. Feeling defeated and realizing he would be
unable to control the new bank, Maud went on to found a new (vale-
issuing) bank—the Maud, MacGregor (Barman 1981, pp. 246-7).%*

The statutes of the Bank of Brazil were approved by Decree 1223 (of
31 August 1853) and comprised 79 articles. The main provisions of the
Itaborai bill were retained, thus entitling the institution to carry out all
operations pertaining to a commercial bank, such as bill discounting, buy-
ing and selling of precious metals, opening sight and interest-bearing
deposit accounts, and lending (Art. 11). Additionally, the Bank of Brazil
was granted the right to issue notes payable to bearer on demand (Art. 11,
paragraph 11), with total issues limited to twice the amount in its reserve
fund, consisting of both Treasury paper and gold (Art. 16, paragraph 1).
Both its president and vice-president were to be appointed by the Emperor
(Art. 39)% and, as anticipated in the Senate bill, it would be required to
withdraw from circulation 2000 contos per year in Treasury paper, the first
10,000 contos of which would comprise an interest-free loan to the gov-
ernment (Art. 56).

In addition to the regular operations associated with a deposit and dis-
count bank, the Bank of Brazil was granted the right to issue notes redeem-
able in “currency”, which at the time comprised specie and Treasury
notes.?® Notes issued by the new Bank of Brazil, unlike rales, were accepted
in payment of taxes and debts owed to the government. Yet, their circula-
tion was restricted to the region where they had been issued. That is, in
and around the city of Rio de Janeiro, in the case of notes from the head
office, and in the respective provinces where its branches were allowed to
be set up and issue notes.

Clearly, the privileges accorded to the Bank were manifold, leading to
repeated accusations of favoritism. To begin with, not only were its notes
accepted in the public offices of the provinces where the Bank operated
but also Article 16, paragraph 1, of its statutes allowed it to redeem them
for either currency or gold, at its own discretion. Noteholders were unable,
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thus, to demand redemption in gold.?” The idea was that, given a rate of
exchange at (or very near) the par value of 27d to the milréis, gold and
Treasury notes were equivalent. Yet, in practice, the Bank would seldom
give gold in exchange for notes, regardless of the rate of exchange. In
addition, whenever there was pressure on its reserve fund (fundo dis-
ponivel), the Bank could seek permission from the government to suspend
convertibility. Finally, the very fact of having a monopoly of note issue was
an additional privilege for the Bank.

Article 16, paragraph 1, of the Bank of Brazil’s statutes also established
a maximum ratio of 2:1 between note issue and the reserve fund. This
limit could only be relaxed after obtaining government approval (pending
deliberation of the Council of State). Should the Bank feel that its opera-
tions were being compromised by the amount of gold or Treasury notes
in its fund, it could seek the government’s guarantee to obtain foreign
loans (up to an amount equivalent to the Treasury notes withdrawn from
circulation) to reinforce it.

The monopoly of note issue awarded to the new bank would come with
strings attached, however. As already noted, Itaborai, formerly an oppo-
nent of any sort of bank of issue, admitted that circumstances had changed
of late. His change of mind, however, was only partial. First, just a single
bank would be given government authorization to issue notes and, even
then, under strict rules which, in many instances, were to the advantage of
the government itself. For instance, among the Bank’s main duties was the
yearly withdrawal of 2000 contos’ worth of Treasury notes from circula-
tion. The first 10,000 contos would act as an interest-free loan to the gov-
ernment while the Bank’s charter lasted (in principle, for thirty years). The
Bank would be reimbursed (with interest) for the remaining Treasury
notes withdrawn from circulation, which, it was hoped, would ultimately
lead to a full, gold-backed, circulating medium consisting exclusively of
Bank of Brazil notes. Lastly, Article 56 of the Bank’s statutes suggests that
the government expected it to act as a regulator of the currency, although
this point was far from clear-cut. For some, Article 2 of the 1846 Law
(which introduced the new 27d gold parity) actually entrusted the govern-
ment with the task of maintaining monetary stability.?

Either way, there was no disputing the semi-official nature of the Bank,
which granted the Executive branch considerable influence over its activi-
ties. Government control was made explicit, of course, by the fact that
both its president and vice-president were to be appointed by the Emperor
personally. Official discretion over the affairs of the Bank was further
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ensured by the provisions of Article 50, regarding the powers of the presi-
dent of the institution. Among the latter’s responsibilities, according to
paragraph 3 of the said article, was to ‘preside over and serve the decisions
of the board of directors and the general assembly of shareholders’.
However, he could ‘suspend decisions judged to be contrary to the stat-
utes, and refer the issue on to the government, which would ultimately
decide if (these) should be carried out’.?® The final say over Bank deci-
sions, therefore, remained with the government, even though it was not a
shareholder. This was simply the corollary of its appointing the two top
officials in the institution.

As noted earlier, the road taken by Maua after his bank was merged into
the new Bank of Brazil was the creation, in July 1854, of the Maua,
MacGregor Bank.?® This bank had a capital of 20,000 contos (two-thirds
of that of the new Bank of Brazil), which was subscribed by former share-
holders of the defunct bank and foreign merchants. Given that a tradi-
tional partnership would have demanded unlimited financial liability from
each of the partners and, hence, hinder his efforts in raising large sums of
capital, Maua opted instead to organize his new venture as a limited part-
nership (sociedade em comandita). Taking advantage of a lacuna in the
Commercial Code, he divided the firm’s capital into freely transferable
shares. This gave the appearance of a corporation but, crucially, evaded the
governmental intrusion that such a form of organization would have
entailed (Barman 1981, pp. 251-7).

Maud’s scheme found huge opposition both in Parliament and in the
Executive, which contested the legality of his arrangements for the bank.3!
A decree issued in December 1854 forbade the division of the capital of
sociedades em comandita into shares, and ordered the Commercial Court
to cancel the registration of the partnership deeds of firms with such a
share capital.

No sooner had Maud clashed with the government, he found himself
again in the midst of another dispute. This time the matter involved the
issue of vales by the Maud Bank in the Rio market. In the 1854 Relatorio
dn Fazendn, Minister Honério Hermeto Carneiro Ledo (Marqués de
Parand from December 1854) pointed out the dangers arising from the
Maua, MacGregor Bank issuing vales to the bearer with five- to ten-day
maturities. In practice, vales circulated as if they were notes, in breach of
the monopoly enjoyed by the Bank of Brazil.

Clearly, the government was not willing to tolerate unauthorized issues
of money. The Rural & Hypothecario, for instance, was limited to issue
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vales of no less than thirty days, payable to a particular individual and only
transferable through endorsement. The government (rightly) considered
valesissued by the Maud, MacGregor as close substitutes to money and, as
such, illegal, given that this was not among the operations stated in that
bank’s statutes (RMF 1854, pp. 9-10). The vales were promptly with-
drawn from circulation by the Maud Bank.

Meanwhile, the peculiar status of the Bank of Brazil, that is, its semi-
official nature, began to cause tension between its public facet and the
interests of its many private shareholders. The withdrawal of Treasury
notes from circulation—and, as some considered to be among its duties,
the maintenance of a stable (and preferably appreciating) rate of exchange—
would be judged against the desire to increase its discounting activities
and, hence, note issues. Thus, in September 1854, barely four months
after the start of its operations, the Bank of Brazil sent the first of a num-
ber of memoranda to the government seeking alterations to its statutes.
The most important of those concerned the relaxation of the limits on the
types of paper it was allowed to discount. It requested permission to dis-
count not only commercial bills and bills of exchange with two known
signatures (Art. 11, paragraph 1), but also paper from other banks and
firms of renowned financial soundness (Cavalcanti 1893, Vol. 2, p. 2006).
After hearing the Finance Standing Committee of the Council of State,
the government refused to grant permission to the Bank to lend against
shares of joint-stock banks or other firms. The Committee agreed that at
the time there were many such firms operating with very little surveillance,
which increased the risk of them “contaminating” the Bank’s portfolio.3?

Six months later, on 26 March 1855, the Bank again turned to the
government. This time it sought permission to increase the leverage of its
reserve fund, allowing it to raise its note issue from a ratio of 2:1 to 3:1
(RMF 1855, p. 10).3 The scasonal drain of both coins and paper money
to the Northern provinces for the purchase of crops and in the Center-
South in payment for the importation of slaves by planters was still causing
difficulties for the money market in Rio (Banco do Brasil, Relatorio dos
Fiscaes 1857, p. 8).%* To try to remedy this problem, the Bank pressed
ahead with its program of setting-up provincial branches (caixas filinis),
with their own locally circulating notes.3®

Sensitive to the Bank’s arguments concerning the need to expand its
issues but, at the same time, conscious of the potentially dangerous
precedent it was setting, in April the government sanctioned an increase in
the leverage to up to three times the amount of the reserve fund, but for
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one year only.? The government’s apprehensions turned out to be well
founded, for two months before the authorization to increase its note
issue expired, the Bank applied for, and obtained, the right to maintain the
3:1 ratio, which was also extended to its seven offices in the provinces
through Decree 1721, of February 1856.

Still, this measure was not enough to stave off the monetary pressure
that was being felt in the capital of the Empire in 1856 and the resulting
loss of reserves. In a sense, Itaborai, president of the Bank of Brazil since
April 1855, had already anticipated this result. In the annual report to
shareholders, he remarked that the installation of the caixas filinis would
not solve the problem of the drain of currency from Rio, while there
remained a deficit in transactions with the North (Banco do Brasil,
Relatorio 1856, p. 4).%7

The dilemma in which the Bank found itself—that is, the need to bal-
ance its private interests with the stabilizing role it was expected to provide
to the economy as a whole—was perceived by its shareholders. It was thus
expressed in the annual report for 1856:

The drain on the reserve fund entails either a restriction of discounts, or
sacrifices that the establishment makes by importing precious metals. The
Board of Directors, unwilling to accept the first remedy, which would cause
great harm to the country, prefers the second, which brings some loss to
shareholders, reducing the dividends to which they are entitled [...], con-
vinced that they understand that the purpose of the Bank of Brazil is not
solely to afford advantages to its shareholders, but also to serve to a great
extent the general interests of commerce and industry. (Banco do Brasil,
Relatorio dos Fiscaes 1856, p. 8)38

In that same year, the Bank of Brazil would start the process of withdraw-
ing government paper money from circulation at a rate of 2000 conzos p.a.
In May 1857, Minister of Finance Joio Mauricio Wanderley (Bardo de
Cotegipe) remarked on the delicate position under which the Bank had
been operating:

Itis a fact that is present in the balance sheets of the Bank of Brazil that since
June 1855, and up until late last March, this establishment has been import-
ing approximately 20 thousand contosin gold and that, nevertheless [ ... ], its
reserve fund has increased since then by just 4,000:0008; from which it can
be seen that there has been, and still is, a permanent export of coins from
this to other markets in the Empire, and perhaps overseas. (RMF1856,p. 17)
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Even so, instead of pushing for an expansion of the Bank’s issuing activi-
ties or, even, the creation of other institutions that could alleviate the
shortage of money, Cotegipe opted for leaving things as they stood:

It is clear that the country’s circumstances do not yet allow the Bank to
increase its operations, as a bank of issue, up to the amount of capital already
paid-in. Thus, creation of other Establishments of the same nature, either in
this Court, or in the places where the Bank already has an office, would
bring no advantage to the public, even if they were submitted to the same
conditions imposed on the Bank of Brazil, and were directed with the same
circumspection as repeatedly demonstrated by the administration of that
establishment. (Ibid.)

Not everyone was impressed by the Bank’s circumspection, though. A
commission appointed by its own board of directors to investigate the
state of the Bank’s fundo disponivel concluded that ‘having encountered
facility in the use of its issues (the Bank) lent its credit beyond what was
suitable to the maintenance of its reserve fund’.® In light of this, the com-
mission recommended that the Bank of Brazil gradually increase its rate of
discount and, at the same time, start accepting interest-bearing deposits as
a source of loanable funds.*’

Less than three months after Cotegipe’s declaration of faith in pru-
dence in monetary and banking matters, government policy took a dra-
matic turn. The Executive approved incorporation of the first of six new
banks of issue. Plurality of note issue was thus officially instituted, bring-
ing to an end the brief monopoly enjoyed by the Bank of Brazil since it
started its operations in 1854.4!

2.3 PruraLITY BY EXECUTIVE DECREE: THE NEW BANKS
OF ISSUE AND THE 1857 Crisis

To some extent, the roots of the changes in the banking regime were
political. In the previous years, Liberals had been voicing their disgruntle-
ment over the current electoral system, which allowed few chances of rep-
resentation in the Chamber of Deputies for the party in opposition. The
situation was made worse by the vote rigging carried out by whoever
happened to be in power. This state of affairs prompted calls for reforms
in the electoral process, a cause that was embraced by the Marqués de
Parana, an old-time Conservative valued for his moderation. Since
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September 1853, Parani led a cabinet composed for the most part of
moderate Conservatives, too young to have taken part in the political con-
flicts of the previous decades. This new arrangement, which eschewed ear-
lier confrontation, would herald the period that came to be known as the
Concilingido and which would extend into the late 1850s.#?

Parand was directly responsible for the electoral law of 1855, which
introduced the so-called one-deputy electoral circles. The new system
bypassed the previous influence of regional political chiefs in the voting
process, thus bringing the National Assembly in direct contact with the
local bosses. As a result, the gates were open for a measure of opposition
representation in the Chamber of Deputies. Accordingly, in the first elec-
tions to be held under this new system, the Liberals were able to take 17%
of the seats in the lower House, thus reversing the previous 100%
Conservative-dominated “unanimous Chamber”.

Upon the death of Parana, in September 1856, the Emperor appointed
Brazil’s chief military commander, Luis Alves Lima e Silva (Caxias), to
preside over the cabinet. An arch-Conservative, Caxias felt that the results
of the parliamentary elections, by ushering in a small, but vocal, Liberal
minority, represented a risk to his leadership. Accordingly, he resigned,
making way for the moderate Conservative, Pedro de Aratjo Lima
(Marqués de Olinda), to come to office, in May 1857. The thirteenth
cabinet of the Empire, it would maintain the conciliatory note of the
Parand government and, in acknowledgement of the recent electoral
results, include two Liberals in the six-member cabinet. At the helm in the
Ministry of Finance was Bernardo de Souza Franco, a Liberal senator from
the northern province of Pard.*

In mid-1857, as the coffee sector started to experience a shortage of
labor, wages also increased, leading to demands for an expansion of the
money supply (RMF 1857, p. 4). The accompanying requests for authori-
zation to incorporate new banks of issue were met with sympathetic ears
by Minister of Finance Souza Franco. From late August, he gave permis-
sion for the establishment of six new banks of issue (out of 50 requests),
thus breaking the monopoly hitherto held by the Bank of Brazil (Soares
1865, p. 50).** The rules governing the issue of notes were similar for all
six banks, and broadly in line with those that applied to the Bank of Brazil.
They could issue notes to the bearer, redeemable on sight in gold or
Treasury notes, to an amount equal to their respective paid-in capital.
Notes were to be backed by consolidated government debt (apdlices), and
shares of railways and other companies benefiting from government divi-
dend guarantees.
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Crucially, creation of the new banks of issue was not done by means of
a law, as had been the case in 1853 with the third Bank of Brazil. Instead,
it was an act of the Executive, taken during the parliamentary recess. In
doing so, Souza Franco was moving into a legal gray area. In fact, banking
legislation fell into the broader rules governing incorporation, as laid
down in the 1850 Commercial Code.*® Article 295 of the said legislation
determined that corporations could only start operations after obtaining
authorization from the government and, when these operations entailed a
special privilege, pending legislative approval. Clearly, the issue of
banknotes was a privilege and recognized as such when the third Bank of
Brazil was incorporated.

Still, none of this deterred Souza Franco from his objective of meeting,
even if only partially, the demands for an expansion of the volume of
money and, it was hoped, credit to the economy. In the section on “Banks
and the Circulating Medium” in the 1857 Relatorio da Fazenda, the
Minister justified the decision to allow the incorporation of the new banks
on the following grounds:

In general, and especially in the places where the Bank of Brazil or its
branches operated, the new establishments were aimed at bringing the
advantages of credit to industry, or to the classes of society to which the
other (banks) could not extend their discounts, because of the special nature
of their organization, and at supplying funds to Commerce, and circulating
medium to the market. (RMF 1857, p. 6)

This passage from Souza Franco’s report is most illuminating, in that he
advocates the establishment of new banks of issue precisely in the towns
where the Bank of Brazil was already operating. Implicitly, he is suggesting
that the Bank was not fulfilling its role of providing adequate liquidity and
credit to the market.*s Unsurprisingly, the Bank attacked Souza Franco’s
decision to allow the creation of new banks. It considered this unfair com-
petition, and a violation of the (implicit) monopoly granted when it was
set up four years carlier (Banco do Brasil, Relatorio dos Fiscaes 1858, p. 2).

Nevertheless, misfortune had it that the bold policy shift promoted by
Souza Franco coincided with a major crisis at the international level. It was
triggered by the dramatic drop in some commodity prices, following bum-
per cereal and wool production in the United States and Eastern Europe,
after the end of the Crimean War. The failure of the Ohio Life Insurance
and Trust Company, in August 1857, led to a panic in the American mar-
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ket, requiring the shipment of gold from Britain. In order to stem the
drain on its reserves and ensure the functioning of the gold standard, the
Bank of England increased its discount rate to 10%, causing a rediversion
of capital to London and the spread of panic to continental markets.*”

News of the crisis in the United States reached Rio on 13 November,
followed by packet boats from Europe bringing accounts of interest rate
rises in London. This came barely three months after the first of the gov-
ernmental decrees was promulgated but before any of the new banks
started issuing notes.*® Foreign trade was badly hurt in Rio and across the
major ports in the provinces, as creditors demanded immediate settlement
of commercial debts.* At the same time, the practice of purchasing goods
on consignment was suspended, as orders placed in Europe were required
to be accompanied by the corresponding payments in hard currency.®
Business in Rio came to a virtual standstill.

At first, the Bank of Brazil suffered a run for redemption of its notes in
gold. The Bank obliged, in an attempt to calm the market. Yet, it was
aware of the limits to its efforts. The difficult balancing act that it was
forced to perform was clearly perceived by its directors. At the same time
that the Bank had an interest in (and felt a duty to) meeting demands from
the market, on the other, it had to maintain the level of its reserves. As
tension mounted, businesses brought an increasing amount of bills to be
discounted at the Bank.®! From an average of 42,000 contosin September—
November, the Bank’s portfolio increased to just under 52,000 contos in
December (Table 2.3).52

In his 1858 report, the president of the Bank of Brazil indicated that in
late December 1857 to carly January 1858, the Bank was following what
would later become known as “Bagehot’s rule” in the case of financial
distress. This meant lending liberally—and dearly—to banks deemed sol-
vent. Its (inter-bank) rates of discount were increased from 8% to 10% on
15 December, and to 11% on the 23rd.>® For other businesses, the rates,
when discounts were available, were as high as 15%.

As the drain on its reserve fund continued, the Bank felt that its poten-
tial note issues—and, hence, the volume of discounts it was able to carry
out—was being compromised. As a result, on 27 November, it unilaterally
decided to suspend convertibility of its notes into gold.>* Shortly afterward,
the government let it be known that it was willing to help the Bank rein-
force its reserve fund by means of a guarantee on a loan in the amount of
3000 contos (£340,000) to be arranged in London.
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Table 2.3 Bank of Brazil, Head Office: selected indicators, June 1857-June
1858 (in contos)

Month/Year Reserve fund Notes in circulation Value of portfolio
June 1857 13,125.7 32,804.9 40,193.7
July 13,049.8 33,366.8 38,895.4
August 13,467.1 32,983.5 38,404.6
September 12,872.1 29,312.9 39,009.9
October 12,848.2 30,208.4 414264
November 11,322.7 30,522.3 46,424.5
December 10,859.3 33,175.0 51,836.6
January 1858 11,105.8 31,084.8 49,538.5
February 10,994.1 28,858.1 47.,668.3
March 9978.8 27,131.6 46,210.5
April 8877.3 245459 43.843.4
May 8829.6 23,4184 42,965.2
June 8753.0 25,607.0 45,780.0

Source: Banco do Brasil, Relatorio Apresentado d Assemblén Geral dos Accionistas 1858

On 1 December, the first in a series of memoranda was exchanged
between Bank and government. The Bank indicated that 3000 contos
were insufficient to restore calm to the market and that until it could
gauge the actual extent of its needs for bills of exchange some £600,000
would be necessary.’® The second Bank memorandum, in turn, called
attention to the extent of the drain in its reserve fund and the effect this
was having on its ability to pursue regular discounting activities. The
Bank then asked the government to be allowed to increase the limit of its
note issue from three to four times the reserve. Three days later, the gov-
ernment replied in the affirmative to these requests, although the word-
ing of its two memoranda was vague. Briefly, the government stated that
it was conscious of the need to maintain both internal (i.e., discounts)
and external (i.e., exchange rate) stability and would do its utmost to help
the Bank. Nevertheless, Souza Franco did not commit himself to a spe-
cific amount for the guarantees.®” Soon afterward, an operation to prop
up the rate of exchange began.

The strategy consisted of selling drafts on London (guaranteed by the
Treasury) at a relatively appreciated rate of exchange. The first draft,
totaling £100,000, was made on the Union Bank of London, on account
of a credit which that bank had offered to the Bank of Brazil earlier in the
year. One month into the operation, the exchange rate continued to fall
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(depreciate). Since the arrival of news of the panic overseas, the milréis had
dropped by about 15%, being quoted at 23%d and 24d on 31 December.
On 9 January, Souza Franco sent a new memorandum to José Pedro Dias
de Carvalho, acting president of the Bank, inquiring about his plans to
sustain the rate of exchange. On the same day, Dias de Carvalho replied
that the Bank was willing to continue selling drafts on London, so long as
the government would furnish it with the necessary Treasury notes to
compensate for the loss of gold from its reserve fund. The government
obliged, putting 1000 contos at the disposal of the Bank, which went on to
sell £200,000 worth of drafts in the market at the rate of 25d. With this
operation, the government sought to force the rate of exchange up by
increasing the supply of sterling.

By late January 1858, when the packets brought news of a worsening
of the crisis in Europe, the Bank experienced difficulty in procuring bills
of exchange locally for purchase. This ultimately forced it to dip into its
own reserves, leading to further losses of gold. In light of this—and in an
effort to safeguard its fund—the Bank once again took unilateral action.
This time, by deciding to shift its efforts from defense of the rate of
exchange to concentrating on providing discount facilities to the domestic
market.%® In a reversal of the previous trend, its discount rate for the best
private paper was lowered from 11% to 10% on 27 January and then to 9%
on 10 February (see Table 2.4).

This “washing of hands” of what many considered the Bank’s duty to
defend the rate of exchange was later justified by its directors on the
grounds that it was a commitment impossible of being honored from the
moment that the new banks of issue were allowed to operate:

Table 2.4 Bank of Brazil: rates of discount charged, 1856-62 (in %)

Date Rate of discount  Date Rate of discount
June 1856 8 15 December 1857 10
27 November 1856 9 23 December 1857 11
12 January 1857 8 27 January 1858 10
6 May 1857 9 10 February 1858 9
13 August 1857 8 8 January 1862 10

Sources: Banco do Brasil, Relatorio Apresentado d Assemblén Geral dos Accionistas, various issues; and
Relatorio da Commissio de Inquerito de 1864 (1865)

Note: Rates correspond to bills with two known signatures and, therefore, should be regarded as a mini-
mum (prime) rate
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The removal of the means to satisfy an obligation contracted at a time when
those very means were made available should liberate the obligee. The Bank
of Brazil, unable, thus, to comply with the mission to which it was commit-
ted when it was the sole (bank) with issuing powers, should have the right
to demand exemption from its duties, confining itself to being a mere bank
of deposit and discount with the faculty to issue (notes) in competition with
the other (banks), only to make profits that will reward its sharcholders’
capital.®

In practice, the directors were saying that even if the Bank of Brazil had
attempted to take a different path and reduce its note issue (and, hence,
money supply) in an effort to prop up the rate of exchange, it would never
be certain of the end result, given the actions of the other banks of issue:

The only ostensible result, thus, of the efforts undertaken by the Board of
Directors of the Bank of Brazil to re-establish the value of the circulating
medium, and therefore meet the most important commitment that it had
undertaken with the State, is the reduction in the profits of its shareholders,
while helping to bolster those of the other issuing banks. (Banco do Brasil,
Relatorio dos Fiscaes 1858, p. 2)

The “free rider” problem that the Bank of Brazil feared did indeed mani-
fest itself in the second half of 1858. While the issues of its head office
contracted substantially and those of the caixas filiais remained at the level
of 20,000 contos, other banks increased their own note circulation. From
April, the Banco Commercial & Agricola started its issuing operations,
partially compensating the reduction in the note circulation of the head
office of the Bank of Brazil. The banks in the provinces of Pernambuco
and Bahia, with issues of more than 1000 contos each, also helped dampen
the effects of the contraction in the amount of Bank of Brazil notes in
circulation throughout 1858. Clearly, any attempt by the Bank of Brazil to
support the exchange by reducing the volume of its own issues voluntarily
would have been thwarted by the actions of its competitors (Table 2.5).
If, as regards the reduction of its issues in Rio being offset by competi-
tion from the Commercial & Agricola, the directors of the Bank of Brazil
were partly right, their complaints in relation to diminishing profits were
not warranted. Instead, they appear to have been directed at pressuring
the government into reconsidering the question of plurality of issue alto-
gether. In the financial year ending in June 1858, the Bank displayed
record profits as discounting operations expanded, despite competition
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Table 2.6 Bank of Brazil: selected indicators, 1854-8 (in contos)

Financinl Bills Payments (b) Portfolio Interest earned on  Net

year discounted (n) balances (n)—(b)  bills discounted — profits
1854-5 99,258.6 75,138.5 24,120.1 1567.2 1332.8
1855-6 120,442.9 91,007.5 29,4354 2054.8 1868.8
18567 128,453.0 117,694.7 40,193,7 2330.2 2285.4
1857-8 208,250.6 162,470.6 45,780.0 3500.4 3852.3

Sources: Banco do Brasil, Relatorio Apresentado 4 Assemblén Geral dos Accionistas, various issues; and
Relatorio da Commissio de Inquerito de 1859 (undated)

Notes: Figures refer to head office only, except interest earnings and profits, which include the casvas fili-
ais. “Bills discounted” include portfolio balances from previous financial year

from other banks. While the amount of bills discounted doubled between
1854-5 and 1857-8, net profits increased three-fold, in part as a result of
higher rates of interest charged toward the end of the period (Table 2.6).

However serious the free rider problem might have been, the initial
handling of the crisis by the Bank of Brazil was heavily criticized by the
Finance Standing Committee of the Council of State (Se¢io de Fazenda
do Conselho de Estado). The Committee met at the request of the
Emperor on 26 March 1858 to examine the ‘causes for the fall in the rate
of exchange and the measures that the government should take to remedy
this situation’ (SFCE, vol. IV, pp. 258-264).

The decision to lower the discount rate in the early months of 1858 was
seen by the Committee as a mistake, which simply added to the Bank’s
woes concerning the reduction of its reserve fund. The Committee took
the view that the Bank failed to react to the first news of the crisis in the
United States and Europe with the necessary speed and commitment.®® In
particular, Committee members argued that discount rates should have
been raised even earlier in 1857 in order to stem the drain on the reserve
fund.®! In other words, had the Bank kept discount rates at a high level,
there would be less demand for redemption of its notes—consequently,
less pressure on the reserve fund, and no need to abandon convertibility.
Furthermore, in their opinion, the Bank’s early decision to suspend con-
vertibility was to blame for the subsequent devaluation of the currency
(SFCE, vol. IV, p. 261). Overall, they reasoned, the exchange rate could
have been kept near par.®? Finally, the Committee attacked ongoing efforts
at raising the rate of exchange through operations on London, which it
deemed as having only ‘ephemeral results’ (ibid.).
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In a way, this hardly veiled indictment of both government and Bank of
Brazil policies during the crisis can be imputed to Itaboraf’s personal
antipathy for Souza Franco’s liberal ideas on monetary and banking mat-
ters. Itaborai had resigned the post of president of the Bank of Brazil in
June 1857 in protest over Souza Franco’s plans (subsequently approved
by Parliament) to transfer to the Bank the surplus deposits in the provin-
cial treasuries and the Caixa de Amortiza¢io (Amortization Office).®® In
this case, Itaborai’s conservative views on money dominated any possible
consideration of the obvious benefits such a move would bring to the
Bank, by allowing it to re-loan these funds at a much higher rate.%*
Following his stepping down from the presidency of the Bank, Itaborai
would go on to exercise opposition in the imperial Senate to Souza
Franco’s liberal policies. That is, until he returned to the command of the
Bank, in December 1858.

Meanwhile, the decline in the value of the milréis would persist—the
exchange rate reached 223% on 4 March 1858. On 10 March, as the dead-
line for the handing-in of the semi-annual instalment of 1000 contos in
Treasury notes to the Caixa de Amortiza¢do drew near, the directors of
the Bank decided to bring 700 contos from the offices in Bahia and
Pernambuco to reinforce the reserve fund at the head office (Pacheco
1979, vol. 11, p. 224). Two days later, the Bank again turned to the gov-
ernment, calling its attention to the problems caused by the export of the
silver coins still in circulation. The Bank believed this could only be
stopped if additional efforts were employed to force up the rate of
exchange. It would be willing to draw on London at the rate of 25d if the
Treasury gave the usual guarantees and exempted the Bank from any obli-
gation concerning a timetable for the shipment of bills to London. In its
own words, it was requesting permission to [...] draw freely on the next
packet-boat, so as to satisfy any reasonable need [...] and at such a rate of
exchange as to meet the objectives of the Law of 11 September 1846, and
in harmony with the interests of the Bank and the market’ (RMF 1857,
Annex, p. 12).

Souza Franco’s reply came on the same day, 12 March. He made it clear
that he found the Bank’s proposal too vague, for no specific figure was
attached to the amount of guarantees sought from the government.
Moreover, and as a sign that he was losing patience with what he perceived
as foot-dragging on the part of the Bank, Souza Franco affirmed that the
government had decided to undertake the defense of the rate of exchange
directly through the Treasury, without the Bank’s help. In other words,
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the capacity of the Bank of Brazil to act as a lender of last resort and over-
seer of the good functioning of the monetary market was put in doubt by
the government.®® Nevertheless, Souza Franco kept the door open. He
was willing to extend the same guarantees as before should the Bank pub-
licly announce that it would be drawing up to £400,000 at a rate not
lower than 25% by the March packet and up to £200,000 (at a rate of at
least 26d) by the April packet. The Minister demanded a prompt reply
from the Bank to what turned out to be his last offer (RMF 1857,
Annex, p. 12).

At this point, versions differ greatly. The 1857 Relatorio da Fazenda
simply states that the Bank of Brazil refused this last offer from the gov-
ernment dated 12 March. As a result, the Minister of Finance immediately
turned elsewhere for help (ibid., p. 9). By contrast, the Bank’s version of
the events, as presented in its 1858 report, is as follows. Upon receiving
Souza Franco’s memorandum (No. 11) dated 12 March, the president
summoned an extraordinary meeting of the Board of Directors, to con-
vene at 12 noon of that same day. Failing to obtain the necessary quorum
to deliberate on the issue, the Bank immediately sent notice of that mishap
to the Minister (memo No. 13), to which Souza Franco promptly replied,
urging Dias de Carvalho to call a meeting of the directors for the follow-
ing day (memo No. 14). The report goes on to add that in the meantime
and shortly after the messenger had been sent over to the Ministry of
Finance, a few more directors turned up at the Bank and agreed to a reply
to Souza Franco’s offer, which restated the Bank’s initial position. Namely,
the Bank was willing to help the government but, unfortunately, it was
unable to offer drafts for sale by the next packet, for fear of seeing a further
loss of gold from its reserve fund in a few months’ time. However, should
the government bear the responsibility of providing the funds (in bills of
exchange or gold) to honor these drafts, the Bank would be ready to act
(memo No. 12). In the Bank’s account of the episode, ‘the correspon-
dence between the government and the Bank of Brazil on this subject
came to an end with this memorandum, because the government did not
deign to reply whether or not it accepted the services put at its disposal by
the Board of Directors’. The copies of the memoranda exchanged between
the Minister of Finance and the Bank of Brazil in those crucial months,
which are reproduced in the 1858 annual reports of both institutions, do
not lend support to the Bank’s version of the events of 12 March.5¢

According to one author, at 2:00 p.m., soon after the messenger arrived
at Souza Franco’s office with news of the Bank’s position, the Minister
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had Maud summoned (Caldeira 1995, p. 338).” On the very same day,
the Bardo, through the Maua, MacGregor Bank, announced he would be
selling ninety-day bills of exchange at the rate of 25%d on the packet boat
about to depart, a rate that was followed by other institutions. The total
planned amount put at the service of his scheme to shore up the exchange
rate would be as follows: £400,000 in March, £200,000 in April,
£150,000 in May, and, finally, £60,000 in June. This declining scale of
drafts attests to Maud’s confidence in the success of his efforts to re-
establish the value of the milréis.

In practice, Maua would sell bills of exchange from the Brazilian office
of his bank, drawn on its London branch and guaranteed (up to £750,000)
by the Treasury’s reserves in that city. After being negotiated in Rio, the
bills still had to be shipped to London, to be presented in ninety days. The
bills would then be paid for in London with the Treasury’s money and
then sent back to Brazil, where the final settlement between the Maua
Bank and the Treasury would occur. In all, the process would take some
150 days (Caldeira 1995, p. 346).®

Fundamentally, the Bardo was placing a bet against the market, by sell-
ing large amounts of the commodity perceived as most valuable at the
time (sterling) in exchange for the discredited domestic currency. His rea-
soning for embarking on such an operation was as follows. The extent of
the devaluation of the milréis since the outbreak of the commercial crisis,
he estimated, was not warranted by any indicator of the “fundamentals” of
the Brazilian economy, to use a modern term. The balance of payments
was temporarily in deficit, he reckoned, largely because of a drop in the
international demand for commodities exported by Brazil, especially cof-
fee, the price of which, however, was hardly affected. Maua thought he
knew by what amount the balance of payments was in the red and what
the supply of bills of exchange would be in the near future. If his estimates
were right, there was room for (in this case stabilizing) speculation on his
part. Also, given the existence of a mass of other speculators ready to bet
against him (and ultimately the domestic currency), the opportunity to
make a fortune—and prove them wrong in the process—was all too real.

At first sight, the odds were heavily against Maud. The market was des-
perately trying to get hold of sterling at a time when the supply of bills of
exchange was at a seasonal low, and, therefore, the direction of the rate of
exchange was unequivocally downward. Nevertheless, as noted, Maua
reckoned that this was strictly a transitional phenomenon caused by the
sudden retraction in the international market for Brazilian goods, and the
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exceptional drying-up of commercial credit that followed the panic in
Europe. As soon as the next crops came to the market and Brazilian
exports recovered their trend (which, at the time, was definitely upward),
he thought, the increased supply of sterling would lead the milréis to
recover the ground lost in recent months.®

In June 1858, as the time to settle accounts with the Treasury drew near,
the players would finally have to show their hands. Winners and losers would
soon be known. In England, business had returned to normal, and interest
rates were lowered to 2.5%. In the meantime, the Brazilian market was
about to become awash with sterling, as the government had just secured a
loan in London of approximately £1.4 million, directed toward the nation-
alization and extension of the D. Pedro II railway. When news of this deal
reached Rio, in June, the rate of exchange—which had been quoted at 25%
since the beginning of Maud’s rescue operation in mid-March—rose to 27d
(18 Junce), only to fall back to 25%d five days later.”® The pressure for appre-
ciation of the currency, however, had made itself felt. In early July, the gov-
ernment withdrew its guarantees on the drafts on London. Meanwhile,
holders of bills of exchange became increasingly nervous at the prospect of
having to sell sterling at a lower price than they had paid earlier in order to
meet pressing expenses in local currency. As August approached, so did the
peak period in coffee shipments from the interior to Rio.”! Accordingly,
demand for the hitherto shunned milréis increased, adding pressure for the
appreciation of the exchange rate, and allowing Maud to settle his debts
with the Treasury, with considerable gain for his bank.

In mid-August, judging that the worst was over, the government
demanded that the Bank of Brazil resume the exchange of its notes for
gold, on demand. On 25 August, convertibility was restored at the Bank
of Brazil and the rate of exchange reached near par, at 26 5/8d. The crisis
was officially over, but it would leave a lasting legacy on both policy and
debate on monetary matters in Brazil. There were ninety bankruptcies
across the country and in Rio alone losses amounted to an estimated
20,000-30,000 contos (£1.7—£ 2.5 million).

2.4  Tue OrRTHODOX BACKLASH

Even before the denouement, the conduct of the whole affair by the gov-
ernment was met with a barrage of criticism in the Chamber of Deputies.
Soon after the opening of the new legislative year, on 17 May 1858, a
deputy from the province of Rio de Janeiro, Jeronimo José Teixeira Junior
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(the future Visconde de Cruzeiro), accused Souza Franco of sending
mixed signals to the market throughout the crisis. According to Teixeira
Jr., this had paved the way for wanton speculation, in the form of requests
for the setting-up of new banks (ACD 1858, Tome I, pp. 32-6).7? Alleging
that official criteria for the chartering of new banks were contradictory, he
filed a requisition for the government to provide the Assembly with the
necessary clarifications, including copies of the records of meetings of the
Finance Standing Committee of the Council of State, convened to exam-
ine the matter (ACD 1858, Tome I, pp. 32-6). This requisition would
occupy most of the discussions in the following two months of debates in
the Chamber of Deputies.

The sessions that followed were marked by accusations of favoritism
toward the Maud, MacGregor Bank and endless (and often empty) discus-
sions about Teixeira Jr.’s requisition.”® Events began to take a turn for the
worst for the government in late June when Francisco Sales Torres Homem
(the future Visconde de Inhomirim) and Itaborai directed their assaults on
the liberal banking policies of the Olinda administration, from the
Chamber of Deputies and Senate, respectively. Torres Homem targeted
Souza Franco as the man who personified bad economic thinking and
reckless policy. His speeches were long, acrimonious, and usually contra-
dictory, but that did not stop Torres Homem from establishing himself as
an undisputed authority in financial matters, on a par with the likes of
Souza Franco and Itaborai (Caldeira 1995, pp. 353-5).7*

Part of the attacks on Souza Franco on these occasions derived from
the conviction that by creating new banks of issue by decree the govern-
ment was acting in an area that was a preserve of the Legislative. The other
fundamental criticism of the banks established by decree referred to their
professed over issue of notes,”® thus worsening the effects of a crisis that,
everyone agreed, had been “imported”. This other strand of criticism
originated with advocates of a monopoly of note issue and, as expected,
counted with the sympathy of the Bank of Brazil (Banco do Brasil,
Relatorio dos Fiscaes 1858, Annex, 2).76

In the end, the campaign waged by Torres Homem and Itaborai against
Souza Franco and his policies bore fruit. Following the charge that the
Minister of Finance had failed to hear the Chamber on the crucial subject
of the new banks of issue, the Emperor put pressure on the Olinda cabi-
net, which finally resigned on 12 December 1858. The Concilingio cra
had come to an end.
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According to a noted Brazilian historian, the Emperor himself was a
firm believer in the virtues of orthodox monetary and banking principles
and, in this sense, Torres Homem’s assault on Souza Franco was, if not at
the behest of His Majesty, at least directed toward currying favor with
him.”” If so, the strategy paid off nicely. Torres Homem was appointed to
the Finance portfolio in the new Conservative cabinet headed by the
Visconde de Abacté, the monarch’s third choice, after both Euzébio de
Queirds and Paulino José Soares de Sousa declined the offer to form a new
government. Soon after becoming Minister of Finance, Torres Homem
invited Itaborai back to the presidency of the Bank of Brazil.

One of the first measures implemented by Abaeté was to revoke, on 30
April, the permission granted to the Bank of Brazil to issue notes up to
three times its reserve fund. After all, it was argued, since February 1856
the Bank had been making use of a relaxation of the original 2:1 ratio,
granted in order to compensate for the drain of specie and Treasury notes
from its vaults. Abuse of this facility, in the eyes of the government, left it
with little choice but to curtail the amount of notes in circulation, includ-
ing those of the Bank.”® Paradoxically, while attempting to exercise control
over the money supply by reining in the issue of Bank of Brazil notes, the
government was pursuing a parallel strategy by which liquidity in the
economy might increase. By means of Decrees 2383 and 2400, of 2 April
1859, Torres Homem gave permission for the establishment of 17 new
deposit and discount banks, with a total capital of 400,000 contos, although
in the end none of them would actually be incorporated (Carreira 1980,
Vol. 11, pp. 756-7).”°

Two months after authorizing the incorporation of the new banks and
in a drive to impose a complete U-turn on the previous liberal banking
policy, Torres Homem presented a bill in the Chamber of Deputies. If
approved, it would introduce severe limits on the issuing rights of the
existing banks. His bill, dated 15 June 1859, consisted of a single, eight-
clause article (Cavalcanti 1893, Vol. 2, p. 235).%° Its main provisions were
the requirement that the Bank of Brazil and those banks created by gov-
ernment decree in 1857 and 1858 be required to redeem their notes
exclusively in gold, on demand, within three years of publication of the
new legislation (paragraph 1); until that happened, issues of the said banks
were capped at the maximum outstanding amounts in the early months of
1859 (paragraph 2). The bill also included the appointment of a govern-
ment inspector to each bank, charged with overseeing its compliance with
the new legislation (paragraph 4); exempted the Bank of Brazil from the
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requirement to withdraw Treasury notes from circulation as long as its
own issues remained within the limits set out previously; and conferred on
Parliament the authority to authorize the incorporation of new banks of
issue or the extension of the operations of the existing ones (paragraph 7).

In essence, the Torres Homem bill was a slightly modified version of
another bill that the Emperor had earlier forwarded to the Council of
State, where it was met with a mixed reception.®! Most of the participants
in the twelve-member Council who actually made their votes clear stood
against it. There were those, like Olinda, who adopted a legalistic approach
to the question and remarked that the removal of a right (in this case, the
possibility that the Bank redeem its notes in Treasury paper) from a party
could not be done without its consent. Others opposed the bill on techni-
cal grounds.®?

Although in a minority, backers of the bill crucially included the
“Saquarema trinity”, the very core of the old-time Conservatives, Itaborai,
Paulino José Soares de Sousa (Visconde de Uruguai), and Euzébio de
Queirds. Uruguai’s positioning in this case is particularly revealing.
Himself a lawyer and fazendeiro from the province of Rio de Janeiro, in
defense of the bill he highlighted the growing difficulties of the agricul-
tural sector, particularly an ageing slave population. Nevertheless, he pon-
dered that ‘if to the hardships that result from such a situation is added a
great mass of depreciated paper money, the circumstances will get even
worse”.8% In the end, the Emperor decided to go ahead with the proposal,
in spite of considerable opposition in the Council, further suggesting the
monarch’s sympathies toward hard money.

Upon arriving in the Legislative, the Torres Homem bill was first exam-
ined by the relevant commission. After deliberation, the joint commission
of Justice, Finance and Commerce of the Chamber of Deputies issued a
report on 22 June. The report emphasized the following aspects to be
observed in the proposal: its objective, its instruments, and its legality
(Cavalcanti 1893, Vol. 2, pp. 236-8). For the authors of the report, it was
clear that the aim of the Torres Homem bill was to ‘fortify the value of the
currency’, thus preventing shifts in income distribution brought about by
exchange-rate oscillations and inflation.®* The means to achieve this objec-
tive was the institution of convertibility. Legality would depend on how
Parliament decided on the future of banks of issue.

This effectively amounted to a reinterpretation of Article 1, paragraph
6, of Law 683 of 5 July 1853, which allowed the Bank of Brazil to redeem
its notes in “currency” (i.e., specie or Treasury paper). The authors of the
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report recognized the need ‘to impose on the banks the obligation to
redeem their notes in gold on demand as the most efficacious means to
preserve the value of the currency’ (ibid., p. 237). However, they dis-
agreed with paragraph 2 of the said Law, and, instead, proposed that issues
of the Bank of Brazil be limited to twice its fundo disponivel (as deter-
mined by its statutes), but with the proviso that the authority to grant
permission to the Bank to alter this limit be transferred from the Executive
to the Legislative power. Finally, as to the legality of the bill—and in an
attempt to clear up the confusion which surrounded this crucial ques-
tion—they were of the opinion that it required a clear statement of the
Legislative’s ascendancy on matters related to money and banking (ibid.).

Some deputies did not share the opinions of the majority of the mem-
bers of the joint commission. Two of them, Manoel de Souza Dantas and
Francisco de Paula Santos, published a minority report, in which they
expressed their disagreement with both the original Torres Homem pro-
posal and the views of the rest of the commission. Their main point con-
cerned the legality of the bill that, in their view, represented a clear
violation of the rights of shareholders of the banks concerned (the Bank of
Brazil and those created by decree in 1857-8). For these deputies, any
fundamental change in the contracts signed between the government and
those institutions required consent from the latter and, therefore, could
not come about unilaterally at the initiative of the government. The
authors disagreed particularly with proposed limits on rights of issue and
the convertibility requirements (paragraphs 1 and 2). To them, not only
was this a unilateral change in the rules of the game but also a contradic-
tory imposition. Indeed, at the same time that the government required
that the institutions concerned ensure the redemption of their notes into
gold, they were forced to accept inconvertible Treasury notes in payment
of their loans.

To the Minister’s great surprise, his bill was attacked from other quar-
ters as well.® Journalists and businessmen alike condemned what they saw
as too radical a change of course, which, it was argued, would bring not
only the closure of the banks created by decree but also great hardship for
the economy in general 8¢ In the end, the Torres Homem bill passed in the
Chamber by a very small margin, in spite of the considerable Conservative
majority in that House.?” Having presented the whole issue as a matter of
confidence in the 1858 cabinet, Abacté sought to convince the Emperor
to dissolve the Assembly.®® Instead, Pedro II dismissed the cabinet.
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2.4.1  The Inquiry into the 1857 Crisis

The new Prime Minister, Ferraz, who also held the Finance portfolio,
began his term by determining that all banking establishments and corpo-
rations in the Empire be required to present every month to the govern-
ment an account of their operations. A second decree, dated 30 September
1859, further extended the supervision exercised by the Executive over
businesses. Finally, on 10 November Ferraz commissioned an investiga-
tion into the 1857 crisis, to be headed by three distinguished civil servants.

The final report of the commission set up by Ferraz remains the single
most important source of both statistical and anecdotal evidence about
banking and monetary affairs in the period. In the five months that the
inquiry lasted, the authors interviewed 28 businessmen and experts on
trade and finance. On 30 April 1860, the report was published, offering a
general abstract of all testimonies, excerpts from each of the interviews, as
well as an impressive set of statistical data.

