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PRAISE FOR SIMON JOHNSON AND JAMES KWAK’S 13 BANKERS


“The best explanation yet for how the smart guys on Wall Street led us to the brink of collapse. In the process, Johnson and Kwak demystify our financial system, stripping it down to expose the ruthless power grab that lies at its center.”

—Elizabeth Warren, Professor of Law, Harvard Law School; Chair, TARP Congressional Oversight Panel




“Too many discussions of the Great Recession present it as a purely economic phenomenon.… Simon Johnson was the first to point out that this was and is a crisis of political economy. His and James Kwak’s analysis of the unholy intertwining of Washington and Wall Street—a cross between the gilded age and a banana republic—is essential reading.”

—Niall Ferguson, Professor of History, Harvard University; Professor, Harvard Business School; and author of The Ascent of Money




“A disturbing and painstakingly researched account of how the banks wrenched control of government and society out of our hands—and what we can do to seize it back.”

—Bill Moyers




“Essential reading for anyone who wants to understand what comes next for the world economy. Dangerous and reckless elements of our financial sector have become too powerful and must be reined in. If this problem is not addressed, there is serious trouble in all our futures.”

—Nouriel Roubini, Professor of Economics, Leonard N. Stern School of Business, New York University; Chairman of Roubini Global Economics




“Beautifully written and powerful. Ties the current financial crisis to a cycle of politics as old as the Republic, and to a pathology in our politics that is as profound as any that our Republic has faced. Required reading for the president, and anyone else who cares for this Republic.”

—Lawrence Lessig, Director of the Edmond J. Safra Foundation Center for Ethics, Harvard University




“Johnson and Kwak not only tell us in great detail how the crisis happened and what we must do to avoid another crisis, but they see the deeper political and cultural context that permitted carelessness and excess nearly to break the financial system and plunge us into a depression.”

—Bill Bradley, former U.S. Senator




“A chilling tale of the dangers of concentrated economic, intellectual, and political power. Even if you do not agree with everything the authors have to say, this book makes it clear why ending ‘too big to fail’ and reforming the institutions that perpetuate it are essential for our nation’s future economic prosperity and, more fundamentally, our democratic system.”

—U.S. Senator Jim Bunning




“This book is remarkable in its scope and conclusions. It places changes in financial services and the sector’s regulation over the last twenty years in the context of the last two hundred, and the comparison isn’t favorable. It’s the one book the president (and the Congress) should read.”

—George David, former Chairman, United Technologies Corporation




“A timely, informative, and important book. You may not agree with all the analysis, but the issues so clearly discussed are real, current, and vitally important. Financial industry reform must be undertaken soon; inaction, as the authors convincingly argue, would have dangerous consequences. This book explains it all, and it’s great reading.”

—Lawrence K. Fish, former Chairman and Chief Executive Officer, Citizens Financial Group
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They were careless people, Tom and Daisy—they smashed up things and creatures and then retreated back into their money or their vast carelessness, or whatever it was that kept them together, and let other people clean up the mess they had made.

—F. Scott Fitzgerald, The Great Gatsby1
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INTRODUCTION
13 Bankers


My administration is the only thing between you and the pitchforks.

—Barack Obama, March 27, 20091



Friday, March 27, 2009, was a lovely day in Washington, D.C.—but not for the global economy. The U.S. stock market had fallen 40 percent in just seven months, while the U.S. economy had lost 4.1 million jobs.2 Total world output was shrinking for the first time since World War II.3

Despite three government bailouts, Citigroup stock was trading below $3 per share, about 95 percent down from its peak; stock in Bank of America, which had received two bailouts, had lost 85 percent of its value. The public was furious at the recent news that American International Group, which had been rescued by commitments of up to $180 billion in taxpayer money, was paying $165 million in bonuses to executives and traders at the division that had nearly caused the company to collapse the previous September. The Obama administration’s proposals to stop the bleeding, initially panned in February, were still receiving a lukewarm response in the press and the markets. Prominent economists were calling for certain major banks to be taken over by the government and restructured. Wall Street’s way of life was under threat.

That Friday in March, thirteen bankers—the CEOs of thirteen of the country’s largest financial institutions—gathered at the White House to meet with President Barack Obama.* “Help me help you,” the president urged the group. Meeting with reporters later, they toed the party line. White House press secretary Robert Gibbs summarized the president’s message: “Everybody has to pitch in. We’re all in this together.” “I’m of the feeling that we’re all in this together,” echoed Vikram Pandit, CEO of Citigroup. Wells Fargo CEO John Stumpf repeated the mantra: “The basic message is, we’re all in this together.”5

What did that mean, “we’re all in this together”? It was clear that the thirteen bankers needed the government. Only massive government intervention, in the form of direct investments of taxpayer money, government guarantees for multiple markets, practically unlimited emergency lending by the Federal Reserve, and historically low interest rates, had prevented their banks from following Bear Stearns, Lehman Brothers, Merrill Lynch, Washington Mutual, and Wachovia into bankruptcy or acquisition in extremis. But why did the government need the bankers?

Any modern economy needs a financial system, not only to process payments, but also to transform savings in one part of the economy into productive investment in another part of the economy. However, the Obama administration had decided, like the George W. Bush and Bill Clinton administrations before it, that it needed this financial system—a system dominated by the thirteen bankers who came to the White House in March. Their banks used huge balance sheets to place bets in brand-new financial markets, stirring together complex derivatives with exotic mortgages in a toxic brew that ultimately poisoned the global economy. In the process, they grew so large that their potential failure threatened the stability of the entire system, giving them a unique degree of leverage over the government. Despite the central role of these banks in causing the financial crisis and the recession, Barack Obama and his advisers decided that these were the banks the country’s economic prosperity depended on. And so they dug in to defend Wall Street against the popular anger that was sweeping the country—the “pitchforks” that Obama referred to in the March 27 meeting.6

To his credit, Obama was trying to take advantage of the Wall Street crisis to wring concessions from the bankers—notably, he wanted them to scale back the bonuses that enraged the public and to support his administration’s plan to overhaul regulation of the financial system. But as the spring and summer wore on, it became increasingly clear that he had failed to win their cooperation. As the megabanks, led by JPMorgan Chase and Goldman Sachs, reported record or near-record profits (and matching bonus pools), the industry rolled out its heavy artillery to fight the relatively moderate reforms proposed by the administration, taking particular aim at the measures intended to protect unwary consumers from being blown up by expensive and risky mortgages, credit cards, and bank accounts. In September, when Obama gave a major speech at Federal Hall in New York asking Wall Street to support significant reforms, not a single CEO of a major bank bothered to show up.7 If Wall Street was going to change, Obama would have to use (political) force.

Why did this happen? Why did even the near-collapse of the financial system, and its desperate rescue by two reluctant administrations, fail to give the government any real leverage over the major banks?

By March 2009, the Wall Street banks were not just any interest group. Over the past thirty years, they had become one of the wealthiest industries in the history of the American economy, and one of the most powerful political forces in Washington. Financial sector money poured into the campaign war chests of congressional representatives. Investment bankers and their allies assumed top positions in the White House and the Treasury Department. Most important, as banking became more complicated, more prestigious, and more lucrative, the ideology of Wall Street—that unfettered innovation and unregulated financial markets were good for America and the world—became the consensus position in Washington on both sides of the political aisle. Campaign contributions and the revolving door between the private sector and government service gave Wall Street banks influence in Washington, but their ultimate victory lay in shifting the conventional wisdom in their favor, to the point where their lobbyists’ talking points seemed self-evident to congressmen and administration officials. Of course, when cracks appeared in the consensus, such as in the aftermath of the financial crisis, the banks could still roll out their conventional weaponry—campaign money and lobbyists; but because of their ideological power, many of their battles were won in advance.

The political influence of Wall Street helped create the laissez-faire environment in which the big banks became bigger and riskier, until by 2008 the threat of their failure could hold the rest of the economy hostage. That political influence also meant that when the government did rescue the financial system, it did so on terms that were favorable to the banks. What “we’re all in this together” really meant was that the major banks were already entrenched at the heart of the political system, and the government had decided it needed the banks at least as much as the banks needed the government. So long as the political establishment remained captive to the idea that America needs big, sophisticated, risk-seeking, highly profitable banks, they had the upper hand in any negotiation. Politicians may come and go, but Goldman Sachs remains.

