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INTRODUCTION
EVERYTHING OLD
IS NEW AGAIN

“Dick” and “Jane” Smith met shortly after they had both moved to the city, coming upon each other in the park on a sunny Sunday afternoon. Romantic sparks flew, declarations of love were exchanged, rings and vows followed—and then they began their search for a home of their own, where they would start their new life together.

Dick hadn’t gone to college, but he had recently found work in a new industry whose products were sweeping the country. The company’s IPO a few years back had been one of the most successful in history and he was going to help manufacture the killer product that, as one of his executives had said in his firm’s annual report, had “given us all something worth working for.” Dick and Jane, like the rest of the country, were caught up in the heady optimism of what newspaper pundits said was a New Era.

Flush with love and short on cash, the Smiths went to their local bank to find out if they could get a mortgage. The home that they wanted was expensive, like all houses those days, but the Smiths knew that houses were a good investment. Prices had gone through the roof in the past few years, and real estate was always a sure thing. “You can’t make more land!” Jane remembered her father always saying.

At the bank, the Smiths met with a well-dressed mortgage officer. Looking over the application, the mortgage officer asked them far fewer questions than they had expected: how long had Dick had his job, how long had they lived at their current address, how much did he make? After a few calculations, the mortgage officer somberly informed them that an “amortized” mortgage—one in which they repaid against both interest and principal every month—would not get them the house they wanted. Dick’s income was just not enough to cover it.

But the Smiths didn’t have to worry. The bank offered another, better option that most smart people were using those days: an interest-only “balloon” mortgage. With a balloon mortgage, Dick and Jane could buy the house immediately, sleeping soundly with the knowledge that their household income had nowhere to go but up, right alongside real estate values. When the time to pay off the principal finally came a few years down the road, they could simply refinance with a new loan that was just as affordable as the first. Why slowly pay down the principal when they would probably just sell it for more in a few years, anyhow? Like the mortgage officer had said, it was the smart thing to do.

In fact, they would have to refinance since the loan was for only four years, but that wouldn’t be a problem at all. The mortgage officer explained, in confident tones, that refinancing would never again be a problem because banks had started issuing mortgage-backed securities to finance their customers. Investors were always looking for a good deal, and real estate was a sure thing.

Four years! Dick would almost certainly move up in his burgeoning high-tech industry in that time. Jane already envisioned a bigger space, the envy of her sisters. The couple looked at each other knowingly, trusting in the guidance of the mortgage officer, and signed the papers he offered them.

Dick and Jane thought they couldn’t go wrong. They were in the middle of one of the greatest housing booms in U.S. history, with home values seeming to double every time they turned around. Developers couldn’t build houses fast enough. Smart buyers would act fast, they thought, before home prices rose even more. There was no risk, only reward.

Dick and Jane moved into their house, and Dick went to work. Within the year, orders began to slow down. He didn’t lose his job, but his overtime was cut. Then it hit. At first the big stock market crash didn’t affect him, but it soon spilled over into the real world. Everywhere confidence in the economy slid. The newspaper stopped using “New Era” except in derision. Then, just as he had to refinance his house, everything fell apart.

House values began to plummet; balloon mortgages became impossible to refinance; foreclosures in their neighborhood became, seemingly overnight, more common than rare. Like the stock speculators who had borrowed on the margin, millions of Americans just like Dick and Jane were living on the edge of their household incomes so that they could “own” their homes. They would be fine, though—wouldn’t they?—because their mortgage fit their budget. All too late, Dick and Jane realized that they were speculating just like those hucksters on Wall Street.

Dick walked into the savings and loan only to find that his mortgage officer had been sacked. His replacement, considerably less friendly than his predecessor, told him in no uncertain terms that he had to come up with the principal or he would be foreclosed on. Dick sputtered. He had done what the man in the suit had told him. How had this happened? Before turning his back and returning to his work, the new guy at the bank told Dick that investors no longer wanted to buy real estate bonds. The well was dry. Without mortgage funds to lend, the bank had to collect.

When the bank repossessed their dream house, Dick and Jane didn’t have even the most basic of personal luxuries—no iPod, no tablet, not even a hand-me-down smartphone. Desperate as they were, they literally couldn’t even give those things up in one last fruitless effort to save their home. After all, none of them would be invented until the next century.

It was 1932.

Dick had gotten his manufacturing job at General Motors in Flint, Michigan, only a few years earlier. Like Jane, Dick was part of a broad population shift from the country to the city in the early part of the century that tipped the census, for the first time, in favor of urban America. After moving to the city, Dick and Jane did what so many of their generation did: they borrowed.

As investors fled the mortgage markets, the U.S. housing industry fell apart—not initially from unemployment but from a credit crisis. By 1933, the national foreclosure rate had reached 1,000 homes a day. After four years of withdrawals that withered even the sturdiest of mortgage funds, in 1933 the U.S. housing industry was effectively dead, having shrunk to just one-tenth what it had been only a few years before. A third of all American families who qualified for “relief” at the height of the Great Depression landed there by losing a construction job. Dick didn’t work in construction, but his business, building automobiles, was hit just as hard.

The 1920s were similar to today in terms not only of young love and mortgage debt but of all forms of debt. In fact, it was the spread of automobile debt that had given Dick his job in the first place. Automobile finance emerged after World War I as one of the hottest industries, spreading its methods in just a few years to nearly all other household durables. Vacuum cleaners, washing machines, and oil burners could all be had on the installment plan. The U.S. savings rate dropped precipitously, and nearly all of what would have been saved went into paying off installment credit.

In the 1920s, Americans, both borrowers and lenders, discovered new ways to finance consumer credit, and of course that was only the beginning. Debt was everywhere, and its ubiquity was made possible by changes in finance, manufacturing, and law that had occurred after the First World War. High interest on consumer loans had long been illegal in the United States, but around World War I, progressive reformers, seeking to drive out loan sharks, pushed states across the country to raise the legal interest rate. Now able to lend money legally at rates that could be profitable, a new consumer finance industry sprang up overnight. The changes coincided with a new generation of cars and electrical appliances that were both expensive and mass-produced. Installment credit allowed manufacturers to sell these new wonders at high volume, and consumers could afford them because of the easy monthly payments. What ultimately made all this lending possible was that lenders could now, for the first time, resell their debt.