The ten questions that were asked of the interviewees, and a summary
of replies, are given below:

1. Q: How are operations in foreign exchange conducted in the
Rio market?

A: The operations in foreign exchange are made by means of bills
drawn for their most part against products that are exported.
Those transactions in the exchange market with objectives dis-
tinct from the above, given their small share of the total, have
exerted little influence on the rate of exchange.

2. Q: What determines, in general, the rate of exchange in this market?

A: Two elements act on the rate of exchange: the relative monetary
value of the currencies being exchanged and the comparative
amount of money that must be shipped between the countries
concerned.

3. Q: What are the causes behind the depreciation of the rate of
exchange, especially in 1857 and 1858:

A: In the years between the failure of the first Bank of Brazil and
1857, the large and frequent depreciations were mostly the
result of issues of money in excess of the volume of transactions
in the economy, as well as the poor state of government finances.

4. Q: What was the nature of the Crisis of 18572 What were its effects?

A: The immediate impacts of the international crisis were far less

important than those that resulted from purely internal factors,
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the product of speculation and abuse in commercial activity.
Preliminary estimates put the losses directly imputable to the
international crisis at between 1500 and 3000 contos, and the
number of import/export businesses that failed at between four
and twelve. Total losses, however, are estimated at between
twenty thousand and thirty thousand contos in Rio de Janeiro
alone. The effects of the crisis were hardly felt in Bahia and
Pernambuco.

5. Q: Can the depreciation of the exchange rate be attributed to an
oversupply of banknotes?

A: Most of the depreciation of the exchange rate must be blamed
on the excessive issue of banknotes, which remains to this day.
This depreciation in fact occurred with the aid of other causes
that acted upon the economic circumstances of the time, given
the direct and indirect effects of the 1857 crisis [...].

6. Q: Can competition between banks lead to over issue?

A: Yes. Competition between banks of issue can raise the amount
of notes beyond what the markets demand. In addition, the
circulation of any one bank, instead of replacing that of another,
actually increases the overall supply of fiduciary notes, harming
its regularity and guarantees [...].

7. Q: Can the notes of the Bank of Brazil be considered as real paper
money, on a par with government notes?

A: No, they are different. Contrary to Bank of Brazil notes, gov-
ernment paper is not redeemable on demand.

8. Q: Have the ralesissued by the Banco Commercial and others [... ]
behaved as banknotes before and after their maturity?

A: Yes. Although the circuit in which vales are accepted is narrow,
[...] it must be concluded that short-term pales and bills are
equivalent in their effects to notes payable to bearer redeemable
on demand, having the power in certain circumstances to
replace coins and paper money.

9. Q: Are there any associations that operate as banks without gov-
ernment approval?

A: In the province of Bahia alone the Commission identified in
October 1859 cleven institutions (caixas econdmicas, caixas
comercinis etc.) operating without government authorization.®’
Many others in similar circumstances were operating in Rio.
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10. Q: Who issues bills payable to bearer with maturities of less
than ten days?

A: The Commission unearthed countless cases of private indi-
viduals and companies that issued rales and other paper to
bearer and redeemable on demand. For example, the Nictheroy
& Inhomirim, Omnibus and Gondolas Co. issued its own pri-
vate coins, given to passengers as small change. In addition, a
Mr. Manoel Pereira de Souza Barros had vales printed in
denominations of 50 to 108000 to give in payment to his
slaves for the produce from their plots.

Despite the diverse opinions presented at the inquiry, a general mone-
tarist note characterized the findings of the Commission. It concluded
that the origins of the crisis lay in Europe and the United States, but that
the extent of its consequences in Brazil was due to the end of the monop-
oly of note issue enjoyed by the Bank of Brazil, and the excessive monetary
expansion that (allegedly) ensued. Furthermore, and crucial in the authors’
view, the abandonment of convertibility of the notes of the Bank further
compounded the problems.

In concluding their report on this note, the commissioners were echo-
ing the current credo, which equated sound monetary policy with con-
vertibility. To the Minister who had commissioned the report, the Emperor
himself, and many contemporaries, these findings sounded like the vindi-
cation of everything metalistas®® had always stood for.

Yet, not everyone heard by the commission shared this view. Actually,
several of the persons interviewed expressed opinions that, if not diametri-
cally opposed to the conclusions, at least diverged to such an extent as to
merit inclusion in the commissioners’ final considerations. For example,
Comendador José Ferreira Pinto, testifying on 31 December 1859, high-
lighted the indirect effects of monetary growth on the exchange rate,
operating through an expansion in economic activity and the accompany-
ing increase in the value of imports (Relatorio da Commissio de Inquerito
de 1859 undated, Annex A, p. 11). The imbalance between imports and
exports, he insisted, was the main ‘engine’ of the rate of exchange, the
latter being influenced by remittances of interest and amortization of the
foreign debt.”?!

Balance-of-payments influences upon the exchange rate were also
stressed by the next interviewee, Visconde de Ipanema, for whom ‘as a
rule the fall of the exchange rate in our market is caused by crop shortages.
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(This was) especially (true) in 1857 and 1858 with coffec, as well as the
extraordinary remittances which importing houses had to make to Europe’
(ibid., p. 12). An unidentified foreign businessman based in Rio, in
turn, remarked:

The compared movement of imports and exports is what regulates, in gen-
eral, the course of the exchange. The rate of discount, the nature and value
of the circulating medium are two causes that also act irresistibly on the
course of the exchange. From this point of view, the operations of the Bank
of Brazil exercise a positive influence; and in many different countries in
Europe, the decisive influence of the banks of issue on the course of the
exchange has been proven. (Ibid., p. 44)

In the end, it was Maua who provided the most eloquent defense of mon-
etary heterodoxy. In one of the longest and most detailed testimonies
offered to the Commission, he began by stating that ‘as a principle, (he
would) never deny the disastrous consequences that inconvertible paper
money could have on the rate of exchange, for that would run counter to
common sense’ (ibid., p. 95). Yet, he was quick to point out that in order
to assert that the decline of the exchange rate, which began in late 1857,
was due to an over issue of notes and to the circulation of inconvertible
paper money in excess of the needs of transactions, two things would have
to be proven. First, that convertibility of notes into gold had been carried
out before the onset of the crisis and, second, that the money supply in the
Empire at the time exceeded the needs of the market. The answer to both
points, Maua insisted, was clearly “no”. In fact, as already noted, the Bank
of Brazil seldom gave gold in exchange for its notes before it officially
announced it would confine convertibility to Treasury paper. In practice,
therefore, the economy was technically under a peculiar type of monetary
regime, where “gold-backed” Bank of Brazil notes were mostly redeemed
in inconvertible government paper. As to the alleged overabundance of
notes in circulation, Maud pointed to the high interest rates in 1857 as an
indication that the market was demanding more money than was on offer,
not the reverse (ibid., pp. 95-6).°2 In that respect and, again, running
counter to general opinion, he directed his criticisms at the gradual retire-
ment of Treasury notes.

As noted, few of these less mainstream views were taken into account
by the commissioners, who opted instead for a strictly monetarist interpre-
tation of the events leading up to the 1857 crisis. In possession of their
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conclusions, Minister Ferraz felt confident to ventilate in the 1859
Relatorio da Fazenda the policies that he envisioned in order to restore
the money supply to a “healthy” state (RMF 1859, pp. 65-82). His long
exposition began with a digression about the recent events in the mone-
tary market and the policies pursued by both the government and the
Bank of Brazil. He then went on to stress the excessive liberty enjoyed by
banks and corporations in the Empire. This involved, among other things,
the issue of private bills by individuals or businesses, as well as the exis-
tence of banks operating exclusively under provincial authorization in
open breach of legislation. More generally, he inveighed against the lack
of official scrutiny of the conduct of many businesses, where unscrupulous
individuals would often take advantage of uninformed investors. These
considerations laid the ground for the subsequent submission of the infa-
mous “Law of Impediments” (Lei dos Entraves),”® which would regulate
banking and corporate activity in the coming years. The Law’s main points
and consequences are discussed next.

NoOTES

1. According to a businessman testifying before the commission set up to
investigate the causes of the 1857 commercial crisis, approximately 15 to
20 thousand contos (£1.8-2.4 million) were freed from the slave trade in
1851 and 1852. Relarorio da Commissio de Inquerito de 1859 (undated,
p. 104).

2. Vales were short-term promissory notes that circulated locally, performing
a similar role to banknotes.

3. The estimates of the monetary aggregates used in the book were originally
published in Peldez and Suzigan (1976). Their nature and limits will be
discussed in more detail in Chap. 5.

4. A native of the province of Rio de Janeiro, Itaborai was one of the three
leading Conservative representatives of that province in Parliament. He
formed, alongside Euzébio de Queirds and Paulino José Soares de Sousa
(Visconde de Uruguai), the “Saquarema trinity”, which would exercise
considerable political influence in the Empire between 1840 and 1870.
Ttaboraf was a Mathematics graduate from the University of Coimbra, and
held the Navy and Finance portfolios on many occasions. It was in the lat-
ter capacity that he gained his reputation for austerity and technical exper-
tise, making him, arguably, the most respected authority in financial
matters during the period. It was said that whenever cabinet re-shuffles
occurred, the first thing financiers in London would ask was if Ttaborai had
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been appointed Prime Minister or Minister of Finance, given his reputa-
tion as a firm conductor of economic policy de Lyra (1978, pp. 287-8).

. Hereafter, RMF.
. Ibid. “What would be the use of withdrawing from circulation, at the cost

of great sacrifice, five or six thousand contos in paper if the vacuum thus
created were to be filled by an equal amount of banknotes, which also
represent paper money?’ (ibid., p. 37). Itaboraf was referring to Law 401
(of 11 September 1846), which established the new gold parity between
the milréis and sterling at 27d (Art. 1). Article 2 authorized the govern-
ment to withdraw from circulation whatever amount of paper money was
necessary to keep the rate of exchange at that level.

. Ibid., pp. 167-73.
. This confirms the opposition’s claims that the Senate bill was no more than

‘a government bill in disguise’. See session of 17 June, in Annaes da
Camara dos Deputados 1853 (hereafter, ACD), Tome II, p. 232.

. See the summary of the parliamentary debates in Franco and Pacheco

(1979, pp. 334-48).

Debate held in the Chamber of Deputies on 7 July, in ACD 1859, Tome
III, p. 54.

See Table A6 in the Statistical Appendix. From 1830 to 1886, the financial
year in Brazil ran from 1 July to 30 June. From 1888 onward, it would
coincide with the calendar year.

PRO, Foreign Office, 13,/303, Jerningham to the Earl of Clarendon, Rio
de Janeiro, No. 34, 11 June 1853.

Viales, in turn, only circulated locally.

Relatorio da Commissio de Inquerito de 1859 (undated, p. 104).

See Table A4 in the Statistical Appendix.

Maud’s Bank of Brazil was the third institution to bear that name, after the
original 1808 bank, which closed its doors in 1829, and a failed attempt to
incorporate a national establishment in 1833. Yet, it was the second bank
actually to operate under that name.

Barman (1981).

Dividends paid out to shareholders of the Commercial fell from a high of
13.6% in 1850 to an average of less than 9% in the following three years.
Cavalcanti (1893, Vol. 2, p. 152). Figures for Maua’s Bank of Brazil are
incomplete and do not allow a comparison to be made.

“The discount rate rose from 4-5% to 10-11% and, worse yet, both banks
were so over-committed that they ceased to discount even the best paper.
As their liquid assets shrank, so by their statutes the banks were forced to
withdraw their credit notes from circulation, thus further shrinking the
money supply’ (Barman 1981, p. 245).
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The amount of Treasury notes in circulation decreased by almost 10%
between 1845 and 1850, from 50.4 thousand contos to 46.9 thousand
contos. The increase in the issues of valesin the same period (from 600 to
1,100 contos) did not make up for the reduction in government legal ten-
der in the economy. See Peliez and Suzigan (1976, Table IV.2, p. 79).
Specie in circulation (estimated at 10-20 thousand contos) complemented
the monetary base in the early 1850s.

Carvalho (1980, 1988).

For an elaboration, Gambi (2013, 2017).

Shortly before the act that created the third Bank of Brazil was passed, the
government approved the statutes of a new bank in the city of Rio de
Janeiro, the Banco Rural & Hypothecario. With a capital of 8000 conzos,
divided into 20,000 shares of 4008000 cach, it had its application to
engage in the issue of vales denied by the Council of State. The latter was
a college of experienced politicians, who exercised substantial influence in
the political arena. The Emperor, at the suggestion of the Prime Minister,
appointed its 24 members (12 regular and 12 alternate) for life. This com-
prised the full Council—Conselbo Pleno. Council members advised the
monarch on the exercise of his Moderating Power, thus having a say in a
host of important issues. Reports on submissions to the four standing
committees (Se¢oes) into which the Council of State was divided (Empire,
Justice and Foreign Affairs, War and Navy, and Finance) often served as the
basis for executive decrees. See Rodrigues, ed. (1978) (hereafter, ACE).
The activities of the Maud, Macgregor Bank are discussed in Guimardes
(2012). On the tribulations of the Bardo in his relations with the imperial
government throughout his long business career, see Caldeira (1995).
The dangers potentially arising from this provision, news of which had
already been circulating before the Bank was established, did not go unno-
ticed by the British Chargé d’Affaires to the Court of Brazil. “The Imperial
Government will have the national bank more or less under their control;
and if at some future period any Brazilian Minister find it convenient to
abuse this power, and use it for their own ends and purposes, to the detri-
ment of the community in general, I fear some danger may be apprehended
not only for the commercial prosperity, but even perhaps for the peace and
universal welfare of this Empire” (PRO, Foreign Office, 13/303,
Jerningham to the Earl of Clarendon, Rio de Janeiro, No. 52, 8 July
1853).

As already noted, the reason for this awkward disposition stemmed from
the sheer scarcity of gold in the country, which precluded the adoption of
a fully gold-backed issue.

Tellingly, notes issued by the third Bank of Brazil bore the inscription “At
the Bank of Brazil the bearer of this (note) shall be paid the amount...”
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(No Banco do Brasil se Pagard no Portador Desta o Quantia de, in the origi-
nal). No explicit mention, therefore, of the possibility of redemption of the
note into gold. See Maldonado and Antunes (2018).

According to the said article, “The Government is authorized to retire
from circulation the amount of paper money deemed necessary to raise and
keep it at the value provided for in the preceding Article (that is, 27 pence
to the milréis)’; “for this purpose it will be allowed to undertake the neces-
sary credit operations’. Law 401, of 11 September 1846. Brasil, Leis e
Decretos, Colegiao de Leis e Decretos.

Law 1223 of 31 August 1853.

On 1 October, the Maud Bank started operations in Rio.

The newly created Bank of Brazil was also unpleased by the idea of limited
partnership banks ‘compet(ing) in circulation, without the burden that the
Law placed on corporations in general, and on this Bank in particular’.
Banco do Brasil, “Actas das Reunioes da Directoria”, session No. 80, 22
August 1854, AD 001 /11-A. These minutes of the meetings of the board
of directors of the Bank of Brazil will henceforth be referred to as Banco
do Brasil, “Actas”.

See Resolution No. 375, 16 December 1854, in Imperiaes Resolucoes do
Conselho de Estado na Secio de Fazenda (hereafter, SFCE), Vol. III,
pp- 352-55. It is worth noting that among the three councillors to sign the
resolution was Itaborai, the architect of the third Bank of Brazil who, from
the outset, showed clear independence of opinion regarding the operations
of his brainchild. For a survey of the Finance Standing Committee’s delib-
erations on monetary matters, see Villela (2000).

See also Banco do Brasil, Relatorio Apresentado 4 Assemblén Geral dos
Accionistas do Banco do Brasil pelo Presidente do Banco 1855, p. 4. Hereafter,
Banco do Brasil, Relatorio.

By then, according to the internally appointed Bank inspectors, virtually all
Treasury notes in Rio either had been exported to the interior or had
found their way into the Bank’s vaults (ibid., p. 7).

Partly due to the sheer difficulties of communication at the time, the caixas
enjoyed considerable autonomy from the head office. Not only did they
issue notes in their respective regions but they also had their own statutes
and board of directors appointed by the head office. The provincial offices
of the Bank of Brazil were created by Decree 1490, of 20 December 1854
(in Ouro Preto), and Decree 1580, of 21 March 1855 (in Salvador, Recife,
Sao Luis, Belém, Porto Alegre and Sdo Paulo). The latter decree trans-
formed the earlier banks established in those provincial capitals into caixas
filinis of the Bank of Brazil. The S3o Paulo and Porto Alegre offices of the
Bank were formerly branches of the “second” (Maud) Bank of Brazil.
Given the delay in procuring notes for the caixas—which ended up being



50 A.A. VILLELA

36.
37.

38.

39.

40.

4]1.

42.

43.

imported from Britain, and still had to be signed by the respective direc-
tors—they would not start their operations until the early months of 1856.
See Franco and Pacheco (1979, p. 404).

Decree 1581, of 2 April 1855.

‘It seems beyond doubt that as long as we (in Rio) cannot pay with our
products those [...] which we consume from the North, or as long as the
discount rate is lower in this market than in those of the said Provinces, the
migration of precious metals and Government paper will go on unabated
to those points in the Empire’ (ibid.).

Early in that year the government assented to a request to allow the substi-
tution of Bank of Brazil notes of 50$000 denomination for those of the
Treasury deposited in provincial offices (zesourarias provincinis) and the
Amortization Office (Caixa de Amortiza¢do). Banco do Brasil, “Actas”,
session No. 209, 7 January 1856, AD 002 /11-A.

“Parecer da Commissio Nomeada pela Directoria do Banco do Brasil em
Sessdo de 22 de Abril de 1857 para Propor os Meios Mais Adequados para
a Conserva¢io do Fundo Disponivel”. Museu Imperial de Petrépolis,
Arquivo da Casa Imperial, bundle 124, document 6202.

Ibid. The Bank implemented both recommendations soon afterward. The
discount rate was raised from 8% to 9% on 5 May, and the rate of interest
on dinheiro a prémio set at 7% on 9 June.

Meanwhile, valesissued by private banks (but not joint-stock banks), busi-
nesses, and individuals would still be circulating, with major implications,
as will be seen later in the book.

Symptomatically, the hallmark of his administration, he explained, would
be conciliation, imprinting that ‘spirit of moderation that is synonymous
with conservative opinions’. Parand concurrently held the Finance portfo-
lio during the better part of the first Concilingao cabinet, and through a
strict fiscal policy, managed to achieve a substantial budget surplus in the
1856-7 financial year. See Table A6 in the Statistical Appendix.
According to Nabuco, in appointing Souza Franco to head the Finance
portfolio in 1857, Olinda was choosing a colleague, albeit of a different
party. Most important from the point of view of subsequent events, the
choice, still according to Nabuco, had been a conscious one. Olinda, who
carlier had strongly criticized Parand’s Concilingio initiative, opted for
appointing a known Liberal to a key post in the cabinet, something that his
predecessor had not attempted. Surely, Souza Franco’s heterodox views on
banking policy could not have been lost on the old Conservative chief
when he chose him for the post. For details on the whole Concilin¢ao
period, see Iglésias (1972) and Nabuco (1997, Vol. 1, pp. 163-74). The
other portfolio occupied by the Liberals was the Ministry of War, headed
by Jerénimo Francisco Coelho.



44.

45.
46.

47.

48.

49.

50.
51.

52.

2 FROM PLURALITY OF ISSUE TO MONOPOLY AND BACK: 1850-60 51

The six new banks eventually given the go-ahead, and the dates of the
decrees approving their statutes and authorizing their incorporation, are as
follows: Banco Commercial & Agricola (in the Court, on 31 August
1857); Banco Commercial do Rio Grande do Sul (based in Porto Alegre,
on 24 October 1857); the Novo Banco de Pernambuco (in Recife, on 11
November 1857); Banco do Maranhdo (in Sio Luis, on 25 November
1857); Banco da Bahia (in Salvador, on 3 April 1858); and the Banco
Rural & Hypotechario (which was founded in 1853 in Rio, and to which
the right to issue notes was now being granted) on 27 February 1858.
Law 556, of 25 July 1850.

Two years later, Minister of Finance Ferraz would still be referring to the
problems caused by the shortage of currency in activities such as the cattle
trade in the province of Sao Pedro do Sul, where the Bank of Brazil main-
tained one of'its caixas filines. Still, the fact that notes from other provinces
could not circulate locally did not deter gasicho traders from making use of
them at discounts of 3% to 4% of their face value. RMF 1859, p. 69.

On the 1857 global financial crisis, see Foreman-Peck (1983) and
Kindleberger (1996).

Quotations in the Rio stock exchange show a stable milréis, hovering
around par, until mid-December. Arrival of the steamer Medway in Rio on
12 December, bringing news of the increase in Bank rate to 10% in London,
led to the subsequent fall in the exchange rate from 26 1,/4 d to 23d. RMF
1857, p. 7. Exchange-rate quotations are in Arquivo Nacional, Junta de
Corretores, Livro de Registro Official, various issues, P8 13, p. 203.

The hide trade in Rio Grande do Sul, for instance, was severely hit upon
receiving news of the crisis overseas. See Parliamentary Papers 1861, LXIII,
Report by the Hon. H. P. Vereker, British Consul at Rio Grande do Sul, on the
Trade of that Port during the year 1858, p. 5.

Levy and Andrade (1993) and Prado (1991).

The Bank’s directors were well aware of the challenge that lay before the
institution. ‘If the board of Directors of the Bank, on the one hand, was
under the rigorous obligation to protect its reserve fund, on the other it
was most willing to help out commerce, which [...] is wrestling with great
difficulty as a result of the sudden withdrawal of the capital which used to
aid it, and of the complete stagnation of exports. However, these two
terms are so inter-linked when it comes to a bank of issue that the Board of
Directors should see to both simultaneously and, therefore, raise the dis-
count rate, satisfy the needs of foreign trade, and serve domestic trade
liberally’. Cf. Banco do Brasil, Relatorio 1858, p. 6.

This increase should not be considered a seasonal phenomenon, as in pre-
vious years there had been little change in the Bank’s portfolio at the end
of the year.
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. One of the major sources of demands for loans from the Bank of Brazil at
the time was the house of A. J. Alves Souto & Co., which suffered a run
during the whole month of December, but managed to survive. As will be
seen in the next chapter, the house of Souto would find itself at the epicen-
ter of a major panic in 1864.

Session No. 332, extraordinary meeting of the Board of Directors. A simi-
lar proposal put forward by the Discount Commission of the Bank for the
appreciation of the Board of Directors, on 11 November, had been
rejected. See Banco do Brasil, “Actas”, 1857-8, AD 003 /11-A. This fact
was overlooked by Cavalcanti, who maintained that suspension took place
on the 11th, in which he was followed by Peldez and Suzigan; see Cavalcanti
(1893, Vol. 2, p. 213) and Peldez and Suzigan (1976, p. 88).

These 3000 contos represented the amount of Treasury notes that the Bank
had already withdrawn from circulation, and which, according to Article
60 ofits statutes, served as a ceiling to the guarantees that the government
could provide on such occasions.

For the full texts of the memoranda exchanged between the Bank of Brazil
and the Minister of Finance, and between the latter and the Maud,
MacGregor Bank, see the Annex in RMF 1857, pp. 1-13.

See “Reserved Memorandum” from Souza Franco to José Pedro Dias de
Carvalho (acting president of the Bank of Brazil), 4 December 1857, ibid.,
p. 6.

As noted by a contemporary, it was generally in the weeks between 15 June
and 15 July, and 15 December and 15 January that the money market was
at its tightest, because of the resources needed by the government to pay
interest on its bonds (apdlices), and by banks and other corporations, for
payment of dividends. Testimony offered by an unnamed foreign business-
man, in Relatorio da Commissio de Inquerito de 1859 (undated, Annex A,
p- 38).

Banco do Brasil, “Actas”, session No. 446, 30 March 1859, AD
004/11-A.

The Committee was formed by Itaborai, the Marqués de Abrantes, and the
Visconde de Abaeté. Itaboraf would retain his seat in the Council of State
(and its Se¢do de Fazenda) almost uninterruptedly from 1853 until his
death in January 1872. From this position, as well as in the Senate, the
Bank of Brazil, and the Ministry of Finance (which he would head again
from July 1868 to September 1870), he was able to establish himself as
Brazil’s leading financial expert of the time, helping to shape both policy
and debate on monetary and banking matters.

Itaborai would repeat these arguments in a speech in the Senate on 17
April 1858. See Annaes do Senado do Império (henceforth, ASI), Tome I,
pp- 85-6.
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This assessment, of course, involved giving priority to external (exchange
rate) stability, to the detriment of internal balance. The Bank of Brazil
thought differently, as it was not willing to cause further hardship to the
market by raising the rate of discount.

PRO, Foreign Office, 13 /352, Scarlett to the Earl of Clarendon, Rio de
Janeiro, No. 73, 13 July 1857. Speaking in the Senate on 17 May 1858,
Itaborai apologized to his colleagues for not having resigned immediately
after the cabinet of May 1857 came to power and, with it, Souza Franco,
‘with whose economic ideas (I) could not agree’. ASI1858, Tome I, p. 82.
During the same session Itaborai and Souza Franco exchanged ironies
about this point:

Itaborai: ‘I do not intend to impute all blame (for the misman-
agement of the 1857 crisis) on the Bank. More appro-
priately, it should be ascribed to the Minister of Finance’.

Souza Franco: ‘I impute it to Your Excellency’s influence, for to this
day you govern the Bank more than myself”.

Itaborai: ‘I will leave this aside to be judged by the public and the
directors of the Bank’.

Souza Franco:  “Your Excellency is heard (there) more frequently than
me’ (ibid., p. 85).

On the following day, they resumed the exchanges:

Souza Franco: ‘No matter what Your Excellency may say, at present
you govern the Bank more than me’.

Itaborai: “Then, why is it that I censure its acts’?

Souza Franco:  “The father, even when he is his child’s best friend, also
slaps him when he deserves it. And I believe that it is the
excessive love that the senator has for his child that
makes him so severe’ (ASI 1858, Tome I, p. 103).

Article 2 of the contract celebrated between the government and the Bank
of Brazil on 29 August 1857 determined that government deposits carn a
rate of interest equivalent to three percentage points below the going rate
of discount practiced by the Bank. Additionally, Article 5 required the
Bank and its provincial offices to charge this rate of interest when
discounting Treasury bills (/ezras). See “Contracto com o Banco do Brasil
para o deposito dos saldos disponiveis”, in Banco do Brasil, Relatorio
1858, pp. 45-6.

Responsibility for defending the exchange rate was still a matter of dispute.
For the Bank of Brazil, ‘it (seemed) that in spite of the creation of (the
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67.
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69.

70.
71.
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Bank), it (was) the government’s duty to comply with the letter of the Law
of 11 September 1846, and undertake the credit operations necessary to
maintain the equilibrium of the exchange rate’. Cf. memorandum No. 10,
in RMF 1857, p. 12.

Banco do Brasil, Relatorio 1858. Apparently, the directors of the bank
were confident that the government would accept their counter-offer, as
suggested by their decision to authorize the vice-president to prepare the
operation with the sale of bills on London, pending confirmation from
Souza Franco. Banco do Brasil, “Actas”, session No. 365, 12 March 1857,
AD 003/11-A.

The Bank’s reluctance to cooperate was stressed by Cavalcanti (1893) and
by the British Chargé d’Affaires in Rio, who blamed this attitude on its
‘feeble Direction’. PRO, Foreign Office, 13 /362, Scarlett to the Earl of
Malmesbury, Rio de Janeiro, No. 38, 14 May 1858.

Anticipating that the amount put by the Treasury at his disposal would not
be enough to sustain (let alone appreciate) the rate of exchange, the Bardo
gave instructions to his London office to procure more resources. Finally,
he went as far as putting his own (substantial) private fortune at the service
of the operation, if need be (ibid.).

The coffee harvest would begin in June, when the Maud, MacGregor Bank
sold the last drafts on London. Levy (1972, pp. 23-4).

See Table A5 in the Statistical Appendix.

Coffee shipments to Rio occurred throughout the year, but peaked
between August and November. Sweigart (1987, p. 111).

An adversary of the Concilingiao initiative, ironically, Teixeira Jr. would later
marry a daughter of the Marqués de Parand, chief architect of the attempt
at reconciliation between Conservatives and Liberals in the mid-1850s. See
de Lyra (1978, p. 174).

Speaking in the Chamber of Deputies, on 29 May, Maud took the oppor-
tunity to reveal that before embarking on the operation to raise the rate of
exchange he personally made three last-minute efforts to convince the
Bank of Brazil into accepting Souza Franco’s final offer to no avail (ibid.,
p. 150).

Born in the city of Rio de Janeiro in 1812, Francisco de Sales Torres
Homem graduated from medical school and became a journalist under the
protection of the highly respected man of the press, Evaristo da Veiga.
During a stay in Europe, he was exposed to the literature on Political
Economy, a topic in which he would later stand out in the Brazilian politi-
cal scene, more for his raging speeches than for technical command.
Originally, a fervent Liberal, author of a pamphlet (Libelo do Povo) which
attacked the Emperor’s Moderating Power like no one before, Torres
Homem would switch sides and join the Conservatives in the mid-1850s,
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going on to become one of the leading politicians in his new party. See de
Lyra (1978, pp. 266-7).

Banks created by decree began issuing notes in 1858. By the end of the
year, these issues amounted to 8.6 thousand conzos or 8% of total note cir-
culation (Treasury notes + banknotes) at the time.

For Cavalcanti, however, opposition to the banks created by decree arose
out of ‘subservience to the Bank of Brazil, a misunderstanding as to the
(alleged) perils of plurality of issue or, as seems more likely, partisan reac-
tion’. See Cavalcanti (1893, Vol. 2, p. 128). Later events lend credence to
the interpretation of a political motivation behind many of the attacks on
the banks of issue or, more specifically, on Souza Franco.

In a private letter to a friend, the Emperor clearly stated that ‘(he was)
against the economic ideas of Souza Franco’. Pedro Calmon, cited in
Caldeira (1995, p. 354).

Rather surprisingly, this decision did not seem to disturb the inspectors of
the Bank of Brazil. As stated in their 1859 annual report, the drop in the
volume of Bank notes in circulation should not be imputed to the new
limit set by the government, but rather to the competition that had come
about with plurality of issue. Banco do Brasil, Relatorio dos Fiscaes 1859,
p. 5.

In this respect, the government was addressing, even if unwittingly, the
problem posed by the drain of Treasury notes to the provinces where there
were no banking institutions, as reported in Banco do Brasil, Relatorio dos
Fiscaes 1859, p. 2. This blatant contradiction on the part of Torres
Homem—who, while opposed to banks of issue, saw no harm in charter-
ing deposit and discount banks—will be explored later in the book.

On the occasion, Torres Homem was criticized for presenting the bill in
his capacity as a national deputy, not as Minister of Finance. As such, the
bill did not need to be accompanied by any supporting documentation and
explanations as to its merits. See session of 30 June, in ACD 1859, Tome
I, p. 232.

Session of 6 June 1859, in ACE, Vol. V, pp. 95-104.

That was Jequitinhonha’s position (ibid., p. 100). One of the longest
exposés came from General Jodo Paulo dos Santos Barreto, who offered a
passionate defense of free trade, including in the realm of banking. He
nevertheless admitted his ignorance about the subject under discussion,
adding that most of the information he had obtained came from his son-
in-law, a stockbroker in Rio (ibid., pp. 103—4).

Ibid., p. 101. This statement lends support to the idea that members of the
Council more often than not professed a vision of the State in their meet-
ings, rather than taking the opportunity to put forth parochial interests. In
this case, Uruguai sided with hard money when clearly soft money would
have helped alleviate at least part of the problems in the coffee sector.
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The report clearly acknowledged the dual aspect of inflation on the gov-
ernment budget. If, on the one hand, rising prices reduced government
expenditure in real terms it also corroded the real value of its tax revenues
(ibid.).

In a sample of the monetarist tone of most early-twentieth-century authors,
it was remarked that the Torres Homem bill ‘soon met the greatest and
rudest opposition from the advocates of inflation and a depreciated cur-
rency, who have always been numerous in Brazil’. See Ortigio (1914,
p. 59).

In a striking “Keynesian” insight into the matter, a contemporary remarked
that ‘the provisions of the (Torres Homem) bill, however much they lacked
the capacity to increase the value of our circulating medium directly, should
bring about this desired result in an indirect way, through general impov-
erishment, the ruin of public and private fortune, and the retreat of indus-
try and commerce’. Cf. Milet (1875, p. 37).

In the first of three voting sessions required by the statutes of the Chamber
of Deputies, the bill received 61 votes in favor and 51 against. See Andrada
(1923, p. 116). The Conservatives at the time held 92 seats in the lower
House. As regards the discussion of the bill in Parliament, a contemporary
noted that ‘the support which sixty deputies and some of the most distin-
guished characters in the Senate have lent to the ideas of Mr. Torres
Homem, in spite of the immediate harm which they bring [...], serves to
show that the bill will be rejected as inopportune and in breach of the
rights of the existing banks, rather than for its ineffectiveness and for being
contrary to the principles of political economy” (ibid., p. 31).

Rio’s main financial paper commented that ‘the expected reaction’ (to the
Torres Homem bill) took place in the Chamber. ‘Interests hurt by the bill
reacted with the strongest possible force. Liberal opinion maintained its
opposition in the name of the principles of its school, of the faith in con-
tracts, and acquired rights. Many Conservative deputies who had sup-
ported the previous (Olinda) cabinet were convinced that they should
reject the billy as being ill suited to cure the current evils. The financial
question was linked to the question of conciliation and centralization (...),
as well as the dispute between the cabinet that had ceased to exist in
December 1859 and its opponents’. Jornal do Commercio, 7 January 1861.
Cuaixas econdmicas, or savings banks, operated by making depositors share-
holders in the enterprise. In the case of those created in the province of
Bahia, capital was invested mostly in urban mortgages and stocks. Interest
received from these operations, net of administrative charges, was distrib-
uted semi-annually among shareholders (or depositors), in proportion to
their capital. Parecer sobre Caixas Econdmicas (1882).
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90. Metalistas would come to designate advocates of convertibility and, more
generally, of hard money, that is, monetary restraint and a high exchange.
Conversely, their ideological foes, papelistas, sided with expansionist mon-
etary policies, a slipping exchange, and, at times, fiduciary paper. The difter-
ences between metalistas and papelistas will be explored further in Chap. 5.

91. Ibid. The trade deficit for the 1857 /58 financial year stood at £3.8 million,
up £2.5 million from the year before, while service of the foreign debt
remained constant at 3.7 thousand contos (approx. £420,000). Data on
foreign trade in Brasil, IBGE (1990, p. 522). Figures (in contos) for foreign
debt payments from Balangos da Receitn ¢ Despeza do Imperio.

92. There is, of course, the possibility that high interest rates and a large supply
of money may coexist, given imperfections in the capital market.

93. Law 1083 of 22 August 1860. The nickname is attributed to a French
author (Joseph Garnier) who, writing in 1860, first referred to it as the Loz
A’Entraves. See Cavalcanti (1893, Vol. 2, p. 265).
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CHAPTER 3

From the “Law of Impediments”
to Restoration of Monopoly: 1860-6

3.1 METALISTAS WIN THE DAY: THE 1860 Law

As seen in the previous chapter, the cabinet that replaced the Concilingio
proceeded to reverse the liberal banking policies promoted in 1857 by
Souza Franco. To that effect, the new Minister of Finance, Torres Homem,
presented a bill to the Chamber directed at reducing the existing issue of
banknotes and restoring convertibility. His decision to file the bill in his
capacity as a national deputy, rather than as an initiative of the new cabi-
net, did not go down well in Parliament. Deputies, many of them from the
Conservative majority, felt that the Legislative had been side-lined in its
duty to examine measures emanating from the Executive. On 15 June
1859, the Chamber held a vote on a petition requiring that the bill be sent
to the Civil Justice Commission. Filed by Martinho Campos, a Liberal
deputy from Rio de Janeiro, it won by 36 votes to 33. The Conservative
majority, taken aback by the result, accused the opposition of procrastina-
tion (ACD 1859, Tome II, p. 136).! Deputy Fernandes da Cunha (Bahia)
replied by stating that the Torres Homem bill was nothing but a ‘party
law’ (ibid., p. 79).2 Parliamentary resistance to the banking bill ultimately
led to the downfall of the Abacté cabinet. Angelo Muniz da Silva Ferraz
was called in to form a new government.

Despite opposition, the Torres Homem bill was eventually approved in
the Chamber and was sent over to the Senate, where it was amended. As well
as the article concerning banks of issue, the new version of the bill included

© The Author(s) 2020 6l
A. A. Villela, The Political Economy of Money and Banking

wn Imperial Brazil, 1850-1889, Palgrave Studies in the History

of Finance, https://doi.org,/10.1007 /978-3-030-32774-3_3


http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-32774-3_3&domain=pdf

62 A A VILLELA

measures dealing with joint-stock companies, savings banks, and the minting
of a new family of copper coins.? Back in the lower House of Parliament,
Deputy Martinho Campos maintained his opposition to the bill, even in its
revised version. He argued that it was no more than an attempt to alter the
Commercial Code disguised as an amendment to the Torres Homem bill
(ACD 1860, Tome III, p. 66).* Yet, overall, reaction in the Chamber this
time was less hostile. Deputies who had voted against the Torres Homem
proposal now claimed to be happy to support the amended bill, which had
become more “palatable”.® The new bill did away with the demand that
convertibility of banknotes be resumed within three years. In addition, while
the original proposal unilaterally imposed reductions in outstanding note
issues, the new version provided for an agreement between banks and the
government as to the rate of withdrawal, thus respecting banks’ rights. In the
end, the bill was approved by a comfortable margin of forty-nine votes (sev-
enty votes to twenty-one) to become the Law of Impediments.

Law 1083 was promulgated on 22 August 1860. It contained ‘mea-
sures concerning banks of issue, the circulating medium and various cor-
porations and partnerships’. In an attempt to reaffirm provisions from the
1850 Commercial Code, the Law determined that joint-stock companies
would be heavily fined if found to be operating without official authoriza-
tion (Art. 2). The Law of Impediments also regulated the operations of
caixas econdmicas and philanthropic pension socicties (monte-pios), as well
as providing for the replacement of copper coins in circulation.

The main items in Law 1083 relating specifically to the operation of the
banks of issue mirrored the spirit of the earlier Torres Homem bill that
had caused so much controversy in the Assembly. For example, on the
question of the limits imposed on banks’ outstanding issues, the new law
considered an average of the first semester of 1860, instead of the average
obtained in the February—May 1859 period, in the Torres Homem ver-
sion. Paragraph 7, imposing a government-appointed inspector to the
banks of issue, also mirrored the 1859 bill. Similarly, the Law retained the
objective set out in paragraph 7 of the earlier bill, which aimed at clearing
up the controversial question of primacy in approving legislation govern-
ing banks of issue. This was an attempt to avoid a repetition of the epi-
sodes of 1857, when the Executive power alone legislated on the creation
of new establishments. Paragraph 5 of the Law of Impediments, in turn,
introduced the threat of bankruptcy for issuing banks that failed to ensure
note redemption, a provision long established in the United States.”
Finally, paragraph 10 determined that it would be up to Parliament alone
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to grant banks, other businesses or individuals the right to issue ‘notes,
bills, vales, paper or bond of any kind payable to the bearer’.

Decree 2685 laid down a timetable for banks to adapt to the new issu-
ing limits. Banks created by decree in 1857 and 1858 were required to
conform to the average issue observed in the first semester of 1860 (total-
ing just over 14,300 contos), unless they succeeded in resuming convert-
ibility. The Bank of Brazil (head office + casxas filinis), in turn, was limited
to its average issues counting from the day it started operations, that is, to
38,953 contos. The former had five months from the date of Decree 2685
to adjust their issues to the limits shown in Article 1, paragraph 4. As to
the Bank of Brazil, if by February 1861 its paper was still inconvertible, it
would be forced to retire from circulation notes of smaller denomination
(Art. 4).3 Finally, if convertibility had not been restored after nine months,
all banks would have to negotiate with the government a timetable for
reduction of their note issues (Art. 6).

The new legislation, essentially, sought to restore a fully gold-backed
circulation as soon as possible. With that in mind, Law 1083 and Decree
2685 capped the issue of private banknotes for as long as they remained
inconvertible. In other words, should banks be capable of restoring con-
vertibility into gold (and not gold or Treasury notes, as had been the case
before) these limits would not apply.

One way to assess the impact of the Law of Impediments and Decree
2685 on the issues of banknotes is by comparing the new limits to the out-
standing note circulation at the time. In December 1860, one month after
Decree 2685 laid down the precise limits to note issues, the total volume
of banknotes outstanding was 51.8 thousand contos, which was less than
the 53.3 thousand contos allowed by the new Decree (39 thousand contos
for the Bank of Brazil and the remaining 14.3 thousand contos in notes
issued by the smaller banks). In other words, banks could still issue an addi-
tional 1500 contos in inconvertible notes and remain within the legal limits
imposed by the government. Instead, eight months later (in August 1861),
total banknotes outstanding had dropped to 46,000 contos.

At the time the Law of Impediments was implemented (August 1860),
total notes outstanding (which included both banknotes and Treasury
paper) were just short of 90,000 contos, with private notes accounting for
more than half of this amount.® By December 1860, total note circulation
had changed very little, as the minor drop in Treasury notes in circulation
was compensated for by the increase in the volume of banknotes. It was
only in 1861 that total notes outstanding fell (by some 9% to 82,000 con-
tos) (Table 3.1).



Table 3.1 Brazil: total notes outstanding, by issuer: 1858-61. (in contos)

Dec 1858 Aung 1859 Dec 1859 Aung 1860 Dec 1860 Awg 1861  Dec 1861
Bank of Brazil 41,936.8 39,086.6 40,861.9 36,457.0 38,816.2 32,762.1 33,390.1
Head office 22,1255 20,172.7 21,889.8 19,331.2 22,626.3 17,2452  18,131.9
caixas filinis 19.811.3 18,9139 18,972.1 17,125.8 16,189.9 15,5169  15,258.2
Comm. & Agric. 5790.2 7137.9 72379 7237.9 7237.9 7237.9 7237.9
B. da Bahia 1287.5 3012.5 3200.0 2405.8 2.207.8 2316.5 2560.3
Novo Banco de Pernambuco 1460.0 2000.0 1466.0 1490.0 1490.0 1485.9 1474.2
B. do Maranhio 430.0 680.0 680.0 400.0 200.0 249.0 256.0
B. do R. Grande do Sul - 14.0 0.8 X X X X
B. Rural & Hypot. - 2000.0 1926.0 1966.0 1903.0 1988.5 1984.7
Total Banks (a) 50,904.5 53,931.0 55,372.6 49.956.7 51,854.9 46,0399  46,903.2
Treasury (b) 41,664.7 41,200.0° 40,700.6 39,400.0° 37,599.9 36,300.06  35,108.4
Total (a + b) 92.569.2 95,131.0° 96,073.2 89,356.7¢ 89,454.8 82,339.9* 82,011.6

Sources: For Bank of Brazil: Banco do Brasil, Relatorio da Commissio de Inquerito de 1859 (undated); and Relatorio da Commissio de Inquerito de 1864

(1865). Treasury notes in Legisiagiao Sobre Papel Moedn (1923)
Note: X Issues of the Banco do Rio Grande do Sul had declined to just 108000

*Estimates

VIATIAV'V %9
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Contemporaries had real grounds to oppose the government’s attempt
at restoring convertibility—the ultimate objective of Law 1083 and Decree
2685. The reason was that the rules imposed on the existing banks of issue
were virtually impossible to comply with in practice, given the scarcity of
gold. In fact, apart from the Bank of Brazil and, later, the Novo Banco de
Pernambuco, no other bank would opt for declaring full convertibility of
their notes. As a result, they were either forced to undertake a gradual
reduction of their outstanding circulation or forego their issuing rights
altogether. Most of those that opted out of instituting a fully gold-back
circulation did so for good reasons. Convertibility would have meant that
these banks, while still being required to accept Treasury notes, would not
be allowed to give Treasury paper in exchange for banknotes presented to
them for redemption. In giving gold in exchange for their notes, issuing
banks would have to make increasing use of metallic currency, leading to
a depreciation of Treasury paper.!?

As expected, the Bank of Brazil was thoroughly unhappy with the new
legislation. Its board of directors commissioned five of its major sharehold-
ers, including Maud and the private banker Antonio José Alves Souto, to
look into the matter. The presence of Maua and Souto in the commission—
two advocates of expansionist monetary policies—showed up in the final
report published in 1861."" The main point in the report referred to the
illegal nature of the 1860 legislation, given that it unilaterally altered crucial
provisions of the 1853 contract signed between the government and the
Bank. Furthermore, the authors noted that among the changes imple-
mented by the government was the requirement that the Bank move toward
introducing convertibility of'its notes exclusively into gold, when its statutes
expressly authorized it to redeem its notes into either gold or paper money.

The fundamental contradiction inherent in the 1860 Law was clearly
perceived by the shareholder commission. As just noted, while the govern-
ment required convertibility of Bank of Brazil notes into gold, its own
currency (Treasury notes) remained inconvertible.’? In essence, the gov-
ernment was demanding that the Bank help it bring the rate of exchange
back to par, although approximately 40% of the currency in circulation was
made up of notes issued by the Treasury, not the Bank (Banco do Brasil,
Parecer Apresentado 4 Assemblén 1861, p. 13).13 Clearly, the Bank would
be at a disadvantage if forced to accept (government) paper money while
being required to give gold in exchange for its own notes (ibid., pp. 6-7).
Finally, on the question of the privileges and obligations with which the
Bank was entrusted in 1853, the commission admitted that the establish-
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ment had benefited from having its notes accepted in tax offices, as well as
being exempt from the payment of stamp duty. On the negative side,
however, the Bank claimed that the requirement that it withdraw from
circulation 10,000 contos in Treasury notes, interest-free, for the duration
of its thirty-year contract, amounted to a foregone revenue estimated at
46,000 contos at the going rates of interest (ibid., p. 10).

The government was not convinced by these arguments and the 1860
Relatorio da Fazenda was happy to inform that all existing banks of issue
immediately adjusted their operations to comply with the limits set out in
Decree 2685. Banks created by government decree in 1857 and 1858
took advantage of Article 5 of the new decree and proceeded to swap the
railway shares which served as guarantees to their issues for apdlices.
Ultimately, these bonds could be sold by the banks and used to purchase
gold in order to build up their metallic fund (RMF 1860, p. 17).

In April 1861, the Bank of Brazil finished withdrawing the last lot of
Treasury notes, as mandated by the 1853 Law. These 10,000 contos, as
already noted, would be repaid, interest-free, upon expiry of the Bank’s
charter. From then on, each additional instalment (of 2000 contos annu-
ally) would correspond to a loan to the government, receiving quarterly
interest. The burden of phasing out the remaining Treasury paper in cir-
culation would now fall on the government. It would have either to rely
on budget surpluses or resort to the issue of apdlices in order to pay the
Bank for this service (RMF 1861, p. 20).