The Wall Street banks are the new American oligarchy—a group that gains political power because of its economic power, and then uses that political power for its own benefit. Runaway profits and bonuses in the financial sector were transmuted into political power through campaign contributions and the attraction of the revolving door. But those profits and bonuses also bolstered the credibility and influence of Wall Street; in an era of free market capitalism triumphant, an industry that was making so much money had to be good, and people who were making so much money had to know what they were talking about. Money and ideology were mutually reinforcing.

This is not the first time that a powerful economic elite has risen to political prominence. In the late nineteenth century, the giant industrial trusts—many of them financed by banker and industrialist J. P. Morgan—dominated the U.S. economy with the support of their allies in Washington, until President Theodore Roosevelt first used the antitrust laws to break them up. Even earlier, at the dawn of the republic, Thomas Jefferson warned against the political threat posed by the Bank of the United States.

In the United States, we like to think that oligarchies are a problem that other countries have. The term came into prominence with the consolidation of wealth and power by a handful of Russian businessmen in the mid-1990s; it applies equally well to other emerging market countries where well-connected business leaders trade cash and political support for favors from the government. But the fact that our American oligarchy operates not by bribery or blackmail, but by the soft power of access and ideology, makes it no less powerful. We may have the most advanced political system in the world, but we also have its most advanced oligarchy.

In 1998, the United States was in the seventh year of an economic boom. Inflation was holding steady between 2 and 3 percent, kept down by the twin forces of technology and globalization. Alan Greenspan, probably the most respected economist in the world, thought the latest technology revolution would allow sustained economic growth with low inflation: “Computer and telecommunication based technologies are truly revolutionizing the way we produce goods and services. This has imparted a substantially increased degree of flexibility into the workplace, which in conjunction with just-in-time inventory strategies and increased availability of products from around the world, has kept costs in check through increased productivity.”8 Prospects for the American economy had rarely seemed better.

But Brooksley Born was worried.9 She was head of the Commodity Futures Trading Commission (CFTC), the agency responsible for financial contracts known as derivatives. In particular, she was worried about the fast-growing, lightly regulated market for over-the-counter (OTC) derivatives—customized contracts in which two parties placed bets on the movement of prices for other assets, such as currencies, stocks, or bonds. Although Born’s agency had jurisdiction over certain derivatives that were traded on exchanges, it was unclear if anyone had the authority to oversee the booming market for custom derivatives.

In 1998, derivatives were the hottest frontier of the financial services industry. Traders and salesmen would boast about “ripping the face off” their clients—structuring and selling complicated deals that clients did not understand but that generated huge profits for the bank that was brokering the trade.10 Even if the business might be bad for their clients, the top Wall Street banks could not resist, because their derivatives desks were generating ever-increasing shares of their profits while putting up little of the banks’ own capital.* The global market for custom derivatives had grown to over $70 trillion in face value (and over $2.5 trillion in market value)† from almost nothing a decade before.11

The derivatives industry had fought off the threat of regulation once before. In 1994, major losses on derivatives trades made by Orange County, California, and Procter & Gamble and other companies led to a congressional investigation and numerous lawsuits. The suits uncovered, among other things, that derivatives salesmen were lying to clients, and uncovered the iconic quote of the era, made by a Bankers Trust employee: “Lure people into that calm and then just totally f[image: ]’em.”12 Facing potential congressional legislation, the industry and its lobbying group fought back, aided by its friends within the government. The threat of regulation was averted, and the industry went back to inventing ever more complex derivatives to maintain its profit margins. By 1997, the derivatives business even had the protection of Greenspan, who said: “[T]he need for U.S. government regulation of derivatives instruments and markets should be carefully re-examined. The application of the Commodity Exchange Act to off-exchange transactions between institutions seems wholly unnecessary—private market regulation appears to be achieving public policy objectives quite effectively and efficiently.”13 In other words, the government should keep its hands off the derivatives market, and society would benefit.

But Born was not convinced. She worried that lack of oversight allowed the proliferation of fraud, and lack of transparency made it difficult to see what risks might be building in this metastasizing sector. She proposed to issue a “concept paper” that would raise the question of whether derivatives regulation should be strengthened. Even this step provoked furious opposition, not only from Wall Street but also from the economic heavyweights of the federal government—Greenspan, Treasury Secretary (and former Goldman Sachs chair) Robert Rubin, and Deputy Treasury Secretary Larry Summers. At one point, Summers placed a call to Born. As recalled by Michael Greenberger, one of Born’s lieutenants, Summers said, “I have thirteen bankers in my office, and they say if you go forward with this you will cause the worst financial crisis since World War II.”14

Ultimately, Summers, Rubin, Greenspan, and the financial industry won. Born issued the concept paper in May, which did not cause a financial crisis. But Congress responded in October by passing a moratorium prohibiting her agency from regulating custom derivatives.15 In 1999, the President’s Working Group on Financial Markets—including Summers, Greenspan, SEC chair Arthur Levitt, and new CFTC chair William Rainer—recommended that custom derivatives be exempted from federal regulation. This recommendation became part of the Commodity Futures Modernization Act, which President Clinton signed into law in December 2000.

We don’t know which thirteen bankers were meeting with the deputy treasury secretary when he called Brooksley Born; nor do we know if it was actually twelve or fourteen bankers, or if they were in his office at the time, or if Summers was actually convinced by them—more likely he came to his own conclusions, which happened to agree with theirs. (Summers did not comment for the Washington Post story that reported the phone call.) Nor does it matter.

What we do know is that by 1998, when it came to questions of modern finance and financial regulation, Wall Street executives and lobbyists had many sympathetic ears in government, and important policymakers were inclined to follow their advice. Finance had become a complex, highly quantitative field that only the Wall Street bankers and their backers in academia (including multiple Nobel Prize winners) had mastered, and people who questioned them could be dismissed as ignorant Luddites. No conspiracy was necessary. Even Summers, a brilliant and notoriously skeptical academic economist (later to become treasury secretary and eventually President Obama’s chief economic counselor), was won over by the siren song of financial innovation and deregulation. By 1998, it was part of the worldview of the Washington elite that what was good for Wall Street was good for America.

The aftermath is well known. Although Born’s concept paper did not cause a financial crisis, the failure to regulate not only derivatives, but many other financial innovations, made possible a decade-long financial frenzy that ultimately created the worst financial crisis and deepest recession the world has endured since World War II.

Free from the threat of regulation, OTC derivatives grew to over $680 trillion in face value and over $20 trillion in market value by 2008. Credit default swaps, which were too rare to be measured in 1998, grew to over $50 trillion in face value and over $3 trillion in market value by 2008, contributing to the inflation of the housing bubble;16 when that bubble burst, the collapse in the value of securities based on the housing market triggered the financial crisis. The U.S. economy contracted by 4 percent, financial institutions took over one trillion dollars of losses, and the United States and other governments bailed out their banking sectors with rescue packages worth either hundreds of billions or trillions of dollars, depending on how you count them.17

Brooksley Born was defeated by the new financial oligarchy, symbolized by the thirteen bank CEOs who gathered at the White House in March 2009 and the “thirteen bankers” who lobbied Larry Summers in 1998. The major banks gained the wealth and prestige necessary to enter the halls of power and sway the opinions of the political establishment, and then cashed in that influence for policies—of which derivatives nonregulation was only one example—that helped them double and redouble their wealth while bringing the economy to the edge of a cliff, from which it had to be pulled back with taxpayer money.

The choices the federal government made in rescuing the banking sector in 2008 and 2009 also have significant implications for American society and the global economy today. Not only did the government choose to rescue the financial system—a decision few would question—but it chose to do so by extending a blank check to the largest, most powerful banks in their moment of greatest need. The government chose not to impose conditions that could reform the industry or even to replace the management of large failed banks. It chose to stick with the bankers it had.