Networks of finance stood behind each consumer purchase. When Dick bought his first car, the dealer had him sign some papers. Dick agreed to pay for the car over twenty-four months and pay some additional fees, but that was it. He never knew where the money behind the credit came from, and if he wondered at all, he probably thought that it came from the dealer. But the dealer took that agreement and sold it, the next day, to General Motors Acceptance Corporation (GMAC). The dealer didn’t have the capital to finance all his customers, but GMAC did. GMAC could issue bonds in the market or use its own profits to finance its dealers. As networks developed for all forms of debt—mortgages, cars, retail—credit became cheaper and easier to use. Retailers and financiers used credit to drive their sales and profits. Some networks, such as car financing, emerged from the private sector, while others, such as mortgages, emerged from the federal government. Wherever they came from, the new networks of debt made this consumer utopia possible. When those networks failed, as with the resale of mortgage bonds during the Great Depression, credit could just as quickly turn dystopian.
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The Skinny Man and the Fat Man reveal a world where lending is not profitable—the opposite of today. (Illustration Credits itr.1)

This picture could have hung in any small late-nineteenth-century shop—maybe a grocery, maybe a hardware store—any who didn’t want to give more credit to its customers. Though cash loans were illegal, legal credit in the nineteenth century was retail credit—but its logic was nearly the mirror image of today. Today credit lending is profitable, however, in the nineteenth century it was anything but. The well-fed, prosperous man sold only for cash, while the emaciated, nervous man with the mice sold on credit.

The picture’s message was clear: we don’t want to lend. Yet its logic, like ours today, was grounded in a very particular set of historical circumstances. Borrowing is more than numbers, it is a set of relationships between people and institutions. More than any graph, this picture, if we can understand it, clarifies the differences between then and now—and how debt has changed.

Shopping every few days for food—generally the largest portion of an 1890 budget—customers could quickly build up a tab. On payday, wives were supposed to stop by and settle the bill. Yet many did not. Grocers charged higher prices for credit purchases, but there was no interest, which would have violated usury laws. So if someone paid every week or didn’t pay for months, it was the same price—and the same profit or lack thereof. Shopkeepers could quickly lose money on credit sales because the money they lent was their own.

Customer credit came out of the grocer’s own pocket not a bank’s coffers. As you can see in the picture, the credit lender’s vault is empty while his basket is filled with IOUs. Americans didn’t have credit cards. No bank would lend the skinny guy money to finance his customers. No third party would buy the debt and try to collect what was owed. Loans were not commodities bought and sold as they are today. In our economy, financiers figure out ways to get us to borrow and then resell the debt to investors. Debt is produced like any other commodity—shoes, steel, computers—for the market. Buyers of our debt—whether mortgages, credit cards, or car loans—evaluate it like any other investment, weighing the return against the risk. Today’s debt is easy to resell. In the 1890s, consumer debt was business error. That is to say, bankers and entrepreneurs didn’t think debt was a good investment. It was not a good use of their scarce capital. Consumer debt was a way to lose money. If we can understand how this grocer turned into our retail life today, we can understand how small loans became big business. We can understand how creditors became fat.

Who would invest in debt? The history of how corner grocers, and all other retailers, began to resell their debt is a complex one, spanning the twentieth century from the first automobiles to our present financial crisis. Though borrowing might be as ancient as currency itself, markets for consumer debt are as modern as a bobbed haircut. In the 1920s, a few changes in business and law came together to move personal debt from the margin of capitalism to its center, taking a position alongside commercial and national debt. Usury laws had limited interest rates for centuries, but progressive reformers, seeking to provide a profitable alternative to the loan shark, pushed for higher legal rates. As states raised usury limits and institutions began to buy personal debt from retailers, debt escaped the personal and became a commodity to be bought and sold. Once debt could be sold, it could be invested in. Personal debt became a place for investors to put money, connecting it with the most basic operations of capitalism.

Though your parents told you that in the good old days nobody borrowed, this commodified debt enabled the growth of the twentieth-century economy. In the Roaring Twenties, Americans used this resellable debt to buy their first automobiles, and, having learned the trick, retailers began to promote installment credit to sell all their other manufactured goods as well. The first insight that allowed the modern personal debt system to arise was deceptively simple: though personal loans were never invested in productive assets, the person borrowing might himself be productive. Personal loans, when they became legal around 1920, relied on income instead of assets for repayment. This insight reflected the changing way in which Americans lived and worked. Whereas farmers might seamlessly blend their borrowings for land, crop seeds, and hats for church, urban industrial workers had firmer boundaries between home and work. Modern workers might not own assets, but by golly, they got paid every two weeks like clockwork. The ubiquity of the steady stream of wage income, so natural to us today, had begun only in the mid–nineteenth century, but it took some time, and some legal changes, for the new way of borrowing to emerge. Turning that future income into present consumption was what consumer credit was all about, but implementing it was anything but simple.

Though the Great Depression ended the party of the 1920s, credit found a new privileged position as New Deal policy makers used federally insured mortgages to restart the economy. Out of that calamity, American politicians, industrialists, and financiers reorganized the economy, restraining lending here and promoting lending there to create a postwar United States that economists describe as “the golden age of capitalism.” The upswing in consumption that defined the Roaring Twenties paused only briefly during the Great Depression to take off with gusto after World War II. This postwar consumption continued to be financed by debt, by taking up income before it was earned. Though postwar consumers told their children and grandchildren that they had never borrowed a dime in their lives, debt was the lifeblood of postwar suburbia. Living in FHA-financed homes, driving in GMAC-financed cars, postwar consumers gleefully shopped on charge cards at the Bloomingdale’s branch store that just opened at the new shopping center. In the postwar period, Americans borrowed as much as they could, living it up in the plush suburbs and paying those debts with good-paying jobs. The scarcity caused by depression and war ended when Americans could borrow again.