In the meantime, the Rural & Hypothecario and the Commercial &
Agricola, under great pains to comply with the limits set out in Decree
2685, began talks with the Bank of Brazil with a view to transferring their
issuing powers to the larger bank. If successtul, this would make the Bank
of Brazil the sole issuer in the capital.

Plans to reinstate the monopoly of note issue (at least in Rio) began
circulating in the Bank of Brazil in April 1861, but failed to draw much
enthusiasm from its directors (Pacheco 1979, Vol. II, pp. 170-1).
Meanwhile, and as mandated by the new legislation, the Bank was required
to start retiring its notes at a rate of 3% a year from August 1861 onward.!*
This was a result of its incapacity to resume convertibility of its notes due
to the shortage of specie in the provinces.!®

In early 1862, the question of a merger with the Banco Commercial &
Agricola, which would partly compensate the reduction of the Bank’s note
circulation, was again brought up. This time the directors of the Bank of
Brazil nominated a commission to look into an offer to be made to the
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two other issuing banks in the capital (the Rural & Hypothecario and the
Commercial & Agricola) to cede their issuing rights to the Bank.!®

The commissioners were keen to point out the advantages that would
accrue to the Bank of Brazil in having the Commercial & Agricola leave
the market:

The Bank frees itself of a competitor that immediately retires from circula-
tion 7.237:9008. And since neither the government, nor any private estab-
lishment, can issue notes that might fill the vacuum left by the notes of the
Banco Agricola, then clearly it is 7.237:9008 that the Bank of Brazil must
issue and circulate, thus augmenting its own portfolio.

Without discussing the great questions related to banking unity and
looking at the agreement [...] solely from the point of view of the Bank’s
interests, it is evident that it has a lot to gain from the liquidation of the
Banco Agricola. It is of the Bank’s interest, and duty, to constitute itself, as
far as possible, as the regulator of the circulating medium and, in this regard,
the difficulties arising from competition are as manifest as the advantages
that come with liberty of action.!”

Having decided in favor of acquiring the issuing rights of the other two
banks, the directors forwarded a proposal to the government. After hear-
ing both the Finance Standing Committee of the Council of State and,
afterward, the Conselho Pleno, it was decided that the Legislative branch
should give the final blessing to any such deal (ACE, Vol. V, pp. 278-94).18
A bill was thus presented to the Chamber of Deputies and approved with
few changes and virtually without debate. In the Senate, however, it
attracted harsh criticisms from Souza Franco, who claimed that it only
served to lend credence to allegations that the recent legislation was meant
to drive the competitors of the Bank of Brazil out of the market (Pacheco
1979, Vol. 11, pp. 177-80).°

These allegations notwithstanding, the proposal was approved after
two more sessions of debates in the Senate, and the final decree regulating
the deal was issued on 9 September 1862.%° In essence, it entailed an
increase in the Bank’s capital (from 30,000 to 33,000 contos), the liquida-
tion of the Commercial & Agricola, the cession of the issuing rights of the
Rural & Hypothecario to the Bank of Brazil, and the withdrawal of the
notes of the two smaller banks from circulation. In return, the Commercial
& Agricola received Bank of Brazil shares, and the Rural & Hypothecario
would be paid 400 contos to relinquish its note-issuing activities, although
it would continue to operate as a deposit and discount bank (Peliez and
Suzigan 1976, p. 103).
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Just as the decree was being signed, in September 1862, the city of Rio
experienced a dress rehearsal of what would later turn out to be the major
commercial crisis in the history of the Empire. A seasonal drain of specie,
once again, was credited with causing illiquidity in the capital’s money
market. Resources were being channeled to finance the booming cotton
sector in the province of Maranhdo, which had benefited from the out-
break of the American Civil War and the disruption it caused to US exports
of the staple (Schulz 1996, pp. 41-2). Several private banks (casas
bancarias) in Rio went under, and those that survived required the assis-
tance of more liquid institutions in the market (ibid., p. 42).2!

In the meantime, the deal struck between the Bank of Brazil and its
competitors in Rio gave it some breathing space but not enough of it to
allow complacency. On 23 October 1862, the Bank finally resumed con-
vertibility. However, given its difficulty in procuring gold for the reserve
fund, and in view of the increasing volume of Treasury bills (letras) it was
being asked to discount, the limits on its issues were fast being approached.?
At the end of 1862, the Bank once again sought permission from the gov-
ernment to increase its leverage from 2:1 to 3:1, to no immediate effect.?

As feared, on 31 December the combined issues of the head office and
the caixas filinis in Ouro Preto and Sio Paulo stood at 25.8 thousand
contos, 1.3 thousand more than permitted.?* This excess would remain
until 28 February 1863, when Decree 3054 finally allowed the Bank to
expand total issues to three times the reserve fund.?® The government
insisted that this was a temporary measure, to last for six months, until
conditions improved. At the same time, the decree forbade the Bank from
increasing the rate of discount so as not to cause further distress to the
market. This was a marked shift from earlier occasions, when interest-rate
hikes were invariably prescribed to deal with monetary pressures.

The Bank gladly welcomed the first part of the decree, concerning the
expansion of its issuing limit, but staunchly opposed any official curb on
its autonomy to set interest rates (Pacheco (1979, Vol. 11, pp. 188-9).
After all, it considered the fixing of discount rates primarily as a commer-
cial decision, which had to be taken with the interests of its sharcholders
in mind and, secondarily, in light of the needs of the market. This position
did not go down well with the government and, because of it, the Emperor
referred the matter to the Council of State’s 12-member Conselho Pleno.

The three points on which the councilors were asked to deliberate
were: (1) should restrictions on the interest rates charged by the Bank be
lifted; (ii) if not, would an increase in interest rates be the best way to
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discourage redemption of the notes of the Bank; and (iii) should the Bank
be allowed to suspend convertibility in order to diffuse the current pres-
surc on its reserve fund??¢ All of the councilors, including Cindido Batista
(President of the Bank), were opposed to suspension of convertibility,
insisting that it should only be used in an emergency. Points (i) and (ii)
were, in essence, linked, and most members voted for the outright revok-
ing of Decree 3054, thus taking the Bank back to its original 2:1 limit, on
16 March.”

After tempers cooled, the Bank once again approached the govern-
ment, pointing out the difficulties that a prompt return to the lower limit
on its note issues would cause to the market. At the same time, the Bank
insisted on obtaining the proposed increase in its issuing powers. In
response, the government showed sympathy to the idea of proceeding
back to the lower limit slowly. However, it adamantly refused to accede to
the renewed demands for the 3:1 ratio, lest this jeopardize the strategy of
eventually achieving a fully backed circulation in the Empire once all
inconvertible Treasury notes had been retired.?® Shortly afterward, the
Bank was back within the legal limits on its note issues as a consignment
of gold coins imported from Britain bolstered its reserve fund (Banco do
Brasil, Relatorio 1863, p. 7).

February 1863 saw the arrival of the first foreign bank in Brazil, the
London and Brazilian Bank, followed in July of the same year by the
Brazilian and Portuguese Bank (later renamed as the English Bank of Rio
de Janeiro).?? Even though these banks did not engage in issuing notes,
they would play an important role in the Brazilian market. As pioneers of
“modern” and comparatively conservative banking principles in a back-
ward market, they emphasized high cash reserves and the need for self-
liquidating loans®’:

Discounts were to be confined to paper with no more than three months to
run, bearing two good names and a guarantee from a third party. The
renewal of bills beyond their normal tenure was prohibited. Under no cir-
cumstances were advances to be made against growing crops, and if goods
were pledged as securities, no advance was to exceed two-thirds of their
market value. (Joslin 1963, p. 67)

This overcautious approach to business, in an environment where personal
relations (and a “man’s word”) were common practice, definitely helped
to estrange foreign bankers from most of the local community. More
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importantly, it frustrated the hopes of those contemporaries who expected
a lot from these banks. Contrary to what many had anticipated, foreign
banks brought little outside capital into the country and, once established,
proceeded to attract business from existing banks. Finally, their short-term
lending, in line with the best practice of British commercial banks, was
deemed unfit for the needs of a capital-poor economy like Brazil 3!

On 18 May 1863, shortly after the London and Brazilian Bank began
its operations, additional signs of what would be a major financial crisis
were looming on the horizon. The casa banciria of Antonio José Alves
Souto & Cia. (Casa Souto), Rio’s largest non-corporate private bank, sent
an urgent request to the Bank of Brazil. It asked for the ‘necessary amount
(of money) to satisty the commitments of that day, given that the resources
with which it was counting were not forthcoming’.3? In spite of the reluc-
tance of some directors, who pointed to Souto’s virtual insolvency, the
Bank raised their credit limit from 14 thousand to 20 thousand contos
(from £1.6 to £2.3 million).*

For much of the remainder of 1863 and well into 1864 the minutes of
the meetings of the directors of the Bank of Brazil reveal little but discus-
sions over the day-to-day operations of the Bank, the exception being
allegations of mismanagement in the operation of some of its caixas fili-
wis.3* This state of relative tranquility was reflected in the introductory
remarks to the report of the commission that investigated the subsequent
events of September 1864%:

Commerce in general had been undergoing a liquidation of sorts, and after
continuous suffering and losses, it had adopted a more solid system, and
arrived at a relatively more prosperous state. Alongside moderate imports,
there were sufficient exports; arrears were on the decline and commerce
displayed a satisfactory aspect. Our general import and export trade with
foreign countries increased 13.92% in 1863—4, compared to 1862-3. Public
taxes collected in the Court and province of Rio de Janeiro in 18634 [...]
amounted to 28 thousand contos, an increase of 3.5 thousand on the year
before. Prices of foodstuffs had not increased. If there was not money in
abundance (to use the popular expression), at least no shortage of capital
was being felt.?

At least on the surface things appeared calm as far as the economy was
concerned. At the political level, however, the remarkable ministerial
instability that followed the end of the Concilingio period continued.
After a humiliating defeat for the Conservatives in the parliamentary elec-
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tions of January 1864, when they were left with just a single deputy in the
Chamber, the Olinda cabinet resigned. This opened the way for the return
to power of Zacarias de Goéis e Vasconcellos (in the so-called Progressive
League). This time, his tenure in office lasted eight months, after which a
Liberal government was installed, on 31 August, under the leadership of
Francisco José Furtado.

3.2 TuEe Souto Crisis AND ITS AFTERMATH

Shortly after the Furtado cabinet had taken office, the city of Rio de
Janeiro was hit by the worst commercial crisis in its history. At around
10 a.m. on 10 September, and without prior notice, José¢ Anténio Alves de
Souto suspended operations at his bank, in the center of town. The news
soon spread to the rest of the city, leading to a run on other casas bancarias.
At 3:00 p.m., a mass of people had gathered in the financial district of Rio
de Janeiro, at the Rua Direita, demanding prompt redemption of bills
issued by the main banks. Police were called to ensure the safety of bankers
and prevent disturbances.?”

The Bank of Brazil, unlike most other houses, was not subject to a run.
Gold withdrawals from its reserve fund on 10 September amounted to just
over five contos. On that day it did, however, act as a lender of last resort,
helping casas bancdarias to the tune of 2870 contos, most of which was
taken up by the house of Montenegro, Lima & Co.*® Unlike the events of
1857, the Bank of Brazil was keenly aware of its crucial position in the Rio
money market. Accordingly, it spared no efforts in providing discounting
facilities for institutions experiencing hardship. At the same time, it sought
support from the government in allowing a relaxation of the limits on note
issues and the suspension of convertibility (Banco do Brasil, Relatorio
1865, pp. 5-12).

Contemporaries initially claimed that the Bank of Brazil precipitated
the crisis by refusing to advance Souto a ‘mere 900 contos’ to help it settle
its commitments on that fateful September day (Relatorio da Commissio
de Inquerito de 1864 (1865, Annex, p. 52). This is not an accurate descrip-
tion of the events. The minutes of the extraordinary meeting of the board
of directors of the Bank of Brazil, convened on 10 September at 2:00 p.m.,
reveal that the house of Souto had never asked the Bank to advance that
amount. Instead, they show that Souto had simply approached an inspec-
tor of the Bank (Mr. Coelho de Castro) and sought his advice on how to
proceed in face of its adversities, to which Castro replied with the recom-
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mendation that Souto suspend operations.?” The extraordinary board
meeting decided that the Bank suggest to the government the liquidation
of the Casa Souto, under the supervision of its main creditors. The Bank
felt that small investors should have priority in receiving their money, after
which the remaining creditors would attempt to agree on conditions for
the final liquidation. To that end, the Bank would be willing to receive on
deposit the outstanding bills of small investors, paying interest at 5% p.a.
Should creditors instead prefer prompt payment, it would advance them
the money, so long as the government guaranteed the Bank the corre-
sponding 5% interest. Finally, the Bank said that it was only awaiting a
signal from the government before proceeding to help smaller creditors
(Pacheco 1979, Vol. 11, p. 215).

The next day, the president of the Bank of Brazil presented this propo-
sition to the recently appointed Prime Minister, Francisco José Furtado.
After hearing the joint session of the Finance and Justice standing com-
mittees of the Council of State, the government stated that it was in prin-
ciple sympathetic to the idea and would do its utmost to help the Bank.
However, it claimed that it could not go ahead with the liquidation, for
this would give rise to a conflict among the ‘constituted powers’.*® Later
that night, the Ministers of Finance and Agriculture went over to the
headquarters of the Bank of Brazil. Although acknowledging the gravity
of the situation, they argued that the government could not commit itself
to any “extra-legal” rescue operation unless the Bank could assure them of
the final success. Obviously, it could not guarantee such a thing, and the
meeting ended at 2:00 a.m. on 12 September without any decision
being made.*!

During the course of that day, renewed appeals were made to the impe-
rial government to take action to quell the panic. Once again, the official
position was one of indecision. The next day, crowds gathered at the doors
of the Bank of Brazil and demanded prompt redemption of its notes in
gold. In a further sign of the extent of the panic, several casas bancirias
were forced to shut down that day, signaling their incapacity to honor
payments any longer. At the sight of the throng outside, which prevented
the entrance of its president, and in the face of a clamor for gold that
threatened its reserves, the Bank once again turned to the government.
This time it requested the ‘suspension of all payments in this market for 30
days, in view of the extraordinary and abnormal circumstances, so as to
allow for, in the meantime, the adoption of the necessary measures

demanded by commerce’.#?
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The Bank of Brazil claimed that the sheer amount of discounts it had
performed over the previous two days (close to 13,000 contos) could not
be kept up for long without a severe loss of gold.** Furthermore, and in
order to allow it to carry on its rediscounting operations for the casas
bancarias, the Bank also sought an extension of its issuing limit to three
times the value of the reserve fund.** The government allowed an increase
in the Bank’s leverage, through Decree 3306, of 13 September.*® On 14
September, suspension of convertibility was also decreed for the time
being, and Bank of Brazil notes were made legal tender in the provinces
where they had been issued.*¢

On 15 September, the Bank of Brazil and the Rural & Hypothecario
sent a joint petition to the Emperor. They proposed that while the
Legislative did not convene extraordinarily, the government supervise the
process of liquidating banks with liabilities in excess of 10,000 conzos and
that had closed their doors (Relatorio da Commissio de Inquerito de 1864
1865, Annex, p. 36). In other words, both banks were urging the govern-
ment to take an administrative act in order to tackle the crisis of confi-
dence in the market. On the same day, the views of the Justice and Finance
standing committees of the Council of State were heard informally by the
Emperor (Nabuco 1997, Vol. 1, p. 468). On the occasion, commissioners
refused to sanction a step that would have implied going against commer-
cial law, which established that it was up to the courts to rule on simi-
lar matters.

As tension in the market (and on the streets of Rio) rose, the Emperor
decided to turn once again to his councilors in search of guidance. This
time, the Justice and Finance Committee agreed with the suggestions put
forth by the Bank of Brazil and the Rural & Hypothecario. The Conselho
Pleno was held on the same day (16 September) at 9 p.m. and endorsed
the opinion of the Committee. It involved enacting provisional rules for
the liquidation of private banks, the appointment of inspectors to oversee
liquidations, and the adoption of a thirty- to sixty-day moratorium on
both bankruptcies and the payment of bills, vales, and other commercial
paper (ACE, Vol. V, pp. 393-7). Accordingly, on 17 September, the gov-
ernment issued Decree 3308, mandating a sixty-day moratorium on all
payments in the Court and province of Rio de Janeiro.

This was one of the most controversial measures taken by the govern-
ment because it ran counter to the letter of the Commercial Code. In
practice, it prevented creditors from claiming their assets, while sheltering
both bona fide and unscrupulous bankers from these very claims.*”
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Subsequently, Decree 3309, of 20 September, regulated bankruptcies of
both joint-stock banks (&ances) and, especially, private banks (casas
bancarins).*® The usual provisions of the Commercial Code did not cover
the latter, which goes to show that the new legislation was attempting to
address the special needs of the hour.

On 26 September, the Bank of Brazil raised its discount rate from 8%
to 9%, then to 10% on 8 October, where it remained until 12 April 1865.#
In parallel, this time it unequivocally embarked on a monetary expansion.
Unlike events during the 1857 crisis, suspension of convertibility and lib-
eral lending became the official strategy in 1864.°° As a result, between
August and September, the total amount of Bank of Brazil notes in circu-
lation increased by 30%, to 62.7 thousand contos (Table 3.2).

Most of the increase in outstanding note issues was accounted for by
the operations of the head office of the Bank, which also discounted the
bulk of commercial paper.® The private bank of Bahia & Irmaos, for
example, discounted approximately 10,000 contos with the Bank. The
Rural & Hypothecario, Maua, MacGregor, and Gomes & Filhos received,
each, more than 5000 contos from the Bank in order to meet the run on

Table 3.2 Bank of Brazil: notes in circulation and portfolio balances, July 1864—
June 1865 (in contos)

Date Head office Caixas Filiais Total

Notesin ~ Portfolio Notes in Portfolio Notesin  Portfolio
circulation  balances  circulation  balances  circulation  balances

31 Jul 1864 25,260.5 37,831.3 23,785.1 4447.3 49,045.6 42,278.6

31 Aug 25,167.3 38,3104 23,1528 4326.3 48,320.1 42,636.7
30 Sep 42,3334 67,082.3 20,394.4 4450.8 62,727.8 71,533.1
31 Oct 45,7909 68,430.7 20,866.2 5028.3 66,657.1 73,513.0
30 Nov 45,035.5 68,408.6 22,0422 5341.2 67,077.7 73,749.8
31 Dec 43,168.0 63,975.6 23,270.5 6025.0 66,438.5 70,000.6
31 Jan 1865 40,126.2 59,536.0 25,443.2 5876.4 65,5694 0654124
28 Feb 39,605.6 62,2329 26,216.1 5772.7 65,821.7 68,005.6
31 Mar 41,636.6 65,722.1 26,9134 6483.2 68,550.0 72,205.3
30 Apr 445232 69,158.0 27,4242 5819.0 71,9474  74,977.0
31 May 444374  69,260.7 27,753.6 5554.3 72,191.0 74,815.0
30 Jun 45,1394 74,237.6 n.a. n.a. n.a. n.a.

Source: Banco do Brasil, Relatorio Apresentado d Assemblén Geral dos Accionistas, 1865 and 1866

Note: n.a. = data not available
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their own tills (Relatorio da Commissio de Ingquerito de 1864 1865,
p. 73).52 The Bank’s portfolio, as a result, increased by nearly 70% between
August and September 1864, from 42.6 thousand contosto 71.5 thousand
contos. According to an observer, the massive increase in its discounting
operations forced the Bank’s directors to spend the night of 14 September
signing fresh notes to be put in circulation the following morning.*3

Contemporaries could not agree on the impact of the government
measures. For some, they succeeded in ‘helping dissipate the panic consid-
erably, while things got slowly back to normal’.>* Others argued that ‘the
government’s arbitrary measures provided a temporary truce’, which in
the end only benefited poorly managed banks.*® Finally, it was claimed
that ‘the increased issues of the Bank and suspension of convertibility
made the panic go away, and the crisis died from exhaustion’.%®

These mixed appraisals of the effectiveness of the measures adopted to
deal with the crisis were to be expected. In essence, they reflected a priori
views on the role of the market in punishing malpractice, against the opin-
ion of those who deemed government intervention necessary in such
cases. With hindsight, it appears that concerted action by Bank and gov-
ernment did indeed provide an environment where solvent, but illiquid,
institutions could survive the turmoil. Be that as it may, the toll from the
crisis was substantial, claiming some of the largest private banks in Rio.

The four private banks listed in Table 3.3 were the biggest among the
five casas bancarias thought to have gone under in 1864, and accounted
for approximately 80% of losses incurred by the banking sector during the
crisis.”” At the time, the assets of the Souto were second only to those of
the Bank of Brazil (81,000 contosin 1864 ), which serves to show the scale
of the operation of casas bancirias. Furthermore, the huge combined lia-
bilities (equivalent to £ 8.7 million) of the four major private banks that
failed in 1864 attest to the fact that the Rio money market was far larger
than indicated by the operations of the joint-stock banks alone.

The origins of the crisis were subject to an investigation by a commis-
sion set up by Minister of Finance Carlos Carneiro de Campos shortly
after the events, in late 1864.%® To chair the proceedings, Campos
appointed Angelo Muniz da Silva Ferraz, former Prime Minister and
Minister of Finance responsible for the 1860 Law of Impediments. The
two other members were José Pedro Dias de Carvalho, who had very
briefly occupied the Finance portfolio in the past, and Francisco de Assis
Vieira Bueno.”
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Table 3.3 Souto crisis: major failures among private banks

Private bank Assets Linbilities Observations

(in contos) (in contos)
Souto & Cia. 30,445.8 41,187.9 Administrative liquidation on 23

September 1864

Gomes & Filhos 18,568.2 20,219.0 Receivership on 16 March 1865
Montenegro & 9864.3 11,831.3 Receivership on 28 April 1865
Filhos
Oliveira & Bello 1028.1 4069.7 Receivership on 23 March 1865

Source: Relatorio da Commissio de Inquerito de 1864 (1865, Table 22B)

In an attempt to ascertain if the 1864 crisis might have been influenced
by events overseas, the Commission asked to what extent similar difficul-
ties in Europe and the American Civil War were to blame. The interview-
ees were unanimous in exculpating these foreign events, in support of
which they pointed out the fact that coftee exports had not been affected
and that cotton was actually benefiting from the conflict in the United
States (Relatorio da Commissiio de Inquerito de 1864 1865, p. 74). On the
crucial point (“What influence did the Law of August 1860 have on the
crisis of September 1864:”), the Commission gladly reported that ‘all
those heard unanimously stated that the legislation of August 1860 in no
way whatsoever contributed to the crisis’ (ibid.). It is only natural, then,
to learn that ‘the Law (of Impediments) actually prevented a more severe
crisis’ (ibid.). In support of this claim, the commissioners observed that
the issuing limits imposed by that law were never reached and, therefore,
could not have provoked a monetary contraction.

The above conclusions are hardly surprising, given that Ferraz, the
architect of the 1860 Law, was heading the investigation. Moreover,
looked at from the banks’ perspective, in the impossibility of resuming
convertibility of their notes, the limits imposed in 1860 represented a cap
on any increase in issues and, hence, discounting. Finally, the banks did
not exceed the limits precisely because they were limits, and infringement
would have brought heavy penalties.

Below is a summary of the main questions asked by the Commission,
and excerpts from the replies given:
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. Q: What is the nature of the economic events that occurred on the
9th, 10th, and following days in September 1864:

A: The crisis of September is easily explainable. Bankers had con-
tracted enormous obligations payable on demand, and had invested
these sums in operations that could only be liquidated after a long
period of time.

. Q: What are the means by which capital is supplied to agriculture,
and what influence did these operations have on the economic
events of September 1864?

A: Such advancements were usually made by casas bancirias, by
means of bills of more than four-month maturity, as well as through
a system of current accounts. It seems to us that these operations
had a major influence on the events of September 1864, in light of
the substantial amount of such bills found in the portfolios of the
banks that failed at the time. The financial embarrassment arising
from these operations will become evident when the time comes to
settle debts, for it implies immobilizing capital that is lent, to the
detriment of circulating capital.

. Q: Were the bilbetes and vales issued by the private banks in return
for money treated as deposit receipts given in conjunction with cur-
rentaccounts, or aveiled issue of notes, as in a system of banks of issue?

A: The receipts issued to bearer by the banks that failed were in
practice a covert form of issue, many times more dangerous and
harmful to the public than those from circulating banks. This is
because while they performed the role of currency in commercial
transactions, they were not bound by any limit whatsoever, except
the individual credit of the signatures they contained. In other
words, this was an illicit means put in practice in order to circumvent
the letter of the Law of 22 August 1860.

. Q: Was the circulation of such bills, or receipts, limited, or did it
replace, or compete, with government currency and notes of the
Bank of Brazil?

A: The receipts that businesses draw on bankers, and which constitute
actual checks, do replace ordinary circulating medium insofar as
they pass from hand to hand, before being cashed. However, this
does not occur but to a very limited extent, because the commerce
of Rio de Janeiro has not achieved a state of development where
such a useful and simple means of payment is widespread.
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As to the possibility of preventing similar crises in the Empire, the
report came up with a comprehensive list of elements that indicated pos-
sible sources of instability in the Rio market, to wit:

(i) The need to transfer funds to Europe, either because of our com-
mitments related to the external debt, and other public expendi-
tures, or as a result of considerable (overseas) travel expenses, or,
yet, due to the constant remittances [...] which immigrants (colo-
nos) and other foreigners resident in the Empire make to their
countries;

(ii) The regular shipment of funds to the River Plate to supply and
help the issuing banks established there by businessmen from this
market, and which last year amounted to 5695:064$ (...);

(iii) Our defective monetary system;

(iv) The imbalance between revenues and expenditures of the state,
and the considerable expenses that the war in which we find our-
selves currently demands (...);

(v) Mismanagement in some banks;

(vi) The legal tender status given to Bank of Brazil notes and the exces-
sive circulation of inconvertible fiduciary paper (ibid., p. 89).9

In short, the commissioners recognized a host of factors—some more
important than others—that had a bearing on the stability of Rio’s com-
mercial and financial system. Although not all of the factors were of a
monetary nature, in the end the report preferred to stick to the metalista
litany that permeated most documents of the time.®! “Over issue”, “abuse
of credit”, and “speculation”—in other words, the usual suspects—were
paraded and judged guilty by the commissioners. And this verdict was
right—at least in part.

In fact, there had apparently been excesses in the recent past, but joint-
stock banks had not committed these. They had been restrained ever since
the Law of Impediments and accompanying legislation imposed clear lim-
its on their business. Limits not only on the amount of notes they were
allowed to issue, but also on their day-to-day operations, which were
closely monitored by an inspector. The agents of “over issue”, if any, were
from a less visible part of the banking sector, the casas bancarias. Their
activities did not even merit the attention of the Minister of Finance in his
annual report to the Assembly. In fact, as noted by Pacheco, the section on
“Banks and the Circulating Medium” in the Relatorio da Fazendn devoted
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a few paragraphs to small savings and loans houses (caixas econdmicas) and
philanthropic pension societies (monte-pios). Yet, strangely, it did not
bother to examine the activities of the much larger private banks, such as
the Casa Souto, Montenegro, Lima & Co., and Alves & Filho (Pacheco
1979, Vol. 11, p. 232).%

Before the Souto crisis, hardly any mention was made to non-corporate
banks in official documents, newspaper articles, or parliamentary debates.
Indeed, in the long-running controversies® that spanned the Second
Reign, opposing proponents of a liberal banking system and advocates of
a more restricted framework, attentions were concentrated on joint-stock
banks alone and, more specifically, on banks of issue. At the time, banks of
issue were wrongly thought to be the only ones capable of influencing the
money supply. These banks were not alone in this capacity, of course.
Deposit and discount banks and, even more dramatically, given their sheer
size, private banks, had an important impact on the general level of liquid-
ity in the economy. This fact is reflected in the replies to questions 1-4.
Casas bancdrias, like joint-stock banks, could increase the money supply
both directly, via the issue of vales, and indirectly, through the operation
of the money multiplier, a possibility that seems to have escaped policy-
makers until the events of 1864.5

According to some estimates, total deposits in the private banks
amounted to 50,000 contosin 1864 (Pelicz and Suzigan 1976, p. 105).%°
This was more than the volume of demand deposits held by joint-stock
banks at the time—estimated at 43,000 conzos (Brasil, IBGE 1990, p. 534).
Supposing that a fraction of the deposits in the casas bancarias were
counted as part of the money supply in the early 1860s, then the story that
emerges is very different from the usual one. First, the monetary stock in
1860 would have been far higher than indicated in the traditional esti-
mates. Second, it is to be expected that in light of the restrictions imposed
by the Law of Impediments private banks could have stepped in to fill the
gap left by joint-stock banks. Conversely, the failure of several private
banks in 1864 also meant the disappearance of substantial amounts of
money, both in the form of deposits and vales and, hence, a subsequent
monetary contraction not captured by the Peliez and Suzigan figures used
in the literature and throughout the present book (Goldsmith 1986,
pp. 44 ft.).6¢

Table 3.4 reveals yet another aspect overlooked in the historiography in
connection with the effects of the Law of Impediments on the money sup-
ply. Even if the behavior of the private banks is left aside, the fact remains
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Table 3.4 Brazil: sclected monetary indicators, 1860—4 (in contos 000)

High-powered — Currency held by the Demand deposits Ml
money public (n) (b) (c) =a+b
1860 87.0 77 .4 19.2 96.6
1861 80.4 58.6 23.6 82.2
1862 76.7 58.5 259 84.4
1863 78.0 62.3 29.3 91.6
1864 I 82.8 70.3 259 96.2
II 82.8 68.1 29.9 98.0
111 95.4 75.6 33.2 108.8
v 98.7 84.2 28.5 112.7

Source: Brasil, IBGE (1990, p. 535)

Note: Figures are yearly averages, except for 1864

that policymakers at the time were seldom aware of the existence of the
monetary multiplier, that is, the capacity of the banking system to provide
credit and, in the process, expand the money supply. As a result, monetary
controls in an era of plurality of issue took the shape of imposing limits
exclusively on the creation of monetary base, or high-powered money.
“Manufacture of money” by means of deposit creation remained untram-
meled (by minimum reserve requirements, for instance). When the multi-
plier is taken into account, the picture that emerges is more nuanced.

In 1863, that is, a full year before the Souto crisis broke out, average
money supply (M1)—leaving aside the casas bancarias—was a touch
below its level in 1860. In fact, although the issue of monetary base fell by
approximately 10% in the period, M1 declined by just 5%. This was due to
a 50% expansion (from 19.2 to 29.3 thousand contos) in the volume of
demand deposits held in joint-stock banks, giving proof of the incipient
process of modernization of the Brazilian banking system.%” By the first
quarter of 1864, money supply—again, disregarding the behavior of the
casas bancarins—was at a similar level as in 1860. As a result, when the
Souto crisis erupted, in September, there are no signs of the monetary
contraction that is often assumed based on the stock of outstanding note
issues (by joint-stock banks) alone.®

Still, it must be stressed that even the extent of the drop in the volume
of high-powered money itself (measured by the stock of notes in circula-
tion) was less severe than one would expect from the Law of Impediments.
Admittedly, in the first three years after the 1860 Law, high-powered
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money contracted palpably (—12% between 1860.II1 and 1863.11I).
However, as discussed earlier, in September 1862, the Bank of Brazil took
over the issuing rights from the Rural & Hypothecario. One month later,
it resumed convertibility of its notes so that its issuing limits were no lon-
ger bound by Decree 2685. The acquisition of bullion in Britain, in mid-
1863, by increasing its reserve fund, made possible a further expansion of
its note issue. This served to partly offset the drop in the outstanding note
issues of the Treasury and the other joint-stock banks, so that by June
1864—that is, less than three months before the Souto crisis erupted—
total Bank of Brazil issues amounted to 49,100 contos. This was a full 30%
increase over the amount outstanding in November 1860 (37,300 contos),
just before Decree 2685 was announced. In the end, money supply as
measured by M1 and M2 expanded by just over 20% in the period, while
total deposits in the corporate banking system increased by an even greater
extent (41.3%) to reach 44.8 thousand contos in June 1864.%°

In short, the essence of the problems leading up to the Souto crisis was
not, as often claimed, a severe monetary contraction following the Law of
Impediments.”® The existence of a contraction at all is unlikely, given the
activities (both deposit holding and issuance of vales) of the casas bancirias,
which are not computed in the widely used figures compiled by Pelaez and
Suzigan. Instead, the crux of the matter lay at the absence of official sur-
veillance of an important component of the financial system—the pri-
vate banks.”!

The conduct of business by Casa Souto was symptomatic of the old-
style mores still prevalent in a sizeable part of the Rio money market. The
bank had been created as an association between Souto, his relatives, and
close friends. Yet, despite its reputation and the huge amount of business
conducted, it never bothered to register a contract with the Commercial
Board (Junta Commercial). It is thought that Souto’s bookkeeping was
primitive and inconstant with many operations going unrecorded. Credit
was granted on a personal basis to friends, relatives, politicians, often with
little regard for their commercial merits. Its portfolio was over-stretched
with long-term loans to the agricultural sector, while the issue of vales and
acceptance of current accounts demanded a degree of liquidity that it
could hardly sustain (Levy 1972, pp. 28-30).7 As soon as panic set in, the
inevitable occurred and Souto, and four other private banks, went under.

Parliament was not late in criticizing the behavior of casas bancarias.
Speaking in the Senate on 10 and 27 June 1865, former Prime Minister
Zacarias de Gois e Vasconcellos attacked the government for single-
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handedly legislating on the crucial question of bankruptcies and receiver-
ships (moratirias). Although acknowledging the exceptional circumstances
of the time, he claimed that ultimate blame for the crisis rested with the
private banks in Rio de Janeiro, which, ‘operating without attention to the
rules of banking art (sic) and science, would inevitably fail. The reverse
would have been a miracle, a real exception to the laws of Economics’.”?

Meanwhile, attacks on the Bank of Brazil were mounting. The govern-
ment argued that the increase in the Bank’s inconvertible note issue was
generating generous profits for its sharcholders.” Still, many commenta-
tors came to the rescue of the Bank, among them Maud. In a letter sent
from London, he observed that an inspection of the accounts of the Bank
at the end of 1864 revealed that at that point it was in a position to con-
sider resumption of convertibility. Yet, its ability to do so had been com-
promised by the government, which began to place heavy strains on its
operations, by issuing short-term /Jetras, some of which ultimately ended
up in the Bank’s portfolio. Inevitably, Maud pointed out, Bank issues
would have to increase to accommodate the discounting of government
paper, an operation that it never failed to undertake (Pacheco 1979, Vol.
11, p. 258).

To address the question of financing the government’s budget deficit,
the Council of State was heard on 21 January 1865, during the Legislative
recess (ACE, Vol. VI, pp. 5-16). Given that an extraordinary summoning
of members of Parliament would take at least three months, councillors
suggested that the government issue more Treasury bills in order to help
fund the war against Paraguay, which had broken out in December 1864.7°
Council members were quick to cite reasons of State for allowing
extraordinary measures. These reasons clearly dominated the legal impedi-
ment to such an act, which would have required prior approval by the
General Assembly.

In the midst of financial problems caused by the mounting demands of
the Paraguayan War on the imperial budget, the handling of the Souto
crisis still reverberated. In January 1866, the government sent a commu-
nication to the Finance Standing Committee of the Council of State, ask-
ing for their opinion on the following questions: (i) were Decrees 3306
and 3307, which granted the Bank of Brazil permission to increase its note
issue to three times the reserve fund, and suspended convertibility of its
notes, compatible with any measures designed to improve the circulating
medium; (ii) if so, what would those measures be; (iii) if not, should the
said decrees be revoked? (ACE, Vol. VI, pp. 35-48).
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The Sec¢io de Fazenda was of the opinion that the decrees and the
‘reckless” monetary expansion undertaken by the Bank in its wake were at
the root of the current situation, characterized by excessive circulation and
a slipping milréis. Nevertheless, to revoke the articles would have resulted
in the Bank being well in excess of the legal limit on its outstanding note
issues and, hence, liable to liquidation. Thus, the signatories opined that a
more sensible solution would be to remove the issuing powers from the
Bank altogether, and require that it gradually withdraw its notes from
circulation (ibid., p. 37).

As this would have meant an important change of course, with numer-
ous political and legal implications, the Emperor thought best to obtain
the views of the Conselho Pleno. Most of the councillors, including both
Itaborai and Souza Franco, seconded the opinion of the Finance Standing
Committee. The only dissonant voice was that of Jequitinhonha, who
pleaded for the salvation of ‘the sole credit establishment in the country’
(ibid., p. 44). He was isolated, however, and the opinion that prevailed
was that the Bank of Brazil should cease to be an issuing bank.”® Should
the Committee’s recommendations be heeded, this would imply an end to
twelve years of a rich experiment in plurality of note issues. As the next
chapter will show in more detail, the government would not hesitate to go
ahead with the changes to its agreement with the Bank of Brazil.

NoOTES

1. Session of 15 June 1859.

2. Session of 25 July 1859. The Minister had already acknowledged this point
himself three weeks earlier when he had presented the whole question as
one of confidence in the cabinet. Session of 6 July 1859, in ACD, Tome
III, p. 45.

3. In the Speech from the Throne in 1860, the Emperor had already made
known the wish of the cabinet to review ‘legislation on associations and
corporations, both civil and commercial’. Fallas do Throno, p. 519.

4. Session of 6 August 1860.

. See the speech by deputy Gomes de Souza, ibid., p. 70.

6. de Aguiar (1960). The striking contrast with the results of the vote on the
Torres Homem bill can be ascribed to the changes introduced by Ferraz to
the original proposal. Additionally, the fact that the incoming cabinet was
avowedly “parliamentarian”—all its members were either senators or
national deputies—probably helped pave the way for its final approval.

(92}
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7.

10.

11.

12.

13.

A comparison with a summary of the main provisions of the 1844 Joint-
Stock Bank Act—which imposed several restrictions on the formation and
operation of new joint-stock banks in Britain—reveals the similarity of the
Law of Impediments with comparable legislation elsewhere at the time.
“The minimum nominal capital was to be £100,000, no share was to be of
lower denomination than £100, and no company thus formed could begin
business until all the shares had been subscribed and at least one-half of
their nominal amount paid up. It was required that the deed of partnership
should be in a form approved by the Privy Council and that it should con-
tain, among other clauses, provisions forbidding the company to purchase
or lend upon the security of its own shares, requiring a statement of assets
and liabilities to be published once a month, and arranging for the annual
accounts to be examined by auditors elected by shareholders’. Cf. W. F.
Crick and W. E. Wadsworth, A Hundred Years of Joint-Stock Banking
(London, Hodder and Stoughton, 1936), quoted in Collins (1988, p. 73).

. Notes of small denomination (1$000 to 30$000) issued by the Treasury

and banks amounted to slightly over 50% of a total outstanding issue of
96,000 contos in mid-1859. Session of 19 July 1859, in ACD, Tome III,
pp- 177-9.

. Although official figures for Treasury notes refer to end of year only, the

combined sum represented by notes withdrawn from circulation by the
Bank of Brazil (2000 contos per annum in several instalments), and the loss
owing to their natural wear and tear suggests a decrease in government
paper money of roughly 1300 contos every six months.

This point was made in the petition sent by the Bank of Bahia to the
Chamber of Deputies on 28 June 1859, transcribed in Azevedo and Lins
(1969, p. 145).

Banco do Brasil, Parecer Apresentado a Assemblén Geral dos Accionistas
(1861).

On this basic shortcoming of the 1860 Law, see also Dunlop (1881, p. 38).
Actually, this contradiction had been in place ever since the Bank was cre-
ated, although until 1860 it had the option, which it exercised, of giving
Treasury notes, instead of gold, in exchange for its own notes. With the
Law, the Bank was required to redeem its paper into gold whenever
demanded by noteholders. See Jacobina (1881, p. 8).

Having stabilized at near par between the end of the 1857 crisis (in August
1858) and early 1859, when the Bank of Brazil once again left gold, the
value of the milréis oscillated around a declining trend for the next six
months. It reached a low of 24d on the eve of the Law of Impediments,
giving the government all the motivation it needed to take action and seck
to restore the milréis to the 27d parity. Hence, Article 6 of Decree 2685,
stipulating the goal of a fully gold-backed circulating medium.



14.

15.

16.

17.
18.
19.

20.
21.

22.

23.

24.
25.

FROM THE “LAW OF IMPEDIMENTS” TO RESTORATION OF MONOPOLY... 85

Banco do Brasil, “Actas”, session No. 571, 18 February 1861, AD
005/11-A.

In a memorandum sent to Minister Ferraz on 22 February 1861, the presi-
dent of the Bank asserted that the head office was already in a state where
it could resume convertibility of its notes, although that was not yet the
case with the provincial offices. Rather than have only part of the Bank on
gold, which would have been illegal, it was decided that the Bank would
have to abide by Article 1, paragraph 2, of the 1860 Law and, therefore,
start retiring notes of smaller denomination in both Rio and the provinces.
RMF 1860, p. 16.

Parecer da Commissio Especial Nomeada Pela Divectoria do Banco do Brasil
(1862).

Ibid., p. 9

Session of 10 July 1862.

During debates held at the Council of State on 10 July 1862, Souza Franco
had already manifested fear of the Bank of Brazil abusing its monopolist
position. On that occasion, he branded as an ‘odious privilege’ the Bank’s
plea to retain monopoly of issue for the next twenty years in the places
where it operated. See ACE, Vol. V, p. 287.

Decree 2970. For details, Pacheco (1979, Vol. 11, pp. 180 ft.).

The number of bankruptcies in Rio more than doubled from an average of
45 between 1859 and 1861 to 104 in 1862. Data in Caldgeras (1910,
p. 142).

In the 1862 Relatorio da Fazenda, Minister of Finance Marqués de
Abrantes acknowledged that part of the difficulties that the Bank had been
experiencing lately derived from ‘the needs of the Treasury, not only in
December, but also in January, to which the Bank responded immediately,
confident in obtaining (permission to) increase its issues to three times (its
reserve fund), requested on 4 December 1862°. RMF 1862, p. 23.

On that occasion, the government heard the Se¢do de Fazenda of the
Council of State, as well as businessmen operating in Rio, but decided that
in order to preserve the spirit of the 1860 Law the Bank’s request should
not be met, ‘lest the risks and perils (of the days) before the Law return’
(ibid., p. 20).

Ibid., p. 23.

Relaxation of the issuing limit, as noted, ran counter to the recommenda-
tions of the Finance Standing Committee, which had convened earlier to
examine the Bank’s request. On that occasion, Itaboraf and the Visconde
de Jequitinhonha opposed granting permission for the Bank to increase its
note issue to three times the reserve fund. Itaborai, who was the rappor-
tenr for this case, suggested instead that the Bank rely on other measures
to increase its circulation, such as a capital expansion and the acceptance of
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26.
27.
28.

29.

30.

31.

32.

33.
34.
35.
36.
37.

interest-bearing deposits. The third member of the Committee, Cindido
Batista de Oliveira, who at the time was also the president of the Bank,
unsurprisingly, pressed the case for the need to change the limit on note
issues. In support, he pointed out earlier instances when relaxation of the
limit had been granted under more favorable circumstances, that is, when
Bank of Brazil notes were not required to be convertible into gold, as they
now were. The Finance Standing Committee, by two votes to one, decided
against the Bank’s request, but this did not stop the government from issu-
ing Decree 3054, thus expanding the limit for note issues to three times
the Bank’s reserve fund. Resolution No. 726, in SFCE, Vol. V, pp. 359-
68. For a detailed analysis of the debates and decisions on monetary and
banking matters in the Se¢do de Fazenda of the Council of State, see Villela
(2000a).

ACE, Vol. V, pp. 348-61.

Decree 3062.

At the end of 1862, outstanding Treasury notes amounted to 31.3 thou-
sand contos, while banknotes had reached a value of 45.7 thousand contos.
See IBGE (1990, p. 544).

The classic account of the operation of the English banks in Brazil is Joslin
(1963). The London and Brazilian Bank had been incorporated in London
in June, with a capital of £1,000,000. A few months later, it took over the
business of the Anglo-Portuguese Bank in Portugal. See Banker’s
Magazine, Vol. 22, June 1862, p. 393. The Brazilian and Portuguese Bank
was also formed with a capital of £1,000,000 on 3 July 1863. Banker’s
Magazine, Vol. 23, August 1863, pp. 638-9.

On the conservative practices of the English banks, and the resentment
generated in Latin American countries where they operated, see Jones
(1977).

Still, British banks occasionally invested in planter drafts, as noted by
Sweigart (1987, p. 176, footnote 19). Crucially, they did not seck to
become banks of issue, but rather to operate with deposits and discounts.
Their subsequent success served to show that gaining the right to issue
notes was not a prerequisite for expanding business, nor the only available
means to support commercial activity. See Jones (1977, pp. 36 ff).
Meeting of the Board of Directors of the Bank of Brazil on 18 May 1863,
cited in Pacheco (1979, Vol. 11, p. 197).

Ibid.

Ibid., pp. 197-8.

Relatorio da Commissao de Inquerito de 1864 (1865, Introduction).

Ibid., cited in Cavalcanti (1893, Vol. 2, pp. 274-5).

Relatorio da Comissio de Inquerito de 1864, cited in Pacheco (1979, Vol.
I, p. 212).
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Ibid.

Banco do Brasil, “Actas”, session No. 811, 10 September 1864, AD
007/11-A. Contemporary estimates put Souto’s debts with the Bank of
Brazil alone at the outbreak of the crisis at 14,000 contos (£1.6 million).
Soares (1865, p. 51).

Banco do Brasil, “Actas”, session No. 812, 12 September 1864, AD
007/11-A. It is not exactly clear what those ‘constituted powers’ were, if
the interests of other commercial houses and investors, or the Legislative—
most likely, the latter.

Ibid.

Memorandum sent by the Bank of Brazil to the imperial government on
13 September, cited in Pacheco, (1979, Vol. 11, p. 217). At the time, the
Bank had clearly exceeded the limits on its issues, its reserve fund amount-
ing to 10.9 thousand contos, while outstanding issues exceeded 35.9 thou-
sand contos (ibid., pp. 217-8).

Between 12 and 14 September, the fundo disponivel lost almost 3000 con-
tos in specie. Figures from “Banco do Brasil: Quadro do Troco Realizado
em Moeda Metilica em Setembro de 18647, in the Annex to Relatorio da
Commissiao de Inquerito de 1864 (1865). Later, it emerged that some 90%
of the gold losses (2800 contos) had been due to shipments made by the
Maud, MacGregor Bank to its branches in the River Plate, apparently in a
move to pre-empt a run on them upon arrival of the news of the crisis in
Rio.

The run on the casas bancariasin Rio put them in a very delicate position,
given that while they had borrowed short their assets were often immobi-
lized in long-term rural loans. This left them to rely on the Bank of Brazil
to provide the necessary liquidity to meet the demands from panic-stricken
clients. See RMF 1864, p. 13.

Note that although the decree did not refer to the caixas filinis, the Bank
interpreted it as extending the new limit to its provincial offices as well.
Decree 3307.