In the dark days of late 2008—when Lehman Brothers vanished, Merrill Lynch was acquired, AIG was taken over by the government, Washington Mutual and Wachovia collapsed, Goldman Sachs and Morgan Stanley fled for safety by morphing into “bank holding companies,” and Citigroup and Bank of America teetered on the edge before being bailed out—the conventional wisdom was that the financial crisis spelled the end of an era of excessive risk-taking and fabulous profits. Instead, we can now see that the largest, most powerful banks came out of the crisis even larger and more powerful. When Wall Street was on its knees, Washington came to its rescue—not because of personal favors to a handful of powerful bankers, but because of a belief in a certain kind of financial sector so strong that not even the ugly revelations of the financial crisis could uproot it.

That belief was reinforced by the fact that, when the crisis hit, both the Bush and Obama administrations were largely manned by people who either came from Wall Street or had put in place the policies favored by Wall Street. Because of these long-term relationships between Wall Street and Washington, there was little serious consideration during the crisis of the possibility that a different kind of financial system might be possible—despite the exhortations of prominent economists such as Paul Krugman, Joseph Stiglitz, and many others. There was no serious attempt to break up the big banks or reform financial regulation while it was possible—when the banks were weak, at the height of the crisis. Reform was put off until after the most powerful banks had grown even bigger, returned to profitability, and regained their political clout. This strategy ran counter to the approach the U.S. Treasury Department had honed during emerging market financial crises in the 1990s, when leading officials urged crisis-stricken countries to address structural problems quickly and directly.

As we write this, Congress looks likely to adopt some type of banking reform, but it is unlikely to have much bite. The measures proposed by the Obama administration placed some new constraints on Wall Street, but left intact the preeminence and power of a handful of megabanks; and even these proposals faced opposition from the financial lobby on Capitol Hill. The reform bill will probably bring about some improvements, such as better protection for consumers against abusive practices by financial institutions. But the core problem—massive, powerful banks that are both “too big to fail” and powerful enough to tilt the political landscape in their favor—will remain as Wall Street returns to business as usual.

By all appearances, the major banks—at least the ones that survived intact—were the big winners of the financial crisis. JPMorgan Chase, Bank of America, and Wells Fargo bought up failing rivals to become even bigger. The largest banks increased their market shares in everything from issuing credit cards to issuing new stock for companies.18 Goldman Sachs reported record profits and, through September 2009, had already set aside over $500,000 per employee for compensation.19 Lloyd Blankfein, CEO of Goldman Sachs, was named Person of the Year by the Financial Times.20

The implications for America and the world are clear. Our big banks have only gotten bigger. In 1983, Citibank, America’s largest bank, had $114 billion in assets, or 3.2 percent of U.S. gross domestic product (GDP, the most common measure of the size of an economy). By 2007, nine financial institutions were bigger relative to the U.S. economy than Citibank had been in 1983.21 At the time of the White House meeting, Bank of America’s assets were 16.4 percent of GDP, followed by JPMorgan Chase at 14.7 percent and Citigroup at 12.9 percent.22 A vague expectation that the government would bail them out in a crisis has been transformed into a virtual certainty, lowering their funding costs relative to their smaller competitors. The incentive structures created by high leverage (shifting risk from shareholders and employees onto creditors and, ultimately, taxpayers) and huge one-sided bonuses (great in good years and good in bad years) have not changed. The basic, massive subsidy scheme remains unchanged: when times are good, the banks keep the upside as executive and trader compensation; when times are bad and potential crisis looms, the government picks up the bill.

If the basic conditions of the financial system are the same, then the outcome will be the same, even if the details differ. The conditions that created the financial crisis and global recession of 2007–2009 will bring about another crisis, sooner or later. Like the last crisis, the next one will cause millions of people to lose their jobs, houses, or educational opportunities; it will require a large transfer of wealth from taxpayers to the financial sector; and it will increase government debt, requiring higher taxes in the future. The effects of the next meltdown could be milder than the last one; but with a banking system that is even more highly concentrated and that has a rock-solid government guarantee in place, they could also be worse.

The alternative is to reform the financial system now, to put in place a modern analog to the banking regulations of the 1930s that protected the financial system well for over fifty years. A central pillar of this reform must be breaking up the megabanks that dominate our financial system and have the ability to hold our entire economy hostage. This is the challenge that faces the Obama administration today. It is not a question of finance or economics. It is ultimately a question of politics—whether the long march of Wall Street on Washington can be halted and reversed. Given the close financial, personal, and ideological ties between these two centers of power, that will not happen overnight.

We have been here before. The confrontation between concentrated financial power and democratically elected government is as old as the American republic. History shows that finance can be made safe again. But it will be quite a fight.


* The CEOs and their banks were Ken Chenault, American Express; Ken Lewis, Bank of America; Robert Kelly, Bank of New York Mellon; Vikram Pandit, Citigroup; John Koskinen, Freddie Mac; Lloyd Blankfein, Goldman Sachs; Jamie Dimon, JPMorgan Chase; John Mack, Morgan Stanley; Rick Waddell, Northern Trust; James Rohr, PNC; Ronald Logue, State Street; Richard Davis, US Bank; and John Stumpf, Wells Fargo. There were also two representatives of industry organizations at the meeting.4

* Because the accounting treatment of derivatives was unclear, the amount of capital that banks had to set aside for their derivatives positions was generally disproportionately low compared to the amount of risk they were taking on. Because they could generate higher profits with less capital, their “return on equity” was higher.

† Derivatives are essentially zero-sum transactions. The face value, or notional value, of a derivative is the basis on which the value of the transaction is calculated. For example, in an interest rate swap, the payments made by the two parties are calculated as interest rates (percentages) on the notional value; the amount of money that changes hands is much lower than the notional value. The market value of a derivative contract is calculated by the Bank for International Settlements as the current value of the contract to the party that is “in the money”—in other words, the amount of money that would change hands in order to close out the contract at this moment.




1
THOMAS JEFFERSON AND THE FINANCIAL ARISTOCRACY


Great corporations exist only because they are created and safeguarded by our institutions; and it is therefore our right and our duty to see that they work in harmony with these institutions.

—Theodore Roosevelt, State of the Union message, December 3, 19011



Suspicion of large, powerful banks is as old as the United States, dating back at least to Thomas Jefferson—author of the Declaration of Independence, secretary of state under President George Washington, third president of the United States, and staunch proponent of individual liberty. Although Jefferson is one of the most revered founders of the republic, according to conventional wisdom he was not much of an economist.2 Jefferson believed in an agrarian society with decentralized institutions and limited political and economic power. He was deeply suspicious of banks and criticized them in vitriolic terms, writing, “I sincerely believe, with you, that banking institutions are more dangerous than standing armies.”3 In a letter to James Madison, Jefferson even suggested, quite seriously, that anyone who cooperated with a federally chartered bank was guilty of treason and should be executed.4

The United States, however, did not turn out to be a decentralized agrarian society, in part because finance, commerce, and industry have also had their supporters throughout American history. Jefferson was opposed by Alexander Hamilton, Washington’s secretary of the treasury, who favored a stronger federal government that actively supported economic development. In particular, Hamilton believed that the government should ensure that sufficient credit was available to fund economic development and transform America into a prosperous, entrepreneurial country. This would require the introduction of modern forms of finance opposed by Jefferson. This tension between Jefferson and Hamilton has endured to the present day.

Hamilton favored a publicly chartered (though largely privately owned) bank modeled on the Bank of England, which would manage the federal government’s money and provide an important source of credit to the government and the economy. Legislation to create the (First) Bank of the United States passed Congress easily in 1791. Jefferson lobbied hard for President Washington to veto it, however, arguing that the power to charter a bank was not expressly granted to Congress by the Constitution and therefore remained with the states under the Tenth Amendment (“The powers not delegated to the United States by the Constitution, nor prohibited by it to the States, are reserved to the States respectively, or to the people”).* Washington went so far as to request that James Madison (principal author of the Constitution and the Bill of Rights) draft a veto, but he also allowed Hamilton the opportunity to respond.5 Hamilton’s fifteen-thousand-word memo, largely written at the last minute, convinced Washington that a federal bank was a “necessary and proper” application of Congress’s power and responsibility to promote fiscal stability and regulate trade by supporting the broader commercial system.6 The president signed the legislation without allowing Jefferson a rebuttal.7

After all the furor and rhetoric, the immediate historical aftermath was rather dull. The Bank of the United States functioned broadly as advertised by Hamilton, managing the government’s incoming revenues and outgoing payments and facilitating payments across an otherwise small-scale and fragmented financial system.8 It won over many supporters, although not Jefferson and Madison (at least at first), who formed the Democratic-Republican Party to oppose Hamilton’s Federalist Party, in part because of the Bank of the United States.