Though most postwar observers of credit marveled at its ability to turn a promise of future payment into a concrete purchase today, critics (of a different vein than Ford from years prior) remained. Installment credits fit neatly into postwar budgets but, through their interest payments, still sapped the wealth of the American family. William Whyte, before he wrote his best seller The Organization Man, denounced the “budgetism” of the young middle class in the pages of Fortune magazine, not, as you might expect, for the lack of keeping a budget but for their obsessive zeal in fitting the monthly budget to the monthly income.1 Budgets, for Whyte, were the “opiate of the middle class,” dulling them to the dangers of overspending. Whyte, who had come of age during the Depression, warned the young couples of the 1950s that such faith in the steadiness of the future was foolish. Incomes falter and markets fail. The danger of budgets, ultimately, is believing they will tame not only you but the world around you. For the postwar generation, however, Whyte’s warnings proved wrong. The meaning of debt, you see, depends as much on the larger economic context as on the debt itself.

Economic volatility, it seemed, had been mastered by Keynesian economics. Budgeters of the 1950s lucked out. Incomes grew and jobs were rarely lost. Instead of ruining workers, borrowing helped them. Home values rose steadily, and as today, all the interest on those mortgages could be deducted from one’s taxable income. Unlike today, not just mortgage interest but all consumer interest could be deducted as well. Minks and cars were just as deductible as a mortgage. The postwar suburb was a debtor’s paradise. An earlier era’s anxieties about borrowing were forgotten in the warm glow of the television.

As debt changed, so did we. As consumers, Americans enjoyed a surging prosperity fueled by rising wages and easy credit, but in the process the foundation of our economy changed. Dollars invested in debt displaced dollars invested in factories. Debtors began to rely on credit rather than income to maintain a rising standard of living. In doing so, Americans became ever more dependent on the vagaries of financial markets, ultimately leading to the events of the past few years.

The postwar splendor came undone, suddenly, in the early 1970s. As inflation rose and jobs disappeared, stagflation savaged the complacent world that many Americans had assumed would last forever. The 1950s nostalgia embodied by Happy Days extended to more than milk shakes, as oil prices went through the roof. Credit assumed a new role in this more volatile age, making up the difference between what we wanted and what we had. The dawning age of credit cards and securitization would contain different lessons from the 1920s and 1950s but would be just as difficult to ignore.

Understanding the history of debt gives us a sense of both debt’s possibilities and its dangers. Rather than being an always evil bogeyman, credit has the capacity to enrich our lives and make our dreams come true. Misused and misunderstood, though, credit can just as easily become the stuff of nightmares. In the past ninety years, Americans have both slept soundly and been made sleepless because of their debt, but to plan where we need to go now, we must understand debt’s all-too-concrete realities today now that we are awake.

The story of debt is equally the story of borrowers and lenders. Most of us, however, simply borrow from whoever will give us money, and let them sort out where they, in turn, will borrow their money. Though this is fine for buying a car, if we want to understand the story behind credit, we have to grapple with the source of all that money and how the decision to invest in debt shapes our economy and guides our lives.

Borrow tells the story of how Americans came to rely on expected future income rather than money in hand. It is a narrative that begins with that great American industrial enterprise—the automobile—and carries through to the financial crisis of today. Showing the hidden world of finance behind everyday consumption, Borrow will give you a historical perspective on what is new and what is not about today’s economic turmoil. Understanding the changing role of debt requires more than economic jargon, it requires a human face or, even more important, a human mind. Lending and borrowing had been stigmatized and even criminalized for hundreds of years in the West, yet in only a few generations became completely normal. How did Americans come to be so comfortable with borrowing? How did they draw distinctions between “good” and “bad” debt—as we might have, until recently, drawn between mortgages and credit cards? Borrow will help explain the ways that finance and feelings intersected to produce new ways of living. Freed of the moral categories through which we normally encounter debt, Borrow will reveal the origin of Dick and Jane’s credit and how it changed their lives.

Borrow is, in many ways, a uniquely American tale—but one with a global finale.


CHAPTER ONE
WHEN PERSONAL DEBT WAS
REALLY BUSINESS DEBT

(2000 B.C.— A.D. 1920)

Academic histories of debt in America usually start in Italy, their introductory paragraphs awkwardly positioning the fourteenth-century Medici bankers as Citibankers in tunics. Popular histories, such as those scattered in newspaper articles, CEO speeches, or lenders’ pamphlets, go even further into the past, like this account from one of the largest U.S. credit card companies: “Credit dates back as far as man’s known existence. Clay tablets belonging to the year 2000 B.C. tell of credit transactions, and records indicate that ancient Romans bought homes and other durable goods on installment plans—just as men do today.”1 Though it’s true that people have always borrowed, the way in which we borrow in the United States today is unprecedented. Never before has personal debt been so central to how an economy works. Never before has borrowing in order to consume been such big business.

Big business, on the other hand, has always borrowed. Historians frequently date the beginning of the modern capitalist (as opposed to the medieval) era to when states and businesses began to incur large debts. Trade, war, and Christianity turned the disjointed polities of a peninsula into the continent of Europe. Beginning with long-distance IOUs for the Crusades in the medieval period, negotiable bills of exchange enabled long-distance trade. This trade slowly reignited the European economy, laying the foundation of modern capitalism. The Crusades against Islam all too quickly became wars within Christendom itself. Wars cost money. Starting in fifteenth-century Italy, European governments began to issue debt to pay for those wars, borrowing vast sums from their own subjects. The Bank of England, founded in 1694, enabled Britain to both fund its wars and create an easy way for the British to invest their money. These liquid, deep debt markets only encouraged other forms of nongovernmental borrowing, and national central banks underpinned European commercial banking. Merchants and industrialists could eventually borrow from commercial banks to invest in their capitalist endeavors. In the United States, central banks had a more checkered history. Though a national bank was founded in 1791, its first incarnation lasted only forty years, as Jacksonian populism triumphed over federalism. In the United States, commercial banking, absent a central bank, developed in a more piecemeal fashion at the state level. Commercial banking was no less successful in America than in Europe, however, and as in Europe banks enabled the sustained growth of the Industrial Revolution in the nineteenth century.