Together with Decree 3308, the other piece of legislation to arouse most
opposition was the appointment, by the government, of inspectors, who
would oversee the liquidation of the major casas bancirias in difficulty
(Decree 3322, of 22 October 1864 ). Not only would these inspectors be
handsomely paid (by the businesses undergoing liquidation) but also they
were often leading politicians of the time. Thus, Souza Franco was chosen
to supervise Casa Souto, Ferraz took the house of Gomes & Filhos, and
Paranhos (Visconde de Rio Branco), Montenegro, Lima & Cia. and
Oliveira & Bello. Nabuco (1997, Vol. 1, p. 471, footnote 2). Incidentally,
both decrees (3308 and 3322) were for the most part drafted by Senator
José Thomas Nabuco de Aragjo, by then a highly respected jurist, but not
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a member of the cabinet in power. Nabuco’s crucial participation in the
events that followed the 1864 commercial crisis went unnoticed to most
contemporaries, until they were unearthed by his son, Joaquim Nabuco,
when writing the biography of Senator José Thomas, which remains, after
more than a century, one of the best histories of the Brazilian Empire.
Overall, 95 firms (in all sectors) declared bankruptcy in Rio between 10
September 1864 and 31 March 1865. Also significant was the number of
bankruptcies prior to the house of Souto closing its doors on September
10 (112 in all). This indicates the extent of the hardship under which the
capital’s market was under throughout the year. Data on bankruptcies
from Caldgeras (1910, p. 142).

Figures are from the statistical Annex to Relatorio da Commissio de
Inquerito de 1864 (1865).

For a comparison of the reactions to the 1857 and 1864 crises in Brazil, see
Villela (2000b).

Provincial offices played a less prominent role in the provision of liquidity
to the market, reflecting the marginal impact of the crisis outside Rio de
Janeiro.

The house of Bahia & Irmaos and the Rural & Hypothecario endured the
largest withdrawal of deposits during the crisis—16,000 and 15,000 conzos,
respectively (ibid.).

Banker’s Magazine, Vol. 24, November 1864, p. 1006.

Jornal do Commercio, cited in Pacheco (1979, Vol. II, p. 221).

Ibid. The extent of the controversy generated by the official measures
implemented to tackle the crisis can be gauged by a one-page daily bulletin
that began circulating on 12 September. The Boletim Commercial main-
tained a rabid anti-government, anti-Portuguese (and anti-Semitic) tone
throughout its short life of some twenty issues. The leaflet was adamantly
opposed to the extra-legal measures decreed by the government, as well as
the decision to expand liquidity and suspend convertibility. See Boletim
Commercial, No. 18, 1 October 1864.

Testimony collected by the enquiry into the crisis of 1864, cited in Pacheco
(1979, Vol. 11, p. 222). Unsurprisingly, the 1865 Relatorio da Fazenda
congratulated itself (and the Bank of Brazil) for reacting to the crisis in the
right manner, that is, by suspending convertibility and lending liberally.
See RMF 1864, p. 13.

Villa (2016).

Relatorio da Commissio de Inquerito de 1864 (1865). The organization of
the 1864 report was in many ways similar to that of its 1859 predecessor,
although the final text is not as illuminating, perhaps because only 19 of
the 79 individuals invited by the Commission ended up being
interviewed.
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Vieira Bueno would serve as President of the Bank of Brazil from January
to April 1866.

Although far from being a synthesis of the testimonies heard on the occa-
sion, the commissioners added that the 1864 crisis was (rather implausibly)
the result of the “monetary excesses” that followed the events of 1857.
Later commentators, who more often than not just repeated the conclu-
sions of contemporary reports, shared this diagnosis. See, for example,
Ortigdo (1914, p. 73).

See, for example, the account of the crisis given by the Minister of Finance,
in RMF 1864, pp. 12-5.

As a result of this official neglect, private banks were not required to file
financial statements to the government and, therefore, have left very little
record of their operations. A similar problem also besets the study of the
early financial history of the United States. For a discussion, see Sylla
(1976) and comments by L. Davis and T. Cochrane in the same volume.
These debates will be briefly revisited in Chap. 5. For a more detailed dis-
cussion of the monetary controversies at the time, see Villela (2001).
Contemporaries put the combined issue of vales by the banks that failed in
1864 at 30,000 contos. Relatorio da Commissio de Inquerito de 1864 (1865,
Annex C, p. 52).

It is estimated that another eight casas bancdrias (for which no data has
been unearthed so far) survived the crash, which indicates that this seg-
ment of the banking sector attracted an even larger share of total deposits
in the capital. See Villa (2016).

These points will be taken up again in Chap. 5 in connection with a discus-
sion of long-term trends in monetary policy during the Second Reign.

In part, this process was boosted by the operation of the English banks,
which arrived in Rio in the first half of 1863. See Jones (1977). By 1865,
total (sight + interest-bearing) deposits accounted for 30% of the money
supply (M2), up from 20% in 1855. Calculated from data in Brasil, IBGE
(1990, p. 535).

Of course, a nominal money supply at the same level as four years earlier
may have constituted a real (inflation-adjusted) contraction, especially if
both the price level and the economy were growing.

See Table Al in the Appendix for yearly data on outstanding note issues,
by issuer.

This is, for instance, Cavalcanti’s view, according to whom the root of the
crises lay in the contraction of the money supply attempted through the
1860 legislation. ‘In one word, it was the abuse of the public powers
against the abuse of credit, by restricting the circulating medium at a time
when business was expanding fast, which caused the suppression of the
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partial movements [ ...] of the great economic mechanism, which was thus
forced to an abrupt halt’. See Cavalcanti (1893, Vol. 2, p. 279).

71. Other contributing factors to the crisis, according to Schulz, were the
increase in Bank (of England) Rate—mostly as defense against a reduction
in Britain’s foreign reserves—and fears surrounding Brazil’s military
involvement in the River Plate, prompting hectic speculation in the Rio
money market. See Schulz (1996, pp. 42-3).

72. See also Vianna (1864, p. 5).

73. Cited in Pacheco (1979, Vol. 11, p. 241).

74. The point was made bluntly by the Minister of Finance in May 1865. ‘It is
undisputedly pernicious to industry and the finances of the State that the
circulation of values be made by [...] inconvertible paper, especially when
this issue is entrusted to a private entity, which finds in the expansion of the
faculty to issue a source of profits’. RMF 1864, p. 14. The government’s
message was clear: ‘it is [...] absolutely paramount that the Bank of Brazil
put itself as soon as possible in a condition such that its circulation becomes
solid, relying exclusively on the trust it deserves, and resume convertibility;
otherwise, and especially if the amount of paper increases, its value will no
longer be equivalent to the metal it represents’ (ibid.).

75. On the Paraguayan War, Marques (org.) (1995), Costa (1996), and
Doratioto (2002).

76. The first casualty of the decision of the Committee would be Minister of
Finance Dias de Carvalho, a long-time director of the Bank, who resigned
in protest on 7 March.
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CHAPTER 4

The Treasury as a Monopolist
Note-Issuer: 1866—89

4.1 REVISING THE AGREEMENT WITH THE BANK
OF BrAZIL

At the start of the 1866 legislative session, in May, the new Minister of
Finance, Jodo da Silva Carrio, presented a bill designed to curb the Bank
of Brazil’s right of issue and to restore stability to the monetary system
through a return to gold.! His proposal aimed at requiring the Bank to
withdraw part of the stock of notes in circulation until it reached twice its
reserve fund (or 50,000 contos, whichever was lower). At this point, the
Bank was to resume convertibility of its notes. The joint Finance and
Special Committee of the Chamber of Deputies endorsed the main points
of the bill (Cavalcanti 1893, Vol. 2, pp. 281-9).

Simultaneously with the Minister’s proposal, two petitions were sent to
the Chamber of Deputies, one from the directors of the Bank of Brazil, the
other by representatives of fazendeiros from the province of Rio de Janeiro.?
The Bank attempted to justify the state of the monetary circulation at the
time by arguing that had it acted selfishly at the outbreak of the Souto cri-
sis, it could have easily sat back, suspended its discounting operations, while
continuing to redeem its notes on demand (presumably, in Treasury notes).
However, perceiving the gravity of the situation, and conscious of its weight
in the Rio money market, the Bank had decided to ask the government for
permission to increase its issues.® With this, it sought to provide the neces-
sary liquidity to institutions in distress, thus performing the role of a lender
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of last resort. The Bank was confident that, soon after that ‘abnormal state’
had passed, the volume of notes in circulation would resume the levels
reached prior to the crisis, had it not been for the onset of the Paraguayan
War and the accompanying demands of the Treasury.*

For its part, the petition signed by fizzendeiros of the province of Rio de
Janeiro, very short on specifics, urged the Bank to reduce to 6% the rate of
discount it charged comissirios. The latter, in return, would commit to
lending the money to the agricultural sector at 9%.°

The Bank’s petition was dismissed. Yet, planters’ pleas were partially
addressed by the new arrangement envisioned for the Bank, which would
sct up a mortgage department.® In the meantime, the Minister of Finance
appointed Jequitinhonha to head the Bank of Brazil, on 22 April 1866.
This was an attempt to rein in an institution thought to have become
increasingly unruly (Pacheco 1979, Vol. 11, pp. 276 tf.). Under the prod-
ding of Jequitinhonha, and in face of opposition from part of its director-
ate, the Bank found itselfin a corner. At the same time that the government
demanded that the Bank show restraint in its issuing activities and effect a
quick return to convertibility, it also required the institution to discount
increasingly large amounts of Treasury bills. Additionally, and against the
Bank’s will, the government asked for help in obtaining essential hard cur-
rency needed to purchase war matériel abroad.

Throughout the month of June, the government displayed the same
ambiguity, as news of the crash of Overend, Gurney & Co., in Britain,
brought nervousness to the major markets of the Empire. This led to a run
on many institutions, including the London & Brazilian Bank, which
turned to both the government and the Bank of Brazil for help.” At that
time, the Bank was operating at the limit of its issuing powers and, there-
fore, sought advice from the government on how to proceed. On 14 June,
Minister of Finance Carrdo replied that he was awaiting the outcome of a
bill under discussion in Parliament, which would have allowed an increase
in the Bank’s rights of issue.® Five days later, Carrdo gave his consent to an
assistance to the London and Brazilian Bank, while urging the Bank of
Brazil to do its utmost to keep issues within the assigned 3:1 ratio (Pacheco
1979, Vol. 11, 285-7).? Shortly afterward, and upon hearing the opinion
of the financial community in Rio, the government temporarily relaxed
the limits on the issues of the Bank. From then on, both the Bank and the
Treasury were able to provide discount facilities against solid securities,
thus enabling the London and Brazilian Bank to meet its demands for
discounts.'®
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Amid the turbulence of the day, the Olinda cabinet began to show the
first signs of internal strife. On 11 June 1866, the Minister of Agriculture,
Anténio Francisco de Paula e Sousa, had taken the initiative, ‘in a private
capacity, as a deputy’, to present to the Chamber his own bill aimed at
dealing with the ‘events of June’ (i.e., the fallout from the Overend,
Gurney crisis).!! The main points of the new proposal consisted of allow-
ing the Bank of Brazil and the government to jointly issue up to 12,000
contos, while giving the former unlimited powers to discount Treasury bills
in excess of its normal limits (Pacheco 1979, Vol. 11, 284-5).

The opposition in Parliament could not fail to point out the sheer con-
tradiction of the bill, coming as it did through the hands of a cabinet
member, and at odds with the earlier bill submitted by Carrio (ibid.,
pp. 145-7).1> To make matters worse, earlier in April the Minister of War
(and author of the 1860 banking and corporate law), Ferraz, had called
for the “regeneration” of the Bank of Brazil, in the Chamber of Deputies
(Nabuco 1997, Vol. I, p. 633, footnote 4).!* Clearly, ministers were not
speaking with one voice on an important issue at a critical juncture.
Nevertheless, by 30 June, before any decision had been taken on either
bill, the Bank was already exceeding its issuing limits by more than 9600
contos (Nabuco 1997, Vol. 1, p. 635, footnote 7).

On 3 July, and while the texts from the Ministry of Finance and Paula
e Sousa (Agriculture) were being debated in the Chamber of Deputies,
senator Silveira da Mota (Liberal for the province of Goids) took an alleg-
edly individual initiative to submit a different bill to the upper House.
Essentially, he proposed a revision to the contract signed between the
government and the Bank of Brazil in 1853. If turned into law, it would
imply a termination of the right of the Bank to issue notes, turning it into
a bank of deposits, discounts, and mortgages only.'* In addition, the bill
envisaged that the Bank be required to sell its metallic reserves to the gov-
ernment. After some deliberation, and in spite of the disapproval of the
then Minister of Finance (Carrdo), the Finance Committee of the Senate
endorsed the Silveira da Mota text, with a few modifications.'®

It is noteworthy that the final draft of the Senate bill bore the imprint
of the two leading financial experts of the day—Itaborai and Souza
Franco—both of whom were the spiritual leaders of the opposing “schools”
of thought on banking and monetary affairs. At that point, the two men
showed signs of fatigue after more than a decade of disputes between
metalistas and papelistas. Both had modified their earlier positions and, in
a way, moved toward a common middle ground. Itaborai, by admitting an
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end to the issuing powers of his own brainchild.!® Souza Franco, in turn,
having seen his worst fears about circulating banks running amok come
true, thought best to do away with the issuing powers of the Bank. If the
price for the restoration of a sound currency was the institution of a gov-
ernment monopoly of issue, they reasoned, so be it. Their joint statement
summarized the final opinions of the Finance Committee of the Senate on
the Silveira da Mota bill. In addition, it signaled a truce between monopo-
lists and advocates of plurality of issue after years of bitter dispute:

Invested, for more than two years, with legal tender status, and during this
period having increased the issues of its head office by almost twice (the
amount) in early September 1864; with two-thirds of its portfolio com-
posed of bills which cannot be discounted in the short-run, or of difficult
and doubtful liquidation, the Bank of Brazil can no longer satisfy the essen-
tial conditions of when it was created. If its right to issue notes is not
revoked, it will remain, as now, merely a paper-money factory, steered at the
whim of its directorate, without support nor intervention from the General
Legislative Assembly, and subject only to governmental inspection, which
has, unfortunately, encouraged, instead of prevented, the abuses which led
the monetary circulation to its present state.!”

The opinions uttered by the two financial statesmen delivered the final
blow to a crumbling cabinet. Paula e Sousa, the Minister of Agriculture,
saw much in common in the bill finally approved by the Senate and his
own, and came to its support. Minister of Finance Carrdo, as already
noted, was opposed to the Silveira da Mota proposal finally embraced by
the Senate. Prime Minister Olinda, in turn, showed increasing signs of
failing health. All ingredients were in place for an administrative reshuffle.
This came about in the early days of August 1866 when, upon the resigna-
tion of the 1865 cabinet, the Emperor summoned once again Zacarias to
occupy the chair of President of the Council of Ministers.

Deeming control of the Bank of Brazil strategic for his efforts to
tackle the financial difficulties facing the government, Zacarias soon
sacked the Visconde de Jequitinhonha as head of the Bank. Former
Minister of Finance, and leading metalista, Torres Homem, replaced
him. Jequitinhonha did not leave silently. Speaking soon afterward, in
the Senate, he would criticize the government for its ongoing attacks
against the Bank, positioning himself against the Silveira da Mota bill.
Jequitinhonha insisted that the only reasons why the Bank failed to
remain within the limits on its note issue had been precisely its operation
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as a lender of last resort during the Souto crisis and, ever since, its dis-
counting of government paper. Zacarias was unimpressed. On 9 August,
he formally endorsed the modified version of the Silveira da Mota bill
being debated in the Senate, insisting that it was better than the one
presented by his predecessor, Carrdo. Not only did it propose measures
to revamp the Bank of Brazil but, crucially, ‘afforded the government
the means to face the deficit’ (Pacheco 1979, Vol. I1, p. 318).!® The real
motive behind the coming Law 1349 could not have been presented
more candidly.

Debates in the Senate continued until late August, when the proposal
was approved and sent to the Chamber of Deputies. In the lower House,
discussion was less vibrant and shorter. In the end, and with minor modi-
fications, the bill from the Finance Committee of the Senate left Parliament
to receive Imperial sanction, becoming Law 1349 on 12 September 1866.

The new law turned the clock back to the 1830s, when the Treasury
was the sole issuer of paper currency in the Empire. Apart from revoking
the right of the third Bank of Brazil to issue notes (Article 1, paragraph 1),
it allowed for the purchase of its metallic fund (paragraph 2), a crucial
resource in the war effort. The determination to replace the Bank’s issues
with Treasury notes was provided for with paragraphs 4 and 6, the latter
having established a timetable for conducting the retirement of Bank of
Brazil paper. The creation of a mortgage department (paragraphs 1 and
2), in turn, arose out of the belief that it would be able to address the
demands of the rural sector. Finally, the exceptional nature of the mea-
sures, at least as regards the issue of government fiat money, was acknowl-
edged in paragraph 8, which envisaged a gradual retirement of this type of
paper after the war against Paraguay was over."

In practice, Law 1349 implied the retirement of one class of paper and
its replacement by another: unbacked Treasury notes would gradually take
the place of notes issued by the Bank of Brazil (which at the time were also
inconvertible). Thus, with the outlay of 40.6 thousand contos made by the
Treasury, an equivalent amount of Bank notes would be removed from
circulation.?® Yet, the government’s objective was more prosaic than this
swap of (then) inconvertible private notes for official paper money. First,
the law allowed it to get hold of the metallic reserves of the Bank. Second,
by taking over the Bank’s issuing powers, the government could hence-
forth finance itself directly, instead of having to rely exclusively on debt, as
had been the case until then. This latter point was crucial, in light of the
widening budget deficit (Table 4.1).
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Table 4.1 Revenue and expenditure of the imperial government, 1860-1 to
1870-1 (in contos)

Financinl Revenue Expenditure Balance
year

1860-1 50,052 52,358 -2306
1861-2 52,489 53,050 -561
1862-3 48,342 57,000 -8658
18634 54,801 56,494 -1693
18645 56,996 83,346 -26,350
1865-6 58,523 121,856 -63,333
1866-7 64,777 120,890 -56,113
1867-8 71,201 165,985 —94,784
1868-9 87,543 150,895 -63,352
1869-70 94,847 141,594 —46,747
1870-1 95,885 100,074 —4189

Source: Table A6, in the Appendix

At the time the Law of Impediments was implemented, in 1860, the
budget deficit was still manageable, with expenditures not exceeding rev-
enues by a large margin. However, by the mid-1860s, as the Paraguayan
War broke out and the need for additional resources arose, it widened
considerably. Combined expenditures of the Ministries of War and Navy
jumped from an average of 40% of the total in the mid-1850s to 60% of a
much larger budget at the height of the conflict in 1867-8.2! Clearly, the
government had to find other sources of finance.

With a view to obtaining the necessary resources to pay for the increas-
ing expenditures of the imperial government, Zacarias turned to Parliament
for permission to go ahead with an issue of 45,000 to 50,000 contos in
Treasury notes. The usual opposition to “over issue”, “recklessness”, and
“abuse” was mustered in both Houses, dragging the discussion well into
the legislative year.?? Finally, on 28 September 1867, Law 1508 autho-
rized the government to issue up to 50,000 contos, which it promptly did.?

The exchange rate, meanwhile, felt the blow. Between December 1867
and early 1868 it dropped sharply, from around 19d to a low of 14d in
mid-February, ahead of the arrival of news of the decisive military victory
at Humaitd.?* Subsequently, it recovered its earlier level and stabilized at
19-20d in April.® By then, Zacarias’s hold on his post showed the first
signs of weakening. Three months later, he was replaced as Prime Minister.
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The Emperor, breaking with all tradition in a parliamentary system,
invited Itaborai, old-time Conservative, to preside over a new cabinet
amid a Liberal-controlled Assembly. Itaborai was also entrusted, as
Minister of Finance, with solving the financial difficulties in which the
Empire found itself because of a long and costly military conflict. The
remaining cabinet members were experienced politicians as well. The new
administration included Paranhos at the Ministry of Foreign Affairs and
José¢ Antonio Pimenta Bueno (Marqués de Sdo Vicente) as Minister of the
Empire (Interior).

In order to increase his room for maneuvre, Itaboraf asked the Emperor
to dismiss the Chamber of Deputies, to which the monarch agreed. Taking
advantage of the dissolution of the lower House, and before a new one
could convene, the Executive passed Decree 4232 on 5 August 1868,
authorizing an additional issue of up to 40,000 contosin Treasury notes in
order to meet pressing needs linked to the war effort.?¢

In the preamble to this decree, Itaborai admitted that the Executive
was acting beyond its powers, but had decided to go ahead in view of the
urgency of the situation (Pacheco 1979, Vol. 11, pp. 416-9).>” Shortly
afterward—and on top of the earlier note issue—a new Decree (No. 4244,
of 15 September) gave permission to the Ministry of Finance to contract
a domestic “gold” (exchange-rate-indexed) loan of up to 30,000 contos.
This was intended as a means to extend the maturity of debt—deemed
excessively reliant on short-term (less than one year) /etras—and reduce
the need for the issue of paper money.

Subscription to this issue of the National Loan (Empréstimo Nacional)
exceeded all expectations and reached 120,000 contos, a sixth of which
came from the Bank of Brazil (SA], 7 November 1868, p. 12). This sig-
nificant demand suggested both the existence of substantial resources in
the economy, awaiting profitable investment opportunities, and the good
reputation of the imperial government.?® In the end, a proportional distri-
bution was made in order to accommodate all investors, who bought the
Treasury bonds (apdlices) at 90% of their face value and were guaranteed
6% interest annually. From then on, issues of bonds of the consolidated
imperial debt would become the main source of deficit financing.
Accordingly, payments of interest on the domestic debt would take up a
growing share of government expenditures, the cost having increased
from 4800 contosin the 1864-5 financial year (5.8% of total expenditures)
to 17,200 contosin 1870-1 (17.2% of outlays).?®
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Table 4.2 Liabilities of the imperial treasury, 1864-71 (in contos)

Long-term debt Short-term debt Treasury notes
(apolices) (letras)
1864 76,777 4 8248.5 28,300
1865 80,376.4 29,174.0 28,100
1866 90,442.2 38,986.8 38,900
1867 106,350.6 59,572.7 72,000
1868 125,206.7 72,705.6 115,900
1869 191,076.5 64,575.3 143,900
1870 234,312.0 42.,586.1 150,700
1871 280,456.9 18,632.5 150,900

Sources: For apélices and letras, RMF, various issues; Treasury notes, from Brasil, IBGE (1990, p. 544)

Notes: Figures for apilices are as of March. Other data refer to end of year

The short-term effect of Decrees 4232 and 4244 on the structure of
imperial government liabilities was a decrease, after 1868, in the share
composed of /etras and the growing reliance on apdlices to finance current
expenditures (Table 4.2).3°

The reverse side of the decline in the use of letras was a ballooning of
the outstanding stock of apodlices and notes. The consolidated domestic
debt reached a staggering 280,000 conzosin March 1871 (a 250% increase
on the amount outstanding at the outbreak of the War). Meanwhile, the
end to the issuing rights of the Bank of Brazil, in 1866, made way for a
four-fold increase in outstanding Treasury notes, which totaled more than
150,000 contos as of December 1871.3! Total note issuc (Treasury + pri-
vate banks), in turn, grew by more than 60% (or approximately 75,000
contos) between December 1866 and December 1870 (Table 4.3).32

The War of the Triple Alliance ended on 1 March 1870, with the death
of the Paraguayan leader, Solano Lopez. Months before, deeming that the
conflict could not last for much longer, parliamentary debates were
increasingly directed to the issue of the emancipation of slaves. Speaking
in the Senate on 17 June 1869, Nabuco de Aratjo demanded from the
government a clear position on the subject. He claimed that, in spite of its
inclusion in the Speech from the Throne for two consecutive years, no
proposal was forthcoming from the Conservative administration (Nabuco
1997, Vol. 11, p. 789).

One year later, Nabuco insisted on the gravity of the situation, pointing
out to the Emperor that the Liberals, then in opposition, did not have the
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Table 4.3 Brazil: total notes outstanding, 1866-71 (in contos)

Treasury notes % Banknotes % Total
1866 33,253.8 28.2 84,580.4 71.8 117,834.2
1867 60,164.7 49.1 62,357.7 50.9 122,522 .4
1868 120,629.7 68.1 56,512.0 21.9 177,141.7
1869 150,687.4 77.7 43,133.3 22.3 193,820.7
1870 151,916.1 78.9 40,727.6 21.8 192,643.7
1871 150,833.5 79.7 38,329.5 20.3 189,163.0

Source: RMF 1871, p. 17

Note: Figures for Treasury notes differ from those in Table 4.2 due to the different sources used

power to push through the gradual abolition of slavery. However, he
believed that there were moderate Conservative backbenchers up to the
task. The message was clear: the current Itaborai cabinet, as a representa-
tive of the older (sagquarema) generation of Conservatives, was not truly
committed to emancipation.

The turning point came with yet another Nabuco initiative—the intro-
duction, on 19 September, of an amendment to the imperial budget
determining that the government set aside 1000 contos every year to pro-
vide for the manumission of slaves. Itaborai and part of his cabinet refused
to accept this Liberal initiative, which nevertheless was welcomed by other
ministers. Among them, Paranhos, just returned from Paraguay and
resuming his post as Minister of Foreign Affairs. In view of the split in the
Conservative ranks, Itaborai resigned, making way for a new cabinet, led
by Jodo Antonio Pimenta Bueno (the future Marqués de Sio Vicente) and
with Torres Homem as Minister of Finance, to be inaugurated in
September 1870.

Shortly after taking office, the new government made an issue of 25,000
contos in apolices with the stated objective of starting to withdraw part of
the floating debt (/etras) of the Empire, which, by December 1869, had
reached nearly 65 thousand contos. Morcover, in February 1871 the gov-
ernment floated a £3 million loan in London at 89% and 5% interest
amounting to a nominal value of £3,459,000 (Bougas 1955, p. 164).
With the resources thus obtained, it sought to consolidate the short-term
Treasury debt, finance the extension of the Pedro II railroad, and to cover
budget deficits arising from extraordinary outlays by both the War and
Navy ministries.
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These loans would turn out to be one of the few notable measures
taken by this short-lived cabinet. Barely a fortnight after signing the
foreign loan, the Joio Alfredo government would be replaced by the
longest-serving cabinet of the Second Reign, headed by Paranhos (since
June 1870 Visconde do Rio Branco), who would also act as Minister
of Finance.

4.2  Tur Rio BRANCO GOVERNMENT
AND THE 1875 Crisis

The whole 1870-89 period is often heralded in the historiography as the
“age of reform” and, more broadly, commitment to change in imperial
Brazil.3* Few imperial cabinets displayed such reformist initiative as the
one led by Paranhos from March 1871 to June 1875. Among other things,
it introduced the metric system in the Empire,3 successfully carried out
the first general population census in Brazil—both in 1872—and, most
notably, managed to pass in Parliament in September 1871 the so-called
Free Womb Law.®® This, in turn, would bring the “labor question” (guestio
dn mao-de-obra) to the forefront of the political debate in the closing
decades of the Empire. A constant supply of labor for the expanding coftee
frontier, alongside cheaper capital (credit), would be the two major rally-
ing cries of the planter class in the 1870s and 1880s.

In the 1871 Report of the Minister of Finance presented to the
Assembly, Paranhos had no doubt in stating that, as regards economic
affairs, ‘the abnormal state of the monetary circulation’ constituted the
‘most important matter worthy of study and the dictates of the (lawmak-
ers’) wisdom’ (RMF 1871, p. 16). He would go on to remind members of
Parliament of the massive increase of inconvertible paper issued during the
War, comprised mostly of liabilities of the State (notes and letrasissued by
the Treasury).*® These issues, in turn, were deemed the major factor
behind what the Minister considered the ‘general disturbance of all prices
and a low (depreciated) and unstable rate of exchange, which chases away
foreign capital while injuring the country in its foreign trade’ (ibid., p. 18).
Gradual withdrawal of this inconvertible paper and its replacement by spe-
cie and convertible notes was necessary, he argued, if the country were to
reach a point of a ‘normal (monetary) circulation’ (ibid., p. 19). The latter,
in turn, supposed a rate of exchange at (or near) the “mythical” parity of
27d,/18000.



4 THE TREASURY AS A MONOPOLIST NOTE-ISSUER: 1866-89 103

Table 4.4 Average monthly rate of exchange in Rio, 1870-5 (in pence per
milréis)

1870 1871 1872 1873 1874 1875
Jan 19 75 24 3,5 24 5 26 18 26 18 261,
Feb 19 5, 24 5 24 5 26 1,4 25 75 26 1116
Mar 21 1/8 25 1/8 24 3/8 26 11/16 26 26 3/4
Apr 23 25 14 24, 26 1,4 25 11,16 26 5,8
May 23 18 25 s 24, 253, 25 15 26 7,8
Jun 22 1/8 25 1/4 24 1/4 25 3/4 24 15/16 27 3/16
Jul 22 7.8 22 3, 24, 251, 255,16 26 5,8
Aug 20 5/8 24 1/4 25 1/2 25 13/16 25 15/16 27
SCP 20 1/4 24 1/4 25 3/4 26 26 1/4 27 1/8
Oct 22 1,16 23 5, 25 3/4 25 13/16 26 7,16 27 1
Nov 22 7.8 24 5 25 75 26 26 3.4 27 716
Dec 23 7/8 24 1/2 25 13/16 25 7/8 26 5/16 24 1/16
Average 21 38 24, 24 5 25 15,16 25 75 26 15,16

Source: RMF, various issues

Looking at the data in Table 4.4, two things stand out. First—and
more strikingly—it is clear that the milréis had recovered significant
ground in the twelve months between the end of the War, in March 1870,
and the start of the Rio Branco government, in March 1871. Second, it
does appear, at first glance, as if the minister succeeded in his objective of
bringing the milréis to the 27d parity. Indeed, the rate of exchange over
the whole period when Paranhos acted as both Prime Minister and
Minister of Finance (i.e., from March 1871 to June 1875) displays a grad-
ually appreciating trend from just over 25, 5d to 27; ,15d. Nevertheless, the
government’s role in promoting this appreciation is not altogether clear.

The two tools at the minister’s disposal that could have helped achieve
the desired appreciation of the milréis were monetary and fiscal policy. As
regards the former, high-powered money (defined exclusively as the sum
of outstanding issues of both Treasury notes and private banknotes) fell by
some 13,000 contos (or 7%) between March 1871 and June 1875 and, as
such, may well have helped appreciate the milréis. However, this drop in
the monetary base was accounted for, basically, by the progressive retire-
ment of private banknotes from circulation, as mandated by the 1866 Law.
Treasury issues remained practically constant (at approximately 150,000
contos) throughout, indicating that Paranho’s plan to use budget surpluses
to withdraw (government) paper money from the market was frustrated.®”
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Estimates of the money supply (M1) in the first halt of the 1870s, in
turn, point to a relative stability between 1870 and 1874, at around
223,000 contos, subsequently retreating to 215,000 contos by June 1875.38
M2/ in turn, increased approximately 12% over the same period.®

Fiscal data for the first half of the 1870s reveal that the government did
expect an excess of revenues over outlays in the budgets presented by the
Minister of Finance to the Assembly from 1870-1 to 1874-5. Yet, in
every occasion—bar a modest surplus obtained in the 1871-2 fiscal year—
realized expenditures far exceeded estimated expenditures. This, ulti-
mately, led to substantial realized deficits and, thus, to an expansionary
fiscal policy, which was /Jess conducive to an appreciation of the currency
(Table 4.5).

While the money supply (M1) remained stable during the first half of
the decade,* credit conditions for the productive sector were far from
ideal.*! In an attempt to address the high cost of credit to agriculture, in
early 1871, the President of the Bank of Brazil suggested to its sharehold-
ers that a proposal be submitted to the government with a view to enable
the Bank to support agriculture more ‘efficiently’. As the worst effects of
the 1864 Cirisis and the Paraguayan War had been overcome, he argued,
more resources had become available in the Rio market, and this pre-
sented the Bank with an opportunity to channel part of these funds to
planters. Accordingly, in April 1872, the Bank sent a formal petition to the
Minister of Finance (Paranhos) where it recognized that interest and
amortization rates being charged fazendeiros (9% and 8%, respectively),
combined with short repayment periods (six years), conspired to make

Table 4.5 Estimated and realized central government budgets, 1870-1 to
1874-5 (in contos ‘000)

Fiscal Estimated — Realized — Estimated Realized Estimated  Renlized
year revenues  revenmues  expenditurves  expenditures result result
1870-1 94.1 97.7 83.3 100.1 10.8 —4.2
1871-2 95.8 105.1 85.7 101.6 10.1 0.7
1872-3 95.8 112.1 85.7 121.9 10.1 -11.2
18734 103.0 105.0 98.3 1215 4.7 -18.8
1874-5 103.0 106.5 98.3 125.9 4.7 -21.2

Source: calculated from data in Brasil, Ministério da Fazenda, Balangos da Receita e Despeza do Imperio,
various issues
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loans from its mortgage department less attractive to farmers, who
remained dependent on comissarios for most of their credit needs (Pacheco
1979, vol. 111, pp. 6-7).*

In return for a reduction of both interest and amortization rates to 6%
and an increase in the repayment period to twelve years, the Bank of Brazil
sought from the government a number of measures, namely: (i) an exten-
sion of'its charter for another fourteen years; (ii) a reduction of the rate at
which its notes were to be withdrawn (from 5% to 2.5% p. a.); and (iii)
changes to mortgage legislation (in particular, to the forced adjudication
mechanism,** which the Bank desired to do away with) and to rules gov-
erning the judicial sale of slaves given as collateral by debtors.

Overall, Paranhos was sympathetic to the Bank’s requests, noting only
that, in view of the benefits accruing to the Bank from a slower pace of
withdrawal of its notes in circulation, the rate of interest charged custom-
ers should be even lower (5%), with amortization set at 7% annually (ibid. ).
The Bank’s petition, turned into an Executive bill, was duly referred to
Parliament in May 1872, but shortly afterward, the Chamber was
dissolved.**

As the new Chamber convened, in 1873, the bill came under attack
from several deputies. Tomds Coelho de Almeida, an influential landowner
from the cane-growing region of Campos dos Goytacazes and Conservative
deputy for the province of Rio de Janeiro, was one of the most vocal critics
of the proposed changes to the statutes of the Bank of Brazil. In his opin-
ion, with the new contract that was signed with the government in 1866,
the Bank had actually been rescued from collapse. He added that, under
the terms providing for the creation of a mortgage department within the
Bank, the conversion of 35,000 contos of commercial loans of poor quality
into an equal amount of collateralized credit to agriculture was a boon to
the institution. This benefit was reinforced, he reasoned, by the permis-
sion the Bank received to withdraw its notes from circulation over more
than a decade (ACD 1873, Tome I, pp. 231-5). Deputy Pereira da Silva,
a Director of the Bank of Brazil, as expected, positioned himself in favor
of the bill, while maintaining that rural credit was still hampered by several
obstacles, notable among which was the institution of forced adjudication,
which limited banks’ incentives to offer credit backed by rural property
(Pacheco 1979, vol. 111, p. 19).

The bill was approved after debate in the Chamber and was sent to the
Senate, where it withstood another barrage of attacks. In the end, an
amended version was ultimately approved and the bill returned to the
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lower House. On 11 September 1873, the final version passed the vote in
the Chamber and, following the Emperor’s sanction, became Law 2400
on 17 September (ibid.).

The Law’s main provisions included: (i) a reduction in the rate of retire-
ment of notes issued by all banks created by decree in 1857-8, from 5% to
2.5% annually; (ii) an extension of the Bank of Brazil’s charter for another
fourteen years, provided its mortgage loans did not drop below 25,000
contos; and (iii) a cap on the rates charged by the Bank’s mortgage depart-
ment (at 6% interest and 5% amortization).*®

Months before passage of the Law, news of the 1873 international crisis
arrived in Brazil. In a letter dated 15 May and sent by its correspondent in
London, Rio’s Jornal do Commercio reported on the decision taken on 11
May by the Bank of England to increase its rate of discount from 4%2% to
5%, with further rate increases being expected by the market.*® The cor-
respondent went on to explain the origin of the panic (in Vienna) and its
spread to Berlin and Germany as a whole, couching the Bank of England’s
policy decision in terms of the need to protect its gold reserves. He also
added that prices for bonds of both the Brazilian and Argentinean foreign
debts were adversely hit, as expected (Jornal do Commercio, 12 June
1873, p. 2).¥

In sharp contrast to events in 1857, the effect of the news on the Rio
foreign exchange market was negligible. The milréis, which in early June
was quoted at 26d — 26'%d, lost some ground, falling to 25% in subse-
quent weeks and remaining at a similar level for the rest of the year.

The “real” economy does not seem to have been greatly affected either
by news of the financial panic in Europe—and, later, in the United States.
On the contrary, a number of indicators suggest that the economy was in
the midst of a recovery from the difficulties arising from the long war
against Paraguay.*® For instance, the rate of railway and telegraph exten-
sions, coffee exports and prices, and central government tax receipts all
seemed to indicate a buoyant economy barely touched by news of the
turmoil overseas.*

This apparent calm notwithstanding, in October 1873, the Maud Bank
(Banco Maui & Cia.) approached the Bank of Brazil with a loan request
for 1000 contos (£108,000).5° At the time, it was still reeling from the
effects of a (second) run on its branch in Montevideo, which had taken
place in February 1869 and forced it to suspend payments.®! Two years
later, the Maud Bank was still suffering from the losses incurred by its
affiliate. Its deposit base (demand + time) had dropped from 47.7 thou-
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sand contos in December 1867 to just over 21.3 thousand contos in
December 1869.52 The Bank of Brazil agreed to provide the loan asked by
Maud, considering the businessman’s timely payment of previous loans
extended by the Bank as well as the quality of the assets being offered as
collateral in the present credit operation (Pacheco 1979, vol. 111, p. 34).

Still, this did not mean that all was well with Maud’s business ventures.
In early March 1874, the Maud Bank once again contacted the Bank of
Brazil. This time, it sought permission to draw on £40,000 it had previ-
ously deposited in the Bank as security for a loan, giving in exchange a bill
for 360 contos (the equivalent of the amount in sterling) due in twenty days.
The hard currency, Maua claimed, was needed to attend to an urgent
necessity of his bank’s branch in Montevideo (ibid., p. 36). In the end, the
Bank acquiesced and granted the loan.

Six weeks later, on 25 April, the Board of Directors was informed of yet
another appeal from Maud. This time, it involved a loan of up to 2000
contos (£240,000) to help his business group weather the ongoing mon-
etary crisis in Montevideo and the stagnation in export activity (coffee,
mostly) in Santos, both of which, he claimed, were creating great hardship
for his business. Assets offered in guarantee comprised shares in two of
Maud’s companies operating in Uruguay with cattle raising and the pro-
duction of beef extract. This collateral would be supplemented by a power
of attorney entitling the Bank of Brazil to receive from the Treasury 1000
contos due Maud on account of studies prepared by his firm for a planned
railway line linking the provinces of Parand and Mato Grosso (ibid.).

Given that the statutes of the Bank of Brazil banned the acceptance of
collateral consisting of shares with no price quoted in Rio, the majority of
its Board of Directors turned down the loan. The decision went against
the President’s recommendation, and was in no small measure influenced
by Maud’s incapacity to honor the 360 contos bill, which had been given as
guarantee for the previous loan (ibid., p. 37).

At the time, economic difficulties appeared to be confined solely to
Maud’s business ventures. Indeed, the behavior of the exchange-rate mar-
ket in Rio through the better part of 1874 suggests that the Brazilian
economy displayed a healthy state overall. The rate of exchange—in a
sense, a “barometer” of the general shape of the economy and of agents’
expectations—averaged 257 /8d, just a notch below the average quotation
of the previous year. Still, momentary shocks to an otherwise stable mar-
ket did occur in June, amid rumors of a possible conflict with Argentina
over border disputes around Paraguay, and again in October, when the
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government officially recognized facing troubles in trying to float a loan
in London (RCJC 1874, p. 38). Yet, nothing that could indicate that a
crisis in the Rio market was brewing in the horizon, the origins of which
were not in the industrializing economies of the North Atlantic, but in the
small Republic of Uruguay.

On 15 January 1875, in the aftermath of a coup d’état that brought
Pedro Varela to power, the Uruguayan government allowed the Junta de
Crédito Puablico to issue 3 million pesos worth of inconvertible currency,
sending shock waves through the local monetary market and producing a
run against, among others, the Maua Bank (Millot and Bertino 1991,
Tome II, pp. 433—4). In anticipation of this, in early January, Maud had
instructed the manager of the head office of his bank in Rio to secure
£200,000 in gold from London, which were to be sent in the next steamer
to Montevideo, where it would be used to calm depositors. The opera-
tion, ultimately, fell through, as the Banco Alemao Brasileiro (Deutsche
Brasilianische Bank), which would finance the operation, was unable to
raise the necessary resources. As a result, the Maud Bank in Montevideo
ran out of specie and was forced to shut its doors after operating for almost
two decades in the country (Caldeira 1995, pp. 497-9).

The strain on Maud’s banking empire reverberated in Rio. In a meeting
of the Board of Directors of the Bank of Brazil on 23 February 1875, its
Vice President mentioned the “tightness” then prevailing in the money
market. In light of this, he had instructed the mortgage department to
slow down the concession of new loans and, furthermore, was seeking
permission from Board members to approach the government for a 2100
contos loan backed by apolicesin its portfolio. Permission was duly granted
(Pacheco 1979, vol. 111, p. 46).53

On the meeting held on 4 March, the Vice President notified Board
members that the abnormal circumstances of the market persisted, aggra-
vated by ‘some difficulties with discounts’. He added that the government
was willing to assist the Bank, for not only did it approve the loan request,
which had been made earlier, but also the Minister of Finance himself (Rio
Branco) had indicated that more resources could be made available if
needed in order to calm the market (ibid., p. 47).

A few days later, Maud’s troubles would be laid firmly at the Bank’s
doorsteps. When the Board convened on 8 March, directors were informed
of'a new loan application made by the financier. This time, the Maua Bank
sought 800 contos (£89,200) to help in dealing not only with the fallout
from its operations in Montevideo but also the pressure being felt in the
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Rio market. As the collateral it offered (the proceeds Maua expected to
receive from the Treasury for the feasibility study on the railway line con-
necting Curitiba to Miranda) was deemed insufficient, once again, the
request was turned down (ibid.).

Still, the next day the Board met extraordinarily to deliberate on a new
loan request from Maud—now for 1500 contos (£167,200)—backed by a
different guarantee: the endorsement of the Banco Alemio. If approved
by the Board, Maud would withdraw an equivalent amount in apdlices
deposited in the Bank as collateral for a previous operation.

This time around—and somewhat surprisingly, in light of subsequent
events—the directors were unanimous in giving the go ahead to the oper-
ation. Arguments in favor of the decision highlighted the Bank’s stake in
approving the loan, given its position as Maud’s foremost creditor, the
latter’s past efforts in reducing its reliance on the Bank of Brazil, and the
trust provided by the endorsement of the Banco Alemao. This bank, it was
noted, had never fallen foul of its commitments toward the Bank of Brazil,
with whom it maintained significant businesses (ibid., p. 48).

In May 1875, a full-blown crisis unfolded. On an extraordinary meet-
ing held on the 5th, the Board of directors of the Bank of Brazil convened
to debate a request made by the Banco Nacional for a loan for 2000 contos
(£224,000), to be backed by commercial paper. Participants noted that
the Nacional already owed the Bank 1900 contos and that the quality of'its
credit had become dubious. Furthermore, Board members remarked that
the turbulence currently experienced by the market was visible and that, as
such, the Bank of Brazil should proceed with the utmost prudence, espe-
cially considering the low level of its reserves (which stood at only 1500
contos, against demand deposits in excess of 23,000 contos).>* The loan was
denied (Pacheco 1979, vol. 111, p. 48).

Two days later, on yet another extraordinary meeting of the Board, the
acting President briefed directors on a reunion he had attended the day
before at Minister Paranho’s residence, and at which the presidents of
other banks and the capital’s main financiers were present in order to dis-
cuss ‘the state of the (Rio) market’. Participants agreed that this state was
“difficult”, marked by retrenchment of capital and overall wariness, and
that this should be attributed mainly to maturity mismatches in banks’
portfolios.®® As for solutions to these difficulties, those present urged the
Treasury to advance resources at its disposal to the banks, thus acting as a
lender of last resort.>
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On the session held on 11 May, the Board debated an application made
by the Banco Nacional for a new loan, this time consisting of an advance
ot 2000 contosin apolices against various assets in its portfolio. The request
was unanimously turned down, with directors citing the Bank of Brazil’s
need to retain those apdlices in view of its low cash reserves (now down to
just 800 contos), as well as the Nacional’s reckless lending activities, which
had saddled it with a poor credit standing (Pacheco 1979, vol. 111, p. 49).
The next day the Nacional folded.

On 15 May, the directors of the Bank of Brazil convened again to
discuss the latest request made by Maud. The Bario had approached
the Bank for a 3000 contos (£337,000) loan, to be received in apélices,
and guaranteed by shares of Maud’s Cia. Agricola Pastoril (Caldeira
1995, pp. 499-503). Once more, the Board of Directors decided in
unison against the loan. Two days later, on 17 May 1875, the Maud
Bank suspended payments and went into receivership (Schulz 1996,
pp. 45-7).%7

Much as the month of May should be seen as the climax of the 1875
crisis, there were signs that the Rio market was already undergoing ditfi-
culties earlier in the year. And this shows up in both the financial press and
in the minutes of the debates in Parliament. Regarding the former, in a
column dated 24 February that appeared in the Jornal do Commercio, the
author describes the Rio money market as being ‘hampered’ (peado in the
original), ‘with money hard to obtain even against solid collateral, all this
indicating either excessive wariness or the exhaustion of all available
resources’ (Jornal do Commercio, 24 February 1875, p. 1).

In Parliament, the issue of a possible crisis in the Rio market was raised
soon after Senate convened for the first session of the legislative year, on
19 March. In the occasion, Zacarias de Gois e Vasconcellos (who had
thrice served as Prime Minister and, in his last term, also as Minister of
Finance) read in the Senate floor an internal memo from the Banco
Alemio, dated 27 February. In this document, the bank alluded to hard-
ships in the Rio money market, urged the government to take ‘forceful
measures’ in order to ‘remedy that evil” and informed that it had decided
that from 15 March onward it would severely limit the terms of loans
advanced to its clients (ASI 1875, vol. I, pp. 7-9).