When it came to the basic economic issues, Hamilton was right. Economic development in the early United States depended heavily on the creation of a well-functioning financial system, as shown by modern scholars such as Richard Sylla and Peter Rousseau.9 The United States in the 1780s “lacked nearly all the elements of a modern financial system, [but] by the 1820s had a financial system that was innovative, large and perhaps the equal of any in the world.”10 This was due not only to the Bank of the United States, but also to other financial reforms implemented by Hamilton, such as his careful management of cash flows into and out of the Treasury while keeping money on deposit with “approved banks,” as well as his highly influential reports to Congress on credit and manufacturing.11 Hamilton successfully argued that the federal government should assume the debts incurred by the individual states during the American Revolution, thereby setting the valuable precedent that the United States would always pay its debts.12 In Ron Chernow’s words, “Hamilton did not create America’s market economy so much as foster the culture and legal setting in which it flourished.”13 The result was a stable and relatively favorable environment for banking. The United States had only three banks in 1789, but twenty-eight banks were chartered in the 1790s and another seventy-three in the first decade of the 1800s.14 Bank shareholders had limited liability, a real innovation at the time (in England before the 1850s, only the Bank of England had limited liability) that helped attract entrepreneurs and money.15 By 1825, when the United States and the United Kingdom had roughly the same population (11.1 million and 12.9 million, respectively), the United States had nearly 2.5 times the amount of bank capital as the United Kingdom.16

The United States also rapidly developed a healthy equity market that was able to attract capital from around the world. Already by 1803, more than half of all U.S. securities were held by European investors.17 By 1825, there were 232 listed securities in the United States (in New York, Philadelphia, Boston, Baltimore, and Charleston combined), approaching the 320 securities listed in England, and the level of equity market capitalization was similar in both countries. Many of the companies listed in American stock markets represented the leading sectors of the modern economy, including insurance, transportation, utilities, and manufacturing.18 The abundance of both bank capital and equity financing meant that there was plenty of money available to invest in new and expanding businesses—initially concentrated in New England, but soon spreading to the rest of the country.19

A modern financial system became even more important with the spread of the Industrial Revolution early in the nineteenth century, which neither Jefferson nor even Hamilton foresaw. At the time of their debates, the Industrial Revolution was decidedly small-scale and largely confined to England. But the progressive application of technology to the production of goods would vastly raise the potential output of the American economy and permanently change its place in the world. Because industrialization required investments in new technology, it also required credit. Jefferson’s small-scale farms may have represented a democratic political ideal (at least for those fortunate enough to own those farms and not be slaves working on them), but long-run prosperity required large-scale commerce and industry, both of which required banks. In retrospect, Jefferson’s economic positions seem either cranky and uninformed or motivated by his distaste for the Northern commercial interests that he correctly predicted would benefit from a strong central government and eventually undermine Southern plantation (and slave) owners such as himself.20

But while Hamilton may have been right about the economics, that was not Jefferson’s primary concern. His fear of large financial institutions had nothing to do with the efficient allocation of capital and everything to do with power. Jefferson correctly discerned that banks’ crucial economic functions—mediating financial transactions and creating and managing the supply of credit—could give them both economic and political power. In the 1790s, Jefferson was particularly worried that the Bank of the United States could gain leverage over the federal government as its major creditor and payment agent, and could pick economic winners and losers through its decisions to grant or withhold credit. Over the past two hundred years, financial institutions and markets have only become more intertwined with the day-to-day functioning of the economy, to the point where large companies depend on the short-term credit they use to manage their cash flow as much as they depend on electricity. In Jefferson’s eyes, the increasing importance of finance to society would only give banks even more power—power that could be used to benefit the bankers themselves, or in extreme cases could even threaten to undermine American democracy.

In matters of economic policy, we tend as a nation to lean toward Hamilton. As President Calvin Coolidge said in 1925, “[The American people] are profoundly concerned with producing, buying, selling, investing and prospering in the world.”21 And for most of American history, that has served us relatively well. The United States would not have the largest economy in the world without a financial sector that has, most of the time, funneled capital toward the investments in new technology and processes that are critical to long-term productivity growth.

However, our Hamiltonian inclinations—to seek out efficiency, to celebrate bigness, and to look favorably on anything that makes money—have been kept at least partially in check by the legacy of Jefferson. Although Jefferson lost the battle over the Bank of the United States (and his worst fears did not materialize), the cause of restraining concentrated economic or financial power was taken up by three of his most important successors. In the 1830s, Andrew Jackson’s showdown with the Second Bank of the United States set back the development of a concentrated financial sector. At the beginning of the twentieth century, the crusade against the industrial trusts begun by Theodore Roosevelt ultimately left intact the powerful private banks symbolized by J.P. Morgan; but during the Great Depression of the 1930s, Franklin Delano Roosevelt was finally able to break up the largest banks and constrain their risky activities. While they did not achieve all of their aims, the Jeffersonian tradition represented by these presidents has served as a counterweight to Hamilton’s influence, helping prevent a powerful and unfettered financial system from undermining broader prosperity. The American financial system has oscillated between concentration and fragmentation; but over the long term, it helped give us unrivaled prosperity without undermining our democratic system—at least not yet. Today, as we face the largest and most concentrated financial sector in our nation’s history, Jefferson’s legacy again demands our attention.

JEFFERSON’S REVENGE

Jefferson’s fear of big banks was something close to an obsession for the seventh president of the United States, Andrew Jackson. “Old Hickory,” like Jefferson, favored the ideal of an agrarian republic and distrusted big-city bankers.22 Just as important, he believed in presidential power, and he saw a major national bank as a rival that needed to be dealt with.

After its charter expired in 1811, legislation to recharter the Bank of the United States narrowly failed. However, the economic dislocation caused by the War of 1812 and the resulting chaos in the financial system convinced politicians of the need for a national bank. Congress passed legislation creating the Second Bank of the United States, which was signed by President James Madison, and the bank went into operation with a twenty-year charter in 1816.23

By the time Jackson was elected president in 1828, the Second Bank functioned as an “important administrative agency of the government”24—regulating the money supply, handling the day-to-day financial operations of the U.S. government, issuing bank notes, and providing credit for both federal authorities and private sector clients (including prominent politicians). Under the management of Nicholas Biddle, it supported the development of the American capital markets and helped coordinate a banking system that primarily operated at the state or local level.25

Jackson, however, opposed the Second Bank on both economic and political grounds. He hated paper money and believed only in the hardest of hard money—gold and silver. Paper money, he thought, allowed banks and bankers to distort the economy at the expense of common people. In addition, the Second Bank’s monopoly over government finances gave Biddle and his friends power (and profits) that, he felt, rightfully belonged to the executive branch. The president was particularly enraged that Biddle used his economic power to curry favor with Congress, influencing elected representatives to support his aims; almost every prominent person supporting Biddle was also substantially in his debt (including some of the leading politicians of the day, such as Daniel Webster and Henry Clay).26 As Jackson’s secretary Nicholas Trist put it, echoing Jefferson, “Independently of its misdeeds, the mere power,—the bare existence of such a power—is a thing irreconcilable with the nature and spirit of our institutions.”27