Though financiers, merchants, and industrialists could borrow without difficulty from banks—if they had a good reputation and a good business model—ordinary people could not. There was no personal lending from banks until the 1920s. Legal borrowing, since the Crusades, had always been for profitable investment or for government purposes (which, depending on how you look at it, may or may not be profitable). Personal debt of an everyday nature was not part of this system. Merchants borrowed to buy inventory to trade overseas. Industrialists borrowed to build rails. States borrowed to make war on one another. But you and I could not borrow two nickels for consumption, which, by its definition, cost rather than created money. Profits came from investing in production and trade, not consumption.

Legal borrowing, like business loans, relied on the idea of the productive investment. Investors and bankers gave money to ship captains and factory owners because they used that money to make more money. That is how investors and bankers knew they would get paid back. The whole enterprise of banking turned on this idea of assets producing profits. Loans to deadbeat brothers or aging widows might help the borrowers out of a jam but would not produce profits. It was just bad business—or so the conventional wisdom went.

Bankruptcy laws, today nearly always used for personal debt, were created to help small-business men take risks. Before bankruptcy laws, debts never went away, and before the mid–nineteenth century, a debtor could be thrown in jail. The infamous debtors’ prisons were filled mostly with failed businessmen, not degenerate samplers of pleasure.2 Debt in the fifty years before and after the American Revolution served two wildly divergent purposes. As you might expect, loans could be for business, but equally common was debt as a substitute for currency. In most areas of the country, particularly rural areas, cash was scarce. Store owners needed to sell on account if they were to have customers. Every year the period when the crop came in saw a minor financial crisis, as cash flowed spasmodically through the economy to settle the yearlong accounts.

Small-time debtors could sometimes not meet their obligations, but even more than today, the failure to repay a loan was a moral failure—indeed, such a moral failure that it could send you to jail. Today, lending is an impersonal act. Every lender knows that there is a chance the debt will not be repaid and can either refuse the loan or increase the interest rate. In the eighteenth century, debt, especially on account, was a moral act of charity that happened to enable trade. Borrowing without repayment was seen as a moral failure akin to fraud. Duplicitous customers duped store owners. Despite the grip of debtors’ prisons on our popular imagination, such prisons were rare in the United States. Save for a few debtors’ prisons modeled on British examples, such as the Prune Street prison in Philadelphia or the New Gaol in New York City, most debtors would find themselves bedding down with murderers, rapists, and other reprobates—or, more accurately, sleeping in hallways and on stone floors with other criminals.

In the early nineteenth century, that clear moral vision of debt began to become murkier. As nineteenth-century students of economy read their Adam Smith and David Ricardo, a new rationalism took hold. Lenders ought to have known that some borrowers would default. Every loan was a business decision, not a personal trust. Risk, as every lender who cut off a credit line knew, had to be weighed. This new perspective did not supplant the moral view of debt, but it did temper it. For the economy to grow and for innovation to occur, risks have to be taken. For every business that succeeds, many more necessarily fail. We would not want to live in a society in which reasonable risk could not be taken, because that would be a society without growth. In 1800, the first U.S. bankruptcy law exemplified this perspective, as it absolved only large business debts. Practically as well, imprisonment hampered repayment, as the imprisoned could not work. Only loans to the wealthy, who owned assets worth selling, could be repaid if they were imprisoned. By 1833, federal law eliminated imprisonment for debt. Most states abolished their imprisonment laws around the same time, in the 1830s and 1840s.

Even though imprisonment was abolished, bankruptcy as an opportunity to wipe the slate clean persisted for only a moment. The Bankruptcy Act of 1800 was repealed a few years later. Another version came in 1841 and again was rolled back. Our modern bankruptcy laws date back only to 1898. Like the act of 1800, this law was intended to encourage risk taking in business investment and was never intended to shelter consumers.

The merchants and industrialists who used these bankruptcy acts, however, were the elite of the U.S. economy. Though the manufactured goods of cities were ubiquitous, the United States in the nineteenth century remained an agricultural, rural country. Not until 1920 would the census reckon that most Americans lived in cities, and that term, defined as places with more than five thousand inhabitants, was used quite loosely. In this agricultural world, American borrowing was farm borrowing.

In the mid–nineteenth century, farmers in the West lived and died by credit. The harvest came but once a year, but they needed goods—farm equipment, clothing, groceries—year-round. Independent farmers may have owned their land, but they still depended on the manufactured goods of eastern textile mills and ironworks. The connection between the farmers and factories was the general goods merchant of the nearest town. In Davenport, Iowa, that connection was John Burrows. Cash poor and crop rich, farmers could offer Burrows little but wheat, eggs, and hogs. Burrows wanted to be a grocer, but he ended up as a wheat market. Selling on credit to the farmers, at harvesttime Burrows took their farm goods in trade, selling them in far-flung locales north and south on the Mississippi. Burrows “felt that this country had to be settled up, and to accomplish this, some one must buy the farmers’ surplus, or it would remain a wilderness.”3

For a time Burrows was the only game in town and could charge high prices for his services. Few merchants possessed the capital to finance such a business. Running a business for farmers on credit meant that payment could come as little as once a year. After the harvest in the North, moreover, there was little time left to ship crops before snow blocked the land and ice locked the rivers. Burrows would always have to store a portion of his goods until spring. Every debt that went unrepaid until autumn and every bale that went unsold till spring was Burrows’s money sitting idle. To run such a business required large amounts of capital. At the same time, a would-be merchant would need Burrows’s skill and connections at selling in New Orleans and buying from Philadelphia. This merchant would also need to be able to convince these merchants to trust him—never an easy task. Burrows enjoyed his prosperity as the biggest big shot of Davenport for twenty years, until the railroad arrived and changed everything.