In the same session, Zacarias asked that the Minister of Finance be
explicit about the government’s stance on the matter. In other words, that
he clarify whether, in the Minister’s opinion, the Rio market was, indeed,
suffering from a crisis and, if so, what ‘forceful measures’ were authorities
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willing to take in order to overcome it (ibid., p. 10). In his reply, Paranhos
admitted that, in fact, there was a shortage of credit in the Rio market and
that (commercial) transactions were not undertaken as under ‘normal cir-
cumstances’. He added that it had become impossible to secure loans col-
lateralized by either apélices or letras issued by the Treasury of late and
suggested that, under the circumstances, a bank of issue that could allevi-
ate credit conditions would be welcomed (ibid., p. 11). The matter was
further debated in a number of sessions in the imperial Senate over the
coming months.

The first reference to a “crisis” in the Rio market was made in the
Chamber by representative Ferreira Vianna (Conservative, Rio de Janeiro)
during an extraordinary session held on 20 March and while debating an
altogether lateral issue with the Minister of Justice (ACD, Sessio
Extraordindria, 1875, p. 52). The latter seconded Paranho’s statement in
the Senate on the previous day to the effect that the market was experienc-
ing, at most, a modest contraction of credit, adding that, in the absence of
major bankruptcies, alterations to the rate of exchange or to discount
rates, there was a degree of exaggeration in labelling the situation at hand
a “commercial crisis” (ibid., p. 76).

Two months later, reality could no longer be evaded. On the inaugural
session of the 14th Legislature, on 14 May, Paranhos brought before the
Chamber of Deputies a bill that, if approved, would authorize the govern-
ment to issue a sum not exceeding 25,000 contos of cither interest-bearing
letras or Treasury notes, to be used toward assisting commercial banks.>®
These resources were needed, according to the Minister, to address the
‘current circumstances affecting the Rio market and those amongst the
most important in the Empire’, and which required ‘prompt and excep-
tional measures in order to prevent the dire consequences arising from a
panic’ (ACD 1875, vol. 1, p. 79).

After three sessions of debates in the Chamber, the bill was approved
without amendments and sent to the Senate. The Finance Committee of
the upper House backed the proposal and prompted senators to debate
the matter urgently and endorse it. Despite vehement protestations by,
among others, Senators Zacarias de Gois e Vasconcellos and Silveira da
Mota, the bill was ultimately approved on 28 May and forwarded to the
Emperor for sanctioning. The following day, it was published as Law
2565, and, just as in the original bill, it authorized the government to
issue up to 25,000 contosin either Treasury bills or notes in order to assist
deposit banks.
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As it happened, Law 2565 sanctioned a policy that had been well under
way since carly March, when the Treasury made the first of 15 advances to
Rio banks, totaling just over 16 thousand contos, and consisting exclusively
of paper money (notes). Altogether, the Bank of Brazil borrowed 7.1
thousand contos (or 44%) of total funds loaned by the Treasury, with the
German Bank and the Rural & Hypothecario receiving 5.4 thousand con-
tos and 3.3 thousand contos, respectively (RMF 1876, Annex, Table 9). As
part of the total amount was redirected from monies in the budget, net
issues of Treasury notes totaled 9.1 thousand contos (see Table 5.2).
Repayment of the final instalment of these emergency loans occurred in
January 1876.

Lawmakers were not happy with the way the government handled the
crisis. Two topics dominated subsequent debates that looked into the
matter in both Houses of Parliament. First, the fact that the government
had issued paper money during the Legislative recess instead of waiting for
the new Chamber to convene. Second, allegations of misconduct in an
operation involving the transfer of resources to London by the Mau4 Bank
on behalf of the Treasury. In the latter case, the personal friendship linking
the fallen banker with the Prime Minister (and Minister of Finance) lent
itself to political use by the Liberal opposition in Parliament (Caldeira
1995, pp. 505-9). In the end, Paranhos resigned, making way for a new,
Conservative, cabinet led by the elderly war hero, Caxias, with Sinimbu as
Minister of Finance.

The 1875 crisis left a mixed legacy on the Brazilian economy.
Immediate casualties, of course, involved the failures of the Maud Bank
(and, ultimately, the collapse of his business empire) and of the smaller
Banco Alemio and Banco Nacional.* Looking at specific variables, cof-
fee prices in Rio remained stable over the course of 1875 while the aver-
age rate of exchange exhibited a moderately appreciating trend, on
several occasions exceeding the 27d/1$000 mark.®® Rates of discount in
Rio increased from 7% in February to 8-10% for the rest of the year,
while the volume of credit advanced by local banks contracted between
1875 and 1877, amid an increase in the cash /deposits ratio of the bank-
ing system as a whole.%!

Unlike his predecessor in the post, Paranhos, who in his annual report
sent to Parliament barely referred to the 1875 crisis or to the loans
extended by the Treasury to banks,*? Joio Mauricio Wanderley (Bardo
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de Cotegipe) addressed the matter over three pages in the 1876 Relatorio
do Ministerio da Fazendn. After detailing the credit operations carried
out by the Treasury in support of the three Rio-based banks (and another
500 contos advanced to banks in the province of Bahia), Cotegipe noted
the benefits accruing not only to the Rio market but also to the Treasury
itself in the shape of 365 contos in profits from the loans (RMF 1876,
pp. 25-7).

During the two-and-a-half years of the Caxias administration, two pol-
icy initiatives in the monetary and banking realm stand out. The first one
involved the ill-fated attempt to provide a further boost to mortgage
credit. Law 2687, of 6 November 1875, authorized the government to
offer guaranteed annual dividends of 5% on bonds issued by a mortgage
bank set up in accordance with the 1864 (mortgage) legislation. Capital
for this bank would have to be raised in Europe, mandatorily, and loans
were to be advanced against rural property at a maximum rate of interest
of 7% and amortized at between five and thirty years. The new Law did
not arouse investors’ interest as these mortgage bonds were deemed less
attractive than bonds of the imperial government foreign debt
(ibid., p. 24).9

The second, and more controversial, initiative took the shape of the
Treasury sale, on 23 January 1877, of 30,000 contosin apdlicesto the Bank
of Brazil. Critics of the operation argued that, in buying those apdlices
from the Treasury, the Bank was depriving the private sector (agriculture)
of sorely needed credit (Pacheco 1979, vol. 111, pp. 96-7). This transac-
tion came in the wake of'issues of the domestic-funded debt amounting to
8600 contos made in 1876 in order to help finance the budget deficit (see
Table A8, in the Appendix). This shortfall would extend over three fiscal
years (from 1876-7 to 1878-9), peaking at more than 55% of ordinary
revenues (65 thousand contos, or £6.2 million) at the end of the period
(see Table A6, in the Appendix). Issues of the domestic-funded debt were
complemented in the second half of 1877 by increased recourse to the
floating debt: between May and December, the stock of circulating letras
do Tesouro more than doubled to 45,000 contos, implying the net issue of
25,000 contos in short-term liabilities of the government over the same
period (RMF 1877, Annex, Table 35).



114 A A VILLELA

4.3  PourricaL INSTABILITY, DEBT, AND BANKING
Rerorm: THE 1880s

The end of the Caxias government in January 1878 made way for the
return of the Liberals to power after almost a decade in opposition, usher-
ing in a period of frantic cabinet reshuffles that would last until the very
end of the imperial era.®*

The first Liberal cabinet, headed by Sinimbu,% took over amid, argu-
ably, the worst episode of drought in Brazilian history—the Grande Séca
of 1877-79. Virtual absence of rainfall for an extended period led to an
estimated half'a million fatal casualties, with another 200 thousand affected
residents fleeing to other regions of the Empire, mostly to the Amazon
(Davis 2002, pp. 79-90). As part of the efforts to provide relief to the
tragedy, Sinimbu requested permission from the Emperor (in the absence
of the new Chamber, which had not yet convened) to issue up to 60,000
contosin Treasury notes during the 1877-8 and 1878-9 fiscal years.%® This
was a significant sum, as it corresponded to approximately 30% of the
expected ordinary revenues over these two years. The Emperor acceded to
the request and Decree 6882, of 15 April 1878, followed, granting per-
mission to Minister of Finance Silveira Martins to carry out the operation.®”

As expected, the decree met with harsh opposition as soon as Parliament
resumed its activities, notably from the Liberal-controlled Senate. The
Finance Committee of the upper House ruled the decree illegal and
unfounded; nevertheless, it suggested its backing by lawmakers as ‘all its
consequences have materialized and the Chamber of Deputies has
approved it, therefore ceasing the ministers’ criminal responsibilities (for
the act)’ (Pacheco 1979, vol. 111, p. 120). In the end, the government
would issue 40,000 contos to help fund the increased expenditures.®

The most visible victim of the acrimony that followed the controversial
Decree 6882 was the Minister of Finance himself, Silveira Martins, who
was replaced in February 1879 by Senator Afonso Celso de Assis
Figueiredo. Shortly after taking office, Afonso Celso approached the Bank
of Brazil with a proposal for a contract to be celebrated between that insti-
tution and the imperial government. The essence of the contract would
involve three measures:

1. The Bank would take charge of the servicing of the floating debt,
thereby opening a current account for the Treasury;

2. The Bank would provide the government with the bills of exchange
needed to service its foreign debt; and
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3. The Bank would take over functions hitherto exercised by the
Amortization Office (the issuance and withdrawal of treasury notes,
especially) (Pacheco 1979, vol. 111, p. 134).

In March, the shareholder’s meeting approved the terms of the agree-
ment with the government and, shortly afterward, a contract was signed
for the current account to be opened by the Treasury, with credit limited
to 10,000 contos.® Subsequently, sharcholders approved a change to the
statutes allowing the Bank to operate overseas in foreign exchange on its
own behalf. On 3 May, the government issued Decree 7265 approving the
said changes to the Bank’s statutes (Pacheco 1979, vol. I11, pp. 136-8).

The following month, Parliament authorized the issue of a second
National Loan consisting of bearer bonds with interest and principal fixed
in sterling. The 50,000 contos offer was heavily oversubscribed and was
used toward meeting the budget deficit and retiring part of the floating
debt. The latter, which at the time stood at just over 30,000 contos, would
drop by half'in the next twelve months (see Table A7 in the Appendix).”®

The Sinimbu cabinet ended in March 1880,”! owing to its failure to
secure parliamentary backing for a constitutional amendment that would
allow for a reform of the electoral system. Over the next five years, six
Liberal cabinets would take turns at the helm of the Executive. During
this period, the milréis would sustain the downward trend that had started
in 1875 when it briefly stood above par (27d). Thereafter, the rate of
exchange went into freefall, with the occasional respite or mild recovery.
At the start of the Saraiva government, in March 1880, the milréis was
quoted at 22d, and in August 1885, when the Conservative Party returned
to power once again under the premiership of Cotegipe, it had fallen fur-
ther, to 18d.72

The third Liberal cabinet in the decade, headed by Paranagud, would
last less than a year (from 3 June 1882 to 24 May 1883). Still, it would be
responsible for promoting a major change in company law, turning forma-
tion of joint-stock companies into an administrative affair only and, hence,
independent of official authorization, as had been the case since the 1860
Law of Impediments.”® Charters would henceforth be required exclusively
of a handful of businesses, including banks of issue (but not ordinary
deposit banks), which would still have to obtain legislative approval prior
to starting operations.”*

In his capacity as Minister of Finance, Paranagua would also secure the
floatation of the first of four loans contracted by the imperial government
in London in the 1880s (see Table A9, in the Appendix). The £4 million
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loan of 1883 was taken out with the aim of financing the government’s
growing expenditures with the so-called material improvements, such as
railways, central sugar mills, Rio’s water supply network, and so on.”
These capital expenses, which averaged 20% of total outlays in the early
1870s, ten years later were taking up approximately 30% of the impe-
rial budget.”®

The Paranaguid government was brought down by a vote of no confi-
dence and was succeeded by yet another Liberal cabinet, headed by
Lafayette Rodrigues Pereira. In the section on “The Circulating Medium”
in his 1883 report to the Assembly, Lafayette claimed that there was a
‘superabundance’ of paper money in circulation, and that this was, ulti-
mately, the reason why the rate of exchange had been depreciating for
almost a decade. In order to remedy this situation—and given the sheer
impossibility of instituting a fully gold-backed monetary circulation at the
time—he suggested that at least the spirit of the 1846 legislation (which
had established the official gold parity of 27 pence to the milréis) be
restored. In practice, this entailed (following Art. 2 of the said Law), with-
drawing paper money from circulation until the rate of exchange reached
par (RMF 1883, pp. 58-62).

In the same section in his report, Lafayette highlighted the recurring
phenomenon of the drain of currency (both notes and specie) from Rio to
the provinces at different times in the year, where it helped finance the
commercialization of export crops. In his opinion, the scarcity of circulat-
ing medium that was being felt at that moment in Rio was akin to the situ-
ation prevalent in the same market when it was hit by the 1875 crisis. On
the occasion, noted Lafayette, Law 2565 was passed, authorizing the gov-
ernment to lend funds to banks in distress. He finished by recommending
that the said Law, which had been revoked by the 1879 budget law, be
restored (ibid.).””

While not engaging in new issues of paper money, during his tenure as
both Prime Minister and Minister of Finance, Lafayette presided over a
momentary spike in the issuance of Treasury /etrasused to finance expenses
linked to investments in “material improvements”. By the time he left
office, however, the amount of floating debt in circulation was back to the
46,000 contos where it stood when he came to power in May 1883 (RMF
1884, Annex, Table 20).

The final government in this so-called second Liberal quinquenium?”®
came to office on 6 May 1885, lasted just over one hundred days, and was
once again led by Saraiva. The political and economic atmospheres at the
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time were dominated by the abolitionist campaign, which added fear to
coffee growers in the Paraiba Valley already having to grapple with the
progressive deterioration of soil conditions in the region. Planters’ pre-
dicaments had been compounded the year before by the Bank of Brazil’s
decision to cease advancement of new mortgage loans (Sweigart
1987, p. 158).

In an attempt to alleviate their plight, Law 3263, of 18 July 1885, was
passed, authorizing the government to issue up to 25,000 contos in
Treasury notes in order to assist deposit banks in Rio—thus reversing back
to the 1875 Law championed by Paranhos. Over the next three years, the
Treasury would issue 23,000 contos in all, which were loaned to Rio banks
(most of which went to the Bank of Brazil) against the backing of both
apolices and letras.”’

The fall of the Saraiva cabinet in August 1885 and its replacement by
the Conservative-led Cotegipe government resulted, largely, from the
Crown’s desire to garner support in the Senate for a bill promoting the
definitive abolition of slavery in Brazil. During the next two-and-a-half
years, Minister of Finance Francisco Belisario (nephew of the Conservative
statesman Paulino José Soares de Souza, Visconde do Uruguai), would
preside over a number of measures touching on monetary and fiscal policy.

Shortly after coming to office, the new cabinet oversaw the approval, in
Parliament, of a “watered down” version of a bill freeing slaves who had
reached the age of 60. The bill was converted into Law 3270 on 28
September 1885.8° This would be a further step toward full emancipation
of slaves, a prospect that sowed panic among coffee planters and brought
their demands for cheaper credit closer to the center of the political debate.
In this regard, Decree 3272, of 5 October 1885, sought to address one of
the issues considered by banks as an obstacle to the expansion of mortgage
credit, by doing away with the forced adjudication arrangement, which up
to that point had made rural property an unattractive form of collateral in
the eyes of creditors.!

As for monetary affairs, in the “Circulating Medium” section of the
report he presented to the Assembly in May 1886, Minister Belisario
remarked that

the depreciation of our circulating medium (has been) producing disastrous
consequences for all classes of society and imposes upon us the duty of no
longer postponing the adoption of measures that will tend to correct such a
state and prepare the country to reconquer the specie that it lost through
the issuance of paper money. (RMF 1885, p. 16)3?
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Belisdrio went on to blame the excess of paper money in circulation for the
depreciated rate of exchange and expressed his wish to establish in due
course a metallic circulation in the country consisting of convertible
banknotes, in accordance with the 1846 Law (i.c., at the 27,/1$000 par-
ity). This desideratum would be advanced, he pondered, by setting aside
in the annual budget funds that would be used toward withdrawing paper
money from the market and bringing the exchange back to par. Only then
would the State entrust a bank, modeled on the experiences of the banks
of England, Germany, and Belgium, with the task of ‘regulating (mone-
tary) circulation in the country’ (ibid., p. 18).%3

Earlier in that year, in February, the government contracted a loan for
£6 million in London at 5% interest and a price of 95, with the objective
of balancing the budget and providing for the consolidation of the float-
ing debt (Bougas 1955, p. 70). One month before, the stock of letras in
circulation reached a peak of 82,000 contos. With the proceeds from this
loan, the latter would be gradually retired from the market and, one year
later, their amount was down to 31,000 contos. This process was further
aided by the issuance, in April 1886, of 50,000 contos in 5% apolices
(instead of the usual 6% coupon) with the express purpose of consolidat-
ing the floating debt.

The question of convertibility would once again occupy part of
Belisirio’s annual report presented to Parliament in May 1887. In the
document, the minister remarked that the gradual withdrawal of paper
money from circulation—as mandated by the latest budget law—was hav-
ing the anticipated effect of forcing an appreciation of the currency. He
then suggested that a bank of issue, after securing a foreign loan, could
carry this forward by substituting its own gold-backed notes for govern-
ment paper (RMF 1886, pp. 20-1). Finally, he wondered about the level
at which convertibility of the new notes should be set, if at the notional
27d/1$000 rate of the 1846 Law or at a lower rate—24d, for instance
(ibid., p. 22).3¢

In June, a bill was proposed by the Conservative Senator Teixeira Jr.
(the future Visconde do Cruzeiro) in conjunction with his Liberal peers
Afonso Celso and Lafayette, touching on a related matter—banking
reform. In sharp contrast to the picture portrayed by Belisirio in his
reports, contemporaries agreed that Rio’s money market was suffering not
from “superabundance”, but from a scarcity of circulating medium that
went beyond the normal pattern that had historically been observed at the
beginning and the middle of each year (Franco 1983, p. 53). The bill
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sought not only to address this recurrent problem but also the anticipated
effects of abolition combined with the growing demand for currency
brought about by the flow of tens of thousands of European immigrants
into Brazil.

Essentially, the proposed legislation would restore the plurality of banks
of issue that had been instituted by decree in 1857-8 under Souza Franco,
and which remained in force until 1866, when the Treasury once again
took over the monopoly of note issues (Schulz 2013, p. 148). Under the
proposed bill, banks would be authorized to issue notes to the bearer
redeemable on demand in Treasury paper. Backing for these issues (which
were capped at 20,000 contos per bank, and 200,000 conztos overall)®
would consist of apdlices to be deposited at the Caixa de Amortizagio.
However, should the capital used to set up these banks consist of specie,
gold-backed issues of up to three times the amount paid-in would be
authorized.

Lacking official support from the Executive, the bill lay dormant in the
Senate, following the endorsement provided by both the Finance and
Legislation committees of the upper House (Pacheco 1979, vol. III,
pp- 258-9). In the meantime, the Cotegipe cabinet collapsed under the
weight of the visceral infighting among Conservatives over the question of
the abolition of slavery.

Like many of his predecessors, the new President of the Council of
Ministers, Conservative Senator Jodo Alfredo Correia de Oliveira, who
came to office on 10 March 1888, also held the Finance portfolio. As part
of his strategy to prepare the economy for the imminent end of slavery, the
government raised a £ 6 million loan in London in April, at 97 and 4%%
interest—the best ever terms obtained by Brazil. In justifying to lawmak-
ers the need for the loan, Jodo Alfredo argued that for him ‘it seemed
urgent, at a time when the labor regime is being transformed, that the
Treasury should be able to rid itself of the floating debt, to satisfy its
extraordinary commitments easily, and to restrict, as much as possible, the
circulation of paper money’ (RMF 1887, p. 4).8¢

Abolition was finally approved in Parliament on 13 May 1888.%7 In
June, the banking reform bill was once again brought for discussion to the
Senate floor, where it would receive lukewarm support from Minister Jodo
Alfredo.®® In his opinion, the provisions of the bill were not ideal. Instead,
he preferred a single large bank of issue charged with the task of retiring
government paper money from circulation, instead of the plurality of issue
prescribed by the Teixeira Jr. bill. He recognized the difficulties involved
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in attaining that objective at the time and deemed that the banks envi-
sioned by the Senate bill could lay the ground for a better solution in the
future (Pacheco 1979, vol. I11, p. 259).

After further debate, the bill was approved by the Senate and sent over
to the Chamber of Deputies in September. There, it was endorsed by the
House’s Finance Committee, which, in support of the bill, pointed to its
expected benefits, including ‘the monetization of the consolidated debt,
the (provision of) greater elasticity to the circulating medium (...) and in
assisting in the advent of a metallic circulation’ (emphasis added) (ibid.,
p. 261). The bill passed the vote in the lower House in November and was
taken to the Emperor for sanction, becoming Decree 3403, of 24
November 1888, subscquently regulated by Decree 10144 of 5
January 1889.

Jodo Alfredo resigned as President of the Council of Ministers in June
1889. After a succession of failed attempts to form a government, the
Emperor turned to the Liberal Visconde de Ouro Preto. Following a vote
of no confidence passed in the Conservative-controlled Chamber of
Deputies, the lower House was dissolved and new elections called.

By the time Ouro Preto came to power, the Empire was in the midst of
an economic boom that had started the year before, and which involved,
among other things, increased numbers of European immigrants entering
the country, a rising rate of incorporations in the manufacturing sector
and growing inflows of direct foreign investment. Amid record trade and
current account surpluses, the rate of exchange had attained the par value
of 27d in October 1888, and remained at that level in subsequent months
(Franco 1983, p. 61).%°

Ouro Preto’s avowed objective as head of the government was to
deflate republican propaganda (in his own words, he sought to ‘render the
Republic worthless”). This would be accomplished, the minister hoped, by
means of a program of institutional modernization of the monarchy, while
at the same time securing the support of its traditional mainstay, the
planter class.”® To that effect, two policy initiatives would dominate his
economic agenda: a massive program of assistance to agriculture (the
Auxilios a Lavoura) and the adoption of a fully gold-backed monetary
circulation.

The Auxilios promoted by the Ouro Preto government sought to help
fulfill the expectations created by a host of initiatives undertaken since the
1860s in favor of rural credit. Ever since the promulgation of the mort-
gage reform in 1864 and the creation of the mortgage department of the
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Bank of Brazil three years later, hopes of a major increase in the amount of
credit (and a reduction in interest rates) extended to agriculture had been
largely frustrated.” Law 2400, of 1873, which relaxed the pace of retire-
ment of Bank of Brazil notes in exchange for its extension of a larger
amount of credit to agriculture, had brought equally modest results.?

Ouro Preto’s program was, effectively, a continuation—on a much
larger scale—of the loans advanced by the previous administration to the
Bank of Brazil and the Banco da Bahia, totaling 18,000 contes.”® Over the
following months, the government would sign seventeen new contracts
involving a combined amount of 154,000 contos. The terms under which
the banks would lend to agriculture were similar: the Treasury would
advance a given amount of funds at zero interest to banks, which would
have to lend double the amount to agriculture at 6% for periods that var-
ied depending on the collateral offered by clients. As for the source of the
government funds, they would come from yet another exchange-rate-
indexed National Loan in the amount of 100,000 contes (Franco
1983, p. 83).

The program of assistance to agriculture carried out by both the Joio
Alfredo and Ouro Preto administrations had a marked impact on the
liquidity of the Rio banks, with a fourfold increase in their cash/deposit
ratio between November 1888 and November 1889 (ibid., p. 86,
Table 18). A not so welcome outcome, however, was the boost the
Auxilios gave to frenzied speculation in the Rio stock exchange, as new
banks were incorporated in the hope of benefiting from the subsidized
credit provided by the Treasury (ibid., p. 90).7*

The potential effects on the monetary market deriving from the credit
injection under the Auxilios a Lavoura led to Ouro Preto’s second major
policy initiative: Decree 10262, of 6 July 1889, regulating the execution
of the 1888 Decree dealing with banks of issue. In his opinion, by impos-
ing limits on both the individual and aggregate capital base of the new
banks, the regulation then in effect (laid down in January by Decree
10144) discouraged the formation of a bank of issue large enough to be
capable of regulating the money supply and the rate of exchange. For the
minister, formal adherence to the gold standard, as dreamed by genera-
tions of policymakers, was within reach—if only those limits were removed.

To this end, the new legislation promoted by Ouro Preto (Decree
10262) removed any limits to the capital base of gold-backed banks of
issue, which would be allowed to issue convertible notes in values of up to
three times their paid-in capital. Two months later, the minister reached
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an agreement with the Conde de Figueiredo, a leading financier and presi-
dent of the Banco Internacional, the dominant player in the foreign
exchange market. Under the agreement, Figueiredo’s bank was converted
into the Banco Nacional do Brasil on 19 September 1889, with a nominal
capital of 90,000 contos (£9.9 million), and having the Banque de Paris et
des Pays Bas as a major shareholder (Schulz 2013, pp. 164-5).

The new bank’s statutes were approved on 28 September and, on 2
November, its contract with the government was signed. Under the latter,
the bank was entrusted with the task of replacing within five years all
Treasury notes in circulation (at the time, amounting to approximately
180,000 contos) with its own gold-backed currency. In exchange for its
notes, the government pledged to issue 4% interest “gold” bonds (ibid.,
p. 164).%°

More controversially, the contract also included a “crisis clause”, autho-
rizing the bank to suspend convertibility of its notes in case the exchange
rate fell significantly below par as a result of an undefined “financial crisis”.
A second controversial clause of the contract signed with the Banco
Nacional do Brasil involved the government’s formal commitment to
refrain from issuing new Treasury notes for the duration of the new bank’s
charter. This provision not only precluded any future recourse to deficit
financing by the government but also compromised its role as lender of
last resort to the banking system, as laid out in Law 3263 of 18 July 1885
(Franco 1983, pp. 92—4). Unlike the arrangement made with the “third”
Bank of Brazil in 1853, this stabilizing role was not formally entrusted to
the Banco Nacional do Brasil.

Twelve other banks would either be created or start issuing gold-backed
notes under the provisions of Decree 10262. Most of those would have
their statutes approved after 15 November 1889, when a military coup
put an end to the constitutional monarchy. For the time being, though, it
seemed as if the Ouro Preto banking reform was bearing fruit: the
exchange remained close to its par level and a booming “real” economy
appeared to be benefitting from an adequate level of liquidity provided by
a banking system operating under the rules of the gold standard.

However, this impression would prove to be misleading. An even
bolder banking reform was in the offing. When promulgated by the
incoming republican government,”® it would dramatically alter Brazil’s
monetary and banking landscape, bringing in its wake unchecked mone-
tary expansion and the collapse of the exchange rate. Thereafter, the
“mythical” 27d /milréis parity would remain just that: a myth.
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NOTES

A lecturer in Political Economy at the Law School of Sio Paulo, Carriao
was a moderate Liberal representative for that province. In the report pre-
sented to the Assembly in May 1866, he stressed that at some 28,000
contos Treasury notes could not be deemed excessive, given that they had
to meet the needs of the Empire as a whole, including the twelve provinces
not served by the Bank of Brazil. However, he would go on to add that
their ‘existence, even in this amount, (could) not fail to be an evil, a fact
that ha(d) been repeatedly recognized by the powers of the Empire’. For
the Minister, ‘present experience must have convinced all spirits that while
paper money remained in circulation credit institutions with issuing
(rights) must be reputed dangerous’. RMF 1865, pp. 6-7.

. See “Representacdo da Directoria do Banco do Brasil” and “Representagiao

dos Lavradores” in Proposta do Poder Executivo sobre o Meio (1866).

. Ibid., p. 29.
. Ibid., pp. 31 ft.
. Ibid., p. 46. Regular interest rates charged by commissiarios to their planter

clients varied between 8% and 14% p.a. See Sweigart (1987, pp. 120-1).

. A contemporary pamphlet urged the government to follow a different path

and create a new mortgage bank outside the Bank of Brazil. ‘Let us effec-
tively organize rural credit, which only exists on paper in the current mort-
gage legislation, and in the embryonic development of rural bonds, that
presently obstruct the channels of mercantile circulation. Let mortgage
credit have a powerful center, just as commercial credit has the Bank of
Brazil’. Ao Visconde de Itaborahy (1866, p. 10).

. According to a director of the Bank of Brazil, over a period of ‘ten or fit-

teen days (they) were called upon to pay upward of £1000,000 in depos-
its’. Banker’s Magazine, Vol. 27, February 1867, p. 166.

. This was the Paula ¢ Sousa bill, discussed below. The bill was credited with

‘hastening by a material measure the (restoration) of confidence (in the
Rio market)’. The Brazil and River Plate Mail and South American Journal
(hereafter, SAJ), 23 July 1866, p. 316.

. See also SAJ, 7 July 1866, p. 292.
. Banker’s Magazine, Vol. 27, February 1867, p. 166; and SAJ, 23 July

1866, p. 316.

Paula e Sousa was accused of serving as a figurchead for Carrdo, his bill
presumably bearing the handwriting of the Minister of Finance. See session
of 12 June 1866, in ACD, Tome II, p. 88.

See also the “Annual Retrospect for Brazil”, translated from the Jornal do
Commercio and published in SAJ, 7 March 1867, pp. 8-9.
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As pointed out by Pacheco, it was as though the Olinda cabinet had four
different Ministers of Finance: Dias de Carvalho, later replaced by Carrao,
Paula e Sousa (Agriculture), and Ferraz (War). See Pacheco (1979, Vol. 11,
pp- 296-9).

Pacheco disputes the version that the bill was at the sole initiative of Silveira
da Mota. Instead, he claims it had been, at the very least, inspired by
Silveira da Mota’s conversations with Itaborai and Torres Homem, as well
as by the reading of articles that they had been publishing lately in the
press. At the time, accusations of plagiarism were made against the author
of the bill, charged with taking excerpts right out of earlier documents
from the Council of State. See Pacheco (1979, Vol. II, pp. 308-9).

The Silveira da Mota bill contained six articles, while the committee’s ver-
sion had ten. Their essence was the same, however: to end the issuing
activities of the Bank of Brazil; create a mortgage department; to promote
the purchase, by the government, of the Bank’s metallic fund; and the
progressive withdrawal of the Bank’s outstanding circulation. For the
Silveira da Mota bill, see Cavalcanti (1893, Vol. 2, pp. 287-8); for the text
of the Committee’s bill, see Pacheco (1979, Vol. I1, pp. 310—4).

The smaller Banco da Bahia, Banco Novo de Pernambuco, and Banco do
Maranhao would retain a residual note circulation until the end of the
Empire. However, given the volume of their total outstanding notes (less
than 4000 contos in February 1867), and the fact that they were not
accepted in payment of taxes and debts to the State, their impact on the
money supply was marginal.

Quoted in Nabuco (1997, Vol, I, p. 636, footnote 9).

See also the “Annual Financial Retrospect for Brazil - 18667, in SAJ, 22
March 1867, pp. 6-7.

Decree 3720, of 18 October 1866, laid down the finer points for the
proper execution of Law 1349 as regards the issues of the Bank of Brazil
and the repayment of Treasury debts. On 23 November, the Bank’s new
statutes were approved (Decree 3739). For details, sece RMF 1866,
pp- 17-9; and Pacheco (1979, Vol. 11, pp. 353—4). Zacarias, in charge of
the Ministry of Finance during the carly days of implementation of the
1866 Law, preferred to stress what he saw as the beneficial effects of the
innovation of the agreement between Bank and government. Removal of
the Bank’s issuing powers, he argued, far from being a liability, actually
ushered in a new era for the establishment. Free from the “false idea that an
issuing bank had as its main task the rescue of every victim of the forced
expansion of credit, at the expense of its own private fortune’, the Bank
would henceforth be in a genuine position ‘to meet the needs of com-
merce and agriculture’. See RMF 1866, p. 19. Under the new statutes of
the Bank of Brazil, its president would no longer be appointed by the
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government but, instead, would be elected by an assembly of shareholders.
Accordingly, on 10 December, former Minister of Finance, Francisco Sales
Torres Homem, who had been in command as the last officially appointed
president, was elected.

The breakdown of Treasury notes issued in conjunction with Law 1349 is
as follows: 3800 contosin payment of Treasury bills belonging to the Bank
of Brazil; 25,800 contos for its metallic reserves; and 11,000 contos corre-
sponding to government notes that the Bank had retired from circulation,
in accordance with its statutes. RMF 1872, Annex, Table 30. The remain-
ing note issue of the Bank, after allowing for the swap for Treasury notes
(and their subsequent retirement), was estimated at 45,600 contos as of 16
March 1867. On that day, Decree 3814 (Art. 3) determined that the Bank
withdraw each year, beginning in June, 5% of this amount, so that after
twenty years none of its notes should remain in circulation. See Pacheco
(1979, Vol. 11, pp. 358-9).

Figures calculated from Table 5 in the Annex to RMF 1872.

For a summary, see Pacheco (1979, Vol. 11, pp. 371 ff).

Additionally, a major overhaul of the tax system was undertaken. This
included, inter alia, a revision of the import tariff schedule (including the
introduction of payment of part of the tariffs “in gold”), a head tax, and a
new system for the tax on “industries and professions”. Law 1507, of 6
September 1867, provided an increase in the revenues of the imperial gov-
ernment in subsequent years. For details, see RMF 1867, pp. 41-4. Both
the tax increase and the note issue received warm support from the South
American Jouwrnal. In its leader column, it noted that ‘the war with
Paraguay, to which alone the present financial difficulty (was) attributable,
(had) not been of Brazilian creation, and it (made) it the more incumbent
on the people to second the efforts of their excellent Sovereign to bring it
to an honourable and successful issue’. SAJ, 22 October 1867, p. 12.
Despite the fact that the imperial government had extended telegraph lines
all the way South toward the frontline, news of the Brazilian navy’s suc-
cesstul crossing of the bend on the Paraguay River guarded by the Humaita
fortress, which took place on 19 February 1868, was only published in the
Rio papers on 3 March, having arrived by steamer. On that day, the
exchange rate (ninety-day bills on London) was at 16d, inching toward
17d on 7 March and 18d a few days later. Rates in the Jornal do Commercio,
various issues.

In his report to the Assembly, Zacarias downplayed the influence of the
recent (and substantial) issues of Treasury notes on the depreciation of the
milréis. Instead, he attributed the drop in the rate of exchange to the
exhaustion of the resources obtained with the 1865 foreign loan for
£5000,000. See RMF 1867, p. 8. The 1865 loan had been contracted
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under the most adverse terms for the Brazilian Treasury, facing a discount
of 26% and paying interest of 5%. The money thus obtained (68,850 con-
tos) was entirely used in financing the military campaign in Paraguay. For
details, see Bougas (1955, pp. 157-61).

This decree would only be made public one month later, thereby drawing
intense criticism from Parliament and the press. See de Holanda (1972,
vol. 3, Tome II, p. 106).

See also RMF 1868, p. 8. In the end, the government issued 23,390 contos
out of the 40,000 contos authorized by the decree.

Indeed, even “gold” issues, such as this one, were subject to default. The
massive oversubscription to the 30,000 conzos loan indicates that investors
did not deem this likely. On the imperial government’s excellent reputa-
tion as a debtor among both domestic and foreign creditors, see Summerhill
(2015).

Interest payments on the foreign debt would also experience a marked
increase in the period—to 10,000 contos—trom an average of 4000 contos
in the first half of the 1860s. This reflected both the growth of outlays in
sterling and the drop in the rate of exchange (depreciation) during the
Paraguayan War. Fiscal figures from Brasil, Ministério da Fazenda, Balango
da Receito e Despesa, various issues.

The issue of 25,000 contos in 6% apdlices on 28 June 1870, with a view to
consolidate part of the floating debt, would further reduce the stock of
letras outstanding.

This dramatic rise in the value of the liabilities of the imperial government,
as noted, went toward financing the costs of the Paraguayan War. At the
time, two highly discrepant estimates were made of the total financial cost
of the conflict. The lesser one, by the Ministry of Finance, came up with
the final figure of 461,000 contos, while Treasury estimates put the total
cost at 614,000 contos. The main difference in the two estimates refers to
the actual amount of taxes directed to financing the war effort. Either way,
in both cases, the issue of Treasury notes figures prominently. Treasury
estimates from Peldez and Suzigan (1976, p. 114); Ministry of Finance
data in RMF 1871, Table 15A, Annex.

In light of the inflation of the war years, the 7eal rate of growth of all vari-
ables discussed above would have been more modest. There are no reliable
estimates of inflation in Brazil for the pre-1870 period. A composite index
of the cost of living, which consists of an average of crude indices found in
the literature, indicates an average inflation of 5.3% p.a. during the second
half of the 1860s. See Goldsmith (1986, p. 29).

Costa (1993). One has only to consider the campaigns in the period in
favor of, inter alia, electoral reform, abolition, federalism, and the republi-
can movement.
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Not without consequences, though, as attested by the outbreak of the
Qunebra-Quilos (“kilo-smashers”) revolt in the Northeast in the early/mid
1870s, with looting and popular unrest taking place in several municipali-
ties in the region.

According to the latter, new-born children of slave mothers would be free,
although their masters were required to maintain them until their eighth
birthday. From then on, the children could either be handed over to the
state in exchange for financial compensation or provide labor to their mas-
ters until they were 21. Unsurprisingly, most slave owners opted for the
latter, but the survival of slavery as a vital institution for the Brazilian econ-
omy and society was henceforth undermined.

As remarked by Rio Branco in his first report submitted to the Assembly in
1871 as Minister of Finance, such large amounts of outstanding bills posed
a burden on the Treasury, as they required that it keep in its vaults enough
funds to honor payments which at any given month could amount to 6-8
thousand conzos. This state of affairs made consolidation of the floating
debt all the more necessary, leaving recourse to Treasury bills exclusively to
‘extraordinary and unpredictable emergencies’. See RMF 1870, p. 10.
Still, Treasury bills (/etras), which acted as a partial substitute to paper
money, saw their amount in circulation decrease by half during Paranho’s
tenure as Minister of Finance from 40,000 to 20,000 contos. As such, this
may have helped appreciate the currency.

Money held by the public fell by approximately 10% during the whole
period, being offset by the growth in the volume of sight deposits held in
commercial banks. See Table A3 in Pelaez and Suzigan (1976).

As will be discussed in greater detail in Chap. 5, estimates of the traditional
monetary aggregates such as high-powered money (or monetary base),
M1 and M2 for the second half of the nineteenth century in Brazil must be
approached with extreme caution. The estimates of the monetary base
made by Peldez and Suzigan (1976) and cited in this paragraph refer to a
subset (consisting of Treasury and banknotes) of the total monetary base.
As such, they leave aside metallic circulation and promissory notes (vales)
issued by a host of market agents. Depending on the period, specie and
vales in circulation could reach a significant amount, rendering the Peldez
and Suzigan figures as an indication of a lower bound for the total amount
of money put into circulation.

Money supply (M1) averaged 220,000 contos from 1870 until the first
quarter of 1875, after which it would drop by almost 10%. This monetary
contraction was a direct consequence of the 1875 financial crisis to be dis-
cussed below. Data in Brasil, IBGE (1990, p. 534).

Average rates of discount charged by Rio-based banks in 1870 were 10.5%,
while non-bank loans carried average rates of 12.4%. By 1880, these rates
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had dropped to 6.8% and 11.6%, respectively. Figures in Ryan Jr. (2007,
Tables 3.1 and 4.1).

See also Sweigart (1987, p. 138).

Sweigart (1987, pp. 194-5) thus explains this mechanism: ‘If a creditor
wanted to foreclosure on a mortgage, he called for a judge to establish an
open auction in the county in which the property was located. The judge
first appointed appraisers to establish the property’s value, yet the appraisal
could never be less than the value of the original loan. If bids were not high
enough to cover the appraised value, the creditor had to buy the property
at four-fifths of the appraised value. Control over the appraisal lay with the
judge who appointed the evaluators, often landowners and evaluators
themselves, sympathetic and easily influenced by the debtor, who was often
a relative. Planters arranged for their properties to be appraised well above
their true value, and came out ahead in the settlement, after reimbursing
their creditor for the original loan and any penalties assessed for late pay-
ments. (...) Since the creditor lost control over the adjudication process as
soon as he initiated proceedings, coffee factors and mortgage banks
avoided foreclosure altogether, and preferred to refinance the debtor’s
original loan indefinitely, in hopes of retrieving their initial investment
through the proceeds of future coffee sales’.

Over the course of the Second Reign (1849-1889), there were 18 differ-
ent Legislatures, of which 11 were dissolved. On three of those occasions,
the Emperor followed the wish of the incumbent Prime Minister and called
for new elections in an attempt to secure a parliamentary majority for the
party in office. The dissolution of the 11th Legislature in May 1872 was
one such occasion. See Ferraz (2017, p. 76, footnote 18).

In December 1874, the Bank of Brazil would start issuing mortgage-
backed bonds, prompting an increase in its loans to the rural sector, which
would peak in 1880. Thereafter, and amid depressed coffee prices and the
momentum gained by the abolitionist campaign, mortgage loans out-
standing reached a plateau and started to contract. See Sweigart (1987,
pp. 190-2).

Bank rate would go on to peak at 9% in 1873. See Homer and Sylla (2005,
p- 206, Table 23).

On the 1873 crisis, see Foreman-Peck (1983) and Kindleberger (1990).
Further (qualitative) evidence of the modest impact of the 1873 panic in
Brazil is given by the fact that not a word about the crisis in Europe and
the United States appeared in the 1873 report (published in May 1874) of
the Minister of Finance to the Assembly. Annual reports of the Ministério
da Fazenda would always begin with a summary of the main events in the
economy in the previous year.
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Foreign trade data, however, suggest a possible channel linking the crisis in
Europe to the Brazilian economy, as export earnings (in sterling) decreased
by 8% between 1872-3 and 1873—4. Still, most of this resulted from a
30%-plus drop in sugar exports (totaling just over £ 1 million), therefore,
not reflecting export activity as a whole. See Holanda (1972, Tome II, vol.
5, p. 153). Coftfee exports and prices in Sweigart (1987, Table E.2).
Central government (ordinary) receipts did contract 6% between the
1872-3 and 18734 fiscal years, but this was accounted for, basically, by a
fall in the collection of import duties brought about by a new, more liberal,
tarift schedule. In the same period (1872-3 to 1873—4), the value of
imports in sterling remained roughly constant, having increased 5% in mil-
réis. See Brasil, IBGE (1990, p. 569). Meanwhile, taxes collected on inter-
nal activities—and which tended to be correlated with the overall state of
the economy—remained constant in 1873—4 compared to the previous
fiscal year. See Diniz (2002, Annex D.1).

Irineu Evangelista de Souza set up the The Maud Bank in January 1867 in
place of his earlier partnership (Maud, McGregor), founded in 1854 in the
aftermath of the merger of his Banco do Brasil with the Banco Commercial
do Rio de Janeiro. In the occasion, this made for the creation of the “third”
Bank of Brazil. By 1873, the Maud Bank maintained seven branches in
Brazil, one in London and six in the River Plate region. For a discussion of
Maud’s banking activities in the River Plate, see Kunioshi (2005); his inter-
ests in Uruguay, see Millot and Bertino (1991, Tome II); his (flawed)
business strategy, see Bertero and Iwai (2005).

In the occasion, Maua was able to obtain some support from the Bank of
Brazil (to the tune of 700 contos, or £55,000) giving as collateral his (and
his wife’s) private assets. This amount was supplemented by 600 contos
secured by the Ponta de Areia ironworks (also belonging to the Maua con-
cern) from the Bank of Brazil in September 1869. See Maua (1942, p. 248,
footnote 228).

Ibid., p. 249.

The most detailed account available of the events surrounding the 1875
financial crisis in Brazil is to be found in the summary of the numerous
meetings of the Board of Directors of the Bank of Brazil published in
Pacheco (1979, vol. III). They will be used extensively in what follows.
Deposits in RMF 1876, Annex G, p. 10.

Present at the reunion at Paranho’s residence, the President of the Banco
Nacional reported on the hardship under which his institution was labor-
ing, with the bank under risk of having to shut its doors. The Minister
reminded those present of the possibility that the other banks might join
forces to help shore up the Nacional (ibid., p. 49).
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Ibid. In the occasion, the acting President of the Bank of Brazil raised the
idea that the Bank be temporarily allowed to issue notes backed by its hold-
ings of apdlices. Yet, most of those present at the meeting agreed that pro-
vision of liquidity should be undertaken directly by the Treasury by means
of loans to the banks. It would later emerge that the Treasury had been
doing this for two months now, starting with an advance of 2101 contos to
the Bank of Brazil on 5 March. See RMF 1876, Annex, Table 9.

The Banco Alemio closed its doors on the 15th, two days before the Banco
Maua suspended payments, its manager having gone missing. It was later
learned that he had committed suicide. See Holanda (1972, p. 170). Maua
would be made Visconde (Viscount) barely five weeks after his bank shut its
doors to the public.

This initiative by Rio Branco came on the eve of Maud’s final request for
funds from the Bank of Brazil and three days before his bank was forced to
shut its doors.

Sao Paulo’s largest private bank (casa banciria) at the time, Gaviio
Peixoto, with close links to the Maud Bank, was also forced to shut its
doors in May 1875. See Saes (1986, pp. 75-6).

Coftee prices in RCJC 1877, p. 48, Table 7. Average rates of exchange in
RMF 1876, p. 28. The firmness displayed by the foreign exchange market
was to an extent helped by the government’s successful floating of a £ 5
million loan in London in January.

Rate of discount in RCJC 1875 (published as a supplement to that year’s
Almanak Laemmert), p. 194. For the contraction in the volume of credit
extended by Rio banks (and which would last until the end of the decade),
see Ryan Jr. (2007, p. 156). Data on cash/deposits ratios in Peldez and
Suzigan (1976, Table A4).

Indeed, in the report presented by Paranhos to Parliament on 8 May 1875,
there is only passing reference to a ‘shortage of currency in the Empire’s
major commercial centers (pragas)’, in the section dealing with the £ 5
million loan floated in London. Four days later, the crisis would be laid
bare as the Banco Nacional failed, followed by the Maud Bank and the
Banco Alemio. See RMF 1874, p. 29.

The same Law provided a dividend guarantee of 7% to investments made
in the establishment of central sugar mills. On the latter, see Eisemberg
(1974).

The Emperor’s decision to invite the Liberal Party to form a new govern-
ment stemmed from his desire to push for a reform of the electoral system,
a policy long advocated by Liberals. See Nabuco (1997, Vol. 11, pp. 996—
8). Given that the Conservative Party dominated the Chamber, the latter
would be dissolved in April 1878 and new elections were called. As expected,
the Liberals would take the majority of the seats in the new legislature.
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Unlike most of the Presidents of the Council of Ministers in the Second
Reign, Sinimbu would jointly exercise the role of Minister of Agriculture,
Trade and Public Works instead of Minister of Finance. Gaspar Silveira
Martins, followed by Afonso Celso de Assis Figueiredo (the future
Visconde de Ouro Preto), would hold the latter portfolio. When Sinimbu
took charge of the Ministry of Agriculture, it was firmly endowed with the
second largest share of the imperial budget, after Finance.

In the memorandum presented to the Emperor in support of the requested
permission, the cabinet showed alarm over the dire state of the Treasury
and deemed the proposed note issue a lesser evil compared to the alterna-
tive of resorting to either a domestic or external loan. See RMF 1877,
Annex B.