The “Bank War” began when Biddle and his ally, Henry Clay, attempted to renew the Second Bank’s charter in 1832, four years before it expired, in part to create a political issue that Clay could use in his campaign to become president.28 In order to gain support, Biddle directed the Bank to expand its lending in a bid for popularity.29 Congress voted to renew the Bank’s charter, but Jackson vetoed the renewal. His veto message mixed together a rebuke to the Supreme Court (which had finally resolved the Jefferson-Hamilton debate over the constitutionality of the Bank of the United States in favor of Hamilton), an attack on paper money (“Congress have established a mint to coin money.… The money so coined, with its value so regulated, and such foreign coins as Congress may adopt are the only currency known to the Constitution”), a defense of states’ rights, and a swipe at the economic elites (“It is to be regretted that the rich and powerful too often bend the acts of government to their selfish purposes.”)30 In private, Jackson was more personal: “The Bank,” he said to Martin Van Buren (his running mate in 1832), “is trying to kill me, but I will kill it.”31 The veto held up when Jackson defeated Clay in the 1832 presidential election. Biddle did not go quietly, however. When Jackson began transferring the federal government’s deposits out of the Second Bank to his favored “pet banks,” the Second Bank demanded payment on bills issued by state banks and reduced its loans by over $5 million, contracting the money supply and causing interest rates to double to 12 percent. Biddle hoped, by damaging the economy, to stir up opposition to Jackson; in the process, he showed that Jackson had not been wrong to fear the power of a major bank to distort the economy for its own purposes.32

Eliminating the most efficient commercial bank in the United States was probably not a textbook example of sound macroeconomic management, especially according to today’s textbook. Jackson’s veto most likely slowed the development of an integrated payments and credit system such as those seen in more advanced parts of Europe.33 Without a major national bank or a central bank with the ability to stabilize the financial system, the U.S. economy also suffered through severe business cycles through the rest of the nineteenth century.

However, the primary importance of the Bank War was not economic, but political.34 Although Jackson’s economic grounds for opposing a new charter may have been weak, the Second Bank’s behavior showed the political danger presented by a powerful private bank. Biddle was able to bribe, cajole, or otherwise pressure congressmen into taking his side against the president. Not all of the Bank’s supporters were in it for the money. But as the war raged, Daniel Webster wrote to Biddle, “I believe my retainer has not been renewed or refreshed as usual. If it be wished that my relation to the Bank should be continued, it may be well to send me the usual retainers.”35 More ominously, at least as interpreted by Jackson’s supporters, Biddle had attempted to hold the economy hostage to his political ends, first expanding credit in order to gain political support and then withholding it (and triggering a recession) in order to punish Jackson.36 This was exactly what Jefferson had feared.

Both Jefferson and Jackson saw a powerful bank as a corrupting influence that could undermine the proper functioning of a democratic government. While this was not a foregone conclusion—the First Bank had lost its bid for a renewed charter in part because of its political weakness37—the Bank War gave a hint of the way financial power could be misused for political ends. Jefferson and Jackson did not think the government could control finance; the idea of a modern, technocratic central bank lay beyond their imagination, far in the future. Instead, they feared that powerful, privately owned financial institutions would gain disproportionate influence over the government. Given the choice between the Second Bank and no national bank at all, Jackson chose the latter. As a result, central banking developed slowly and informally in the United States, especially when compared to Europe.38 But even with this handicap, the U.S. economy continued to innovate and grow through the nineteenth century.

Most important, Jackson’s victory ensured that a powerful private bank was not able to install itself in the corridors of political power and use its privileged position to extract profits for itself, inhibit competition, and hamper broader economic development. Perhaps the United States could in any case have avoided the fate suffered during the same period by Mexico or Brazil—where a small elite controlled a concentrated banking sector, with unfortunate economic results—and by many recent emerging markets.39 Had Jackson lost the Bank War, it is possible that the Second Bank might have gradually evolved into a modern central bank without distorting the political system to its own advantage.40 But this was not a risk that Jackson wanted to take, and his populist prejudices against financial elites (and his desire for increased presidential power) ensured that the American financial system would err on the side of fragmentation and decentralization. Although the resulting financial system was vulnerable to macroeconomic shocks, it was generally able to supply the capital needed by a growing business sector, and it did not soon generate a small elite with a dangerous amount of economic and political power.

THE MONEY TRUST

By the late nineteenth century, however, industrialization had created a powerful economic elite that held political power at all levels, with its supporters in substantial control of the Senate, the Republican Party, and the presidency. Seventy years after Jackson, it was time for another confrontation between an independent-minded president and concentrated economic power.

Despite its decentralized financial system, nineteenth-century America had turned out to be a great place to develop new ideas and make money. Americans were among the first to invent or commercialize many new technologies that arose after 1800, building companies based on innovations in agricultural implements, canals, telecommunications, steam power, railroads, chemicals, and other industries. By the end of the nineteenth century, American companies were at the forefront of almost all of the technology-intensive industries that were making it possible to produce more and better goods with fewer and cheaper inputs.41 Finance played a constructive supporting role during this period, providing the crucial connection or “intermediation” between savers on the one hand and people with productive investment opportunities on the other hand.42 Capital continued to flow into productive uses even after the demise of the Second Bank.43

The innovations that changed the economic landscape changed the political landscape as well. Social mobility and the lack of an entrenched aristocracy meant that newly successful companies and industries could gain political representation quickly, at least when compared to European societies. New money could make its way into politics, whether legally or illegally. By the late nineteenth century, the Senate had become known as the “Millionaires’ Club”; buying political support with cash was considered by many to be just an extension of normal business practices.44

Railroad wealth was the most prominent late-nineteenth-century example of the entrance of new money into politics. In the three decades immediately following the Civil War, America was swept by a craze for building new railroads. Fortunes were made and lost and businesses built and destroyed, while long-distance travel became much faster and hauling freight became much cheaper than ever before. The railroad barons and their industrial allies acquired great political power, coming to dominate the Senate by the turn of the century. Two of their strongest allies, Senators Mark Hanna and Nelson Aldrich, were important power brokers in the Republican Party, which controlled the White House for all but eight years from 1869 to 1913 and had a Senate majority for all but two years from 1883 to 1913. Hanna managed William McKinley’s successful 1896 presidential campaign and dominated the Republican Party machine into the Theodore Roosevelt years; Aldrich was one of the most powerful men in the Senate and largely dictated its positions on government regulation of industry and banking.45

Political representation for rising industrial interests is preferable to ossified social structures that restrict innovation and keep new people away from the levers of power.46 Most of the European societies that had such restrictions struggled to keep up with the Industrial Revolution and fell behind their competitors. The United States also turned out much better than Latin American countries, such as Mexico, which started at roughly similar income levels but where elites controlled concentrated banking systems; in some cases a lack of effective corporate governance led to nepotism and insider transactions that took advantage of outside shareholders.47

At the same time, however, the openness of the American political system has always made it possible for the current business elite to use its political power to shift the economic playing field in its favor. Any growing and profitable sector can take this route, from railroads, steel, and automobiles to defense and energy. Each of these industries has used the argument that “what’s good for (fill in the blank) is good for America” in order to obtain preferential tariffs, tax breaks, or subsidies.48

This was the case for the new industrial trusts that emerged late in the nineteenth century.* These massive agglomerations of economic power were brought on in part by the spread of railways, which created national markets for many goods, making possible economies of scale of previously unheard-of dimensions.49 Consolidation was also a reaction to prolonged economic downturn and perceived overcapacity in some industries. But it stemmed as well from the old-fashioned instincts of successful industrialists, who realized that combining with their competitors (at least the ones they hadn’t been able to wipe out) could give them an effective monopoly, and with it the power to increase prices and profits. The rise of the trusts was a momentous development in American economic history in its own right. But it was also important because it brought concentrated financial power back onto the economic stage.

Standard Oil was an early pioneer of the trusts, followed closely by imitators in other industries. According to historian Thomas McCraw, “in the period 1897–1904 … 4,227 American firms merged into 257 combinations. By 1904, some 318 trusts … were alleged to control two-fifths of the nation’s manufacturing assets.”50 The rise of the trusts depended heavily on investment bankers, who provided the money needed to buy shares and rearrange shareholdings and also offered the social glue necessary to bring disparate industrial interests together. A handful of bankers led by J. P. Morgan played a central role in this rapid transformation of the business landscape, giving Morgan an economic importance unmatched by any financier since Biddle, if not the beginning of the republic.51 Morgan’s empire handled an extraordinary share of the money flowing into American industry—as high as 40 percent of total capital raised at the beginning of the twentieth century.52 In a lightly regulated banking system, industrial concentration led naturally to financial concentration, and J. P. Morgan stepped forward to take the reins of the financial system.