With the railroad, in this case the Chicago and Rock Island Railroad, the barriers to competition that kept Burrows wealthy ended. With the coming of the railroad, Chicago was no longer a distant name but a quick trip of only eight hours. Rivers could freeze but railcars still ran. No longer did merchants need enough capital to finance inventory and customers for a year. Shipments could arrive from Chicago the next day. Hogs didn’t need to be stabled all winter; they could be shipped as quickly as they were bought. The merchants now didn’t need to know wholesalers in New York, Philadelphia, and Boston, just in Chicago. The barriers of capital, skill, and relationships that kept competition out fell. New merchants opened everywhere in Davenport, “bewilder[ing]” Burrows. Losing money steadily, he finally closed his business in 1860, becoming one of the farmers he had previously gouged. By the end of the nineteenth century, at least where there were railroads, the credit of northern and western farmers, who owned their own land, fell in cost. Credit prices still existed but competition drove them steadily down.

Credit flowed more freely not only at stores but on the land as well. The opening of the West to rail also opened it to mortgages. Whereas before the Civil War western lands had generally been free and clear, by the late nineteenth century independent farmers relied on mortgages. Even with the railroad, mortgage credit was cheaper than store credit, enabling farmers to invest in and expand their cultivation. The newer lands took greater advantage of eastern credit. In the Dakotas, even before statehood, 75 percent of farms were mortgaged, but farmers turned that investment into a rapid expansion of production. From just 1880 to 1885, Dakota wheat production increased from 3 million to 40 million bushels—or the equivalent of the combined production of Illinois and Indiana, both of which had been farmed for decades. At the same time, “mortgage indebtedness,” as the Michigan commissioner on labor wrote in 1888, “operates as a mammoth sponge, constantly and unceasingly absorbing the labor of others.”4 Hard work by western farmers became hard cash only for eastern bankers, fostering a widespread resentment of mortgages.

As long as production grew, however, the mortgages made sense for farmer and banker alike. Easy eastern money bid up land values, anticipating continued future growth in wheat production. After all, God wasn’t making any more land. In fact, eastern investors demanded such a quantity of western mortgages that companies sent solicitors west, traveling from farm to farm, offering money to hard-strapped farmers, who happily took it. Some improved their lands, investing in new drainage tiles that did, in many parts of the West, double and triple production by artificially drying overly wet soil. Many other farmers took a different course, having grown weary of the hard life, and with their local knowledge and eastern capital speculated in land or even stocks. Mortgages sometimes exceeded the value of the land, as the demand for mortgages in which to invest so exceeded supply. Nonetheless, mortgage repayments went smoothly once crop production rose, as did crop prices, because American wheat could be sold in the growing eastern cities and around the world.

In the East, western farm mortgages became fashionable investments. Just as an earlier generation invested in western railroad bonds, eastern investors of the 1880s poured money into western mortgages. Insurance companies as well as individuals bought into the western mortgage boom. To satisfy all the investors, New York financiers began to repackage western mortgages into that quintessentially eastern investment vehicle: the bond. “Bond houses” bought mortgages from brokers, called “mortgage bankers,” and in turn issued bonds. Investors’ capital paid for the mortgages, and the bond houses issued payments to the bondholders as if they owned a railroad corporation’s debt. As much as possible, these mortgage bonds were modeled on the language and payments of railroad bonds. Slowly, beginning after 1900, the mortgage bankers began to bring their western financial schemes to the eastern cities, offering mortgage bonds to back commercial and residential real estate. Their national organization, the Farm Mortgage Bankers Association of America, spread the mortgage bond across the United States.

In the South, King Cotton continued to rule as it had before the Civil War, but instead of slavery, sharecropping now organized cotton production. Sharecropping is remembered as a particularly grueling economic arrangement, but what is less well known is the incredible credit system that underpinned it and cotton-producing slavery before it. In sharecropping, a farmer contracted with a plantation owner for a section of land. In exchange, the landowner had the right to a share of the crop. Because of southern crop lien laws, the first claim on the crop went to the landowner. This legal right meant that the farmer had to repay the landowner before any other creditor. With the vagaries of crop production, much less crop prices, lending to farmers was a very risky business—unless you were the plantation owner, who had the first right to the crop. But where could a planter get enough money to finance not only crop production but also the personal lives of his tenants and croppers?5

Even by 1860, the entire cotton South had only about a hundred banks—less than the total number of banks in Massachusetts alone! Southern agriculture was financed through coastal middlemen called factors. At the beginning of each season, the planter would write to his factor, in a place such as Savannah or New Orleans, to request cash as well as crop seed, goods, and all the miscellany that a remote cotton planter would need to get through the year. Cash could be used at nearby merchants, such as a Montgomery store that advertised “Wholesale and Retail Dealers in Dry Goods, Clothing, Groceries, Hardware, Boots, Shoes, Hats, Caps, Bonnets, Cutlery, Flowers, Combs, etc., etc., etc.,”6 The factor would look at the request and in turn request a loan from a banker in New York. The banker would in turn borrow from a banker in Great Britain. Capital could flow halfway around the world, from Europe to north Georgia. After the Civil War, this system survived largely intact, despite the end of slavery. Only the last step changed. Instead of providing for his slaves, the plantation owner simply loaned money to his sharecroppers through his farm’s “commissary.”

Farmers, especially small independent farmers, could also borrow at the local country store, but prices were high no matter where you went. If the local merchant couldn’t get first right to the crop, prices had to be higher to cover that risk. If you couldn’t get credit at the local store, the planter could charge monopoly prices. Either way, the farmer paid too much. But accounts had to be in credit. Harvesttime was a moment when all the year’s debts were settled. Before that, cash was scarce. Borrowers needed access to credit to get through the seasons, and storekeepers had to give it to have a viable business. Only those too disreputable or untrustworthy could not get an account at the store. It is from this that we get our colorful terms for an untrustworthy person—“no-account” and “good-for-nothing” as in “no-account, good-for-nothing, lazy cuss.” Shopkeepers accepted repayment either in cash (which was rare) or cotton (which was expected). Store owners thus sold factory goods to farmers and farm goods to factories, forming a key link in the distribution chain, moving cotton as well as credit through the southern economy. The Montgomery store that traded all those bonnets and cutlery for cotton did well as an intermediary. Opening in 1845, when the first of three brothers came from Europe, H. Lehman and Company changed its name to Lehman Brothers when the second and third brothers arrived in 1850 to take their part in the family business, and soon thereafter opened a branch in Manhattan, following the cotton money from Montgomery to New York.