The obviously unconventional nature of the measure was fully acknowl-
edged by the government, as Article 3 of the Decree stated that ‘as soon as
the General Assembly convenes it shall be informed (of the decision) by
the Minister, who will seek approval of this measure’.

On a different front—and in an effort to bring the planter class closer to
the reformist agenda championed by the party that he headed and away
from republican propaganda—in July 1878 Sinimbu sent out an invitation
to their representatives to attend an Agricultural Congress to be held in the
capital. Debates in the Congress ended up being dominated by two con-
cerns: labor (slavery) and capital (the cost of credit). Although little came
out of the gathering in the way of concrete policy, the imperial government
would have to engage with both issues for the rest of the monarchical
period. On the 1878 Agricultural Congress, see Sweigart (1987, pp. 150-
3), Schulz (2013, chapter 5), and José M. de Carvalho, “Introdu¢io”, in:
Anais do Congresso Agricoln (1988).

In practice, this current account provided the government with an over-
draft facility, as the Treasury had been incurring in deficits of late and,
therefore, its balance was negative.

For details on the three National Loans issued by the imperial government
(the final one would be floated in 1889), see Summerhill (2015, pp. 96-9).
The Budget Law for the 1879-80 and 1880-1 fiscal years, passed in the
twilight of the Sinimbu government, revoked the 1875 Law 2565 that had
authorized the government to issue up to 25,000 contosin either Treasury
notes or bills with a view to assisting deposit banks in distress. See Law
2940 of 31 October 1879, Art. 24, paragraph 2.

Coffee prices displayed a similar trend. Having peaked at around 20 US
cents/Ib. in 1875, average coftee prices in New York consistently fell over
the next decade, reaching 7.5 cents in 1885. Just like the milréis, it would
start to recover thereafter and into the early years of the Republic. Coffee
prices in New York in Sweigart (1987, Table E.2).
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Law 3150 of4 November 1882, regulated by Decree 8821 of 30 December
1882.

A further limitation on the reach of the new corporate legislation was the
provision of unlimited liability of shareholders. For a discussion, see Hanley
(2005, pp. 66-8). On the many obstacles to incorporation during the
imperial period, see Summerhill (2015, chapter 6).

Proceeds from the loan would be kept in London in order to meet expected
outlays in the next two years, while also not exercising undue pressure on
the foreign exchange market in Rio. For the railways’ significant impact on
the economy of imperial Brazil, see Summerhill (2003).

For the dispute among regional elites for central government investments
in “material improvements” in the closing decade of the Empire, see
Carvalho (1988, chapter 1) and Mello (1984). Villela (2007) discusses the
growing share of outlays in infrastructure projects in the central govern-
ment budget in this period.

In this report, Lafayette would also suggest that, in light of the quotation
of 6% apolices at above par, the government should consider a conversion
of'its consolidated debt to a 5% basis (ibid., pp. 29-32).

The first “quinquennium” corresponded to the six consecutive cabinets led
by Liberals between 1862 and 1868.

Subsequent withdrawal of these notes from circulation meant that, after a
modest increase in 1886, the stock of government paper money in circula-
tion reverted to the same levels obtained at the start of the decade (188,000
contos, on average).

This new version of the bill would go down in history as the “Law of the
Sexagenarian” (or the Saraiva-Cotegipe Law). It included the provision
that slaves thus liberated would have to perform unpaid labor for another
three years or until they reached the age of 65. Costa (1993, pp. 200-2).
See footnote 43 above.

Interestingly, Belisdrio failed to note that the milréis had made significant
progress since the end of 1885 when it was quoted at 18d. In May 1886,
the exchange rate was approaching the 22d mark.

The Budget Law submitted to Parliament in the occasion earmarked 5000
contos for that purpose.

In May 1887, as the report was presented to the Assembly, the exchange
rate on London was 22d. By then, it was in the early stages of a rally that
would take it to par by October 1888. For Shulz (2013, p. 41), Belisario’s
motivation for suggesting that convertibility be adopted at the 24d parity
derived from the desire to safeguard the profitability of the coffee sector,
which had been benefiting from a rebound in the commodity’s interna-
tional price (after an equally protracted slide in 1875-85). A milréis left to
appreciate unimpeded would erode profits (in domestic currency) in the
export sector—hence, the suggestion that the currency be fixed at a rate
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below the “mythical” 1846 parity. If true, this motivation would anticipate
by decades the rationale for Brazil’s adherence to the gold standard in
1906 when the rate of exchange would also display a markedly appreciat-
ing trend. For a detailed discussion, see Fritsch (1988, chapter 2).

At the time, this corresponded, roughly, to the combined outstanding cir-
culation of (Treasury) paper money and banknotes.

Thereafter, the stock of Treasury letras in circulation would decline dra-
matically. At the start of the Jodo Alfredo government, in March, it stood
at 31.4 thousand contos. One year later, it was down to just 77 contos (see
Table A7, in the Appendix).

Meanwhile—and in a further effort to ease planters’ burdens during the
transition to wage labor—the government signed three contracts with the
Bank of Brazil and the Banco da Bahia involving advances from the
Treasury to bolster these banks’ mortgage portfolios. See RMF 1888,
pp- 29-30. These operations foreshadowed the ambitious loan program
carried out by the next cabinet, led by Ouro Preto.

The Retrospecto Commercial do Jornal do Commercio was less than enthusi-
astic about the benefits that would follow from the banks of issue envis-
aged by the Senate bill. The foreign loan, however, was hailed as a ‘laudable
(...) measure’ on the part of the government, especially in light of the
excellent terms involved. See RCJC 1888, p. 4.

See also RCJC 1889, pp. 5-6. Balance of payments estimates in Franco
(1991).

Ouro Preto’s bold reformist agenda followed the program outlined earlier
in May at the Liberal Party congress. This included the broadening of the
political franchise, devolution of powers to the provinces, mandatory civil
marriage, full freedom of worship, set mandates for the Senate, reform of
the Council of State, support for large-scale (subsidized) European immi-
gration, and the extension of credit to agriculture. See Lynch (2018).

On the limited impact of mortgage finance on the overall credit needs of
the coffee sector, see Marcondes (2002, 2017).

To that list may be added the failed attempt in 1875, through Law 2687,
to set up a mortgage bank funded abroad.

See footnote 87 above.

See also Shulz (2013, pp. 161-2).

Ouro Preto also succeeded in securing Brazil’s largest foreign loan until
then. Totaling £ 19,837,000, it allowed for the conversion of bonds of the
1865, 1871, 1875, and 1886 loans (all bearing 5% coupons) into new 4%
bonds. For details, see Bougas (1955, pp. 172—4), Abreu (1985), and
Summerhill (2015, pp. 64-6).

The new minister’s (Rui Barbosa) policies are discussed in detail in Franco
(1983, chapter 4), Triner and Wandshneider (2005), and Schulz (2013,
chapter 7).
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CHAPTER 5

Taking Stock: Monetary and Banking Policy
in the Second Reign

5.1 THE LONG-TERM BEHAVIOR OF THE MONEY SUPPLY

The previous chapters documented in detail the evolution of government
policy and legislation dealing with monetary and financial matters over the
course of almost four decades in nineteenth-century Brazil. As one would
expect, such a trajectory was far from linear, combining periods when
responsibility for issuing notes was exclusively held by the Treasury with
phases when the issue of private banknotes prevailed. Throughout, com-
mercial banks—even those not entitled with issuing rights—would also
affect the money supply by means of their regular operations involving the
provision of loans against their deposits. The same held true for casas
bancarias (private banks), partnerships whose size often rivalled that of
the corporate banks, and which would exercise significant influence on
overall monetary conditions in the Brazilian economy until 1875.

As for the rationale behind the frequent shifts in monetary policy dis-
cussed in Chaps. 2, 3 and 4, it can best be grasped by briefly stepping back
and shifting focus from the day-to-day conduct of policy toward a broader
look into the evolution of a number of aggregate indicators (both mone-
tary and fiscal) of the Brazilian economy that seek to capture the motiva-
tions and results of those policies.

Although officials dutifully collected figures for the central government
budget at the time, contemporaries did not keep track of the ordinary
monetary aggregates that are calculated by modern central banks, such as
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high-powered money, M1, M2, and so on. Still, post-War scholarship has
endeavored to estimate some of those aggregates for the nineteenth cen-
tury based on detailed study of a diverse body of primary sources, includ-
ing official publications, newspapers, bank reports, and so on. The
landmark contribution in this literature was the pioneering work of
Friedman and Schwartz, A Monetary History of the United States,
1867-1960,' which went on to inspire a number of similar projects in
other countries, including Brazil.

Brazil has a long history of monetary histories.? One of its best-known
works is Peldez and Suzigan’s 1976 book, which follows in the path
opened by Friedman and Schwartz’s classic. Mirroring the latter, it brings
together the most extensive and widely used estimates of the main mone-
tary aggregates (and their determinants) of the Brazilian economy for the
nineteenth and early twentieth centuries, weaving them into the country’s
broader economic history.?

As the authors themselves readily admit, their estimates of the mone-
tary aggregates for the start of the series (i.e., the second half of the nine-
teenth century, thus coinciding with the period discussed in the present
book) are not comprehensive (Peliez and Suzigan 1976, p. 8). Three
major shortcomings combine to cause their figures for the volume of
money in the economy in the 1850-89 period to be underestimated; con-
sequently, rates of growth of the money supply were, at times, consider-
ably different from what their numbers indicate.

The first limitation of the Peldez and Suzigan data lies in the coverage—
thought to be in the order of 85%-90% of the total universe—of the bal-
ance sheets of the commercial banks that were consolidated in order to
provide estimates of total deposits in the economy (Suzigan 1990, p. 520).
The second source of underestimation of the total money supply concerns
specie. Although it is generally accepted that significant amounts of metal-
lic currency circulated only during certain intervals in Imperial Brazil,
there were occasions when they did comprise more than half of the money
supply as measured by notes and bank deposits alone.* The final distortion
in the Peldez and Suzigan series refers to the omission of data on the non-
corporate banking houses (casas bancirias). As indicated in Chaps. 3 and
4, when discussing the 1864 (Souto) and 1875 (Maud) crises, the indi-
vidual size of such institutions could rival that of the largest joint-stock
banks and, collectively, they accounted for a significant part of the deposit
base of the economy—and, hence, the money supply—before 1875.
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In an effort to provide a more accurate estimate of the money supply
(M2, defined as currency held by the public + demand deposits + time
deposits) in the 1850-89 period, Goldsmith indicates tentative ranges for
two of the magnitudes mentioned above, namely, specie® and deposits
held at casas bancarias and the Maud Bank, a deposit and discount bank.
His proposed corrections to the M2 series compiled by Peldez and Suzigan
revises upward the figures for the money supply in the first half of the
period—especially, in the years prior to the 1864 Souto crisis (see the last
column in Table 5.1). Goldsmith’s inclusion of an estimate of the stock of
metallic currency in circulation and deposits held at banking houses in
1849 combine to increase the Peldez and Suzigan figures for that year by
up to 70%. A broadly similar difference applies to his estimate of the
money supply in 1864. Thereafter and, in particular, after the Maua Bank
ceased its operations in 1875, Peldez and Suzigan’s figures achieve a fuller
coverage of the “actual” money supply at the time.

As for the rates of growth of the stock of money (M2) implied by the
Peldez and Suzigan estimates and the revision suggested by Goldsmith,
they tend to differ more, as expected, in the first half of the period under
consideration. Thus, the average annual rate of growth of the money sup-
ply between 1850 and 1874, considering the corrections proposed by
Goldsmith, would be 4.8%, down from 6.3% p.a. in the series compiled by
Peldez and Suzigan. For the entire 1850-89 period, the two estimates dif-
fer by 1 p.p.: M2 would have grown, on average, 4.7% p.a. according to
Peldez and Suzigan and 3.7% under Golsmith’s revision.

Table 5.1 Estimates of the money supply (M2), selected years, 1849/89 (in
contos ‘000)

Deposits

Year M2 Peliez & Suzigan  Specie  Casas bancdrias ~ Mawud Bank M2 revised

(1) (2) (3) (4) (1+2+3+4)
1849 56 10-20 10-20 76-96
1864 125 5-10  25-50 10-20 165-205
1870 238 5-10 243-248
1874 259 12-24 271-283
1889 369 369

Source: Goldsmith (1986)



140 A A VILLELA

Fig. 5.1 High-powered money, M1 and M2 in Brazil, 1852-89 (in contos ‘000,
log scale). (Source: Compiled from data in Brasil, IBGE (1990))

Given that the Peldez and Suzigan series provide the longest estimates
of the main monetary aggregates (high-powered money, M1 and M2) in
a quarterly basis, as well as their close determinants (reserves/deposits and
currency held by the public/money supply ratios), it has been referred to
in other parts of the book and will be used again in what follows.

Figure 5.1 displays the evolution of the money supply and high-
powered money in Brazil in the 1852-89 period, based on the Peliez &
Suzigan figures. Over the course of almost forty years, two sub periods of
higher growth stand out: 18527 and 1864-70. The first one corresponds
to the era of plurality of note issues in the mid-1850s, while the latter
includes the years when the demands of the Paraguayan War led the
Treasury to engage in massive deficit financing via the issue, inter
alia, of notes.

The average rate of growth of the money supply in the entire 1852-89
period was similar if measured by either M1 or M2 (4.6—4.7% p.a.). Over
the same period, Brazilian population increased by an estimated 1.7%
yearly, which results in an average per capita rate of growth of the money
supply in the order of a little more than 3% per annum.® Real (i.¢., inflation-
adjusted) rates of growth may only be guessed, as there are no reliable
price indices for the pre-1870 period.” Based on a simple average of four
price indices found in the literature, Goldsmith (1986, pp. 30-1) hazards
a figure of 2% average annual inflation for the whole 1850-89 period, with
prices increasing in the initial decades—especially during the Paraguayan
War—followed by probable deflation between 1870 and 1889. Taken



5 TAKING STOCK: MONETARY AND BANKING POLICY IN THE SECOND REIGN 141

together, the estimated nominal growth of the money supply over these
four decades (4.6—4.7% p.a.), population growth of 1.7% p.a. and 2% aver-
age yearly inflation would yield real per capita growth of, approximately,
1% per annum in the money supply.

At the start of the period, deposits held at joint-stock banks constituted
just 25%, on average, of the money supply. This share gradually increased
over the following decades, reaching approximately 50% of M2 by the late
1880s. The money multiplier—an indicator of the “creation” of money by
the banking sector—increased accordingly, from 1.3 at the start of the
series to 1.6, on average, in the final years of the imperial period.

In spite of the existence of this multiplier effect, disputes over banks’
issuing rights, as noted in Chaps. 2 and 3, were often predicated on the
misconception that the only way by which these institutions could affect
the money supply was by securing issuing rights and putting in circulation
their own notes. As a result, ultimate responsibility for the issue of notes
was subject to fierce disputes, leading to periods when providing high-
powered money to the economy was the preserve of the Treasury and
others when banks held this privilege.

Figure 5.2 shows the two main periods comprising faster increases in
the supply of high-powered money, as measured by the stock of notes
outstanding.® As expected, it mirrors the behavior of the growth of the
moncey supply as shown in Fig. 5.1—that is, steeper in the mid-1850s and,
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Fig. 5.2 Total notes in circulation, 1850-1889 (in contos). (Source: Cavalcanti
1893)
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again, in the mid-1860s. Starting from a point when Treasury paper com-
prised the bulk of note circulation, banknotes would increase their share
in the total right after the third Bank of Brazil started its operations in
1854, followed by the entry in circulation of notes issued by the banks
created by government decree in 1857-8. From then on—and until
1866—, the amount of private notes in circulation would exceed the vol-
ume of government paper, with the former comprising 75% of total out-
standing issues in that year.” After the cessation of the Bank of Brazil’s
issuing rights in 1866, and the ensuing massive issues of fiat money,
Treasury notes would once again come to predominate in the market.!”

The purpose of each of the six issuances of Treasury notes authorized
by Parliament is detailed in Table 5.2. In four instances, this involved defi-
cit financing, with a combined amount of approximately 154,000 contos.!!
The bulk of these issues derived from the emergencies presented by the
Paraguayan War and the Great Drought in the late 1870s. The remaining
55.1 thousand contos were issued on two occasions (1875 and 1885) for
the assistance provided to banks.

As regards fiscal policy, between the 1849-50 and 1889 fiscal years, the
imperial government posted a surplus on only three occasions: 1852-3,
1856-7, and 1871-2 (see Table A6, in the Appendix). Still, it was able to
meet shortfalls by a combination of loans (both domestic and foreign)
and, to a lesser degree, seigniorage, that is, recourse to the issue of Treasury
notes (Fig. 5.3).

Table 5.2 Issues of treasury notes, 1850-89 (in conzos)

Purpose Amount

Notes issued in accordance with Law 1349, of 12 September 1866, toward ~ 40,604.4
payment to the Bank of Brazil for Treasury notes in its reserves and purchase

of its metallic fund

Credit opened by Law 1508, of 28 September 1867, for expenses incurred in  50,000.0
the Paraguayan War

Issues made in accordance with credit of 40,000 contos opened by Decree 23,389.5
4232, of 5 August 1868, for the same purpose

Decree 2565 of 29 May 1875 (Auxilio aos Bancos) 9148.5
Decree 6882 of 16 April 1876 (drought relief) 40,000.0
Law 3263 of 18 July 1885 (Auxilio aos Bancos) 23,000.0
TOTAL 186,142.4

Source: RMF 1889, Table N. 4
Note: Data as of March 1889
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The imperial government funded debt was composed of loans floated
domestically and overseas. The former comprised mostly bonds (apdlices)
of' 6% annual coupon. These were complemented by the issuance, in 1886,
of 50,000 contos in 5% bonds and the three exchange-rate-indexed
National Loans taken out in 1868, 1879, and 1889 with a combined net
value of 177,000 contos.'? Between March 1850 and March 1889, total
domestic funded debt in circulation went from 52.4 thousand contos to
434.8 thousand contos, amounting to a net increase equivalent to approxi-
mately £ 44 million."®* During the same four decades, the house of
N. M. Rothschild & Sons handled thirteen bond issues made by the
Brazilian government overseas, involving varying discounts and coupon
rates of 4.5-5%. Total amount issued reached £ 64 million, or £ 57 million
net (see Table A9, in the Appendix).

Total funded debt (domestic and foreign) outstanding in March 1850
was in the order of £ 12.6 million, equally split into domestic and foreign
loans (see Fig. 5.4). Throughout the 1850s, the funded debt increased
slowly, reaching £ 15.2 million in December 1862. From then on, the
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Fig. 5.4 Imperial government funded debt, 1850-89 (in £ ‘000). Note: Figures
for domestic debt originally published in milréis and converted to sterling at the
average monthly rate of exchange at each data point. (Sources: Foreign debt in
RMF, various issues. Domestic debt in Levy 1995)

government would resort more frequently to both domestic and foreign
loans, particularly during the Paraguayan War of 1864-70. By March
1871, the funded debt stood at approximately £ 45 million, of which two-
thirds raised domestically. The two final decades of the Empire witnessed
a renewed surge of borrowing by the imperial government, with issues of
approximately 160,000 contos in apolices of 5% and 6% coupon, two
National Loans bringing in another 150,000 contos and six foreign loans
with a (net) combined value of £ 41.4 million. In March 1889, total
funded debt outstanding reached £ 81.4 million, of which just over 60%
was raised in Brazil.

If borrowing at home and overseas allowed the Brazilian government
to finance its recurrent budget deficits with less recourse to inflationary
issues of Treasury notes, shortfalls during a given fiscal year were met with
Treasury bills (letras), issued in anticipation of revenues.

Issues of Treasury bills peaked on three occasions during the Second
Reign (see Fig. 5.5). The first upsurge occurred in the second half of the
1860s and coincided with the overall increase in the budget deficit due to
the Paraguayan War (see Fig. 5.3). Significant expenditures associated
with drought relief in the late 1870s also show up in the second “blip” in
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Fig. 5.5 Treasury bills (Letras) in circulation, 1850-89 (in contos ‘000). (Source:
RMF, various issues)

the series, when the outstanding amount of letras surpassed the 40,000
contos mark. The final peak corresponds to the first half of the 1880s, as
the government increasingly resorted to this means of financing its short-
term funding needs.!*

As mentioned earlier, apart from loans in both the domestic and for-
eign markets and the use of letras in anticipation of revenues, the imperial
government occasionally resorted to the issue of Treasury notes to help
plug its deficits. Still, the net increase of just over 150,000 contos in the
stock of government paper money in circulation during the years when it
held the monopoly of note issuance (i.e., between 1866 and 1889) fell
way short of the amount of resources raised via the floating of domestic-
funded debt (including both apdlices and the three National Loans) over
the same period. Indeed, total domestic debt outstanding between 1866
and 1889 increased by approximately 344,000 conzos,' that is, more than
twice the amount corresponding to the issue of Treasury notes. Considering
that over the same period the government would count on a further £24
million in the form of foreign loans,!® it becomes clear that contempo-
raries were reluctant to resort to the printing press to finance the
Treasury’s needs.

To a certain extent, this shunning of inflationary financing—in sharp
contrast with Brazil’s future experience for most of the republican period—
derived from the overwhelming influence of “hard money” thought at the
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time. Repeated references to the mythical 27 pence/1$000 parity and the
actual desire expressed by most contemporaries to institute a gold-backed
monetary circulation attest to the power of orthodox ideas among most
individuals involved in the monetary debates at the time.

In a sense, reluctance to accommodate increased issues of inconvertible
paper money (both Treasury paper and banknotes) was a matter of doc-
trine. It stemmed from the conviction, shared by most contemporaries,
that the single most important (if not the only, according to some) deter-
minant of the rate of exchange was the money supply—crudely approxi-
mated by the amount of currency in circulation.

The long-term behavior of the exchange rate (in pence per milréis)
between 1850 and 1889 is displayed on Fig. 5.6 (the dotted line indicates
the 27d /18000 parity instituted in 1846 and which was in force for the
remainder of the imperial period). It shows three periods in which the
milréis lost significant ground against sterling: a brief interval during the
1857 crisis, when the exchange rate fell from above par to a low of 23d
(see Table A5, in the Appendix), followed by two periods where the mil-
réis depreciated more significantly—from late 1864 to mid/late 1868 and
again between early 1876 and early 1886.

Concerning the drivers of these periods of, at times, enduring deprecia-
tion of the currency, the data lend mixed support to contemporaries’ con-
viction as to the prominent role played by an expanding money supply. In
the first period (late 1857 /carly 1858), the stock of total notes outstand-
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Fig. 5.6 Average monthly rate of exchange in Rio, 1850-89 (in pence /milréis).
(Source: Ipeadata, Cambio: Séries Historicas. http://www.ipeadata.gov.br/
Default.aspx. Accessed 8 May 2019)
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ing actually fe/l a little, as the amount of Treasury notes withdrawn from
circulation (2000 contos) exceeded the new notes issued by private banks.
In the occasion, exchange-rate depreciation was largely a consequence of
the spread to Brazil of the 1857 international crisis (“contagion”) rather
than of excessive issues of banknotes.

However, the other two periods of significant depreciation of the mil-
réis display a (negative) association between note issues and the exchange
rate. They therefore appear to confirm the widely held belief in the exis-
tence of a direct connection between periods when the volume of notes in
circulation increased and the exchange rate suffered a depreciation.

During the second phase of exchange-rate devaluation, in the second
half of the 1860s, the Brazilian economy was mobilized to help finance the
war against Paraguay. Moreover, private note issues (from the Bank of
Brazil, in particular) had been expanding since 1864 in an effort to quell
the panic sparked by the failure of the banking house of J. Souto. These
issues were supplanted, from 1866 onward, by massive increases in the
amount of Treasury notes in circulation. Similarly, from January 1876 to
January 1886 the milréis lost 1,/3 of its value, while total note circulation
increased by 20%.

The direct association made by contemporaries between the stock of
paper money in circulation and the trajectory of the exchange rate is
fraught with problems, however. To begin with, notes in circulation con-
stitute, at best, a partial indication of the monetary base in the economy.
Moreover—and as indicated before—, the “true” levels (and, by exten-
sion, rates of growth) of the money supply difter from those captured by
the Pelidez & Suzigan series, especially in the pre-1875 years. Stocks of
metallic coins in the earlier part of the post-1850 period and liabilities of
the casas bancirias (both deposits and vales) would greatly increase the
estimated money supply before 1875. Consequently, testing for a possible
positive correlation between trends in the money supply and the behavior
of the rate of exchange requires the use of improved estimates of the mon-
etary aggregates on a regular basis and which, at present, do not exist.

Yet, these measurement issues pale in comparison with the theoretical
and empirical problems posed by the association between money and the
exchange rate—or, more to the point, the implied causation between the
two variables, running from “money” to “exchange rate”, as assumed by
most observers in nineteenth-century Brazil. In discussing the relationship
between the two variables, endogeneity problems immediately arise, as the
causality between them runs in both directions. Additionally, the rate of
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exchange, being a price that indicates a host of variables acting on an
economy’s relations with the rest of the world, is bound to be influenced
by factors other than just monetary policy. Foreign trade and financial
flows would also affect it, something only the more discerning observers,
such as Maua, perceived clearly at the time.!”

Given contemporaries’ belief in the close relationship (causation, even)
between the amount of notes in circulation and the rate of exchange, dis-
putes over monetary and banking policy were bound to reflect different
actors’ /groups’ preferences regarding the foreign price of the milréis. As
a result, understanding the rationale behind the numerous shifts in mon-
etary and banking policy discussed in Chaps. 2, 3 and 4 requires closer
attention to the political economy of exchange-rate policy.

In practical terms, any discussion of exchange-rate politics involves dif-
ferentiating supporters of a depreciated and flexible currency and advo-
cates of a fixed rate of exchange. Indeed, a fixed currency cannot depreciate
so that, in practice, those in favor of a depreciated currency will also advo-
cate a flexible exchange-rate regime. Conversely, supporters of a fixed
exchange rate will not argue, simultaneously, in favor of a currency that
appreciates or depreciates (Frieden 2015, pp. 36-7).

In the context of imperial Brazil, the main actors/groups who sided
with “hard money” and a fixed rate of exchange were the government and
foreign creditors. Commodity exporters, foremost among which the cof-
fee fazendeiros, demanded “soft money” and a corresponding flexible (and
depreciated) rate of exchange.!®

From the government’s viewpoint, the main aspect to consider was the
extent of its foreign-exchange liabilities. Capacity to honor its foreign debt
commitments cautioned the government, particularly from the mid-1860s
onward, against a depreciating rate of exchange, since a slipping value of
the milréis, other things being equal, increased the domestic currency
equivalent of its liabilities. On this count alone, the government in prin-
ciple would favor an appreciated milréis. Yet, there was another reason for
this preference. Given the great reliance on customs taxes for official rev-
enue, an appreciated milréis, ceteris paribus, would lead to increased
imports and, hence, higher proceeds from customs houses.? In short, if,
as contemporaries overwhelmingly believed, depreciation of the exchange
rate was to be blamed largely on lax monetary management, the govern-
ment had strong prima facie grounds for favoring monetary restraint and
an exchange rate that was (ideally) fixed and always appreciated.
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Examples of this preference abound in contemporary sources. Minister
of Finance Francisco José Torres Homem (Visconde de Inhomirim) put it
clearly in his 1858 annual report to Parliament that

the government is the first one to bear the consequences of a depreciating
currency. On the side of tax collection, it is the most important of creditors;
likewise, it is the foremost consumer from the point of view of expenditures.
As a creditor, it is subject to the same fortune as the others, suffering with
them the violation of contracts, and receiving in payment amounts below
those anticipated. In his capacity as a consumer, it is forced to disburse more
in order to purchase the same amount of goods and satisty the same number
of necessities. To these evils should be added the more or less considerable
losses incurred in transferring the funds required to settle its overseas com-
mitments. (RMF 1858, p. 3)

In the same vein, Joaquim José Rodrigues Torres (Visconde de Itaborai),
speaking in the Council of State in 1864, inveighed against what he
thought were the dire consequences for all of an over issue of inconvert-
ible notes by the Bank of Brazil.

(...) it seems unquestionable that (this will result) in great depreciation and
instability in the value of the circulating medium, and, with it, the reduction
in the incomes of holders of the consolidated internal debt, and of all those
who live on fixed wages; the diminution of the salaries and means of subsis-
tence of the numerous working class; the disturbance in the relations
between creditors and debtors; the absence of a base for calculations and
predictions in commerce and industry; the increase in the State’s commit-
ments related to the payment of the foreign debt, as well as its current pur-
chases; and, finally, the difficulty that the depreciation and uncertainty
regarding the value of the currency creates for the importation of foreign
capital .

Foreign bankers and investors in general sided with the government in
favoring monetary prudence and were unwilling to see the Brazilian
government indulge in inflationary financing. They feared this would
jeopardize exchange-rate stability and, consequently, increase their
exchange-rate risk.?!

On the opposite end of the spectrum in the political economy of the
exchange rate, exporters at large preferred an undervalued milréis, cou-
pled with a lax monetary policy. This soft money combination best served
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their interests. Indeed, ceteris paribus, a depreciated rate of exchange
increased the domestic currency proceeds from the export of the main
crops, the prices of which were determined internationally.?? In this con-
text, and provided domestic production costs (which were defrayed in
depreciating local currency) increased less than revenues, fazendeiros ben-
cfitted from a slipping rate of exchange.?

Planters would seldom admit openly their preference for a weak milréis.
However, they insisted that trade (or balance of payments) deficits—not
excessive monetary growth—were at the root of exchange-rate deprecia-
tion.?* Curtailment of the process of expansion of the banking system, or
of the money supply, was therefore considered by exporters as a counter-
productive means of attempting to regulate the rate of exchange.
Ultimately, in their view, hard money only served to penalize the agricul-
tural sector, by increasing the cost of credit. Accordingly, fazendeiros
demanded an expansion of the circulating medium to help bring down
interest rates. This position, in turn, depended on two points, one theo-
retical, and the other a misconception. The first point concerned the non-
neutrality of money, that is, the implicit belief that at least in the short run
increases in the money supply could affect real variables, not just nominal
ones. As for the second, it consisted of equating money and credit, mean-
ing that a monetary expansion automatically, and necessarily, translated
into cheaper credit.

In this connection, it has sometimes been suggested that Brazilian
banks in the mid-nineteenth century failed to support the agricultural sec-
tor.?> More specifically, the financial system has been accused of short-
termism, and deliberate withholding of longer-term credit from the
countryside. This line of argument equates bill discounting with failure to
provide medium and long-term capital. Contemporaries voiced this view,
noting that ‘historically, commerce (...) had access to credit, unlike agri-
culture, which lived in penury’.?® Others observed that the existing system
of banks of issue was incapable of providing the type of credit most suited
to the needs of the rural sector. It was argued that they could not afford
to be exposed very long term, while at the same time issuing instant liabili-
ties, that is, banknotes.?”

Inasimilar spirit, the predominance of short-term lending in nineteenth-
century Brazil has led to claims that ‘commercial and financial capital at
the time, linked to unfettered speculation, (was) of a “parasitic” nature,
sucking the subsistence out of the old mercantile slave system, while
unable to transform it and promote profound economic changes’ (Soares
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1984, p. 15). Apart from the blatantly teleological nature of this assertion,
it is clearly at odds with Sweigart’s detailed research on the financing of
the coffee industry, discussed in Chap. 4. The picture that emerges from
Sweigart’s work, far from portraying coffee factors as “parasites”, estab-
lishes them as crucial agents bringing together commercial and financial
capital at the time. As the author pointedly shows, factors were the lifeline
that linked, financially and materially, the fazendas in the interior to Rio
and, ultimately, to the international economy.?®

According to their detractors, the degree of “parasitism” on the part of
coffee factors seems to lie in the level of the interest rate they charged on
their loans to planters. However, it must be stressed that, in the end, inter-
est rates planters faced depended on the general cost of credit in the Rio
market. Macroeconomic conditions and, crucially, the number of interme-
diaries who discounted coffee bills affected rates paid by fazendeiros. As
such, the issue should not be presented as a moral one, pitting greedy
factors against helpless planters. Rather—and in the absence of major
shocks to the economy—, the cost of credit was conditioned by institu-
tional characteristics. At the time, none was more important than the
peculiar framework that regulated the foreclosure of rural property—the
so-called forced adjudication mechanism discussed in Chap. 4 in connec-
tion with mortgage legislation.

It was then shown that this mechanism heavily stacked the odds against
creditors by inflating the value of real property given as collateral when
foreclosure was enforced.? In light of this, it is no wonder, then, that the
credit system did in fact fail the rural sector. However, this had much more
to do with what amounted to an institutional failure than to the greed of
financial agents.®® In the end, excessive legal protection given to rural
property had dire consequences for the quality of collateral offered to
creditors, hampering the financial-intermediation role of the banking sys-
tem. True, slaves, whose value could amount to close to one-half the total
value of an average plantation, were an alternative form of guarantee and
were often given as collateral in credit operations. Yet, they were not the
ideal type of guarantee either, in view of the risk of flight or death and in
light of their declining price as final abolition drew near, in the 1880s.3!

Clearly, there were instances of misconduct on the part of coffee fac-
tors. However, the credit-intermediation market was highly competitive,
with between 100 and 200 coffee factorage and sacking firms operating in
Rio in the third quarter of the nineteenth century (Sweigart 1987, p. 31).
In this context, monopolistic behavior could hardly have flourished, even



152 A A.VILLELA

more so since planters managed to monitor their creditors by hiring the
services of more than one factor at a time. In the end, therefore, it was in
the interest of both fazendeiros and comissirios to retain a good reputa-
tion, for failure to do so could lead to loss of future businesses for
either party.

As argued earlier, premin charged on loans to the rural sector ultimately
reflected the existence of an extended credit chain composed of several
intermediaries, each of whom took part in the process of discounting
planters’ drafts. These commission charges built up into a heavy burden
on fazendeiros. The obvious question, therefore, is why bankers did not
lend directly to planters, bypassing factors altogether. Two interrelated
features militated against such an arrangement: contemporary banking
practice and informational problems. The general prudence in bank pro-
cedures at the time—that is, the need to maintain as liquid a portfolio as
possible, in view of the risk of a run on their reserves—kept bankers away
from commitments in excess of one to three months.?> By discounting a
planter’s draft only after it had received the endorsement of the factor (and
possibly of an additional merchant), bankers engaged on a wholly differ-
ent operation from what would have been the case had they loaned directly
to the planter himself. In the first case, they would be lending against the
liquid assets of a city merchant. A direct loan to a planter, by contrast,
would ultimately have to be guaranteed by land, slaves, or coffee, hardly
the type of collateral that would meet bankers’ preference for liquidity.

The other major reason why banks were reluctant to lend directly to
planters stemmed from informational problems associated with rural
credit operations. It was much easier for a factor than for commercial
bankers to know the creditworthiness of a planter. The close ties that
comissarios developed with fazendeiros enabled them to have a good idea
of the quality of their productive methods, the state of their coffee trees
and slaves and, ultimately, their capacity to honor debts. It was only natu-
ral, then, that comissarios should be best suited to gauge the risks involved
in particular credit operations. Interest charged on loans granted to plant-
ers—a premium on the going market rate—reflected, therefore, both the
risk of the operation itself and the service factors provided in assessing
their clients’ creditworthiness.

In short, the high cost of credit to rural producers derived from a com-
bination of three inter-related factors: (i) mortgage legislation; (ii) banks’
fears of tying up their portfolios with risky, long-term, planter bills; and
(iii) the costs of monitoring fazendeiros’ creditworthiness. Ultimately,
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these three factors combined to render contracts signed with planters
potentially harder to enforce. This implied high transaction costs and, as
such, an obstacle to the development of the capital market.??

There is no doubting the importance of banks for latecomers in the
development process (let alone late, latecomers, like Brazil), as the French
and German experiences have demonstrated.? In this connection, finan-
cial institutions have been shown to perform some important functions,
such as i) serving as intermediaries between savers and investors; ii) sup-
plying means of payments, through deposit creation; and iii), in a
Schumpeterian vein, providing ‘initiative and enterprise, as well as finance,
for the creation, transformation, and expansion of industrial and other
ventures’ (Cameron et al., eds. 1967, pp. 7-8). Yet, this list should serve
as the basis of a general defense of banks, and not necessarily of zssuing
banks, as was often the case in nineteenth-century Brazil. Some contem-
poraries perceived this point, as illustrated by this passage from a speech
delivered by Itaborai in the imperial Senate in 1858.

Issuing banks do not do very much beyond substituting their notes for part
of the metallic circulation, thus converting an expensive instrument into one
that costs virtually nothing (...). Issuing banks, as such, do not go beyond
this. In order to centralize credit, to bring together scattered capital, and
entrust it to those who can employ it productively, thus promoting the
interests of commerce and industry, banks of deposit are all that is needed.
For in the countries where there are no issuing banks, is there not credit,
loans, discounts of issues of private debt? No, (...) no one believes Brazil
would be deprived of the advantages that credit produces if we did not have
banks of issue.

Jequitinhonha had already made a related argument a few days earlier in
the Senate. Although himself a member of the same party as the then
Minister of Finance, Souza Franco, Jequitinhonha did not agree with the
latter’s decision to allow the incorporation of six new banks of issue
in 1857-8.

The Minister sustained (...) another error, namely, the need and usefulness
of having several banks of issue. To this day he seems not to perceive that the
utility that may result for the country of banking establishments, especially
banks of issue, does not depend on their number, but rather on the number
of people who deal and make transactions with them.
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Jequitinhonha had gone to the crux of the matter. Banking establishments
were perceived as being important and this was undisputed. Even advo-
cates of monopoly of issue favored a plurality of non-issuing establish-
ments, as exemplified by Torres Homem’s decision to allow seventeen
new deposit and discount banks to be incorporated, in 1859. In this par-
ticular point, he seemed to share Jequitinhonha’s perception that banks
could only go so far in creating investment opportunities. In other words,
that money and credit were—and are—distinct things.?” It was not enough
to increase the money supply and expect viable investments to materialize
instantly. In the specific case of agriculture, as argued, business opportuni-
ties were greatly constrained both by institutional arrangements protect-
ing rural property from foreclosure, and informational asymmetries.

Be that as it may, given the belief shared by most contemporaries that
money and credit were, essentially, the same thing and that the money
supply (or, more specifically, the outstanding issue of notes and metallic
coins) was the main determinant of the rate of exchange, issuing rights
and convertibility turned out to be the main points of contention in the
struggle over monetary and banking policy in nineteenth-century Brazil.
To this the discussion now turns.

5.2 IssUING RiGHTS IN IMPERIAL BrRAZIL

The rules that regulated issuing rights in nineteenth-century Brazil can be
broadly separated into two sets: the right to issue proper and what could
be issued. The first one involved general legislation regulating the issue of
liabilities of some form, vales and notes being the more prominent.
Furthermore, and related to corporate law, the type of organization of the
issuing establishments—for example, firms with limited liability or private
partnerships—was a matter of concern for legislators. The second set of
rules dealt with more technical aspects of the issuing process, such as
denomination and extent of circulation. By themselves, matters pertaining
to the first group were the object of often heated political disputes, while
the finer, technical, aspects of legislation did not elicit as much controversy.

The question of issuing rights became central to the monetary debates
in Brazil in 1829 when, following the de facto liquidation of the first Bank
of Brazil, the Empire would be left without a single joint-stock banking
establishment for seven years.®® In 1836, with the creation of the Banco
do Ceara, under the auspices of the provincial government and the
authorization of'its legislative assembly, this long interregnum was broken.
Two years later, in December 1838, the Banco Commercial do Rio
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de Janeiro (BCR]J) was founded, with a capital of 5000 conzos (£600,000).
Yet, its statutes would only be approved by the imperial government in
June 1842.

The successful experience of the BCR] inspired a group of businessmen
in Salvador to install the Banco Commercial da Bahia, in April 1845. This
bank began its operations in May, although is charter was only provided in
November. During the next four years, five other banks were authorized
to issue vales, the largest of which was the second Bank of Brazil, set up by
Maua. This period, dominated by vale-issuing banks, was Brazil’s first
major experiment with government-supervised plurality of issue.

The lag between the start of operations of these banks and the granting
of an official charter can be explained by the trauma caused by the failure
of the first Bank of Brazil and the mismanagement that appears to have
occasioned it. Crucially, though, it reflected the absence of specific legisla-
tion governing such an important matter as the establishment and opera-
tion of banks. In fact, the first pieces of banking legislation—but not a
proper banking law—would only be passed on 10 January 1849 (Decree
575).% Still, the provisions of this decree did little to defuse uncertainty,
and sheer confusion, regarding the rules applying to banks, which were
just part of the broader category of corporations (sociedades andnimas),
subsequently regulated by the 1850 Commercial Code.

In 1853, after more than a decade of plurality of vale-issuing banks,
monopoly of note issue was introduced. An act of the Legislative created
the third Bank of Brazil. As seen in Chap. 2, Itaborai proposed the bill
establishing the new, semi-official, bank as a way to replace the Holanda
Cavalcanti proposal for provincial banks of issue. Itaborai’s main concern,
as expressed in Articles 16, 18, and 19 of the statutes of the Bank, was
with the potential over issue which plurality could entail. The earlier expe-
rience in Rio, where competition between the Banco Commercial and
Maud’s Bank of Brazil was blamed for a monetary crisis, only served to
strengthen the resolve of the advocates of monopoly. Underpinning this
restrictive approach to banks was fear of the effects of excessive monetary
expansion on prices and the rate of exchange.

No one better than Itaborai represented the dominant view at the time
that a monopoly of note issue was one of the main pillars on which sound
finance stood (the other being convertibility).

Competition among banks, gentlemen, has been the main cause of virtually
every commercial crisis. It is the dispute in which everyone seeks to make
more business, lure more customers, offer more dividends to their share-
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holders, that usually leads them to discount bills without the necessary guar-
antees; which forces interest rates down too much; that excites firms
randomly; that makes real capital vanish from the market, and replaces it
with fictional, imaginary, capital; it is the rivalry among banks that contrib-
utes greatly to produce failures, ruin, and despair in thousands of families,
when the day comes in which this illusion dissipates.*’

In short, monopoly of note issue was perceived by Itaborai and his follow-
ers as the best way to ensure macroeconomic stability. Not everyone
shared this opinion, however. There were those, like deputy Bandeira de
Mello, who feared that with monopoly would come complacency and,
ultimately, a deterioration in the quality of the paper being discounted.*!
Others preferred a monopoly in the hands of the government—and not a
private bank—, who would be allowed to issue inconvertible notes.*?

In Chap. 2, it was shown that the Bank of Brazil was unable to prevent
the seasonal drain of currency from Rio to the provinces, a perennial prob-
lem at the time. The presence of Souza Franco at the Ministry of Finance
in 1857 gave the supporters of plurality of issue the opportunity to pro-
mote the creation of six new note-issuing banks, thus breaking the short-
lived monopoly enjoyed by the Bank of Brazil.

By chartering new banks of issue, it was hoped that the money supply
would increase, and interest rates would be reduced. Fostering economic
activity, therefore, was the main objective of those who supported plurality
of issue. Yet, some contemporaries entertained mixed feelings about the
impact on the economy of the banks created by Executive decree.

If this over-issue were exclusively employed in opening roads and facilitating
the transport of the immense national (sic) riches of such provinces as Bahia
and Minas Geraes (...), there would be little fear but that an ample amount
of products would always be available for the legitimate purpose of trade. As
matters stand, these banks of issue can only give rise to reckless and improvi-
dent speculations.*?

The apprehensions of the British Consul were never really put to the test.
As discussed in Chap. 2, in late 1857, shortly after the first banks were
chartered, the country was hit by the crisis that had originated in the
United States and later spread to Europe and beyond. The financial panic
that ensued delivered a fatal blow to the aspirations of supporters of plu-
rality of note issue. Since it coincided with Souza Franco’s decrees setting
up the new banks, the crisis was said to have been so severe precisely
because of the recently established plurality of issue.
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Still, it was shown that the new banks had not even engaged in the issue
of notes when the panic spread in Brazil. Additionally, news of the creation
of the banks had no impact on the rate of exchange, which eliminates the
possibility of agents’ expectations having contributed to the crisis.
Nevertheless, as discussed earlier, the operation needed to defend the rate
of exchange proved very polemical, and attacks on it ultimately led to the
fall of the Concilingdo cabinet and would tarnish the idea of plurality of
note issue for decades.

The incoming Conservatives went about reversing Souza Franco’s poli-
cies. Yet, the attempt by Minister Torres Homem to modify radically
banking and corporate legislation, in 1859, was initially rebuffed by
Parliament. Moreover, it was noted that although a staunch opponent of
plurality of issue, Torres Homem saw no problem in chartering seventeen
new deposit and discount banks during his time in office. This revealed a
crucial misconception in the monetary debates in Brazil, namely, the
understanding that note issues were the sole means available to increase
the money supply.

Torres Homem?’s convictions, of course, have no support in modern
banking theory. With the development of deposit accounts, banks realized
they could lend a percentage of their reserves in currency (coins and notes)
without compromising their ability to honor claims on them. Through
this mechanism, banks are capable of creating money regardless of their
gaining the right to issue notes. Contemporaries either failed to perceive
this or plainly considered notes and demand deposits as essentially distinct.
The money supply (M2) reached 1.6 times the monetary base in the mid-
1880s and, as such, deposit creation no doubt represented one form of
monctary growth that the government was late in acknowledging.** As a
result of this oversight, policymakers saw no contradiction in closely con-
trolling the activities of the banks of issue, while leaving deposit and dis-
count banks and casas bancarias to carry out their business at will.

This point was dramatically reflected in the discussion in Chap. 3 about
the origins of the 1864 Souto crisis. It was then argued that the Peldez and
Suzigan figures show, unmistakably—and contrary to most of the histori-
ography—that the Law of Impediments did 7ot cause a severe monetary
contraction that, ultimately, resulted in a financial crisis. Moreover, it must
be stressed that this conclusion is based on data that, as discussed earlier,
underestimate the degree of liquidity in the economy in the early 1860s.
This is because they omit other important forms of money at the time,
namely, deposits held by the Maud Bank (a deposit and discount bank
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organized as a partnership), liabilities of the casas bancarias, which include
both deposits held by these establishments and their own issues of vales,
and specie (see Table 5.1).

As already mentioned, the restrictive banking and corporate legislation
enacted in 1860 left untouched an important, although difficult to gauge,
part of the financial sector—casas bancirias. Private banks, it was shown,
took demand deposits and issued their own, locally circulating, vales. In
this regard, they operated in a similar fashion to joint-stock banks, with
the difference that they went largely unsupervised by the authorities.*® As
a result, they took risky positions but, at the same time, provided the mar-
ket with the liquidity that the government wanted to curtail through the
Law of Impediments and Decree 2685.46

The unchecked operation of private banks was Brazil’s neglected exper-
iment with free banking. Indeed, few controls existed on the creation of
casas bancarins, and their subsequent activities. In this respect, their devel-
opment loosely resembled the laissez-faire system that characterized
Scotland, except for the absence of a local clearing arrangement.*” Casas
bancirias were broadly unencumbered by government controls and seem
to have ignored, for the most part, basic prudential rules. Still, the growth
in their discounts does not appear to have helped lower the rate of interest,
as hoped by pluralists. Abundant money need not result in cheaper credit,
as already noted. More importantly, in all likelihood the unsupervised
operation of private banks helped trigger the major financial panic in the
history of the Empire—the 1864 Souto crisis.