The 1896 election of McKinley as president was welcomed by large corporate interests that feared the alternative—populist crusader William Jennings Bryan. However, they would be less happy with his second-term vice president and successor (after McKinley’s assassination in September 1901), Theodore Roosevelt, who adopted “trust-busting” as a signature policy and made improved supervision of large corporations a major theme of his 1901 State of the Union address.53 (McKinley had begun investigating the trusts, but Roosevelt was the first president to take them on directly.) Roosevelt pushed through major legislation to tighten regulation of the railroads. More important, his Department of Justice pioneered the use of the Sherman Antitrust Act of 1890 to break up large trusts, first taking aim at the Northern Securities Company, a railroad combination engineered by J. P. Morgan among others.54 In 1904, the Supreme Court agreed with the Roosevelt administration and dissolved Northern Securities as “an illegal combination in restraint of interstate commerce.”55

The industrial-finance barons didn’t understand why Roosevelt was so worked up; J. P. Morgan’s response was “If we have done anything wrong, send your man to see my man, and they can fix it up.”56 But Roosevelt, following in the tradition of Jefferson and Jackson, opposed concentrated industrial power for political reasons; he believed that dominant private interests were bad for democracy and for economic prosperity.57 In taking on the trusts, he sought not only to obtain greater economic benefits for consumers (the prevailing modern interpretation of antitrust law), but to safeguard democracy from monied elites and maintain an economic system that was open to new ideas and new businesses. In the process, he helped change the way Americans thought about big business. As Nobel Prize–winning economist George Stigler wrote, “A careful student of the history of economics would have searched long and hard on July 2 of 1890, the day the Sherman Act was signed by President [Benjamin] Harrison, for any economist who had ever recommended the policy of actively combatting collusion or monopolization in the economy at large.”58 After Roosevelt, however, the consensus view became that antitrust law should be used to break up monopolies and prevent abuses of market power.

The Roosevelt administration’s successful prosecution of antitrust cases in the courts led to more cases brought under Presidents William Howard Taft and Woodrow Wilson, including the court-ordered breakup of Standard Oil in 1911. However, these policies did little to disturb the concentration of money and power that had taken place in the financial sector in parallel with the rise of the industrial trusts. The wave of industrial concentration at the end of the nineteenth century was supposed to stabilize individual markets and cushion particular industries against overexpansion and price wars.59 Instead, the interaction between large industrial trusts and their bankers created the backdrop for the worst financial crisis in American history to date, which brought concentrated banking power to the political forefront.

In October 1907, a routine (for the time) attempt to manipulate the price of stock in the United Copper Company by company insiders and their Wall Street banker went awry, triggering a run on banks perceived to be connected to the scheme.60 The panic soon spread to the Knickerbocker Trust Company, one of the largest financial institutions in New York, and then to many other banks in the city. In order to raise cash quickly, banks were forced to sell whatever they could, pushing down asset prices across the board; stock prices also fell as banks cut back on loans to stockbrokers. This is a standard feature of any financial crisis.61 Any bank has deposits that customers can withdraw immediately, while many of its loans (such as mortgages) cannot be called in on demand. As banks stop lending, borrowers are forced to liquidate assets in order to pay off their debts, reducing asset prices even further and creating more pressure on banks. In any banking system, a crisis can be rapidly magnified by this vicious cycle, sometimes called the “financial accelerator.”62

This is the type of crisis that central banks are supposed to prevent; but thanks to Andrew Jackson’s victory in the Bank War, the United States had not developed a central bank. Instead, J. P. Morgan—the man—stepped in to fill the gap. He and his team, led by Benjamin Strong, decided which banks should fail because they were irredeemably insolvent and which should be saved because they only needed some cash to get them through the panic; then they pressured other major financial institutions to join with Morgan in providing loans and deposits to threatened banks in order to ensure their survival. They were brutal in these choices, and their decisions were final. But despite J. P. Morgan’s financial muscle, the private sector could not come up with sufficient funds. The only entity with enough ready money to stabilize the situation was the U.S. government, which deposited $25 million into New York banks to provide the liquidity needed to keep the financial system afloat.63

The Panic of 1907, which nearly brought the financial system crashing down, clearly demonstrated the risks the American economy was running with a highly concentrated industrial sector, a lightly regulated financial sector, and no central bank to backstop the financial system in a crisis. The major private banks might be able to reshape industries as they wished, but they could not be relied upon to stabilize the financial system in a crisis, especially with J. P. Morgan in his seventies. Something needed to be done. The stage was set for another political battle over the financial system.

On one side, Nelson Aldrich represented the viewpoint of the banking industry.64 “No one can carefully study the experience of the other great commercial nations,” he argued in an influential 1909 speech, “without being convinced that disastrous results of recurring financial crises have been successfully prevented by a proper organization of capital and by the adoption of wise methods of banking and of currency”—which, to him, meant a central bank that could act as a lender of last resort in a crisis.65 Aldrich was chair of the National Monetary Commission, founded in the aftermath of the Panic of 1907, which recommended the creation of a central banking system largely controlled by the private sector bankers themselves. The details of the planned system were hammered out at a secret meeting of top politicians and financiers at Jekyll Island off the coast of Georgia in November 1910. What these bankers wanted was a bailout mechanism that would protect the financial system in the event of a speculative crash like the Panic of 1907. They knew that a new central bank would need the political backing and financial support of the federal government, but at the same time they wanted to minimize government interference, oversight, or control.66

However, the Aldrich plan was politically controversial; it looked like a trick to get taxpayers to finance banks and protect them from the consequences of their risky activities. Opponents argued that the problem was a cabal of big banks that were secretly running the country. This fear was likely exaggerated, but there is no doubt that Wall Street banks played a critical role in creating the industrial trusts. In 1912, the House of Representatives, then controlled by the Democratic Party, commissioned an investigation of the “money trust” and its economic influence. (The investigation was proposed by Representative Charles Lindbergh Sr., who called the Aldrich plan a “wonderfully devised plan specifically fitted for Wall Street securing control of the world.”67) The Pujo Committee concluded that control of credit was concentrated in the hands of a small group of Wall Street bankers, who had used their central place in the financial system to amass considerable economic power.68 The committee report provided ammunition to Louis Brandeis, a prominent lawyer and future Supreme Court justice. Beginning with a 1913 article entitled “Our Financial Oligarchy,”69 Brandeis spoke out strongly in favor of constraining banks. He accused the powerful investment banks of using customer deposits and other money that passed through their hands in order to take control of large companies and promote the interests of those companies. The “dominant element in our financial oligarchy is the investment banker,” he concluded.70

Brandeis served as an adviser to the new Democratic president, Woodrow Wilson, who eventually brokered the compromise that led to the Federal Reserve Act of 1913. The final bill reduced the autonomy of the central bank and gave the government a stronger hand in its operations, notably through a Federal Reserve Board appointed by the president. However, the Federal Reserve banks were (and remain) technically private entities, and private sector banks were given the power to appoint two-thirds of their directors.71

While the private bankers didn’t get everything they wanted in the new Federal Reserve, they did get the most important thing: an institution that could bail them out with public funds when financial crises occurred. Support by the Federal Reserve can take two broad forms: liquidity loans, where the Fed gives a bank a short-term loan that can be rolled over repeatedly; and lower interest rates, which help banks by promoting economic growth and increasing the chances that bank loans will be paid back.* These steps can mitigate individual disasters. However, the existence of government insurance against a worst-case scenario creates “moral hazard”—the incentive for banks to take on more risk in order to maximize shareholder returns—thereby laying the groundwork for the next system-wide crisis. Each emergency rescue only increases banks’ confidence that they will be rescued in the future, creating a cycle of repeated booms, busts, and bailouts.72

In principle, in exchange for providing this insurance, the Federal Reserve would supervise the banks it was protecting, preventing them from taking too much risk. But as Brandeis spotted, echoing Jefferson, this overlooked the political dimension: “We believe that no methods of regulation ever have been or can be devised to remove the menace inherent in private monopoly and overweening commercial power.”73 Although Brandeis supported the Federal Reserve Act as a means of giving the government more control over the financial system, he would have preferred to break up large concentrations of industrial or financial power. As it turned out, the original Federal Reserve lacked the modern regulatory powers necessary to constrain the banks. In addition, the first president of the powerful Federal Reserve Bank of New York was none other than Benjamin Strong, J. P. Morgan’s lieutenant and the ultimate Wall Street insider. As a result, the initial “solution” to the problem revealed by the Panic of 1907 would prove to be anything but. Instead, light regulation and cheap money would encourage banks to take on enough speculative risk to threaten the entire economy.