As in the North, railroads changed the movement of goods. Between 1860 and 1880, overland cotton transportation increased from 2.3 percent to 19 percent of all cotton. Seventy-two percent of cotton for northern manufacturing went overland. But because of the control of southern land by the few, unlike in the North, the balance of power in credit changed little. Debt kept tenant farmers and sharecroppers in thrall to monopolistic country stores where each year’s crop never quite made enough to free them from last year’s debt. Without paying their debts, sharecroppers found that their freedom to move, to pursue loved ones or new opportunities, was a legal fiction compared to debt’s reality. Debt peonage in which a lifetime was spent in debt to a landowner—all too real even into the twentieth century—trapped many sharecroppers, especially African Americans, in gruelingly oppressive lives.7

The same credit that made farming possible in the cotton South and the wheat North also enabled personal consumption. Private and business purchasing were jumbled. The money borrowed for farmers’ wives’ hats in Georgia ultimately came from a British bank. Agriculture, along with railroads, was the big U.S. business. In the cities, however, the intermingling of work and home no longer occurred as it did on the farm, particularly for those who worked for someone else, as Americans increasingly did over the last half of the nineteenth century. For those split into consumer and worker, personal lending became more necessary. In the cities, moreover, the reselling and refinancing of everyday borrowing that made all those country stores possible did not happen. No cotton grew in Manhattan, but of course Lehman Brothers knew that when they moved there, and started to become, by 1900, more of an investment bank than a cotton and dry goods merchant. Bank capital never wended its way to financing tenement workers’ wives’ hats in quite the same way as in Alabama.

As farmers’ children moved to the cities around the end of the century, they brought their ideas of what debt meant: it was dangerous, illicit, and immoral. Their thinking was born of an agricultural world. Whether mortgaged to a bank or in debt to a store, the farmer borrower felt somewhat less than free. The promise of hard work for a good life was unmet as long as there were bills to pay—and those bills seemed never to end. One way out, at least for farmers’ sons and daughters, was moving to the city.

The industrial world offered them, and the people who lent them money, opportunities for credit that could not exist on the farm. Legal personal debt, then, has a more recent vintage than either commercial or national debt. Though personal, commercial, and national debt are all called “debt,” personal debt is really something apart from those other forms of borrowing. Whereas commercial and national debt have always been a part of the central flow of capital in Western economies, personal debt has been consigned to its margins. For business and religious reasons, during most of Western history, though loans existed, charging interest on them—usury—was a sin, forbidden to most members of society. Our country was born into a world already capitalist, and the authority of our federal government, in one sense, emerged from the need for somebody to deal with the debts incurred during the Revolution. For everyday people, however, usury laws remained, and an untenably low interest rate ceiling restricted the flow of legal cash loans to a trickle. This debt—installment credit, ethnic lending circles, and loan sharks—existed outside the main flows of capital, yet for the borrowers involved—whether from rural Illinois or rural Sicily—access to credit made their lives in the city possible.

Americans came to the cities not only from our hinterland but from across the sea as well. The late nineteenth and early twentieth centuries were the heyday of European immigration.8 New arrivals came by the millions until 1924, when the Johnson-Reed Act, reflecting nativist anxiety about all those oddly speaking foreigners, cut off immigration across the Atlantic. Like those from American farms, they were predominantly rural in origin, and they, like native-born Americans, encountered a new commercial world. Rural folks, whether from the American Midwest or the European shtetl, began great journeys to the American city. And for both, arrival there meant incurring debt.

Immigrants’ credit, except for retail, occurred in a shadow economy disconnected from the large movements of capital. The legality of the borrowing varied, but the price was always the same: high. Credit access was also uncertain and highly personal. What somebody thought about you mattered as much as, or more than, your finances. Credit scores wouldn’t exist until decades in the future, and in the turn-of-the-century city, character and collateral mattered most. For recent immigrants, lending always began in the neighborhood and was always personal. The only way to get money was to know somebody. Whether the loan was legal or illegal, personal connections were the foundation of urban lending.

Though cash loans were hard to come by, credit could and did take other forms. The most common form of borrowing was from retailers. As in the country, urban grocers lent money to shoppers, charging higher “credit prices” but not interest as such. Even so, the common wisdom of the nineteenth century, when the thin, anxious merchant fretted about his loans, was that credit was the surest road to retail penury. Scribbles in a leather-bound ledger were not enforceable in any court. In a time before credit agencies, debtors could easily skip out. Yet the corner grocery, desperate for customers and willing to extend credit until the next paycheck, helped the newly arrived to bridge the weeks. Credit prices might have been higher than cash prices but were rarely high enough to cover the skips and deadbeats. The only science in retail lending was the certainty of loss.

For recent immigrants, cash loans could come from ethnic lending circles, such as Jewish axias (from the Yiddish word for “shares”), which offered many new Americans a source of money for home down payments or to start new businesses, similar to the West Indian susus or Korean kyes today. Like microfinance banks, these lending circles relied on the trust born of close-knit groups to make individuals responsible for their debts. Lending ranged in formality from a few friends pooling money for another to buy a sewing machine to full-fledged banks—but without the banking regulations. Axias and other lending circles did not make a profit, just as frequently losing money as enabling dreams, as unemployment could hit a group of people all at once. The common ethnic and occupational background that underpinned a group also made them vulnerable to a downturn in a particular industry or even a company. More disappointed were the credulous members whose treasurers fled with the group’s savings, as Max Teicher, treasurer of one Lower East Side axia, did in 1928. When he disappeared from the circle’s headquarters at 179 Suffolk Street with $40,000, Teicher left the two hundred members, all Jewish immigrants, with only $8.74. Outside banking regulations, members had little recourse but social pressure. Teicher and the $40,000 were never found.9
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Repossession was always public in the city. Debt collectors take a piano and other goods bought on the installment plan. Repossessed goods were then resold. (Illustration Credits 1.1)

For those whose needs were more immediate or more private, loan sharks provided another source of money. Not all borrowers wanted their neighborhoods to know that they needed money or that they wanted it for less honorable pursuits than to start a new business. Unlike retail and lending circles, loan sharking was immensely profitable. In one month loan sharks could charge a year’s worth of legal interest. With usurious rates like these, loan sharks’ revenues could overcome the riskiness of lending to urban workers. Borrowing from a loan shark was rarely a debtor’s first choice. Loan sharks, as lenders of last resort, more frequently than not refinanced more conventional loans for borrowers who had exhausted other sources of credit.