Monopoly of note issue was restored in 1866, when the contract signed
between the government and the Bank of Brazil was reviewed. At the
time, the reason given for this decision was the Bank’s incapacity, or
unwillingness, to resume convertibility of its notes. In reality, as argued in
Chap. 3, the needs of the Treasury in connection with war expenditures
motivated the return of issuing rights to the hands of the government.
Throughout the rest of the conflict, considerations of macroeconomic sta-
bility would have to be set aside. For the time being, monopoly of issue
would be an instrument of national security, rather than a means to achieve
a sound monetary system.

Apart from discussions about what establishments were allowed to put
their notes in circulation, the question of issuing rights in Brazil was
directly related to the broader legislation governing incorporation.
Brazilian corporate law, as detailed in the 1850 Commercial Code, laid
down in Article 298 the institution of limited liability. In other words,
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unlike the usual sociedades, governed by unlimited liability, shareholders in
corporations (sociedades andnimas) would only be liable for the firm’s
debts up to the amount of shares they subscribed. A further set-up permit-
ted by the Commercial Code, and which was modelled in its French coun-
terpart, was the limited partnership (sociedades em comanditas). In this
case, one or more controlling partners (sicios solidarios) administered the
firm, and were subjected to unlimited liability, while other, non-controlling
(or “sleeping”), partners retained limited liability.

Choice of liability for shareholders in a bank involved a trade-oft. If, on
the one hand, limited liability could make depositors wary of their chances
of recovering their money in case of liquidation, unlimited liability from
the outset restricted the pool of potential investors. Joint-stock banks
tended to be more stable than their private counterparts, given their abil-
ity to raise larger sums of capital. More capital meant more business vol-
ume, allowing greater economies of scale to be reaped, a feature that is
deemed important in the commercial banking industry. Brazilian legisla-
tors seem to have sided with most nations of the time in deciding for
limited liability for corporations.*?

The 1850 Commercial Code also determined in Article 295 that socze-
dades anonimas could only be established ‘for a fixed period of time, and
by means of Government authorization, depending on legislative approval
in case they benefit from any privilege’.* In practice, this reiterated carlier
jurisprudence in Brazilian legislation, dating back to the beginning of the
nineteenth century. As a result, in Brazilian law, incorporation was not a
right, but a privilege.>® Banks, if organized as corporations, had therefore
to conform to the general provisions of Article 295 of the Commercial
Code. As such, they had to seek government approval of their statutes
before starting their operations. Nevertheless, as seen earlier, that determi-
nation was often not observed in practice. Furthermore—and this was the
crucial point—should the issue of notes be interpreted as a privilege,
granting of a charter was definitely dependent on legislative approval.®! In
spite of this interpretation, it was not until the 1860 Law of Impediments
was enacted that the Legislative prerogative in authorizing banks of issue
to operate was clearly established.>?

Technical aspects concerning bank issues varied over the years. Banks
that were established in the pre-1853 period engaged in the issue of vales.
This contrasted with the first Bank of Brazil, which issued banknotes that
circulated nationally and had legal tender status. Vales were not accepted
as payment of debts and taxes to the government and could not be used
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Table 5.3 Brazilian Banks: rules governing rights of issue, 1808 /1851

Institution Date statutes  Denomination of notes or Vales and issuing limits
approved

First Bank of Brazil 12 October  Notes with a denomination of 30$000 or above
1808 Unlimited issue with the sole proviso that it be

done with ‘the necessary caution so as to ensure

redemption (for metallic coins) on demand’
Banco Commercial do 10 December  Vales with a denomination of 500$000 or above,
Rio de Janeiro 1838 redeemable in gold or Treasury notes

Issues limited to 1,/3 paid-in capital
Banco Commercial da 13 November Vales with a denomination of 100$000 or above,

Bahia 1845 redeemable in gold or Treasury notes

Issues limited to 1,/2 paid-in capital
Caixa de Economia da 27 April Vales with a denomination of 258000 to
Provincia de 1847 500$000, redeemable in gold or Treasury notes
Pernambuco Issues limited to 1,/2 paid-in capital
Banco Commercial do 14 September Vales redeemable in gold or Treasury notes
Pard 1847 Issues limited to 1,/2 paid-in capital
Banco Commercial do 24 March Vales redeemable in gold or Treasury notes
Maranhio 1849 Issues limited to 1,/2 paid-in capital
“Second” Bank of 2 July 1851  Vales of no less than 5 days and lowest
Brazil (Maud) denomination of 200$000, redeemable in gold

or Treasury notes
Issues limited to 1,/3 paid-in capital®
Banco de Pernambuco 22 December Vales of no less than 5 days and lowest
1851 denomination of 100$000
Issues limited to 1,/2%2 paid-in capital

Sources: Franco (1984 ) and Cavalcanti (1893)

“The same ratio applied to the branches of the second Bank of Brazil in Sio Paulo and Rio Grande do Sul,
while the lowest denomination of vales was 100$000

outside the provinces in which they had been issued. Furthermore, the
decrees approving banks’ statutes usually imposed a maximum limit on the
issues of vales, which consisted of a multiple of paid-in capital (Table 5.3).

Notes of the third Bank of Brazil, created in 1853, unlike vales, were
accepted in payment of taxes and debts to the government. In the case of
paper issued by its branches, they could only circulate in the province
where they had been issued. In time, this would come to include the
markets formerly served by wale-issuing banks in the provinces of
Pernambuco, Bahia, Sio Paulo, Minas Gerais and Rio Grande do Sul
(Table 5.4).
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Table 5.4 Third Bank of Brazil: rules governing rights of issue

Arts. 12, 13, and 16: the Bank is allowed to issue notes in denominations of 20$000 or
more (head office) and 10$000 (branches), payable to bearer, redeemable in gold or
Treasury notes (at the Bank’s discretion) and accepted in payment of taxes and debts to
the government.

Art. 16, para. 1: Issues limited to twice the Bank’s fundo disponivel, consisting of specie
and 22-carat gold bars. Para 2: total issue cannot exceed the value of Bank’s discount
operations.

Art. 18: Additionally, Bank can increase the issue set in Art. 16 by a sum equivalent to the
total amount of Treasury notes withdrawn from circulation, but never exceeding thrice
the fundo?

Art. 19: Finally, on top of the above limits, Bank can issue additional notes, so long as
backed by gold at a 1:1 ratio, i.c., each extra unit of Bank of Brazil notes that is issued
requires its equivalent in gold beyond the existing sum already in the fundo.

Source: Cavalcanti (1893, vol. 2, pp. 198-201)

*Art. 56, para. 1 of the statutes of the Bank of Brazil determined that it gradually withdraw Treasury notes
then in circulation

At first, total issues of the Bank of Brazil were limited to an amount
equivalent to twice its reserve tund (fundo disponivel), comprised of both
gold (bars and specie) and Treasury notes. Redemption could be made in
either specie or government notes. As seen in Chaps. 2 and 3, limits on the
issue of Bank of Brazil notes were frequently relaxed, in order to accom-
modate additional demand for its notes, a sudden loss of gold, or both.

Banks created by decree of the Executive in 1857-8 were all broadly
governed by the same rules. They could only issue notes payable to bearer
up to the value of paid-in capital (Table 5.5).

Issues of the banks created by government decree had to be partly
guaranteed by an equal amount of apélices and railway shares, while the
other half should correspond to a reserve fund made up of specie and
Treasury notes. Their banknotes were not accepted in tax offices, a privi-
lege which was held exclusively by the Bank of Brazil. They were not legal
tender, either. In other words, private individuals were under no obliga-
tion to accept them in daily transactions.®?

Finally, the imposition of minimum limits on the face value of notes and
vales issued by banks was an additional feature that Brazil shared with
other nations at the time. Two main reasons accounted for this practice.
First, given that notes of small denomination tended to fall into the hands
of poorer, less educated, individuals—who would present more difficulty
in discriminating between issuers—, it was hoped counterfeiting would be
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Table 5.5 Banks created by government decree: rules governing rights of issue

Institution Date statutes  Denomination of notes and isswing limits
approved
Banco 31 August  Notes with a denomination of 20$000 or above (head
Commercial & 1857 office) and 10$000 (branches), payable to bearer,
Agricola without legal tender status, and redeemable in gold or
Treasury notes (at the bank’s discretion).
Total issue limited to an amount equivalent to bank’s
paid-in capital
At least 50% of issues to be guaranteed by an equivalent
sum in bonds of the consolidated government debt
(apdlices) and railway shares with profits guaranteed by
the imperial government; remaining 50% of note issues
to be backed by reserve fund made up of Treasury notes
and specie?
Banco do Rio 24 October  Same as above, except for the railway shares. Given the
Grande do Sul 1857 absence of railways in the province of Rio Grande do
Sul at the time, shares of any business enjoying a
minimum rate of return of 7% guaranteed by either the
imperial or provincial governments
Novo Bancode 11 Same as Commercial & Agricola
Pernambuco November
1857
Banco do 25 Same as Commercial & Agricola
Maranhio November
1857
Banco Rural & 27 February Same as Commercial & Agricola
Hypothecario 1858°
Banco da Bahia 3 April 1858 Same as the Commercial & Agricola

Source: Cavalcanti (1893)

*Profit guarantees referred to a minimum rate of return that the government ensured investors in railways

and a few other infrastructure projects

*The Rural & Hypothecario had been operating as a deposit bank since 1854. After doubling its capital
from 8000 to 16,000 contos it applied for, and obtained, permission to issue notes

discouraged.** Second, there was the fear that paper of small denomina-
tion would expel from circulation coins used in day-to-day transactions.®
In the end, requiring that banks issue notes the individual value of which
could well be in excess of the average worker’s weekly wages, led to the
widespread counterfeiting of copper coins (the so-called wenxéns).
Moreover, it resulted in the issue of private notes of very small denomina-
tions, as a means to introduce crucial small change into circulation.?
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5.3  CONVERTIBILITY

As argued in section 5.1, exchange-rate stability precluded the shifts in
income and wealth that accompanied currency fluctuations, and which lay
at the root of the political economy of the exchange rate and, more
broadly, of monetary management. In practical terms, this stability would
be a direct result of the official commitment to the convertibility of domes-
tic currency at a fixed weight of gold.

The importance of the exchange rate in an open economy like Brazil’s
in the second half of the nineteenth century cannot be exaggerated. This
price had a bearing, to name only a few, on the amount of government
revenue (which was highly dependent on import taxes)®” and the cost (in
milréis) of its foreign commitments. The exchange rate also had an influ-
ence on the price of urban wage goods (such as bread, which was made
from imported wheat), and, more generally, the state of confidence in the
economy as a whole.*® Finally, the fortunes of exporters of commodities
(fazendeiros) were heavily dependent on the behavior of the exchange rate
(both its level and variability).

In the second half of the nineteenth century, for a country to enter a
fixed exchange-rate regime implied the adoption of convertibility of note
issues into gold. The first concrete step toward establishing a gold-backed
currency in Brazil was taken on 11 September 1846, with Law 401. This
very succinct piece of legislation comprised two main articles. The first
one authorized tax offices to accept payments made with twenty-two-carat
gold coins at the ratio of four milréis to the oitava.®® The second article
authorized the government to retire from circulation the amount of paper
money deemed necessary to maintain the rate of exchange at the 27 pence
to the milréis rate at which it stood in the occasion.®

Still, it must be emphasized that this exchange rate was of a notional
nature, given that notes in circulation at the time, consisting for the most
part of Treasury paper, were inconvertible. In practice, at that stage the
country was under a fiduciary regime with flexible exchange rates, given
that no part of its note circulation was backed by gold, nor was it redeem-
able into specie on demand. (Potential) convertibility, as seen in Chap. 2,
would only come about after the creation of the third Bank of Brazil, in 1853.

Even though the spirit of the 1846 legislation would dominate most
policy actions in the monetary and banking realm in the second half of the
nineteenth century, the 27d/1$000 gold parity was only maintained
through most of the 1850s, and during brief spells in the following decades
(see Fig. 5.06).
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From the mid-1850s to the early 1860s, the Bank of Brazil—and, for a
while, the smaller banks of issue created by government decree—were
required to redeem their notes into gold (or Treasury paper) on demand.
Throughout this period, the exchange rate remained near par. Still, this
was a peculiar type of convertibility. Unlike a traditional gold standard, or
the gold exchange standard, note issues in this period were redeemable
cither in gold or in Treasury notes.®! Yet, Treasury notes themselves were
inconvertible, so that by giving them in return for its notes (as it usually
did) the Bank was technically converting its own money into paper, not
gold. Still, even with this peculiar system in place, exchange-rate stability
was observed. As it turned out, the simple pledge by the Bank of Brazil
and the issuing banks created by Executive decree in 1857-8 to redeem
their notes into either gold or Treasury notes—in other words, potential
convertibility—seems to have built credibility into the system, and helped
maintain the milréis around its par value.

It should be noted that when a country is effectively under gold, its
exchange rate can only vary within the narrow limits of the gold points.
Outside this, specie will flow either into or out of its borders, thus redress-
ing balance of payments surpluses or deficits. A look at the behavior of the
exchange rate in the period when Brazil was potentially under gold reveals
little deviation from the 27d,/1$000 par value, when allowing for a cost
for insurance and shipping of gold as high as 4% of its price (Table 5.6).

Apart from the periods displayed in Table 5.6 and the latter months of
the Empire, following legislation enacted by the Ouro Preto cabinet (see
Chap. 4), Brazil was under a purely fiduciary system. Therefore, it could
not possibly benefit from the same degree of exchange-rate stability as
when it was under this peculiar type of regime, where a handful of private

Table 5.6 Rate of exchange under convertibility of banknotes, 1857,/64 (in
pence per milréis)

Period Exchange rate
High Low

10 Apr 1854 to 11 Nov 1857 28 3/4 26 3/4

24 Aug 1858 to 17 Jan 1859 27 26

23 Oct 1862 to 14 Sep 1864 275/8 265/8

Note: As indicated in the text, issuing banks seldom offered gold in exchange for their notes, rendering
convertibility at the time more of a potential nature
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banks were allowed to issue notes redeemable either in gold or Treasury
paper. Despite the, relatively, short duration of this period in which
(potential) convertibility was in force, monetary orthodoxy prevailed
throughout most of the second half of the nineteenth century and, accord-
ingly, a majority of policymakers and contemporary commentators pushed
for the adoption of a gold-backed monetary circulation.

In the Brazilian historiography, individuals who proclaimed the virtues
associated with “hard money” have been labelled metalistas, whose ideas
would be broadly akin to those of the Currency school in England (Saes
1986, p. 26).92 The Visconde de Itaborai and Torres Homem were the
main exponents of this group in the mid-nineteenth century. Papelistas,
on the other hand, would be the Brazilian equivalent of the Banking
school.®® Bernardo de Souza Franco was the undisputed leader of this
current.®*

The intellectual legitimacy for either camp was afforded by constant
reference in contemporary debates to foreign authors. Gilbart, an English
author identified with the Free Banking school, was a favorite, having had
one of his works translated into Portuguese.®® Hume, Ricardo, Mill, and
other key participants in the English monetary controversies, were cited
with varying degrees of familiarity. Additionally, some of the major tenets
of the Currency school vs. Banking school controversy—such as the cur-
rency principle and the needs of trade doctrine—were repeated as undis-
puted truths. In this regard, two excerpts drawn from the reports published
by the commissions set up to investigate the origins of the 1857 and 1864
crises will suffice.

Apart from the guarantee arising from the prompt redemption of banknotes,
the total sum of paper money in each country must vary in amount and
value in a similar manner as it would vary (...) if replaced by a metallic cur-
rency. (Relatorio da Commissio de Inquerito de 1859 undated, p. 53)

(It is) an undeniable principle that the circulation of banknotes, redeemable
in gold on demand, is always determined by the needs of the market, or of
the circulation, and cannot go beyond (those needs). (Relatorio da
Commissao de Inquerito de 18641865, p. 6)

As already noted, defense of convertibility tended to prevail in the mone-
tary debates that spanned the 1850-89 period (and beyond). In this
respect, a cursory look at the introductory section to most of the reports
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of the Minister of Finance in the second half of the nineteenth century
provides as good a summary as any of the dominant credo on the topic, as
exemplified by Torres Homem’s opinion manifested in 1858:

the essential condition which industry everywhere needs in order to grow
and prosper is the stability of the value of the instrument used in the circula-
tion of its products. This condition is met by a metallic currency, which,
because of the precious material from which it is made, is the universal
equivalent, the uniform and almost invariable unit of all other values, the
basic product to which they are reduced, as into a common denominator.
Bank paper — a mere promise to pay — cannot replace it in circulation unless
under the condition of it being converted into this real object. (RMF
1858, p. 2)

Souza Franco’s views on the subject of convertibility, as expounded in his
1848 book, were:

Of itself (...) metallic circulation, or (circulation) under a metallic base and
bank paper redeemable on demand, is preferable to non-redeemable
Treasury notes (...). And the main reason for this is that precious metals are
for general use and, being independent of the credit of public or private
establishments, the circulating medium is not subject to repeated oscilla-
tions in value, which is totally lost as a result of fortuitous and unforeseen
events. The same may be said of the notes of well-organized banks of issue,
for they will always retain in reserve metal and bonds representing good
debt in order to ensure convertibility (of their notes) into specie on request.
(Franco 1984, p. 87)

Somewhat surprisingly, Souza Franco, the champion of the papelistas, was
not so distant from his fierce opponent Torres Homem as far as support of
a gold-backed currency was concerned.’® In this respect, both men were
in tune with the “sound” monetary principles of their time. Like Currency
school and Banking school advocates, both papelistas and metalistas main-
tained that convertibility was paramount. This point is most important. It
suggests the need for caution when interpreting the term papelista, which
might convey the false impression of a supporter of a purely paper circula-
tion, in clear opposition to the gold standard dogma of the day.

The broad metalista vs. papelista dichotomy found in the literature
usually fails to grasp this crucial point in the debate, namely, the defense
(or opposition to) the gold standard.®” There is no doubt, for instance,
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that Souza Franco was in favor of imposing restraint on the six new banks
of issue that he authorized to operate as Minister of Finance in 1857 and
1858. Proof of this, he established limits on their issue of (partly) gold-
backed notes (sce Table 5.5).%8

It has been argued that the strength of the gold standard doctrine at
the time was actually part of a broader defense of the monopoly of note
issue by the Bank of Brazil, which was broken when Souza Franco extended
this right to other banks.® Yet, as noted, the Minister, a papelista and plu-
ralist, supported a gold-backed circulation as well. In this sense, his posi-
tion was in fact similar to the Banking school’s, which, like the Currency
school, never questioned the idea of convertibility itself. This point is
worth emphasizing, for the term papelista has often been used in a derog-
atory sense, as depicting irresponsible inflationists. Souza Franco’s influ-
ential book, written in 1848, contains ample evidence of how mindful he
was of the need to combine a banking system which would simultaneously
meet two objectives: to foster economic activity while maintaining the
stability of the currency. This combination would be attained, he argued,
through convertible notes, not by means of a fiduciary circulation.

Contemporary references to the two schools of thought are very scarce,
the terms papelista and metalista apparently having been disseminated by
twentieth-century writers.”? Yet, this rescarch has unearthed a rare, and
comprehensive, definition of papelistas, given in the Senate by Itaborai,
when asked by Souza Franco.

They are those who proclaim that bank paper is capital, that it is desirable to
create many banks, so as to have a larger circulating medium, for the greater
the sum, the greater the number of transactions, and the greater the public
wealth. They are those who create banks without imposing on them the
indispensable conditions that will guarantee the redemption of their notes in
gold (...), those who believe that banks, when under extraordinary
circumstances, in which their gold reserves tend to fall and the portfolio to
increase, should expand their operations (...). Those are the papelistas.”!

In Itaborai’s definition, then, papelistas were advocates of plurality of
issue, who paid little attention to prudential rules, and advocated counter-
cyclical monetary policies in the event of panics. Yet, like metalistas, they
were supporters of gold-backed issues.

Now, who were the “real” papelistas, in the sense of advocates of a
purely fiduciary circulation? One needs to look no further than to Irineu
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Evangelista de Souza, Bardao (later Visconde) de Maua. He was a close
friend of Souza Franco’s, whose thoughts and policies on money and
banking he strongly supported.”? Nevertheless, Maua entertained ideas on
the subject that were in essence much more radical. Throughout his pro-
lific trajectory as the most important businessman in the Empire, he advo-
cated the virtues of the “spirit of association”. In terms of banking
legislation, this translated into a much bolder approach to the question of
plurality of issue than Souza Franco’s. His stance against convertibility of
banknotes into gold was heretical at the time, and clearly set him apart
from his illustrious papelista friend.”® An excerpt drawn from the chapter
on the “Circulating Medium in Brazil”, published in his 1878 autobiog-
raphy, summarizes Maud’s view on the question of convertibility.

If metallic currency, and banknotes convertible on demand, constitute the
engine par excellence of the monetary transactions of most countries, on
account of their not being just orders on the capital of the country but (of
their) having the advantage of being accepted (...) by the value convened by
their mint price (...), it does not follow that these superlative conditions of
an excellent civculating medium (...) could not be replaced at a gain, at a
substantial gain even, by temporary, non-convertible paper from banks (...)
which may be led by special circumstances (...) to keep in their portfolios
not gold, but private and State paper of good credit. (Maud 1942, p. 316)

Maud admitted that at times issuing banks had committed excesses. “To
the use of banknotes, followed misuse: the mission of the statesmen was to
curtail the latter by means of restrictive legislation’ (ibid., p. 319).7*
Nevertheless, as a rule, he opposed the straitjacket that a gold-backed cir-
culation would impose on the banking system. Nor was he an irresponsi-
ble inflationist cither, as the above remarks testify to. His hand is clearly
seen in the text of the commission set up by the Bank of Brazil in reaction
to the 1860 Law of Impediments.”® On that occasion, the commissioners
criticized both the currency principle and the real bills doctrine. They
argued that there did not exist a “magic” relationship between the amount
of currency in circulation and the number of transactions carried out in
the economy. Instead, they suggested that the velocity of circulation
depended on the state of confidence at a given point in time.”® Finally, the
report remarked on the adverse effects that the supposedly “natural”
adjustment mechanisms of the gold standard had had in places like Great
Britain, stressing that they would be even greater in a capital-importing
nation like Brazil.””
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Maud was not alone in perceiving the potential damaging effects that
the operation of the gold standard could have on Brazil. For Sebastiao
Ferreira Soares, a contemporary statistician,

Everything that has been said in the chambers and outside about the metal-
lic circulating medium are nice theories, which fail completely in practice,
for no State will succeed in retaining gold and silver coins in circulation
unless the value of production and exports is greater than imports and con-
sumption (...). Brazil will not achieve a stable circulating medium in gold
and silver, as desired, unless its exports exceed its imports, and the most
advantageous medium will be the one that we had earlier, with very few
changes. (Soares 1977, p. 312)78

These remarks were made at the same time as the government’s determi-
nation to impose limits on the banks of issue was at its highest, namely,
concurrently with the enactment of the 1860 Law of Impediments.” As
part of its efforts to adapt to the new legislation, in October 1862 the
Bank of Brazil announced convertibility of its notes, after almost four
years in which they were redeemed in Treasury paper alone.

This new phase of convertibility would only last until the outbreak of
the Souto Cirisis, in September 1864, when the Bank sought (and received)
government approval to suspend the obligation to redeem its notes into
gold. Conceived as an exceptional measure to protect its metallic fund,
this new episode in suspension of convertibility of the notes of the Bank of
Brazil would prove to be the last. Two years later, in September 1866,
financial needs arising from the Paraguayan War led the government to
announce a radical review of its agreement with the Bank. Because of this
innovation, the Bank lost its issuing powers, which were transferred back
to the Treasury, and sold its gold reserves to the government.?® The latter
would once again be in charge of the printing press. Massive issues of fiat
money followed and adoption of the gold standard would have to wait
until much later.

As discussed in Chap. 4, over the course of the 186689 period, author-
ities keenly sought to promote convertibility of the currency. Barring the
exceptional circumstances dictated by the war against Paraguay and
expenses associated with drought relief in the 1870s and 1880s, monetary
policy would be conducted with the aim of bringing the exchange rate
back to the “mythical” 27d parity, perceived as a sine qua non for restora-
tion of convertibility. This desideratum would be finally achieved just as
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the imperial period came to an end, in 1889. Along the way, “hard money”
policies were the norm, helping to antagonize the regime to its traditional
constituency—the coftee planters. Ouro Preto’s attempt to woo the latter
by means of the Auxilios a Lavoura initiative—combining generous
amounts of credit to agriculture under a gold standard regime—proved to
be insufficient to forestall the eventual overthrow of the Monarchy that
would take place on 15 November 1889.

—
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final year of the Empire (1889). According to the author, the exchange-
rate parity then achieved provided for the entry in circulation of the equiv-
alent of £9 million in specie, or one-third of the money supply at the time.
He goes on to cite page 336 in Cavalvanti (1890) as his source, although
the latter does not provide this figure but, solely, estimates of gold coins
minted in Brazil in different points in time—not specie in circulation.
Schulz (2013, p. 164). Still, fragmentary evidence suggests that there was,
indeed, an increase in the volume of metal coins in circulation (and, there-
fore, of the money supply) in Brazil in 1888 and 1889. Over these two
years, there was a net inflow of £ 2.9 million in silver and gold coins from
Britain, part of which was minted into Brazilian currency and put into
circulation. The Brazilian mint produced just over 4.5 thousand contos in
silver coins in 1888 and 1889, valued at £ 487,000. There are no detailed
data on gold coins minted in Brazil in those two years, although Cavalcanti
(1893, vol. 2, p. 315) provides a figure for 1.9 thousand conzos (equivalent
to £205,600) in gold pieces coined in 1888-9. Data on specie imported
from Britain in Lago (1982). Coins minted in Brazil in Amato et al.
(2008).

6. The Brazilian population roughly doubled between 1850 and 1889, from
an estimated 7.3 million to 14.3 million according to the 1890 census.
Brasil, IBGE (1990, pp. 33—4).

7. For the 1870-1913 period, Catio (1992b) provides a caretully constructed
wholesale price index.

8. As discussed in the text, this is, admittedly, a restrictive definition of the
monetary base, as it leaves out metallic currency in circulation and vales
(promissory notes) issued by a number of agents at the time, including
private banks, companies and, even, individuals.

9. Atits peak, in December 1861, notes issued by the banks created by gov-
ernment decree in 1857-8 reached 13.5 thousand contos, or 16.5% of total
notes in circulation. Thereafter—and because of their incapacity to comply
with the rules set out by the 1860 Law of Impediments—, their combined
issues declined significantly and would constitute but a marginal share of
total notes in circulation (see Table Al in the Appendix).

10. Chapters 2, 3 and 4 present this history in detail.

11. This includes the issue of 40.6 thousand contos in 1866, as its main objec-
tive was the acquisition of the Bank of Brazil’s metallic reserves in order to
help finance expenditures linked to the war against Paraguay.

12. For details, see Chap. 4 in this book and Summerhill (2015, ch. 4).

13. Figures on funded domestic debt outstanding in Levy (1995). Data origi-
nally published in milréis and converted to pounds sterling at the average
monthly rate of exchange at each point in time over the whole series.
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Average budget deficits between 1880-1 and 1885-6 exceeded 22,000
contos annually. See Table A6 in the Appendix.

Figures for apdlices in circulation refer to March 1866 and March 1889.
Levy (1995, pp. 243-9).

This figure does not include the 1889 conversion loan.

For Maud’s views on monetary matters, Fernandes (1974). Given the
weight of receipts from coffee in total exports under the Empire (roughly
50%), much attention has been given to studying its influence in determin-
ing the exchange rate in the period. In this regard, Furtado’s classic contri-
bution, by pointing out the instability in the international demand for
exports from primary-producing countries, highlights the serious conse-
quences that sudden shifts in demand would have on export earnings from
the periphery and, hence, the exchange rate of those countries. Furtado
(1970, pp. 164 ff.). Furtado actually reinforces an argument made earlier
by Wileman, relating oscillations in the value of the milréis and the price of
coffee. Wileman (1896). Later, this relationship was challenged by Delfim
Netto (1979, p. 26), who concluded that ‘in the long run the exchange
rate was relatively little affected by the price cycles (of coffee)’. Since the
1980s, there were renewed attempts to analyze the main determinants of
the exchange rate in imperial Brazil. Most of these works sought to test the
extent to which the foreign value of the milréis followed changes in coffee
prices, monetary policy, capital flows, the terms of trade or a combination
of these variables. The results are inconclusive, but most of the contribu-
tions tend to indicate that both domestic influences—linked to coffee out-
put, money supply, and wage setting behavior—as well as international
ones, via foreign lending and the international demand for Brazil’s exports,
had a bearing on the country’s exchange rate. See Cardoso (1981), Franco
(1986), Fishlow (1987), and Catdo (1992a, chapter VI). On the difficul-
ties in estimating the main determinants of the exchange rate in late
nineteenth-century Brazil, Franco (1991, pp. 77-80).

For a similar discussion in connection with the political economy of the
exchange rate during the First Republic (1889-1930), Triner (2000).
Topik (1994).

Session of 9 November 1864, in ACE, p. 404.

Foreign investors” concerns regarding the exchange rate were thus
expressed: “(...) if the question be asked what is hum milréis, the integer of
the Brazilian currency, no one can give a precise reply. It not only depends,
like gold, on its scarcity or abundance in the domestic market, but on the
clearness or obscurity of the foreign and domestic political horizons, and
on the weather, and on the chance of getting in crops unaftfected by blight
and the numerous contingencies to which agriculture is exposed. A diffi-
culty in the River Plate, or a succession of short coffee crops, would again
reduce the value of the milréis to half or less of its value today. Nothing but
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the unusual profits which are expected when unusual risks are concerned
can tempt an investor to convert hard cash into the paper currency of
Brazil’. Parliamentary Papers 1875, LXXV, Report by Consul Lennon-Hunt
on the Trade and Commerce of Rio de Janeiro for the Year 1873, p. 309.

22. In the case of coftee, Brazilian exports constituted a significant share of the
world total and, hence, exercised considerable influence on the world price
of the commodity. For a discussion, Abreu and Tamega (2005).

23. The above discussion of the political economy of exchange rate and mon-
etary policy is open to a few qualifications. The first point concerns the
relative sensitivity of tradable producers to exchange-rate movements,
which, in turn, depends on the price elasticity of demand for their prod-
ucts. In the Brazilian case, the coffee sector was characterized by quasi-
monopoly power, coupled with a low price elasticity of demand for its
product. This feature enabled coffee producers to weather phases of
exchange-rate appreciation better than other exporters. Also, foreign
investors, when bringing capital to Brazil, would initially benefit from a
depreciated milréis. The income stream from those very investments, on
the other hand, would be greater in foreign currency terms the more
appreciated the rate of exchange. Finally, in a fixed-rate regime such as the
gold standard, divisions might arise within a group of exporters if there is
mounting pressure for a competitive devaluation of the currency. In this
case, the policy decision will involve choosing between those with long-
term contracts, that is, whose sale prices in foreign currency might have
been set way beforehand—and who will tend to be against the instability
that devaluation introduces—and other exporters who would gain imme-
diate competitiveness as a result of a currency devaluation. Frieden (1994,
pp- 85-6).

24. See, for example, the debates in the 1878 agricultural congress held in Rio,
reprinted as Anais do Congresso Agricoln (1988).

25. This is what appears to be implied by Levy and Andrade, when they con-
tend that financing of the agricultural sector via factors (comissirios)
‘reasserted the dominance of circulation over production, ensuring the
control of the latter by mercantile capital’. Levy and Andrade (1993, p. 25).

26. Cf. Silva Netto (1865, Introduction).

27. Speech given by Minister of Finance Torres Homem in 1859, cited in
Andrada (1923, p. 90).

28. Sweigart (1987).

29. See also Lago (2019) on the difficulty faced by creditors in foreclosing
rural property in imperial Brazil.

30. This major obstacle in the way of the development of a long-term market
for rural loans was clearly diagnosed by a contemporary. See the chapter
“Do Crédito Rural e Sistema Hipotecario” (“On Rural Credit and the
Mortgage System”), in Franco (1984, pp. 111-7).
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On the falling prices for slaves in Brazil as contemporaries perceived the
inevitability of abolition (without compensation), Mello (1978).

This “liquidity consciousness” was reinforced by the recurrent panics and
crises that characterized the nineteenth century. Fears of a potential mis-
match between the maturities of bank assets and liabilities has also been
identified as a source of the short-termism of which nineteenth-century
British banks have often been accused. Collins (1991, pp. 16-7).

It has been suggested that a further reason for the relatively high cost of
credit in nineteenth-century Brazil was its underdeveloped banking system.
The latter, in turn, stemmed in part from the strict control exercised by the
government, including the Council of State, over the entry of new players
in the market. Ultimately, political power concentrated in the hands of the
Executive was used to shield from competition incumbent banks (includ-
ing the Bank of Brazil), whose boards of directors often included national
political officeholders. For an elaboration, Summerhill (2015, ch. 7).

The original argument is from Gerschenkron (1962, pp. 13 ff).

Session of 5 June, in ASI 1858, Tome II, p. 16.

Session of 21 May, in ASI 1858, Tome I, pp. 244-5.

Indeed, this was perfectly understood by some contemporaries.
Commenting on the government’s plans to allow the Banco Commercial
do Rio de Janeiro and Maud’s Bank of Brazil to increase their issue of vales,
in order to alleviate the monetary pressure felt in 1853, deputy Bandeira de
Mello noted that the measure was fruitless: ‘if the bills offered for discount
do not have credit, if they are not sufficiently guaranteed, banks will not
discount them, for banks cannot compensate for the lack of credit’. Session
of 13 June, in ACD 1853, Tome II, p. 181.

The first Bank of Brazil was created in October 1808 and its operations
started one year later. Throughout its twenty-year life, it was beset by
demands from the State that, ultimately, led to its closure and a protracted
process of liquidation, running from 1829 to 1835. For details, Franco
(1984, ch. 1), Vieira (1962), Peliez (1975), and Gambi (2017).

Articles 9 and 10 of the said decree determined that ‘the establishment of
any corporation with the purpose of engaging in banking operations shall
only be authorized once a quarter of its shares have been subscribed; how-
ever, if this total has not been realized within the time marked by its stat-
utes, it shall be dissolved (...)’.

Speech delivered in the Chamber of Deputies on 20 June 1853, cited in
Franco and Pacheco (1979, Vol. 11, p. 100).

Speech delivered in the Chamber of Deputies on 18 June 1853, cited in
Franco and Pacheco (1979, Vol. 11, pp. 101-2).
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42. This was the opinion expressed by a Mr. Robert Clinton Wright at the
enquiry into the 1857 commercial crisis. See Relatorio da Commissio de
Inquerito de 1859 (undated, pp. 111-2).

43. Parliamentary Papers 1860, LXV, Report by Mr. Morgan, British Consul in
Babia, on the Trade of that Port for the Year 1858, p. 2.

44. In fact, official recognition of the role of deposits as part of the money sup-
ply would only come about when the government passed Decree 3339 (10
November 1864), which stipulated that deposits held in the Bank of Brazil
in current account would henceforth count as part of its issues. The same
rule would apply to three-fourths of total interest-bearing deposits.
Cavalcanti (1893, Vol. 2, p. 279). In the United States, the procedure to
include bank deposits with note issues when setting specie requirements
was pioneered by the 1842 Louisiana banking act. Hammond (1957,
p. 695).

45. ‘In my opinion, receipts (...) issued by the bankers who failed represented
an actual issue in disguise, one thousand times more dangerous and dam-
aging to the public than those made by banks; because, although they
acted as currency in commercial transactions, they had no limit whatsoever,
except the individual credit of those who signed them; it was but an illicit
means to circumvent the dispositions of the law of 22 August 1860’
Statement made by Sebastido Ferreira Soares for the inquiry into the 1864
crisis, in Relatorio da Comissio de Inquerito de 1864 (1865, Annex C, Part
I, p.51).

46. This point serves to highlight the fact that to focus exclusively on tradi-
tional monetary aggregates to establish the degree of liquidity in the econ-
omy can be misleading, as argued by Kindleberger (1996, pp. 49-51). For
example, Sweigart remarks that in 1865 ‘a Rio merchant had estimated
that coffee factors had lent planters as much as 90,000 contos, a sum only
slightly less than the total currency held by the public over the entire coun-
try. Not all of the planter drafts ended up in banks; drafts accepted by well-
known planters and factors circulated as currency throughout the coffee
provinces’. Sweigart (1987, p. 135). It is difficult to assess the extent to
which planter drafts behaved as money, as well as the amount of outstand-
ing obligations of this nature in other points in time. Still, their sheer vol-
ume in 1865 should add a measure of caution to any analysis of monetary
trends based exclusively on aggregates such as M1 or M2. Goldsmith
(1986) puts the total amount of deposits held at private banks in 1864 at
somewhere between 25-50 thousand contos (see Table 5.1). When these
other components are added to the estimates of the money supply pro-
vided by M1 and M2, it becomes clear that the Brazilian economy was not
suffering from a monetary crunch in the early 1860s.

47. On the free banking experience of Scotland, White (1984, 1991).
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48.

49.
50.

51.

52.

53.

54.

55.

56.

57.
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It has been remarked that at that time ‘only in England and Scotland were
joint-stock companies generally subject to unlimited liability. In America, as
well as on the Continent, the principle of limited liability became the gen-
eral rule right from the beginning’. Cf. Smith (1936, p. 37, footnote 2).
Colecio das Leis do Império do Brasil, Tome 11, Part 1, 1850, p. 107.
Barman points out that Brazil was not alone at the time in making incor-
poration depend on official approval, as the same applied to France under
its 1807 Commercial Code. See Barman (1981). Free incorporation was
not introduced in the North German Confederation and Austria until
1870 and 1899, respectively. Cameron (1972, p. 17).

In a way, then, joint-stock issuing banks were invested with a double privi-
lege, that of limited liability—which benefited shareholders—and that of
issuing notes.

As seen in Chap. 3, the 1860 Law of Impediments imposed restrictions not
only on the operation of joint-stock banks, but on corporations in general.
Additionally, it strengthened the provisions of the Commercial Code, by
laying down for the first time clear penalties (in the shape of fines) on those
responsible for failing to obtain a charter before embarking on commercial
ventures (Art. 2, para 1).

As expected, this provision could cause problems, as in the case of a respect-
able family from Rio, left stranded in a train station in the outskirts of the
city, for want of legal tender currency to pay the fare. As it turned out, all
they had in their pockets was a substantial amount of notes issued by the
Banco Commercial & Agricola, which the company refused to accept. This
episode was mentioned during debates held in the Chamber of Deputies.
See session of 29 May, in ACD 1858, Tome I, p. 149.

Minister of Finance Ferraz criticized the banks’ issues of notes of small
denomination on the grounds that they fell into the hands of the lower
classes, who used them in daily transactions. This subjected the paper to
wear and tear, when not total loss, something that would ultimately benefit
the issuing bank, who would be free from redeeming them. RMF 1859,
p. 69.

This prompted the adoption of Article 4 of Decree 2685 (10 November
1860), which imposed on the Bank of Brazil the requirement to withdraw
from circulation notes of smaller denomination, should it fail to resume
(gold) convertibility within six months.

Similar problems arose in the South of the United States, where states
struggled to regulate the private issue of so-called shinplasters. Schweikart
(1987, p. 115).

Throughout most of the period under discussion here, import duties were
not collected on an ad valorem basis. Instead, they consisted of a fixed
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amount (a lump sum) charged on “official values” of each merchandise as
detailed in the tariff schedule. In the presence of exchange-rate swings, the
market value of a given item could differ—at times, markedly—from “offi-
cial values”, causing importers to face tariff rates that were quite distinct
from what they anticipated (and, sometimes, from the government’s origi-
nal intent). For a discussion, Villela (2005).

58. At the time, the degree of protection afforded to import-substituting
industries by a depreciated milréis, as well as its influence on the imports of
capital goods (and, hence, domestic investment), were not significant
issues in the political economy of the exchange rate.

59. An oitava corresponded to 1/8 of an ounce, or 3.586 grams.

60. This was the third time the legal parity of the milréis was changed.
Historically, the par rate of exchange had been 67.5d. The 27d,/1$000
rate replaced the previous parity established in 1833 (at 43.5d,/1$000)
and would thereafter—and well into the republican period—constitute a
veritable “Holy Grail”, a mythical rate of exchange that would be doggedly
pursued by the government.

61. Inaddition, as shown in Figure 5.5, in the case of the smaller issuing banks,
note issues could be partly backed by shares of companies enjoying profit
(dividend) guarantees from the government.

62. On the British monetary controversies, Viner (1937) and Glasner (1989,
1992).

63. Saes (1986) and Andrade (1987).

64. Major politicians identified with the metalistas were Angelo Muniz da Silva
Ferraz (President of the Council of Ministers and Minister of Finance from
August 1859 to March 1861), Paulino José Soares de Sousa (Visconde de
Uruguai) and José Maria da Silva Paranhos (Visconde de Rio Branco).
With Souza Franco’s ideas sided Irineu Evangelista de Souza (Maud), Jodo
Lustosa da Cunha Paranagud and José Antonio Saraiva, to name the most
important. Andrada (1923, p. 112).

65. The 1856 edition of Gilbart’s 1827 book A Practical Treatise on Banking
was translated by L. J. de Oliveira e Castro as Tractado Practico de Bancos
(Rio de Janeiro: Garnier, 1859, 3 vols.). I am indebted to Carlos Gabriel
Guimardes for drawing my attention to the Brazilian edition of the Gilbart
book.

66. This similarity was not lost on a contemporary author (and professor at the
Recife Law School), who remarked that ‘every one of our Ministers of
Finance (...), advocates of monopoly or plurality of banks, from Torres
Homem to Souza Franco, all of them are blind admirers of gold’. Cf. Milet
(1875, p. 25).

67. See, for example, Saes (1986, Part I), and Andrade (1987).
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69.
70.
71.
72.

73.

74.

75.
76.
77.
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For a similar contemporary defense of plurality of issue with convertibility
of (non-legal tender) banknotes, Hoyer (1880, pp. 38—40).

Andrade (1987).

An early example is Normano (1935, p. 190).

Debate held on 2 June, in ASI 1858, Tome I, p. 14.

His participation in the efforts to prop up the rate of exchange in the wake
of the 1857 crisis bear witness to this. For details, see Chap. 2.

Still, this did not stop him from operating in Uruguay, where notes issued
by the Maud Bank were redeemable in specie.

Maud’s defense of inconvertible banknotes had already been made public
much earlier, in his testimony to the enquiry into the 1857 commercial
crisis. See Relatorio da Commissao de Inquerito de 1859 (undated, Annex
A, p. 90).

See Banco do Brasil, Parecer Apresentado a Assemblén (1861).

Ibid., pp. 14-5.

Ibid., pp. 16-7. As noted by many authors, the gold standard operated
differently in the countries at the center and those in the periphery of the
world economy, the latter being frequently hit by convertibility crises,
devaluations, and internal dislocations. In effect, borrowing countries were
not as capable as core ones to control the rate of their capital imports and
exports. For the periphery, buoyant economic activity led to merchandise
imports picking-up and, eventually, to a trade deficit. In the early stages of
the cycle, this trade deficit would be financed by (foreign) capital inflows
which, by their inherent volatility, were bound to return to their countries
of origin at news of panics and the subsequent increases in Bank (of
England) Rate. Given the lagged response of import demand to credit
conditions, this capital flight could result in severe reserve losses that,
under the gold standard, would bring about an equally strong monetary
contraction. Depending on the magnitudes involved, that is, the size of the
gold drain relative to the domestic monetary base, the ensuing deflation
could be considerable. In short, capital flows tended to be pro-cyclical,
that is, they would increase in boom times and as soon as the slump set in
(but merchandise imports were still on the rise), they would return to the
centers from where they had originated. This would aggravate the natural
instability that derived from the periphery’s frequent reliance on the
exports of one or two primary products. For an elaboration of this argu-
ment, Ford (1962). For a discussion of these issues as applied to early
twentieth-century Brazil, Fritsch (1988). Furtado had already made this
point in his classic 1959 book, when describing the economy of nine-
teenth-century Brazil and its incapacity to adapt to the rules of the gold
standard in the period. See Furtado (1970, ch. 27).



5 TAKING STOCK: MONETARY AND BANKING POLICY IN THE SECOND REIGN 179

78. Soares’ reference to “exports in excess of imports” (a trade surplus), as he
himself elaborates in his book, would refer in modern parlance to the need
for a balance of payments surplus if gold and silver coins were to be retained
domestically.

79. Soares’ Notas Estatisticas was originally published in 1860. Maud’s and
Soares’ advocacy of paper currency, as already noted, was highly atypical in
a world convinced of the superiority of the gold standard. In this respect,
they were close to the Birmingham economists of the nineteenth century,
who backed inconvertible paper money as a means to enhance employ-
mentin times of distress in their city. In a debate in the Senate, Jequitinhonha
stated that Souza Franco’s opinions in favor of plurality of issue were akin
to those of the Birmingham school, ‘whose theories had been proven
false’. See ASI1858, Tome I, p. 244. On the opposition of the Birmingham
economists to deflation and the gold standard, Fetter (1965,
pp- 177-80).

80. These events are examined in detail in Chaps. 2 and 3.
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CHAPTER 6

Conclusions

Detailed examination of Brazil’s monetary and banking history between
1850 and 1889 has allowed for a number of points of historical fact to be
clarified. Additionally, it has shed light on the nature of State-society rela-
tions during the Second Reign.

Regarding monetary policy, the book has shown unequivocally that
contemporary policymakers strove to confer on Brazil’s currency the dis-
cipline associated with the gold standard. This objective, it was argued,
stemmed not only from mimicry of Europe, as claimed by Furtado, but
was a direct result of practical concerns.! Three of these concerns stand
out. First, the desire to minimize the domestic cost of sterling-denominated
liabilities of the imperial government. Second, the need to provide foreign
investors with the necessary signal of financial rectitude—the “good
housekeeping seal of approval”, emphasized by Bordo and Rockoft.?
Finally, the perception that the fixed exchange-rate regime that would
accompany convertibility of the milréis into gold was the best insurance
against income and wealth shifts that followed sudden changes in the for-
eign value of the currency.?