Theodore Roosevelt was able to curtail the growth of industrial trusts and shift the mainstream consensus so that large concentrations of economic power came to be seen by most people as dangerous to society.74 But despite this success against the trusts, the movement to constrain the power of big banks failed, even with one of its leading advocates, Louis Brandeis, as an adviser to President Wilson. The compromise of 1913 prevented private banks from directly controlling the new central banking system. However, the Federal Reserve Act did little to constrain the banks themselves, leaving them free to engage in risky lending and generate huge economic booms that would be politically difficult to rein in. The problem that was glimpsed but not fully understood in 1907 was that when a crash finally arrived, the government would face the hard choice between letting the system collapse and bailing out the banks that had been responsible for the bubble. The original Federal Reserve, with its combination of strong private sector influence and weak regulatory authority, had the power to engineer a bailout, but not to curb the risky activities that could make one necessary.

FDR AND ANDREW JACKSON

It took only sixteen years for this flaw in the system to become catastrophically apparent. Rampant speculation in the 1920s led to the Crash of 1929, which was initially followed by a generous bailout for elite New York financial firms, and then by the repeated bungling of attempts to save the rest of the financial system. Not only did the Federal Reserve’s safety net encourage excessive risk-taking by bankers; the safety net, it turned out, had gaping holes that could not be fixed in the intense pressure of a crisis. The result was the Great Depression.

Speculation on its own is not necessarily a problem. Entrepreneurs’ willingness to speculate on new technologies or new ways of organizing production is a key source of growth and prosperity. However, speculation combined with large amounts of borrowed money can produce dangerous financial crises. Cheap debt makes more money available to bid on assets, driving up prices, creating vast amounts of paper wealth, and attracting new investors who borrow even more heavily so they can double their bets on a rising market. When the market turns, highly leveraged investors can be wiped out quickly, forcing them to liquidate anything that can be sold and causing asset prices to plummet. This sudden collapse in the value of almost everything can trigger widespread bank failures, corporate bankruptcies, and mass unemployment.

The 1920s were a period of significant deregulation, as Republican administrations dismantled the system of state control developed in order to fight the First World War.75 By the time the war ended and President Warren G. Harding came to power in 1921, there was a determined effort to restore laissez-faire capitalism.76 Harding’s philosophy was “The business of America is the business of everybody in America”; his successor, Calvin Coolidge, famously said, “The chief business of the American people is business.”77 But the two people who best embodied the hands-off philosophy of the decade were Andrew Mellon, treasury secretary from 1921 to 1932, and Herbert Hoover, secretary of commerce under both Harding and Coolidge and president from 1929 to 1933. Mellon’s message was clear: government should just get out of the way.78 Regulation of private business, as espoused by Brandeis and Wilson, slipped out of fashion.79

The antiregulatory policies of the 1920s helped make possible a period of rampant financial speculation, driven by investment banks and closely related firms that sold and traded securities in an unregulated free-for-all. Investor protection was minimal; small investors could be lured into complex financial vehicles they didn’t understand, and were offered large margin loans to leverage their positions.80 While the market rose, everyone benefited. But the result was a stock market bubble fueled by borrowing and psychological momentum.81 Low interest rates set by the Federal Reserve also fueled an economic boom for much of the decade and encouraged increased borrowing by companies and individuals.82 By 1929, financial assets were at all-time highs, sustained by high levels of leverage throughout the economy. The stock market crash of October 1929 not only destroyed billions of dollars of paper wealth and wiped out many small investors; it also triggered an unprecedented wave of de-leveraging as financial institutions, companies, and investors sold anything they could in an attempt to pay off their debts, sending prices spiraling downward.83

The Federal Reserve could have slowed down the boom and avoided the sharp crash of 1929 if it had been willing early enough to “take away the punch bowl” (in the words of later Fed chair William McChesney Martin)84 by raising interest rates to discourage borrowing and slow down economic growth. But this is never popular with politicians concerned about the next election, banks making large profits from the boom, or ordinary people benefiting from a strong economy. Instead, the Fed was reluctant to slow down the economy; it kept interest rates low for most of the 1920s and even lowered them in 1927, citing few signs of inflation and concerns about financial fragility outside the United States. The markets responded with a strong rally in the second half of 1927, and the Fed raised rates from 3.5 percent to 5 percent in 1928.85 But there they stopped. Higher rates, it was feared, would choke off farmers who needed capital; they would also end the bonanza of stock price gains that benefited the financial sector and investors.86 For similar reasons, the Fed also declined to use what regulatory powers it had to rein in debt-based investment strategies and deflate the bubble by using either moral suasion or informal arm-twisting to pressure banks to cut back on loans to finance stock purchases; this too might have ended the boom and slowed down the real economy.87 Under considerable pressure from the banking lobby, the Fed decided to stand aside.88

When the crash came, however, the Fed initially rushed to the rescue. Despite internal debate, the man on the spot—George Harrison, president of the New York Fed—provided liquidity to troubled institutions; “I am ready to provide all the reserve funds that may be needed,” he told bankers, urging them to lend to troubled brokers.89 By the fall of 1930, Harrison could be proud that despite a 40 percent fall in the stock market, not a single major bank had failed. The Aldrich bailout mechanism seemed to work. Instead of J. P. Morgan stepping in to stop the Panic of 1907, this time the Federal Reserve answered the call.90 And yet the United States, and the world, still experienced the Great Depression.

For the last seventy years there has been heated debate over whether the Fed could have prevented the financial crisis of 1929 from evolving into the Great Depression, or at least limited its impact through more assertive action. A leading view, advanced by Milton Friedman and Anna Schwartz and subscribed to (in amended form) by current Fed chair Ben Bernanke, is that a spreading bank panic in the early 1930s caused a severe contraction of the money supply and credit, producing the Great Depression. If the Fed had acted assertively to expand the supply of credit, it could have stabilized the banking system and limited the damage to the real economy;91 the Fed’s mental model at the time, however, focused on “free reserves,” rather than broader measures of money or credit that would have shown the need for more aggressive action. In addition, rescuing the financial system would have required printing money, which, it was feared, would have adverse consequences; generous bailouts of failing insolvent banks would have created incentive problems for the future. But instead, forced liquidation meant bankruptcy not just for companies and farmers, but also for banks.92 Widespread bank failures encouraged people to withdraw their money from sound banks; this further dried up the credit available to businesses, causing major collateral damage to the economy, and once the financial system began contracting the process became impossible to stop.* As a result, unemployment rose above 20 percent and much of the American population suffered through a terrible decade of lost jobs, poor living standards, and severe dislocation.

Clearly, something had gone badly wrong. The problem was not that a single bank threatened to usurp political power, like the Second Bank of Jackson’s day; it was that there was no effective check on the private banks as a group, whose appetite for risk had created a massive boom and a monumental bust.94 The Federal Reserve alone lacked either the power or the will to rein in the excesses of the financial sector. The cheap money it supplied had only encouraged excessive risk-taking. When the crisis finally arrived, the government was left with the choice between bailing out banks around the country and encouraging a further speculative cycle or letting the system collapse and inviting widespread economic misery.