For many urban borrowers, the road to the loan shark began at the furniture store. Installment credit—that is, borrowing in monthly payments secured against the goods bought—flourished long before cash lending was legal. In the nineteenth century, pianos, furniture, and other consumer durables could all be bought on the time payment plan. Like the corner grocer, retailers self-financed these loans. For honest merchants, the credit helped them sell more goods. But, limited to relatively low rates of interest, furniture houses typically priced 10 or 20 percent higher than the goods would have cost in a credit-free store. Even for a successful merchant, the loans were repaid, but the interest itself was not profitable. Installment credit enabled merchants to sell their expensive wares and consumers to buy them. Credit buying was the norm. A Federal Trade Commission survey done in the early 1920s found that of 556 dealers surveyed, only 78 set prices based on a cash sale and only 13 sold only for cash.10 Colloquially, credit furniture stores, which sold low- to midgrade goods on installment, were called Borax Houses. The origins of “Borax” are uncertain. Some writers claimed it came from the Yiddish word borgs for credit, but others said that, like the cleaner Borax, the places cleaned you out.11

This system had some serious dangers for both borrower and lender. Lenders faced enormous expenses if a borrower stopped paying. Repossession was expensive. City marshals would have to be compensated for their time in overseeing the repossession, workmen hired to remove the goods, and of course a horse and wagon rented to carry them back to the store. If the goods were damaged, they could not be resold. For the unscrupulous Borax House, however, repossession represented an opportunity for profit. Selling overpriced furniture to customers who could probably not afford the payments, the store could collect the down payment and a few installments and then repossess the goods. The furniture, with a little spit and shine, could then be resold to the next sucker. In a world where the cost of goods was high (i.e., before IKEA could mass-produce beds in Asia), such a system was profitable.

The case of a deckhand named John S. in the late 1920s was all too typical. For a borrower like John, the financial costs of repossession could be staggering. Living with his wife and four children, he worked on a ferryboat in New York City. With his small savings, he had bought a house with an interest-only mortgage.12 He had outfitted the house through the installment plan with furniture and a radio. He had borrowed to make a comfortable life for his family, and on his salary, could afford the payments. For five months everything went well; then John fell on an “icy sidewalk” and severely sprained his wrist. He was out of work for two months, and the family quickly went through its savings. Finally John went back to work, and after two weeks went to get his paycheck, which he found, to his surprise, had been totally garnished by the Borax House. Wage garnishment was commonplace, and there were no laws limiting how much of a paycheck lenders could take. John owed $240, which meant that every paycheck for the next six weeks would go to the furniture store. Without savings, he had counted on his wages to pay his current bills and the interest on his mortgage. Because of the garnishment, he could lose his house and be unable to eat. He could afford his debts but could not afford to be out of work. John appealed to the pro bono Legal Aid Society, which was luckily able to work out a deal between John S. and his creditors, but John’s good fortune was rare. The Legal Aid Society noted in its annual report that his was one of the few cases able to be adjusted that year. More common was garnishment followed by repossession. Repossession meant that debtors lost not only their bed, couch, and table but also all the installments that they had paid thus far. Installment debtors had no equity. Missing payments meant losing everything. Installment credit created a crisis that only quick cash could solve. The loan shark could easily step in at this moment, offering a solution that would not involve garnishment or repossession.

Most loan sharks operated in a quasi-legal limbo. After all, it was legal to lend money, just not at the rates that they did. Edward Erd, a turn-of-the-century Chicago loan shark, for instance, advertised in the Chicago Tribune every afternoon for twenty-five years and even had his borrowers fill out elaborate yet bogus contracts. Lending money was not illegal, just the rates that Erd and other loan sharks charged. For example, when a Chicago carpenter, Oscar Norman, borrowed $30 from Erd, he meticulously paid $65 in interest, $1.50 a month (54 percent a year) for four years, never managing to pay off the principal. After Norman tried to stop paying—having paid back more than double the original loan—Erd threatened him with a “bum notice,” claiming the right to repossess his belongings, as if Norman had bought furniture on the installment plan. Frightened by the legalistic language, Norman nearly let Erd take all his alleged repossessions.13 Only through intervention of a crusading anti–loan shark lawyer, enlisted by Norman’s wife, was the account settled. Yet the tactics of the fake contract and the threats continued, if not in Norman’s case, then in the cases of other borrowers from loan sharks.
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Before the 1920s, personal borrowing offered more shame than profit. (Illustration Credits 1.2)