As for banks, the specialized literature agrees that Brazil’s banking sec-
tor could be characterized as underdeveloped during the imperial period.
High rates of interest and the resultant brake on economic activity have
led authors and contemporaries alike to highlight an alleged failure of the
banking sector to support agricultural production. Indeed, as factors
(comissdarios) ultimately took over most of the direct lending to planters,
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banks limited themselves to discounting drafts previously endorsed by
commercial capitalists. In this regard, some authors have emphasized what
they consider were exploitative relations between factors and planters,
with the latter having to face high rates of discount on their drafts.*

The book rejected this view, based on research carried out by Sweigart
on the financing of the coffee industry in the imperial period.®> It was
remarked that the existence of several intermediaries in the financing chain
of the coffee sector—a feature that certainly contributed to the high rates
of discount faced by planters—was the direct result of imperfections in
mortgage legislation. In particular, the excessive protection afforded
planters during foreclosure procedures, combined with information asym-
metries related to other types of collateral offered by farmers (such as
slaves and crops), resulted in high transaction costs, keeping banks away
from financing agriculture directly.

Research into the evolving nature of monetary arrangements in the
Empire has also allowed two important points of historical fact to be
redressed. First, the extent to which Brazil was bound by the rules of the
gold standard after 1846. Second, whether conscious, counter-cyclical,
policies were pursued during the second half of the nineteenth century.

For some authors, when Law 401 established the new official
27d,/1$000 parity, it formally bound Brazil to the rules of the gold stan-
dard.® Yet, the book argues that this was hardly the case. Brazil was not
under a proper gold standard when, from the mid-1850s to the mid-
1860s, a few private banks obtained the right to issue notes convertible
into gold. As redemption was left at the discretion of the issuing banks,
more often than not note bearers would be given Treasury notes—not
specie—in exchange for banknotes. As a result, convertibility during this
brief period was more of a potential than de facto nature. In all, potential
convertibility was in force for approximately six years, and it only covered
notes issued by private banks. Treasury notes—which amounted to three-
fourths of total circulation in 1854, falling to a low of one-third in 1864—
remained inconvertible throughout.

The book has also established a second point of historical fact, involv-
ing earlier interpretations of the nature of the recourse to counter-cyclical
monetary policies during the Second Reign. More specifically, it was
shown that the Bank of Brazil’s decision to abandon convertibility and
increase its rediscounting operations in the midst of the 1857 financial
crisis was taken at the initiative of the bank itself, and not at the behest of
the government. In this regard, Peliez is wrong in seeing in that move a
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sign of a conscious governmental effort at counter-cyclical monetary pol-
icy” In reality, the Bank was safeguarding its metallic fund, which had
been suffering substantial losses since news of the international crisis first
reached Rio de Janeiro. Yet, the research does corroborate Pelaez’s point
about the adoption of similar counter-cyclical policies in the wake of the
1864 crisis.

Detailed analysis of monetary and banking policies in the period has
also extended current knowledge about three major events—the 1860
banking and corporate law, and the 1864 (Souto) and the 1875
(Maua) crises.®

Asnoted, the 1860 law went down in history as the Law of Impediments,
owing to its perceived deleterious effects on the incorporation of new
firms and on the operations of the banking sector. The book does not
dispute the assertion that the 1860 legislation restricted the process of
incorporation in Brazil, nor that it curtailed the activities of note issuing
banks. Yet, it maintains that part of the claims found in the literature must
be put in the correct historical perspective. First, it was argued that the
Law did little more than reaffirm the provisions of the 1850 Commercial
Code in respect to joint-stock companies. Indeed, its major innovation in
relation to the Code concerned the imposition of fines on firms found
operating without official approval. In addition, other authors have rightly
pointed out that the Law of Impediments was no different from contem-
porary legislation elsewhere in respect to incorporation, which was consid-
cred a privilege, not a right.” Finally, it could be argued in favor of
government supervision of the process of incorporation that it was salu-
tary, since it protected the property rights of eventual investors against
mismanagement, or outright fraud.

The other major part of the 1860 legislation, including Decree 2685,
of 10 November, dealt with banks of issue. The received view has been
that the ceiling imposed by the government on unbacked note issues led
to a major reduction in outstanding note circulation and, hence, a mone-
tary contraction that ultimately was at the root of the 1864 Souto crisis.
The book challenges this assertion. It starts by noting that, essentially, the
legislation enacted in 1860 capped total issue of banknotes at 53 thousand
contos. In December of that year, those issues stood at 51.8 thousand con-
tos, so that actually banks still had room to expand their operations and all
the while remain within the limit imposed by the government.

There is no disputing that from the third quarter of 1860 to the third
quarter of 1863, the volume of total outstanding issues, which included
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Treasury paper, dropped by approximately 12%. However, it was demon-
strated that as the Bank of Brazil resumed convertibility of its notes, it
expanded its issues and partially compensated for the decline in the out-
standing volume of paper issued by the Treasury and the smaller pri-
vate banks.

The book has also emphasized how conclusions drawn from using the
estimates of the money supply constructed by Peldez and Suzigan (1976)
should be approached with caution, as the latter comprise solely liabilities
of'the joint-stock banks (including deposits) and Treasury notes. However,
at the time there were other types of liabilities performing functions akin
to money. Among these (partial) substitutes were promissory notes (vales)
issued by private banks (casas banciarias), deposits held by these establish-
ments, as well as metallic currency (including foreign coins) in circulation.
The book drew attention to the fact that issues from private banks were
barely touched by the Law of Impediments, except for the rule establish-
ing legislative oversight in the case of the issue of vales. Instead, Law 1083
went into considerable detail into the operations of note issuing banks,
both those created in 1857-8 by decree of the Executive and the Bank of
Brazil. As such, it could well have been the case that in the early 1860s, in
the wake of the Law of Impediments, casas banciarias stepped into the
void left by the reduced supply of banknotes and Treasury paper, thus
providing the economy with additional liquidity that is not captured by
traditional estimates of the money supply.

In connection to this, the research has also provided new insights into
the 1864 financial crisis. As indicated, previous analyses of the events—
triggered by the failure of the Casa Souto—have often interpreted it as a
direct result of the limit to note issues imposed by the Law of Impediments.
Nevertheless, when deposits held in joint-stock banks are brought into the
picture, it becomes clear that their expansion between 1860 and 1864
produced monetary growth iz spite of the Law of Impediments. In fact,
the book has demonstrated that the money supply (M1) in the first semes-
ter of 1864 was at a (nominal) level similar to that at the time of the Law—
some 96,000 contos. If the other forms of money highlighted above are
taken into account, the purported connection between the 1860 banking
law and the 1864 crisis becomes even less tenable.

It is, therefore, unlikely that a monetary crunch sparked the problems
at Souto. Instead, the research suggested that the crisis might have
originated in the casas banciarias themselves. Based on anecdotal contem-
porary evidence, it was remarked how, free from official supervision, these
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establishments sometimes overlooked essential prudential rules, lending
long- against short-term liabilities. Although hard evidence—particularly
of a statistical type—is still lacking, this possibility must also be taken into
account in future attempts to explain the origins of the Souto crisis.

As for the 1875 crisis, the book found little indication of a direct link
between the panic in Rio, involving the closure of the Maua Bank and
several other establishments, and the 1873 crisis in Europe and the United
States.!® Not only do contemporary accounts of the general state of the
Brazilian economy in 1873—4 indicate overall normalcy, but the chain of
events leading up to the collapse of Maud’s business empire appear to
confirm the domestic nature of the panic with, at most, a foreign ingredi-
ent in the form of Maua’s troubles in his banking ventures in Uruguay.

In addition to clarifying a number of episodes in the monetary and
banking history of the Brazilian Empire, the book has provided a more
informative taxonomy of the two major schools of monetary thought in
nineteenth-century Brazil—papelistas and metalistas. To begin with, it has
uncarthed one of the few contemporary references to these schools.!!
More significantly, the book has argued that previous treatments of the
debates between metalistas and papelistas have suffered from two major
shortcomings: a tendency to exaggerate the degree of anti-bank sentiment
among metalistas, and a failure to take proper heed of contemporaries’
views on convertibility.

There is no doubt that metalistas generally opposed the creation of new
banks of issue, as revealed by an examination of the records of the meet-
ings of the Finance Standing Committee of the Council of State.!? Yet, the
research has demonstrated that opposition to deposit and discount banks
among contemporaries was much weaker. Moreover, it was shown how
previous treatments of monetary debates in nineteenth-century Brazil
have often failed to make one crucial distinction between metalistas and
papelistas, namely, their stance on the question of convertibility.!* More
specifically, a subtle, if crucial, difference between what may be called
“ordinary” and “true” papelistas has often been neglected. Although both
groups favored plurality of note issue and an expanding money supply—
and, as such, stood opposed to the metalista dogma of monopoly of issue
and monetary restraint—the book has shown that ordinary papelistas
(such as Souza Franco) were in favor of convertibility. In this particular
point, therefore, they were no different from their metalista opponents.
On the other hand, “true” papelistas, like Maua and Sebastidao Ferreira
Soares, preferred fiduciary, non-convertible, issues to gold-backed ones.
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In practice, they opposed the gold standard itself, which they felt unsuit-
able for a small, capital-importing economy like Brazil.

In the Introduction, it was noted that the book would consist of a
monetary and banking history with a political perspective. Although a
political economy approach to the monetary question has never been fully
attempted, earlier works on this period have sometimes claimed that the
evolution of the banking framework roughly followed political events.
More to the point, it has been argued that the conferring of a monopoly
of note issue on the Bank of Brazil in 1853 constituted the economic facet
of the political centralization obtained around 1850.'* In other words, the
primacy of the Rio-based political elite (the saquaremas) would be reflected
in the dominance exercised by the Bank over commercial circuits across
the Empire.

However plausible this interpretation of the political economy of bank-
ing in the Second Reign may be, it is not very compelling. Indeed, how
was it possible that the interests of the city and province of Rio de Janeiro
were so dominant while, at the same time, fazendeiros from that very
region were constantly complaining about the cost of credit? Clearly, had
Rio-based interests (embodied in the saquarema elite) been as powerful as
these authors suggest, once in government they would have promoted
policies allowing for cheaper credit for the agricultural sector. Repeated
complaints and formal petitions issued by groups of fazendeiros in the
province of Rio bear witness to the difficulties they were experiencing in
obtaining cheaper credit throughout the Second Reign.

The political model implicit in the works of Levy and Guimaries sug-
gests that the Bank of Brazil often prevailed over the government. Nothing
could be more removed from the truth. Indeed, Souza Franco’s authori-
zation for the establishment of six new banks of issue in 1857-8 hardly
squares with the view of an all-powerful Rio-based establishment. This
measure represented an end to the Bank’s monopoly of note issue, held
since 1854. Likewise, when revising its contract with the Bank in 1866,
the government cancelled its issuing powers, thereby removing a source of
profits to the institution. Finally, refusal to increase the Bank’s leverage on
many occasions provides further evidence that the government was not
held hostage by the Bank.

The opposite was also true, that is, the Bank was not freely manipulated
by the government, as abandonment of efforts to defend the exchange
rate in early 1858 clearly showed.!® As seen in Chap. 2, on the occasion
the Bank unilaterally suspended convertibility and, against official advice,
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lowered its rate of discount in order to assist firms seeking credit. The
book also emphasized how the Bank would often clash with the govern-
ment over its proper role in assisting economic activity, while also ensuring
the stability of the milréis. The reactions to the Law of Impediments also
attest to the conflicting relationship between Bank and government.
Indeed, the commission set up by the Bank to look into the Law openly
contested the convenience, and legality, of the new legislation.!® In short,
the rapport between Bank and government is more complex than it has
sometimes been suggested.

It has also been claimed that Liberals were usually in favor of plurality
of issue and soft money, whereas Conservatives tended to side with
monopoly and hard money.'” The question of the stance on monetary and
banking matters maintained by the major political parties cannot be set-
tled easily. It was not until the mid-1860s, when monetary debates had
receded, that both Liberals and Conservatives first published an actual
party program. Furthermore, anecdotal evidence about their views is
inconclusive. Liberals, as shown by Jequitinhonha’s opposition in the
Senate, did not unanimously endorse Souza Franco’s decision to charter
new issuing banks in 1857-8. Subsequently, approval of the 1860 Law of
Impediments counted on a solid Conservative majority in the Chamber of
Deputies. Yet, this same majority had earlier rejected the Torres Homem
proposal of corporate and banking reform, which essentially bore the same
restrictive spirit. Lastly, a Progressive (i.e., dissident Conservative) cabinet
and parliamentary majority saw through exceptional legislation dealing
with the Souto crisis of 1864, which helped subdue the panic. Two years
later, the same forces were responsible for stripping the Bank of Brazil of
its issuing rights, and restoring monopoly of issue to the hands of
the Treasury.

Ideas were also shown to have greatly influenced the direction of mon-
etary and banking policy during the Second Reign. In particular, three
misconceptions shared by most participants in the monetary debates at
the time helped shape events in the area. The first one consisted in equat-
ing money and credit. Both were widely taken as being synonymous,
leading to expectations that an expansion of the volume of notes in circu-
lation would translate, necessarily, into lower rates of interest. The second
fallacy stemmed from this and involved the notion that the money supply
consisted of notes and metallic coins only. In other words, bank deposits
were seldom perceived by contemporaries as part of the money supply,
thus leading to an exclusive focus on banks’ issuing rights in the debates.



192 A A VILLELA

The final obstacle to a proper understanding of the complex mechanisms
at play in the monetary realm was the belief entertained by most that the
money supply (approximated by the volume of notes and coins in circula-
tion) was the main determinant of the rate of exchange. In conjunction,
these three ideas go some way in explaining why banking activity was
curtailed for most of the period under study here.!®

Finally, concerning the question of the relative autonomy of the impe-
rial State vis-a-vis the planter class, in the context of monetary and banking
policy, the following schema was established:

SOFT MONEY (favored by planters): depreciated rate of exchange—
monetary expansion—plurality of issue—cheap credit—papelistas

HARD MONEY (favored by the government): appreciated rate of
exchange—monetary restraint—monopoly of issue—orthodoxy—
metalistas

In Chap. 5, it was argued that, a priori, the planter class tended to favor
soft money policies—consisting of monetary laxity and a slipping milréis.
Contemporaries hoped that this would be achieved via the granting of
issuing powers to the largest possible number of banks. This was consis-
tent with a view of the role of banks as institutions primarily concerned
with financing economic activity. Similarly, the research highlighted that,
in principle, the imperial government entertained an opposite set of pref-
erences as regards monetary and banking policies, encapsulated by the
notion of hard money. Moreover, it was remarked that these policies were
pursued with the aim of creating the conditions for the formal pegging of
the milréis to gold and the adoption of the gold standard.

Careful analysis of the changing nature of the monetary regime in
imperial Brazil revealed the importance of ideology in the conduct of pol-
icy. Ideology in this case was defined in a very loose way, as meaning par-
ticular views that people may entertain concerning what banks should do.
The book drew attention to two conflicting views on the proper role of
banks in the economy, which may be designated as “developmental” and
“orthodox”, respectively. Most of the scholarly research in the post-
Second World War period implicitly embraced the former perspective,
reflecting contemporary debates about the economic development of
Brazil. While looking at historical events through developmental lenses,
post-war scholarship projected into the past concerns that were at the top
of the political debate in the second half of the twentieth century. In so
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doing, however, it overlooked a second major approach to the role of
banks, embodied in the orthodox perspective. Apparently as a reaction to
early-twentieth-century monetary historians—who emphatically advo-
cated orthodoxy—many post-war authors failed to give due attention to
the macroeconomic implications of banking policy. As a result, the con-
cerns of mid-nineteenth-century policymakers with exchange-rate insta-
bility, depreciation, and inflation have been considered by part of the
historiography as mere uncritical importation of foreign orthodoxy.

Contemporaries knew better. They were aware of how excessive mon-
etary expansion might lead to frequent movements in the exchange rate
and currency depreciation. As the book has shown, contemporaries also
acknowledged the income and wealth shifts that large changes in the value
of the milréis could bring about. Finally, policymakers knew perfectly well
what would be the implications of a depreciating rate of exchange for the
finances of the State.

True, like everybody else, they had their personal predilections as far as
monetary and banking theory, and policy, were concerned. In addition,
without question, the orthodoxy of the time praised the virtues of the
gold standard. In practical terms, this meant pegging the domestic cur-
rency to gold, and relinquishing monetary policy autonomy. Yet, if con-
vertibility could not always be maintained, at least it was thought that
there should be controls over the process of monetary creation by the
private sector. In the eyes of most nineteenth-century policymakers, this
implied checking the expansion of banks of issue for, as already mentioned,
most contemporaries wrongly assumed that only banks entrusted with
issuing powers were capable of altering the money supply.

The book further argued that the orthodox approach to monetary pol-
icy that dominated debate and policy in the nineteenth century sometimes
involved concerns with what would currently be seen as typical central
bank functions. Even though central banking theory was still some decades
away, policymakers who, in the mid-1850s, sought to invest the Bank of
Brazil with the task of looking after the money supply and, indirectly, the
rate of exchange, were ultimately concerned with defending the value of
the national currency. This is what central banks are expected to
do nowadays.

However, at the time, modern instruments were lacking. There was no
requirement for commercial banks to deposit part of their reserves in the
Bank of Brazil. Nor could the Bank influence overall liquidity via open
market operations. In addition, the Bank had to face competition in the
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note issuing business. Its actions, then, could always be countered by the
other banks of issue. Furthermore, as a private, profit maximizing, institu-
tion, the Bank had difficulty in performing typical central bank duties,
such as acting as a lender of last resort, lest it overburden its own portfolio.
In the end, therefore, the Bank could neither fully meet the demands of
the productive classes for cheap credit, nor fulfill its “proto-central bank”
functions, as expected by many contemporaries espousing an orthodox
approach to banks.

The research has demonstrated that regardless of the specific difficulties
faced by the Bank of Brazil, advocates of hard money triumphed through
most of the period. This fact, in turn, was in no small part a result of the
influence exerted by Joaquim Rodrigues Torres. It was shown how
Itaborai—in his capacity as Minister of Finance, president of the Bank of
Brazil and, crucially, long-serving member of the Council of State—set the
agenda for monetary management for the period. Additionally, his condi-
tion as rapportenr in most of the resolutions taken by the Finance Standing
Committee of the Council of State ensured that hard money consider-
ations usually prevailed over alternative views. To the extent that official
policy stemmed from Council of State resolutions—and given that the
Emperor himself appeared to sympathize with financial orthodoxy—, it is
hardly surprising that hard money was generally followed. In addition, as
the book argued, this approach held sway because it conformed to the
dominant doctrine of the age and met the interests of a State that was
politically capable of enforcing these policies.

To conclude, it should be said that the research would have certainly
benefited from access to documents pertaining to preliminary stages of the
discussions in Parliament and the Se¢dao de Fazenda, even though there is
no clear indication if these sources actually exist. In the end, the argument
relied on close examination of the 7esult of policies in the monetary and
banking sphere, that is, those policies that were effectively implemented.
In so doing, it emerged that monetary management between 1850 and
1889 was often—but not always—done in accordance with the hard
money principles summarized above. Starting with the 1846 Law, which
established the 27d,/1$000 parity, hard money policies were promoted in
1853 (when the third Bank of Brazil was founded), culminated with the
1860 banking and corporate law, and would characterize most actions in
the area after 1866, when a return to the mythical 27d parity was foremost
on policymakers” minds.
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However, it was also shown that departures from hard money were not
so rare. Not only was the chartering of six new banks of issue in 1857-8
an exception to orthodoxy, but conscious counter-cyclical reaction to the
1864 crisis, and the monetary expansion throughout the Paraguayan War
and in connection with drought relief were also unorthodox. In the end,
then, it could be said that the imperial government displayed what could
be termed “pragmatic conservatism” in its approach to monetary and
banking questions. It was, therefore, willing to compromise on its hard
money beliefs in cases of force majenre, such as the Souto crisis, the war
against Paraguay or in providing much-needed assistance to victims of the
Grande Séca.

Still, the fact remains that under normal circumstances, monopoly of
note issue, monetary restraint, convertibility, and an appreciated rate of
exchange were pursued as an objective of policy. As argued throughout,
this was diametrically contrary to the demands from the planter class for
plurality of issue, monetary expansion, paper money and a depreciated
milréis. It is, therefore, safe to conclude that, at least in regard to money
and banking, the imperial government enjoyed a degree of autonomy
from the economic elite. This lends further support to Holanda’s claim
that ‘the empire of the fazendeiros in Brazil would only begin with the fall
of the Empire’ see de Holanda 1972, p. 283.

NoOTES

1. Furtado (1970, chapter 27).

. Bordo and Rockoft (1996).

3. Thus, suggestions in the literature that adherence to the gold standard
tended to advance British interests, however plausible, tend to miss these
crucial points. See, for example, Granziera (1979) and Levy and Andrade
(1993). These contributions appear to overlook the undisputed fact that
exchange-rate stability is a public good and, as such, it can be enjoyed by
both domestic and foreign agents.

4. See, for example, Soares (1984).

. Sweigart (1987).

6. See for example, Levy and Andrade (1985) and, less emphatically, Peldez
and Suzigan (1976).

7. Peldez (1976). The book has also shown that suspension of convertibility
occurred on 27 November, not 11 November, as usually claimed.

8. A further clarification brought out by the research involves the nature of
the remarkable recovery of the exchange rate in the aftermath of the war
against Paraguay. It was noted that the milréis already appreciated mark-
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edly prior to Rio Branco’s appointment as President of the Council of
Ministers (and Minister of Finance) in March 1871. In addition, the book
argued that subsequent appreciation of the exchange rate—leading up,
eventually, to the attainment of the 27d/1$000 parity in 1875—took
place independently of the monetary and fiscal policies carried out by the
Rio Branco administration.

. Barman (1981).
. Schulz (2013, p. 102), on the contrary, maintains that both the 1875 and

the Souto crises originated in Europe and the United States. The author
offers scant evidence to support either claim, however.

See Section 5.3.

For a detailed analysis of the debates and decisions on monetary and bank-
ing matters in the Se¢do de Fazenda of the Council of State, Villela (2000).
Saes (1986) and Andrade (1987).

See, for example, Levy and Andrade (1985), Mello (1984), Guimardes
(1998, 2012), and Gambi (2013).

Its president, Dias de Carvalho, openly manifested the Bank’s indepen-
dence from the government in 1858. Speaking in the Senate on the opera-
tion to defend the exchange rate, Carvalho was emphatic: ‘never had the
Minister of Finance sent orders to the bank to draw, or not to draw (bills
of exchange). The Minister agreed with the bank on this point (...), each
part proceeded according to its sphere of action, and I can guarantee the
Senate that if the bank’s board of directors were convinced that it was not
convenient to undertake the operation with drafts, it would not submit to
orders from the Minister’. Session of 14 May, in ASI 1858, Tome I, p. 146.
“The law of 22 August of last year (...) could not have been applied to our
establishment without gravely offending our rights, without violating a
bilateral contract that cannot be altered without the necessary mutual con-
sent’. Cf. Banco do Brasil, Parecer Apresentado a4 Assemblén (1861, p. 5).
See, for example, Guimaraes (1998, pp. 58-9).

As discussed along the text, the 1860 Law of Impediments would make
things worse, as it mandated prior authorization for incorporation. It
would not be until 1882 that legislation would be passed relaxing the rules
for incorporation, which became a right.

REFERENCES

de Andrade, Ana Maria R. 1987. 1864: conflito entre metalistas ¢ pluralistas. MSc.
dissertation, Universidade Federal do Rio de Janeiro.

Banco do Brasil. 1861. Parecer Apresentado a Assemblén Geral dos Accionistas do
Banco do Brasil pela Commissio Especial Eleita em 2 de Maio de 1861. Rio de
Janeiro: Villeneuve.



6 CONCLUSIONS 197

Barman, Roderick J. 1981. Business and Government in Imperial Brazil: The
Experience of Viscount Maud. Journal of Latin American Studies 13
(2): 239-264.

Bordo, Michael, and Hugh Rockoff. 1996. The Gold Standard as a Good
Housekeeping Seal of Approval. Journal of Economic History 56 (2): 389—428.

Brasil, Senado. Annaes do Senado do Império do Brasil, various years.

de Holanda, Sergio B. 1972. Histéria Geral da Civilizagcio Brasileira. Tome 11,
Vol 1. Sio Paulo: Difel.

Furtado, Celso. 1970. Formacio Econémica do Brasil. 10th ed. Sio Paulo:
Companhia Editora Nacional.

Gambi, Thiago F.R. 2013. O Banco da Ordem: politica ¢ financas no Império
brasileiro (1853—1866). Sio Paulo: Alameda.

Granziera, Rui G. 1979. A Guerra do Paraguai e o Capitalismo no Brasil: moedn ¢
vida urbana na economin brasileira. Sio Paulo: Hucitec/Unicamp.

Guimardes, Carlos Gabriel. 1998. Bancos, Economin ¢ Poder no Segundo Reinado: o
caso da Sociedade Bancirvia Maud, MacGregor & Companbin (1854-18060).
Ph.D. dissertation, Universidade de Sio Paulo.

.2012. A Presen¢a Inglesa nas Finangas e no Comércio do Brasil Imperial: os
casos da Sociedade Bancaria Mawnd, MacGregor & Cin. (1854-18060) ¢ da firma
inglesa Smmuel Phillips & Cin. (1808-1840). Sio Paulo: Alameda.

Levy, Maria Barbara, and Ana Maria R. de Andrade. 1985. Fundamentos do
Sistema Bancdrio no Brasil: 1834-1860. Estudos Ecomomicos 15 (Special
Issue): 1748.

. 1993. ElI Sector Financiero y El Desarollo Bancario en Rio de Janeiro
(1850-1888). In La Economin Financiera y ln Formacion de ln Banca Central
en Espana y Latinoamerica, ed. C. Marichal and P. Tedde, 209-254. Madrid:
Banco de Espana.

de Mello, Evaldo C. 1984. O Norte Agravio ¢ o Império, 1871-1889. Rio de
Janeiro: Nova Fronteira.

Peldez, Carlos Manuel. 1976. The Theory and Reality of Imperialism in the Coffee
Economy of Nineteenth-Century Brazil. Economic History Review 29
(2): 276-290.

Peldez, Carlos Manuel, and Wilson Suzigan. 1976. Histéria Monetiria do Brasil.
2nd ed. Brasilia: Editora da Universidade de Brasilia.

de Saes, Flavio M. 1986. Crédito ¢ Bancos no Desenvolvimento da Economin
Paunlista, 1850-1930. Sio Paulo: IPE /USP.

Schulz, John. 2013. A Crise Financeira da Aboli¢ao. 2nd ed. Sio Paulo: Edusp.

Soares, Luis Carlos. 1984. A Manufatura na Sociedade Escravista: o surto manufa-
tureiro no Rio de Janeiro e nas suas circunvizinhangas (1840-1870). In La
Préindustrinlization du Brésil: essais sur une écomomie en tramsition, ed.
F. Mauro. Paris: CNRS.




198 A A VILLELA

Sweigart, Joseph E. 1987. Coffee Factorage and the Emergence of a Brazilian
Capital Market, 1850-1888. New York: Garland Publishing.

Villela, André A. 2000. Brazil in Mid-Empire: The Council of State and the
Banking Question, 1850-1870. Estudos Economicos 30 (4): 629-651.



APPENDIX

Table A1 Total notes outstanding, by issuer: 1854—6 (in contos)

Bank of Brazil Other
banks
Year  Treasury % Hend %  Branches % % Total
office

1854 46,692.8 75.0 15,530.7 25.0 — - = = 62,223.5
1855 46,692.8 689 21,0629 31.1 - - - - 67,755.7
1856 45,692.8 53.3 27488.2 32.0 12,609.1 14.7 - - 85,790.1
1857 43,676.7 44.7 33,175.0 34.0 20,8609 2.3 = - 97,712.6
1858 41,664.6 45.0 22,1255 239 19.811.3 214 8967.7 9.7  92,569.1
1859 40,700.6 42.4 21,889.8 22.8 18,972.1 19.7 14,510.7 15.1 96,073.2
1860 37,5999 42.0 22,626.3 25.3 16,1899 18.1 13,038.7 14.6 89,454.8
1861 35,1084 42.8 18,131.9 22.1 15,2582 18.6 13,513.1 16.5 82,011.6
1862 33,323.6 43.3 20,1524 26.2 18,556.0 24.1 4843.0 6.3 76,875.0
1863 30,5944 375 27,297.3 334 19,654.6 24.1 41156 5.0 81,661.9
1864 29,0944 29.2 43,168.0 434 232705 234 4030.8 4.0 99,563.7
1865 28,0909 25.8 43,767.6 40.2 34,1544 314 2853.3 2.6 108,866.2
1866 28,9009 255 429024 37.8 39,197.6 34.5 24805 2.2 1134814

Sources: Treasury notes in Legislagio sobre Papel Moedn (1923)

Bank notes in RMF, various issues

Note: Figures are for end of year
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Table A2 Brazilian banks of issue and their main accounts, 1850-9 (in contos)

Year/Bank Capital Issues Deposits Loans
1850

Banco Commercial Rio 2500 5 7526 9839
Banco Commercial Bahia 2000 1000 1458 4236
Banco Commercial Maranhdo 370 142 464 400
1851

Banco Commercial Rio 5000 2 7395 10,243
Banco Commercial Bahia 2000 1000 1582 4205
Banco Commercial Maranhdo 390 190 516 471
Bank of Brazil (Maud) 2000 98 5138 4665
1852

Banco Commercial Rio 5000 257 11,210 12,508
Banco Commercial Bahia 2000 1000 4822 552
Banco Commercial Maranhdo 500 241 726 641
Bank of Brazil (Mauad) 4999 1594 6081 11,149
Banco Commercial Pernambuco 838 500 141 1371
1853

Banco Commercial Rio 5000 1574 10,758 14,734
Banco Commercial Bahia 2000 1000 2565 4771
Banco Commercial Maranhao 524 298 801 688
Bank of Brazil (Maud) 8000 1938 5763 14,028
Banco Commercial Pernambuco 1000 500 67 1500
1854

Banco Commercial Bahia 2000 1000 2294 4848
Banco Commercial Maranhiao 680 339 1010 908
Bank of Brazil (Maud) 8000 1880 6464 14,150
Banco Commercial Pernambuco 1400 700 n.a. n.a.
“Third’ Bank of Brazil 11,000 16,125 3255 20,493
1855

Banco Commercial Bahia 2000 1000 1457 4056
Banco Commercial Maranhio 680 325 924 65
Banco Commercial Pernambuco 1700 850 276 2046
Bank of Brazil (head office) 15,900 21,300 3605 25,598
1856

Banco Commercial Bahia 2000 1000 817 2463
Banco Commercial Maranhio 800 81 44 n.a.
Bank of Brazil (head office) 19,752 27,829 1489 32,574
Bank of Brazil (branches) 4540 16,179 n.a. 7791
1857

Bank of Brazil (head office) 22,560 34,007 9545 46,294
Bank of Brazil (branches) 6140 22,966 1760 14,295
Banco do Maranhio 800 41 n.a. n.a.

(continued)
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Table A2 (continued)

Year/Bank Capital Issues Deposits Loans
1858

Bank of Brazil (head office) 22,560 35,209 15,263 32,470
Bank of Brazil (branches) 5932 29,460 462 18,493
Banco Com. & Agricola 5822 5490 44 6509
Bco. Prov. Rio Grande 377 0 n.a. n.a.
Banco do Maranhio 2 430 6 737
Banco da Bahia 2400 1255 940 5606
Novo Banco Pernambuco 1480 1460 271 2406
1859

Banco Rural & Hypothecario 8000 1926 12,832 20,528
Bank of Brazil (head office) 22,560 36,334 9639 23,349
Bank of Brazil (branches) 5940 29,124 583 23,052
Banco Com. & Agricola 7313 7238 358 9234
Bco. Prov. Rio Grande 580 1 300 824
Banco Maranhio 42 680 183 938
Banco da Bahia 4000 3200 2252 n.a.
Novo Banco de Pernambuco 2000 1466 304 2702

Sources: RMF, various years, and Levy and Andrade (1985, pp. 45-8)

Notes: Figures for end of year
Banking establishment for which data could not be found were omitted
n.a.: data not available

Table A3 Bank of Brazil, head office: portfolio balances, 1854—6 (in contos)

Date Discounts (a) Payments (b) Portfolio balances (c) = (n)— (b)
30 June 1854 19,375 3075 16,300
30 June 1855 99,259 75,139 24,120
30 June 1856 120,443 91,008 29,435
30 June 1857 128,453 117,695 10,758
30 June 1858 208,251 162,471 45,780
30 June 1859 165,237 137,271 27,966
30 June 1860 110,068 83,467 26,601
36 June 1861 121,053 94,351 26,702
30 June 1862 130,329 99,900 30,429
30 June 1863 183,204 138,100 45,104
30 June 1864 178,601 141,261 37,339
30 June 1865 284,739 213,364 71,375
30 June 1866 346,516 265,389 81,127

Source: Banco do Brasil, Relatirio Apresentado a Assemblén

Geral dos Accionistas, various issues
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Table A4 Average rates of discount at Rio Banks, 1850-60 (in %)

Period Rate Period Rate

1850 1856

1 Jan to 16 Jan 7 1 Jan to 27 Nov 8

17 Jan to 31 Jul 8 28 Nov to 31 Dec 8

1 Aug to 31 Dec 7

1851 1857

1 Jan to 16 Apr 7 1 Jan to 11 Jan 9

17 Apr to 22 Apr 6.5 12 Jan to 6 May 8

23 Apr to 2 Nov 6 7 May to 13 Aug 9

3 Nov to 31 Dec 5 14 Aug to 14 Dec 8
15 Dec to 23 Dec 10
24 Dec to 31 Dec 11

1852 1858

1 Jan to 9 Jul 5 1 Jan to 27 Jan 11

10 Jul to 31 Dec 6 28 Jan to 10 Feb 10
11 Feb to 24 Aug 9

1853 25 Aug to 11 Oct 11

1 Jan to 28 Apr 6 12 Oct to 3 Nov 10

29 Apr to 31 May 7 4 Nov to 20 Dec 9

1 Jun to 30 Jun 8 21 Dec to 31 Dec 8

1 Jul to 31 Aug 9

1 Sep to 26 Sep 8 1859

27 Sep to 29 Nov 7 1 Jan to 8 Jun 8

30 Nov to 31 Dec 7 9 Jun to 31 Dec 8

1854 1860

1 Jan to 23 Apr 8 1 Jan to 31 Mar 9

24 Apr to 31 Dec 8

1855

1 Jan to 3 Apr 7

4 Apr to 31 Dec 8

Source: Relatorio da Commissio de Inquerito Nomeadn Por Aviso do Ministerio da Fazendn, de 10 de
Outubro de 1859 (undated), Annex

Note: Rates refer to bills with two known signatures and, therefore, can be regarded as a minimum
(prime) rate



Table A5 Rate of exchange in the Rio market, October 1857 to September
1858 (in pence per milréis)

1857 1858
10/Oct  271/4  273/8 08/May  251/2
12/0ct  271/4  273/8 10/May  251/2

14/0Oct  271/4  273/8 27172  11/May  251/2
12/May  251/2

05/Nov 27 1/4 14/May 251/2
06,/Nov 27 1/4
07/Nov 27 1/4 27 3/8 04/Jun 251/2
10/Nov 27 27 1/4 05/Jun 251/2
11/Nov 27 27 1/4 07/Jun 251/2
12 /Nov 27 1/8 18/Jun 27
13 /Nov 27 271/8 22 /Jun 26

23/Jun 251/2
14 /Dec 261/4 26/Jun 251/2
15/Dec 26
30/Dec 24 03/Jul 251/2
31/Dec 231/2 24 05/Jul 251/2

06,/7Jul 251/2 261/8
31/Jan
09 /Jan 24 08/Jul 26
11/Jan 24 09/7Jul 26
12 /Jan 25 15/Jul 253/4
13/Jan 25 251/4 26/Jul 27
06/Feb 25 03/Aug 26
08 /Feb 241/2 24 3/4 04/Aug 257/8 26
09 /Feb 241/2 05/Aug 25 3/4 26
10/Feb 24 24 1/4 241/2 06/Aug 25 3/4 26
11/Feb 24 24 1/4 24 /Aug 26
12 /Feb 24 28/Aug 265/8
13 /Feb 24 30/Aug 265/8

31/Aug  265/8
04/Mar  223/4

10/Mar 23 01/Sep 263/8  263/4
13/Mar  251/2 02/Sep 265/8
15/Mar  251/2 04/Sep 265/8
16/Mar  251/2 06,/Sep 265/8
18,/Sep 26 3/4
07/Apr  251/2 20,/Sep 263/4
08/Apr  251/4  251/2 21/Sep 26 3/4
09/Apr  251/4  251/2 22/Sep 26 3/4
10/Apr  251/4  251/2 23/Sep 263/4  267/8
12/Apr  251/2 24/Sep 26 3/4
13/Apr  251/2 25/Sep 26 3/4

28,/Sep 263/4
30/Sep 265/8

Source: Junta de Corretores de Titulos e Valores da Cidade do Rio de Janeiro, ‘Livro de Registro Official
de Titulos e Valores’, 1858 and 1859

Note: Rates refer to days in which there were transactions in the Rio stock exchange



Table A6 Revenues and expenditures of the imperial government, 1849-50 to
1889 (in contos)

Estimated Realized
Fiscal Revenue  Expenditure  Surplus Revenue  Expenditure  Surplus (+)
year (+) or or deficit (=)
deficit (—)
1849-50 25,717.2 26,802.2 -1085.0  28,200.1 28,949.6 -749.5
1850-1 27,200.0 26,275.7 924.3 31,523.7 33,224.6 -1700.9
1851-2 27,200.0  26,275.7 924.3 35,786.8 42,754.8 -6968.0
1852-3 30,500.0 27,482.8 3017.2 36,391.0 31,653.5 4737.5
18534 32,353.0 29,6337 2719.3 34,5165 36,234.5 -1718.0
1854-5 34,000.0  31,153.3 2846.7 36,9855 38,740.3 -1754.8
1855-6 34,000.0 32,4412 1558.8 38,6344 40,242.6 -1608.2
1856-7 34,000.0 33,7854 2146 49,1564 40,374.0 8782.4
1857-8 35,500.5  35,500.5 0.0 49,747.0 51,755.7 -2008.7
1858-9 39,428.1 40,097.1 -669.0  46,920.0 52,718.6 -5798.6
1859-60 45,000.0 48,3029  -3302.9 43,8074 52,606.2 —-8798.8
1860-1 45,000.0 48,3029  -3302.9 50,051.7 52,358.4 -2306.7
1861-2  49,659.7 51,3139  -1654.2 52,4889 53,049.7 -560.8
1862-3  49,659.7 51,3139  -1654.2  48,342.0 57,000.1 —-8658.1
18634 51,500.0 53,878.7  -2378.7 54,8014 56,4944 -1693.0

1864-5  51,500.0 53,8787 —2378.7 569959 833462 -26,350.3
1865-6  55,000.0 58,871.7 —3871.7 585234 121,856.0 —63,332.6
1866-7  55,000.0 58,871.7 —3871.7  64,776.8 120,889.8 —56,113.0
1867-8  71,250.0  68,530.2 2719.8 71,2009 1659848 —94783.9
1868-9  71,250.0  68,530.2 2719.8 87,5425 150,894.8 —63,352.3
1869-70  71,250.0  68,530.2 2719.8  94,847.3 141,594.1 —46,746.8

1870-1  94,100.0 83,3267 10,773.3  95.885.0 100,074.3 —4189.3
1871-2  95,800.0 85,741.3 10,058.7 105,135.9 101,580.8 3555.1
1872-3  95,800.0 85,741.3 10,058.7 112,131.1 121,874.5 9743 4

1873-4  103,000.0  98,250.2 4749.8 105,009.2 1214809 —16471.7
1874-5  103,000.0  98,250.2 4749.8 106,490.5 125,855.3 —19,364.8
1875-6  106,000.0 105,001.3 998.7 103,499.6 126,780.0  —23,280.4
1876-7 106,000.0 106911.0  —-911.0 101,063.6 135,800.7 —34,737.1
1877-8  102,000.0 105,881.7 —3881.7 110,745.8 1514929  —40,747.1
1878-9  102,000.0 105,881.7 —3881.7 116,461.0 181468.6 —65,007.6
1879-80 116,958.0 115,458.2 1499.8  120,762.0 150,133.6 —29,371.6

1880-1 116,958.0 115458.2 1499.8  131,275.0 138,583.1 ~7308.1
1881-2 116,592.0 114,280.7 2311.3  131,987.0 139,470.6 —7483.6
1882-3  128960.7 129,823.7  —863.0 129,697.7 153,058.0 —23,360.3
18834 128,960.7 129,823.7  —863.0 134,568.7 154257.1 —19.688.4

1884-5 133,049.1 138,796.7 —-5747.6 124,155.6 158,495.8  —34,340.2
1885-6 133,049.1 138,796.7 -5747.6 130,309.4 153,623.1 -23,313.7
1886-7 132,881.6 137,606.7  —4725.1 221,658.6 227,044.8 -5386.2
1888 138,395.0 141,230.1 —2835.1 145,896.1 147,450.5 -1554.4
1889 147,200.0 153,148.4 -59484 160,840.3 186,1659  —-25,325.6

Sources: Carreira (1980), Brasil, IBGE (1990), and Diniz (2002)

Note: Estimated revenues and expenditures refer to amounts approved by Parliament for the given fiscal year
Data for the 1886-7 fiscal year refer to three semesters
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Table A7 Outstanding notes and bills issued by the imperial treasury, 1850-89

(in contos)

Year Notes (notas) % Bills (letras) % Total

1850 46,770 91.0 4631 9.0 51,401
1851 46,684 879 6448 12.1 53,133
1852 46,684 98.5 723 1.5 47.407
1853 46,684 98.5 723 1.5 47.407
1854 46,693 99.5 246 0.5 46,939
1855 46,693 96.8 1566 3.2 48,259
1856 45,693 92.7 3596 7.3 49289
1857 43,677 99.2 367 0.8 44043
1858 41,665 99.9 34 0.1 41,698
1859 40,701 99.9 27 0.1 40,728
1860 37,599 99.9 32 0.1 37,631
1861 35,109 88.4 4600 11.6 39,708
1862 33,324 88.5 4337 11.5 37,660
1863 30,594 84.5 5592 15.5 36,186
1864 29,094 78.7 7852 21.3 36,946
1865 28,091 69 .4 12,400 30.6 40,491
1866 28,901 479 31,481 52.1 60,381
1867 42,560 48.5 45,162 51.5 87,722
1868 81,749 55.0 66,819 45.0 148,568
1869 127,230 66.7 63,481 33.3 190,710
1870 149,398 72.5 56,687 27.5 206,085
1871 151,078 79.0 40,132 21.0 191,210
1872 150,807 919 13,255 8.1 164,062
1873 149,579 91.9 13,109 8.1 162,688
1874 149,547 90.2 16,256 9.8 165,802
1875 149,501 88.1 20,179 11.9 169,681
1876 149,380 88.0 20,339 12.0 169,719
1877 149,318 87.1 22,156 12.9 171,474
1878 181,279 80.0 45,393 20.0 226,672
1879 189,258 85.7 31,465 14.3 220,724
1880 189,200 93.2 13,767 6.8 202,966
1881 188,155 89.1 22991 10.9 211,146
1882 188,012 86.6 28,985 13.4 216,997
1883 188,011 80.1 46,652 19.9 234,663
1884 187,937 80.1 46,549 19.9 234,485
1885 187,344 78.9 50,076 21.1 237,419
1886 194,283 72.2 74,796 27.8 269,078
1887 184,335 85.6 31,009 14 .4 215,344
1888 188,869 85.8 31,351 14.2 220,220
1889 179,971 100.0 78 0.0 180,049

Source: RMF, various issues

Notes: Notes refer to legal tender notes. Bills are short-term (less than one year) interest-bearing liabilities
issued in anticipation of government revenues

Data for notes refer to March or April. Bills outstanding as of March
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Table A8 Issues of bonds of the consolidated imperial debt (apdlices), 1851 /89
(in contos)

Year Purpose of Issue Amount
6%

1851-3 Deficit financing 5213.8
1858 Payment of Portuguese claims 54
1860-2 Share swaps of the Pernambuco Railway Co. 2466.4
1860-3 Share swaps of the Bahia Railway Co. 186.6
1860-72 Share swaps of the D. Pedro II Railway Co. 11,328.6
1861-2 Payment to Bank of Brazil for Treasury notes retired from 2150.0

circulation
1863 Compensation for goods captured from the Spanish in the 5890.4

wars of Independence and in the River Plate; withdrawal of
Treasury notes and bills from circulation

1864 Nationalization of the Unido e Industria Co. 3161.0
1865 Withdrawal of Treasury notes from circulation; wedding 1228.0
expenses of Princesses Izabel and Leopoldina
1865-72 Expenses incurred in the Paraguayan War 143,894.7
1869 Purchase of property at the Lagoa 50.0
1870 Purchase of the Enxadas Island 1705.8
1870 Retirement of Treasury bills 25,000.0
1871 : 0.6
1873-6 Payment to the Rio Dock Co. 2734.0
1876 Deficit financing 8600.0
1877 Sundry services 30,000.0
1877 Dowry for Princess Januaria 1200.0
1879 Consolidation of the floating debt 40,000.0
1880-2 Share swaps of the Baturité Railway Co. 606.0
Total 6% Issued, 1850-89 285,421.3
5%
1886 Consolidation of the floating debt 50,000.0
Total 335,421.3

Source: RMF 1889 /90, Table N.6
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Table A9 Foreign loans contracted by the imperial government, 1850,/89

Date  Purpose Nominal — Isue  Netvalue  Rate of
value price interest

(£) (%) (£) (%)

1852 Payment of remaining part of loan 1,040,000 95 954,250 45

contracted by Portugal in 1823, and
taken up by Brazil

1858 Nationalization and extension of the 1,526,500 94.5 1,425,000 4.5
D. Pedro II Railway

1859 Rescheduling of 1829 loan 508,000 100 508,000 5.0

1860 Loan for Cia. Unido e Industria, Cia. 1,373,000 90 1,210,000 4.5
Mucury, and Pernambuco Railway
Co.

1863 Liquidation of outstanding part of 3,855,300 88 3,300,000 4.5
the 1824 and 1843 loans;
consolidation of part of the floating
Treasury debt

1865 Financing of extraordinary expenses 6,963,600 74 5,000,000 5.0
of the Treasury with the Paraguayan
War

1871 Consolidation of the floating debt; 3,459,000 89 3,000,000 5.0
extension of the Pedro II Railway;
deficit financing

1875 Railroad construction and dividend 5,301,200 96.5 5,000,000 5.0
guarantees

1883 Investments in assorted public works 4,599,600 89 4,000,000 4.5

1886 Deficit financing; consolidation of 6,431,000 95 6,000,000 4.5
the floating debt

1888 Anticipation of difficulties arising 6,279,300 97 6,000,000 4.5
from abolition of slavery

1889 Consolidation of the foreign debt 19,837,000 90 17,440,300 4.0
(conversion loan)

Sources: Bougas (1955), Carreira (1980), and Summerhill (2015)
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