The only force available to constrain the banking industry was the federal government, setting up another showdown between political reformers and the financial establishment. This time, however, the magnitude and severity of the Great Depression created the opportunity for a sweeping overhaul of the relationship between government and banks. And the Pecora Commission, an investigation initiated by the Senate Banking Committee, uncovered extensive evidence of abusive practices by the banks—from pumping up questionable bonds they were selling to giving insiders stocks at below-market prices95—providing the political ammunition necessary to overcome the objections of the financial sector. The result was the most comprehensive attempt in American history to break up concentrated financial power and constrain banks’ activities.96

Franklin Delano Roosevelt’s favorite president was Andrew Jackson.97 This affinity was not without its ironies. Roosevelt was a man of the Eastern establishment; while Jackson is sometimes referred to as “frontier aristocracy” and had New York allies, he had no affection for the East Coast elite. Still, both men shared an appreciation for the workings of democracy and a fear that unconstrained private interests could undermine both the economy and the political system. In a sense, they were both descendants of Jefferson, and both sought to shift the balance of power between the financial system and society at large. In January 1936, Roosevelt said, “Our enemies of today are the forces of privilege and greed within our own borders.… Jackson sought social justice; Jackson fought for human rights in his many battles to protect the people against autocratic or oligarchic aggression.” Roosevelt also stressed that he was opposed to a “small minority of business men and financiers.”98

Although Roosevelt faced a far more complex economic situation than did Jackson, his goals were similar: to protect society at large from the economic and political power of big banks. And he was not afraid to confront the bankers head-on; as historian Arthur Schlesinger wrote of the Roosevelt administration’s first months in power, “No business group was more proud and powerful than the bankers; none was more persuaded of its own rectitude; none more accustomed to respectful consultation by government officials. To be attacked as antisocial was bewildering; to be excluded from the formation of public policy was beyond endurance.”99 The new legislation of the 1930s—primarily the Banking Act of 1933, better known as the Glass-Steagall Act—reduced the riskiness of the financial system, with a particular emphasis on protecting ordinary citizens. The regulatory framework, however, was relatively simple. Commercial banks, which handled deposits made by ordinary households and businesses, needed to be protected from failure; investment banks and brokerages, which traded securities and raised money for companies, did not. The Glass-Steagall Act separated commercial banking from investment banking to prevent commercial banks from being “infected” by the risky activities of investment banks. (One theory at the time—since largely discredited—was that this infection had weakened commercial banks and helped cause the Depression.)100 As a result, J.P. Morgan was forced to spin off its investment banking operations, which became Morgan Stanley. Commercial banks were protected from panic-induced bank runs by the Federal Deposit Insurance Corporation (FDIC), but had to accept tight federal regulation in return. The governance of the Federal Reserve was also reformed in the 1930s, strengthening the hand of presidential appointees and weakening the relative power of banks.

The system that took form after 1933, in which banks gained government protection in exchange for accepting strict regulation, was the basis for half a century of financial stability—the longest in American history. Investment banks were also subject to new regulation and oversight by the Securities and Exchange Commission (SEC), but this regulatory regime focused primarily on disclosure and fraud prevention—making sure that banks did not abuse their customers, rather than ensuring their health and stability.

Postwar commercial banking became similar to a regulated utility, enjoying moderate profits with little risk and low competition. For example, Regulation Q, a provision of the Banking Act of 1933, allowed the Federal Reserve to set ceilings on savings account interest rates. Since savings accounts were a major source of funds for banks, the effect was to limit competition for customers’ deposits while guaranteeing banks a cheap source of funds. Limits on opening branches and on expanding across state lines inhibited competition, as did the prohibition against investment banks taking deposits. As a result, banks offered a narrow range of financial products and made their money from the spread between the low (and capped) interest rate they paid depositors and the higher rate they charged borrowers. This business model was emblematized by the “3–6–3 rule”: pay 3 percent, lend at 6 percent, and make it to the golf course by 3 P.M. According to one leading banking textbook, “some banks frowned on employees working in their offices after hours lest outsiders perceive lighted windows as a sign of trouble.”101

The result was the safest banking system that America has known in its history, despite a substantial increase in leverage. The average equity-asset ratio—the share of lending financed by owners’ or shareholders’ capital rather than borrowed money—had already fallen from 50 percent in the 1840s to around 20 percent early in the twentieth century as informal cooperation mechanisms developed among banks. But due to the double liability principle (which made bank shareholders potentially liable for up to twice the money they had invested), this meant that over 20 percent of bank assets were backed by shareholders’ capital—a stunningly high cushion against loss for creditors by modern standards. After the creation of the FDIC backstop in 1933, the equity-asset ratio fell below 10 percent for the first time in history.102 In other words, banks took on significantly more debt and, in the process, generated higher returns for their shareholders.

Ordinarily, low equity levels (high debt levels) should increase a bank’s riskiness by increasing the likelihood that it will not be able to pay off its debts in a crisis. Yet despite the increase in leverage, tighter regulation prevented any serious banking crises. As Figure 1-1 demonstrates, the half-century following the Glass-Steagall Act saw by far the fewest bank failures in American history.103 But once financial deregulation began in the 1970s, these low equity levels became increasingly dangerous.104

Figure 1-1: Bank Suspensions and Failures Per Year, 1864—Present

[image: ]

* Actual values for 1930-33 are 1,352, 2,294, 1,456, and 4,004.

Source: David Moss, “An Ounce of Prevention: Financial Regulation, Moral Hazard, and the End of ‘Too Big to Fail,’” Harvard Magazine, September–October 2009. Used with the permission of Mr. Moss. Updated with data from FDIC, “Failures and Assistance Transactions.”



Some of the regulations in place during this period may have been excessive. For example, it’s not clear that limiting banks to a single state—a long-standing rule in the United States that was reaffirmed in the 1930s—makes them safer (other than by restricting competition, which increases their profits). Even the need for the Glass-Steagall division between investment banks and commercial banks has been questioned,105 and recent history has shown that pure investment banks could become systemically important (and therefore qualify for government bailouts) on their own. Still, the regulations of the 1930s were consistent with several decades of sustained growth without major financial crises. No one can conclusively prove that these reforms were essential to postwar economic development. But constraints on banking activities helped prevent the development of massive debt-fueled booms ending in spectacular crashes. The extreme boom-bust cycles of the nineteenth and early twentieth centuries faded into memory, while the financial system funneled capital effectively into productive investments.106

Of course, the story does not end there. The society and economy of the United States remain highly dynamic. New businesses and companies appear and old memories fade away. Political settlements hammered out in previous eras start to seem useless or quaint. Eventually the American tendency toward innovation, risk-taking, and profit-making takes over, and new economic elites arise to challenge the political order.

The laws of the 1930s were intended to protect the economy from a concentrated, powerful, lightly regulated financial sector. In the 1970s, they were beginning to look out of step with the modern world. Bright young minds were inventing new types of financial transactions; banks, particularly investment banks, were making more and more money; and the federal government, charmed by the promised miracles of the financial sector, began relaxing the rules. By the 1990s, Jefferson and Jackson, always awkward topics at any discussion of finance and economics, seemed more irrelevant than ever, and Franklin Delano Roosevelt’s New Deal was under widespread attack. The financial sector was bigger, more profitable, and more complicated than it had been in decades. Productivity was rising steadily, economic growth was strong, and inflation was stable and low. Just as some political commentators thought the end of the Cold War signaled the end of history, some economic pundits believed that this “Great Moderation” heralded a turning point in economic history. Sophisticated macroeconomic theories and wise policymakers, they suggested, had learned to tame the cycle of booms and busts that had plagued capitalism for centuries.

In fact, the 1990s were a decade of financial and economic crises, but they were taking place far away, on the periphery of the developed world, in what were fashionably known as emerging markets. From Latin America to Southeast Asia to Russia, fast-growing economies were periodically imploding in financial crises that imposed widespread misery on their populations. For the economic gurus in Washington, this was an opportunity to teach the rest of the world why they should become more like the United States. We did not realize they were already more like us than we cared to admit.


* The Tenth Amendment, part of the Bill of Rights, was technically not yet in force, but by the end of 1790 it had been ratified by nine states out of the ten necessary.

* A trust was a form of legal organization used to combine multiple companies into a single business entity.

* Lowering short-term interest rates can also help banks by “steepening the yield curve.” Since banks typically borrow for short periods of time and lend for long periods of time, if short-term rates fall while long-term rates remain unchanged, their profit margin—the spread between long- and short-term rates—increases.

* An alternative explanation, advanced by Barry Eichengreen and Peter Temin, is that the Federal Reserve was constrained by its adherence to the international gold standard; expanding the money supply would have caused a severe devaluation of the dollar.93
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