Borrowing remained shameful for some and disreputable for many. Americans of the 1920s may have witnessed a titanic change in the practices surrounding debt, but still there remained remnants of an older rural moral order. John Raskob, the creator of the General Motors Acceptance Corporation (GMAC), who did as much as any individual to inaugurate this new era of borrowing, reflected in 1927 on the credit practices of his youth: “I was raised in a community where a mortgage on your home was considered a disgrace. If a home was mortgaged, the children didn’t know about it, usually for fear they’d tell the other children about it and let loose the family skeleton.”14 The person who lent the mortgage money was a “tight skinflint who charged extremely high rates of interest and made the house buyer feel that he was lending him the money more as a favor than as a sound business transaction.” “The old-time banker,” as a banker’s picture was subtitled in a 1926 issue of Collier’s, “loaned money with the beneficent air of a charity worker.” Lending was personal no matter what its context, and the need to borrow remained personally shameful. Edward Erd, who could smugly defend his methods to the Chicago Tribune that carried his advertisements, learned, in the end, the true meaning of debt. He never denied that he had preyed on borrowers, but did not the “improvident” spender deserve such treatment? In Erd’s view “people who borrow are fools” and even he “wouldn’t employ a man or woman who found it necessary to do business with the shark.” But until his interview, Erd’s name had never been in the Tribune, he said, except for advertising his business in the classifieds. Afterward, however, he was known for what he was: a loan shark. The shame of being exposed quickly brought on a nervous condition. A month after the piece describing his tactics ran in the Tribune, he was found dead by his wife in his apartment, killed by his own hand with a revolver. The social significance of debt, despite Erd’s insistence on blaming the borrower, applied to him as well. Whether lending or borrowing, debt remained a shameful affair.

Nonprofit alternatives to loan sharks, called remedial loan societies, had been attempted for years, but with little success, partially because of how they were organized and partially because they exacerbated the shame of borrowing. In 1893, for instance, the Provident Loan Society of New York City was founded to provide small loans, within the limits of usury law, to New York’s workers. Though other similar organizations, such as the Workingmen’s Loan Association of Boston, predated it, none matched the success and growth of the Provident Loan Society.15 Interest on loans was a third to a half of the rates charged by pawnbrokers.16 Rates could be so low—12 percent per year—because the Provident Loan Society, largely funded by generous New York philanthropists, required no profit. By 1909, there were at least fourteen such organizations across the United States.17

Reformist lenders believed that there was as much need to reform workers’ financial habits as to provide them with emergency access to borrowing. Understandably, debtors were loath to go to the remedial lenders, fearing a patronizing lecture on how they ought to live. Archie Chadbourne, a Colorado trucker writing about his financial circumstances, complained that such a loan had an interest rate of 12 percent and had to be renewed every three months. Instead of evading many store owners, there would be only one lender with a firm schedule of repayment. More grating than the interest cost, Chadbourne claimed, would have been having “to swallow all [the loan officer’s] advice just like [he] enjoyed it.” The oversight by someone to whom the debtor was paying interest was the most galling part. Chadbourne described a trip to the loan office as less a business action than a social supplication: “I gave the manager my pedigree, my budget plans, and itemized what I would do with the money, and crawled about the office furniture on my hands and knees while he puffed at a lazy pipe.”18 Consolidating debts with a charity lender was possible, but doing so would cost the debtor both money and self-respect. Loan sharks, whatever their drawbacks, never lectured borrowers on their moral failures.

The realities of capital ultimately constrained reform lenders more than their moral vision. Limited to only a 6 percent annual return by their charters, investors contributed money as a form of charity rather than an investment. Remedial loan societies were not entrepreneurial opportunities. By 1925, they totaled only forty nationwide and never exceeded that number.19 Two years later, their number had dropped to only twenty-eight.20 Though rhetorically important, they never really affected the rates or number of loan sharks. Without profits to reinvest, such nonprofit lenders could never grow to meet the ever-surging demand for loans. Like retailers, they self-financed their loans, and, like retailers’, their loans were not profitable. To end loan sharking, a legal—and profitable—alternative would have to be found.

The 1910s and 1920s were ripe with change in the ways Americans borrowed. New impersonal economic pressures began to force borrowing to become less personal. Borrowing began to seem more like an economic choice than a depraved situation. As hard as it was to collect from borrowers, even more restrictive was retailers’ inability to resell their debt. Every debt has a chance of repayment and a certain value, but until the 1920s it was not possible for ordinary retailers to resell their customers’ debts to investors who had money to spare. Capitalism depends on investment to function; self-financed business simply isn’t possible in a developed economy. Though retailers today can borrow against the debts owed by the customers or even resell that debt to a third party, back then no corner grocer could resell the debt in his ledger, making that debt expensive for the retailer and in turn for the customer. Without resale, consumer credit could not expand.

In the 1920s, reformers succeeded in removing usury restrictions in many states so that legitimate businesses could lend cash to working people. With higher legal rates, small-loan businesses could profitably displace loan sharks. Reginald Smith, a lawyer with the colorfully named Legal Reform Bureau to Eliminate the Loan Shark Evil, complimented the “well-intentioned” people who supported usury laws to “prevent the poor man from paying excessive rates of interest,” but, he said, the limits on interest rates made life worse.21 In this brief to the Massachusetts legislature, Smith was part of a vast small-loan reform movement. By the early 1920s, working people could borrow cash in most states and use that cash for whatever they needed. By 1930, the nonprofit think tank the Twentieth Century Fund estimated that the average American family borrowed from a small-loan company every other year.22 Yet, just as with loans taken from loan sharks, 40 percent of them refinanced existing loans. Debt rolled over year after year, earning interest.

Yet the outrage and reform surrounding small loans and usury had little impact on what would be the greatest source of debt in the 1920s: the installment plan. Unlike usury laws, which regulated cash loans, installment plans were for goods and usury laws didn’t apply.23 The moral need to protect the desperate and poor did not apply to consumers in want of luxury goods such as vacuum cleaners, gramophones, and—most important—cars. In the 1920s, the retailers that lent their own money would find new sources of capital. The scarce capital that limited grocery stores and furniture houses would be found. The car—that quintessential installment purchase—would usher in a new era of debt through its creation of the finance company. Anonymous investment in anonymous borrowing was something that had never happened before. Thousands of years of personal lending intuitions ended when a borrower’s numbers mattered more than his name. This resale of debt, liberating consumers and retailers from the restricted world of self-financed personal debt, began when selling an automobile required lending would-be drivers money. The restrictions on usury paled before the restrictions on capital and, freed from that constraint, the modern credit system arose as borrowers and lenders learned how to lend to workers who had only their incomes and how to resell that debt. The resale of debt would end the world in which the Skinny Man and Fat Man poster made sense.
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